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Dear Shareholder,

On March 28, 2008, five years ago this month, Philip Morris International inc. spun off from
its former parent to become the most profitable publicly traded tobacco company in the world.
Since then, our company has gone from strength to strength. My letter to you highlights our
very solid growth in 2012 across key operational metrics, but | take this opportunity to draw
your attention to one particular hallmark of our success, both this year and since the spin-off,
namely our employees. Our company is blessed with a diverse pool of superb talent that,
with unwavering passion and commitment to excellence, is the driving force behind our
performance. This year’s Annuaf Report is dedicated to them and showcases the consider-
able breadth of talent that we enjoy around the world today.

2012 Results

Our robust performance in 2012 was all the more impressive given the spectacular results
achieved in 2011 and the continuing economic woes affecting all southern European nations.
Our growth is testament to the resilience of our business, which in turn is attributable to our
broad geographic footprint, our relatively unique pricing power driven by the strength and
vibrancy of our industry-leading brands, the disciplined management of the challenges and
opportunities that we confront and the considerable efforts of our dedicated workforce. This
was the fifth consecutive year that saw us meet or exceed our mid- to long-term annual
currency-neutral adjusted dituted earnings per share (EPS) growth target of 10-12%. This
consistent level of double-digit EPS growth puts us at the forefront of all major global
consumer products companies.

Organic cigarette shipment volume reached 927.0 billion units, an increase of 1.3% ver-
sus 2011, Of particular note is that, excluding the Japan “hurdle” related to additional volume
shipped in the second quarter of 2011 following the disruption of our principal competitor's
supply chain, our volume would have increased by 2.0% on an organic basis — and this
despite a 13.5 billion unit or 6.4% erosion in volume in the EU Region. Our strong volume
performance, which on an apples-to-apples basis surpassed that of all our direct competitors,
was driven by our Asia and EEMA Regions with particularly strong results in Indonesia,
Russia and Turkey. In addition, our Other Tobacco Products volume performance was
exceedingly strong — rising, in cigarette equivalent units, by 9.8% versus 2011. The EU
Region was the principal contributor to this positive result where we drove our share up by
1.1 percentage points to 12.2%.

Qur cigarette market share performance was solid and improved as the year unfolded.
We gained share at the international level, closing the year up by 0.5 percentage points to
an estimated 28.8%, outside of the U.S. and the People’s Republic of China, and gained 0.6
percentage points to reach a share of 37.4% across our combined top 30 income markets.

Reported net revenues, excluding excise taxes, of $31.4 billion exceeded those in 2011
by $280 million, or by 5.6%, excluding currency and acquisitions.

Adjusted operating companies income reached a level of $14.2 billion, up by 3.7% versus
2011 and up by a strong 8.1%, excluding currency and acquisitions. As usual, pricing was the
key contributor to our profit growth versus the prior year, but most importantly our volume/mix
variance was positive, excluding the Japan hurdle — a major achievement given the pressures
we faced in southern Europe.

Adjusted diluted EPS of $5.22 were 7.0% ahead of 2011. On a constant currency basis,
adjusted diluted EPS were a strong 11.7% above the prior year level.

Our free cash flow of $8.4 billion in 2012 was down by $1.1 billion, or by 11.6%, excluding
currency. The decline was attributable to higherworking capital requirements and an increase
in capital expenditures. The working capital increase was driven by Indonesia, where our
business growth led to higher tobacco leaf and finished goods inventories and increased
purchases of cloves at higher market prices. In addition, we replenished our global tobacco
leaf stocks following our unexpectedly large cigarette sales in Japan in 2011. The increase in
capital expenditures was primarily attributable to production capacity increases in our Asia and
EEMA Regions. We anticipate a strong increase in our currency-neutral free cash flow in 2013,




althoughwe do plan further increases in capital expenditures related
notably to additional capacity in Indonesia and to the establishment
of Next Generation Products (NGP) manufacturing Capacity.

Wi had a cost and productivity savings target of $300 million
for 2012 and excesded it handsomely. We also took flurther steps to
consolidate our manufacturing footprint and continued to benefit from
restructuring intiatives, in Curagao, Guatemala, Malaysia; Mexico,
Urugiiay and Venezusla Al factory closures were executed flawlessly
and with no disriiptions. In February of this year, we announced a new
cost and productivity savings target for 2013 of a further $300 million.

We suscesstully conducted a number of capital market transac-
fions ih 2012, Welssued an aggregate of $5.6 billion in bohds and,
inso doing, extendad the weighted-average time to maturity of our
long-teri debt from 8.2 10 101 years and reduced the weighted-aver-
age coupan of ourbond portiolio-from 4.8% in 2011 1o 4.2% in 2012,

OncAugust 1, 2012, we began repurchasing shares under 8 new
thres-yesr $18.0 bilion share repurchase program that was autho-
vized by our Board of Directors in June last year. In September, we
incrensed our annual dividend by 10.4%: Since the spin-off, we have
increased the dividend payout by 84.8% and have spent $27.9 billion
throigh the end of 2012 to repurchase 489.0 million shares, repre-
senting 23.2% of shares cutstanding atthat time, at an average price
of $56.96 pet share.

Curtotal sharsholder return (TSR) in 2012 was 10.6%. Since the
spln-off, our TSR ol 103.5% In U.8. dollar terms sturged ahead of that
of our Compensation Survey Group (37.3%), our Tobacco Peers
(B7:2%); the SE&P 500 Index (206%) and the FTSE 100 (1.1%).
Gurihiressyear rolling TSR performance of 96.7% was such that the
only company we tralled in the top 25 S&P 500 Index companies
wag Apple Inc.

Arguably cur greatest achievement in 2012 was the growth of
Maribore, With its architecture firmly in place, complemented by
the advent of the new campaign, which you wilt see featured later
inthis Annual Report, and the continued roli-oul of anarray of line
axtensions dcross all three pillars of Red, Gold and Frash, Masdboro
continbed o expand s share on a global basis. Infact share grew
across all four Regions; underscoring its enhanced brand equity,
relevanos and renewed vitality, Share growth in our EU Region,
of 0.3 points 1o 18.5%, was particularly gratifying and marked a
watershed umaround alter several years of share erogion in
ihig geography,

Othier brands fared strongly too: Of particular note was the
exceliont performance ot abovespremium Parfiament, which grew
shipmentvolume by 10:1%, and L&M with a growth rate of 4.0%.
Both brands benefited from the roll-out of new packaging initiatives
andthe lonchof several new line extensions including, in the case
of Pafiament; the industey’s first-ever recessed filter capsule product.

The Flacal, Beguiztory and ot Trade Environm
Our solid volume and, indeed, strong undetlying produtt mix perfor-
rapnce was dué, in part, o the reasonable excise tax environment

that prevails internationally. Our consistent effods to seek longer-
term predictability on excise tax rates and structure continue 1o be
rewarded with several key countries adopting, and in certain instances
prolonging, multi-year plans. From time to time there are disruptive
exceptions, but these have tended to become less numerous and less
frecuent. This year we have the Philippines. While the increases there
are without precedent, one should note that the strueture adopted isin
line with the trend observed elsewhere and, accordingly, is favorable if
one takes the longer-term view.

On the regulatory front, 2012 was marked by a number of actions
and achisvements that not-only contributed to our annual results
but also enhanced our longer-lterm competitiveness and growth
prospects. Regretiully, there were also a number of setbacks or fack
of progress on some key regulatory initiatives, the most obvious of
which was the implementation of plain packaging legistation in

Australia in December of last year. However, legal and commercial
considerations in other jurisdictions, combined with ongoing efforts
to challenge Australia through the claimwe have lodged pursuant to
the Hong Kong-Australia Bilateral fnvestment Treaty, and the World
Trade Organization proceedings, which have been commenced by
sevaral nations, lead us to hope that this extreme regulatory measure
will not spread beyond Australia’s borders.

In December last year, the European Commission-issued its
longrawaited proposed revision o the European Union Tobacco
Products Directive. This proposal is now under consideration by
the European Parliament and the European Council, where it may
undergo further changes. The Commission has said it expects its
final proposal 1o be adopted in 2014 .and come into effect from 2015
to 2018, Inits current form, the Commission’s proposal includes
extreme provisions, such as excessively large health warnings, stan-
dardization of pack formats, as welt as a ban on slimmer-diameter
cigarettes and menthol, without any sound evidence that implemen-
tation of these measures would: achieve the Cormmission’s public
health-objectives. In-addition, the proposal would significantly limit
consumer access to, and information about, products that have the
very real potential to reduce the risk of smoking-refated diseases in
comparison to conventional cigareties. We remain hopeful that these
numernus flaws will be addressed over the coming months to ensure
that the EU implements a regulatory framework for tobacco products
in Burope that is fair, science-based and effective in reducing the
harm caused by smoking and avoiding a surge in iflicit trade.

Elsewhere, Brazil's National Health Surveillance Agency
(ANVISA) issued a resolution effective September 2013 that would
egsentially ban almost all ingredients and additives, including
menthol. This resolution, unless reversed, will force modifications
to products that constitute more than 95% of the cigarette market
and fuel the already significant penetration of illicit products in Latin
America’s largest cigarette market. Several legislative and legal
actions are under way to overturn this resolution permanently,
the final outcomes of which remain 1o ba seen.

While we have witnessed some improvement in various



countries, the global prevalence of illicit trade in cigarettes continues
to be a growing and insidious issue. Our determination to address
illicit trade was given fresh impetus last year through the creation of
a well-staffed and centralized organizational structure, an agreement
with INTERPOL and sustained progress on the Codentify tracking
and tracing technology. We continue to engage with governments

in an effort to ensure they are made fully aware of the undesired
consequences of implementing flawed fiscal or regulatory policies,
specifically their impact on the levels of illicit trade.

Business Development, Research & Development

and Environmental Health & Safety

During 2012, we announced plans to build one or two NGP manu-
facturing facilities in Europe with an initial capacity of 30 billion units,
investing €500~€600 million over three years in the process, with a

over the last few years are bearing fruit.

We continue to benefit from the tremendous experience of our
Board of Directors. The complete transparency between the Board
and management leads to a rather exceptional atmosphere.

This month our Board of Directors announced that André
Calantzopoulos will become our Chief Executive Officer immediately
following the Annual Meeting of Shareholders on May 8, 2013.

I have known André for more than 27 years, and | cannot think of

a better qualified and prepared individual to take on this significant
task. André has been the architect of numerous initiatives and the
principal contributor to our strong performance since we became an
independent company. | am convinced that with him at the helm our
future success will be assured. | am genuinely pleased that, at the
request of the Board and of André, | will continue to serve this great
company as Chairman of the Board and remain an employee.

goal of commercialization in 2016/2017. We expect to break ground
on the first site this year.

We have finalized all elements required to conduct a series of
human clinical trials in different venues with both global and regional
clinical research organizations and have concluded a plan and
methodology to conduct consumer perception and behavior studies
in line with draft guidelines published by the U.S. Food and Drug
Administration.

On the environmental front we continued to make great strides
and remain on track to achieve our targets for 2015 and beyond.

Our 2012 Carbon Disclosure Project submission qualified us for the
Carbon Performance Leadership Index. We are the only consumer
staples company in the S&P 500 index to have achieved such rec-
ognition and one of only five from the FTSE Global 500 Index. All the
more impressive is that only 16 companies in the S&P 500, and 34
in the FTSE Global 500, are listed in this 2012 Leadership Index.

We continue to vigorously address labor issues in the tobacco
supply chain, and our efforts are beginning to generate profound
changes in numerous countries. These efforts have not gone unno-
ticed and have been the subject of public recognition from the
U.S. Department of Labor and State Department, among others.

Continued progress was observed on virtually all Operations’ key
performance indicators. Particularly noteworthy was the significant
improvement in our lost-time injury rate resulting from the unrelenting
focus on safety in the workplace. While our fleet safety record im-
proved modestly, this remains an area that requires further significant
improvement in 2013 and beyond.

The Organization

I believe morale within the organization is strong, in part due to our
solid results and shareholder returns, but also as a result of a deeper
and growing understanding that our challenges are manageable and
that these pale in.comparison to the opportunities that lie ahead.
There is a better understanding of our strategies at all levels, less
risk aversion, visible signs of sustained investment in the future and
recognition that the numerous initiatives that have been put in place

After some 35 years of service at this company and its prior
parent, 11 of which were in the role of Chairman and Chief Executive
Officer, | believe the time has come for me to relinquish my exscutive
role and pass the baton to a most-deserving successor..| have had a
great run, and it has been a real privilege to serve you, our share-
holders, our Board and the fabulous management team and employ-
ees of this wonderful company. Qur future is brighter than ever, and |
sincerely believe that our best days lie ahead.

I could never have imagined back in 1978 that | would be lucky
enough to have had such a wonderful career. While history will be the
ultimate judge of my accomplishments, my greatest source of pride
and satisfaction has been to be associated with countless talented,
committed and inspiring individuals who have worked and will con-
tinue to work for our company. My most heartfelt gratitude goes out to
each and every one of them.

The Year Ahead

We enter 2013 with considerable momentum, solid plans and cau-
tious optimism. Challenges will inevitably arise, or become more
acute, but we are more than equipped to deal with them. We remain
steadfast in our commitment to generously reward our long-term in-
vestors by building on the tremendous success of our first five years
as a public company. This success is a direct reflection of the vision
of our formidable Board of Directors, the considerable expertise of
our superior managernent leadership team and the quality and unerr-
ing dedication and professionalism of our talented workforce.

a7 Vitan,
Louis C. Camilleri
Chairman of the Board and Chief Executive Officer

March 13, 2013



PMIMarket Share

2009 2016

Turkey: Superior Share Growth

From left to right, e 4, Manager Corporate Affairs, Nesli
Katier; Information Systems Analyst, Eving Aktan, Supervisor Internal
Cantrols, Gonea Bk, Assistant Treasurer Financial Analysis, and
Teyiep fnee, Counsel, are afew of our more than. 1,600 employees in
Turkiey who helped grow our 2012 market share by 0.9 points to 45.7%,
consolidating our market leadership. Our performance in this important
market has been impressive, with market share up by 3.8 poinis since
the spin-off in 2008.
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licit Trade Strategies
& Prevention:
Combating Smuggling

The illicit trade in cigarettes is estimated to
represent approximately 600 biilion units

or 10% of global consumption. From left to
right, Erwan Fradet, Manager Technology
Center Codentify, ¥laus Berg

Manager,
llicit Trade Strategies & Prevention France
and Nordics, and Christian Swan, lilicit
Trade Strategies & Prevention Manager
Regulatory Policies, are part of a dedicated
team charged with defining and implement-
ing strategies to defend the company’s busi-
ness against the harm caused by the illicit

trade in tobacco products.

Hong Kong:
Gateway to Asia

Asia is our largest Region by volume, net
revenues, excluding excise taxes, and operat-
ing companies income — and a key driver of
our 2012 results. From left to right, Shikha

, Manager Sales
& Distribution Hong Kong, and Hoo Yeun Ki

Manager Marketing Hong Kong & Macau, work
in our Hong Kong offices, home also to our
Regional headquarters. Their contribution to

our business performance in this market, where
market share in 2012 was up by 8.7 points since
the spin-off to 57.6%, epitomizes our broader
achievements in this dynamic part of the world.

Market Leadership

Thanks to the combined efforts of employees
such as, from left to right, Louis Le Goff,
Supervisor Legal Age Meeting Point Engage-
ment, and Carcline Missika, Manager Fiscal
Affairs, we are the market leader in France with
a 2012 share of 39.6%. Our leadership position
was driven, in part, by the growing share of our
Philip Morris brand, our fifth-largest international
brand by volume. France is the largest market in
Europe for the Philip Morris brand and the third
largest worldwide after Argentina and Japan.




Canada: Profitable Development

We acquired full ownership of Rothmans, Benson & Hedges Ine. (RBHYIn Jate 2008,
making it our first major acquisition since the spin-off, Since then our business in'this
profitable market, in which we achieved a'share of 33.5% in 2012, has beer fully
integrated into the PMI family, allowing for employees such as Ma:
Manager Mariboro Brand Development on short-term assignment in
Switzerland, to Acguire key skilis and experience in other markets

around the world,

Jordan:
Contributing
to Success

Jordan forms part-of our North

Afrcarand Levant bysiness where

aur volume and market share have
grown continucusly for the last ten
years: i June 2011, we completed
the
Hiondn Jordan, our fisstin this part

acquisition of a cigarette opera-

of the warld, Today, Alag AbJdur

Manager Accounting & Tax, s parl

of thisg overall success story.

South Korea: State-of-the-Art
Manufacturing

From left to right, Ok
S, Secondary Team Leader,

faan §

=, Production

i1, Supervisor

al * o Technician, £

-

Project Engineering, Chany Sop

Wi, Electronic Technician, Wow

Technical Trainer,

3 1, Manager Opera-
tions Organization Development,

Yong Ssob 1, Production Techni-

clan, and Bon 2, Mechanical
Technician, were instrumental in suc-
vessfully completing a complex project
to relocate production 1o 2 new state-of-the-
art facility, which gualified for commercial
production in July 2012, PMLis the number
oneinternational manufacturer in South Ko~
rea; with-a 2012 market share of 19.2%, Gur
siccess 18 driven by exciting new innovative
brand launches, such as the recessed filter
Parliament Hybrid -~ a non-rentholto-rmen-
thol brand using capsule-in-filter technology.
Launched in July 2012, the brand achieved
ashare of 0.7% by the-end of the year.



- Meeting Consumer Preferences

With a share of more than 17% of the total market, up by more than two points in 2012,
Poland has a long-established super-slims segment, the largest in the European Union.
Meeting this type of adult consumer preference is just one of the reasons why our team
including, from left to right, Anna Ledniak, Manager Regional Sales, Magdalena
g, Counsel, Agnieszka Wyszynska-Szuic, Manager Corporate Affairs
ssii, Manager Duty Free, regularly brings different product

formats to market. One such example is Marlboro Mint Stream, which was introduced in
April 2012, contributing to our overall leadership share of 36.4% by the end of the year,
up by 1.1 points versus 2011.




Mexico: Good Agricultural Labor Practices (ALP) PMI Market Share

In Beptembertast year-we issued our first progress report; available on our website, describing
our achisverments to-date and the wide range of ongoing initiatives under our ALP Code, devel-
apéed irvassociation with Verité, a non-profit organization that promotes fair labor practices. In

armers. in some 30 countries who

70.1%

2012 this Code was communicated to approximately 497,000 1
have contractual arrangemenis directly with our affiliates or with third-party leaf suppliers who buy

tobaceo forus, Fromteft toright, Agronomy Supervisots Oeedr Botdeigu
and Field Technician

{0, ManagerAgronomy

wisto Jarsgul s, argakey part of that effort

in Mexico, where we have direct contracts with more than 1,300 farmers.




The Philippines:
Flawless Integration

The integration of our focal affiliate with Fortune Tobacco Corporation, which began fol-
lowing their business combination in 2010 resulting in the establishment of PMFTC Inc.,

continued flawlessly last year. From left to right, Rally Romo, Manager Internal Controls, . RISIng to

April Gile, Information Systems Analyst, Angelica Quiambao, Compensation & Benefits  the Cha”enge

Analyst, and Michael Aguilar, Trade Marketing Executive, are former employees of both

companies who today work together seamlessly, contributing to our 2012 market share Spain felt the economic crisis in Europe more

of 90.7%, driven by the two most popular brands in the market, Fortune and Marlboro, acutely than most other countries last year.

Thanks to the dedication of employees such

as, from left to right, Enrigue Luna, Supervisor

Duty Free, Serena Prados, Manager Corporate

Affairs, and Mario Corredor, Manager Information

Services — Marketing & Sales Systems,

our business remains resil-

ient, supported by a strong

portfolio of brands, including

Chesterfield, which grew its
national share by 0.6 points to
9.0% in 2012,

Romania:
Focused Adaptation

In 2012, from left to right, Liviu Yornicu, Manager
National Sales, Adrian Gavrila, Area Sales
Manager, Sergiu Indrel, Brand Manager Marl-
boro ~ Deployment, and Area Sales Managers

£

sutdiv Hlan and Edmund Vidam, implemented

PMI's new strategic framework in Romania that
combines our marketing and sales expertise with
our in-depth knowledge of our sales territories.
This new framework allows us to adapt rapidly to
the ever-changing operating environment and to
engage more effectively with adult smokers and
our direct and indirect trade partners. Our 2012

market share in Romania was 19.2%.



PMI Duty Free:
A Global Business

yeb' 4

From left to-right, #
Executive Short-Tenn Assignment
internal Cantrols Analyst, and-Ju
Senior information Systems Analyst, are partof
Gur mblcutiural duty fres organization of over
180 people basedin nearly 30 markets that
suppliss over 850 brand variants 1o closeto 150
markets covering apémximaie!y 4,000 duty and

x-froa outlets wordwide: W
Ukraine: o e .
Local Leadership P . v 7 ‘ |
with International

Brands

Our employees’ vision in Ukraine - w‘
’ . , . aun
is to e "Number One in everything .

we o

M Epitomizing this goal was

our refursito market-share growth in
2012, driven by Bond Street; the lead-
ing international brandin Ukraine and
brand worldwide.

our fourth-arg
From fett to right, Haman Dulirova,
Primary Operator, and leksandr

o

shike, Manager Continuous

iraprovement, are armong our

1400 employess whose collective Thben

G

commiitiment helped extend our

overall market share leadership , f o

Kyplnin g 0AUYL v
| Soenuemecymmie, T - ;o] ]
Wy R ey,

lagt year to 32.4%

search & De pn
Reshaping the Industry

Our primary R&D challenge is 1o deliver

a world-class portfolio of innovative Next Gen-
sration Products supported by robust selentific
evidence of their potential to reduce the risk

of smoking-related diseasegs. in comparison to
conventional cigarettes. Employees in our prin-
cipal R&D center in Switzerland such as, from

left-to right; e anager

Analytical Laboratories, J

, Manager

Computational Disease Biology, and

arty Vogel Manager Quality Assurance, are

g

e

dedicated to realizing this ambition.



Indonesia: A Jewel in Qur Crown

Since its acquisition in 2005, Sampoerna — which turned

99 years old in 2012 and reached a sales milestone of more
than 100 billion cigarettes — has rapidly become a jewel

in our crown. Over the same period, the company has in-
creased its share, doub

ed its sales volume and quadrupled
its profits. The company was PMl's largest volume contribu-
tor in 2012, driven by growth from each of its top five brands
led by Dji Sam Soe and Sampoerna A, and grew its market

leadership share by 2.8 points to 35.6%. The company’s
success was based on the contribution of more than 85,000
‘kretek” hand-rollers. The 16 featured here were among the

top performers last year. From left to right, (front row) Sulas-

&

iri, Jumnaiyah Fauziah, 8iti Malsyaroh, Mujiati, Rasmiati,




.

.
e - Developing World-Class Talent
J
? . \g} We are t in-Germany with a 2012 market sharé of 35.8%. manager in our Mexican affiliate; André Sorge, Senior
. w Thanks of our employees and the Introduction of a new Brand Manager Chesterfield & Other Portfolio Brands, joined us

e misrkating campaign, Marboro, the leading brand in the market, as a sales trainee; Oya Oratl, Brand Manager Marlboro, began

ﬁ . achieved d'share of 21:3% in 2012, The team’s success reflécts, in her career with-us in Turkey; Gerben Hitharst, Project Manager,
o § part our strategy of providing mployees around the world with started as a finance trainee inourfactory inthe Netherlands, and,
L j ssignments and cross-functional moves that develop their prior to his current role; Tammo Koerner, National Manager

Vending & Tobacco Wholesale, completed an assignment in our

business planning function.
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United Arab Emirates:
Middle East Leadership

The UAE is home to our headquarters for our businesses
in the six Gulf Cooperation Council (GCC) countries and
employees such as, from left to right, Chiristian Akikd,
Brand Manager Parliament & Virginia Slims Middle East,
Carla Lewis, Junior Brand Manager Marlboro, and Joe
Zaccour, Manager Corporate Affairs. We are the market
leader in the GCC, partly reflecting the positive impact of
innovative product launches such as Marlboro Premium
Black, a pack created by the ltalian designer Pininfarina,
featuring a distinctive PROFRESH seal.

A Prbmising Future

Our business in Vietnam is initially focused on
Marlboro and six key cities that account for more
than 30% of the total cigarette industry volume.
Thanks to the efforts of employees such as, from
left to right, Thanh Tat Mai, Manager Trade
Marketing & Key Accounts, and Phuor

Chief Accountant, our share of the expanding
premium segment in these cities increased from
37% in 2011 to 45% at the end of last year.

Colombia: Renewed Growth

Our team in Colombia, including Andrés Boters

Manager Manufacturing, consolidated our leadership
position in this South American market, growing our
2012 market share by 1.8 points to 50.5%. Testament
to this success, and common to markets in this part

S

of the world, was our ability to grow both
our international brand portfolio, with
brands such as Marlboro and L&M, and
local heritage brands such as Boston.




Argentina: Outstanding
Share Performance

Argenting s our fargest market by volume inthe Latin America & Canada
Region: Ourshare, which has been growing consistently since the
spinoft increased by almost one full point last year to reach 74:9%;

Our Philio: Morids brand is the market leader in the country, with'a share
of 394% 1 2012, and Marlboro, at 24.1%, is the leading brand in the

pr@rmm’z gegment This tremendous performance is the result of the

shaborative effor! of émployees such as; from left to right, Fag
o, Manager Goya Plant.

¥

Controllerand G

Efficiency and Safety

#, Material Planner, Musium Cuman, Senior Operator,

WMar, Supervisor Costing, Vivianne Haest, Supervisor Life Cycle Management

Wihonnd

Primary, and Eather Barls, Process Supervism, are among our more than 1,400 employees
who work in Bergen op Zoom (BoZ), one of our largest manufacturing facilities, With machines
that operate at up 1o 16,000 cigarettes per minute, BoZ exports over 90% of the more than
250 brand variants it produces, primarily to France, ltaly and Japan. BoZ is just one of our

53 production ceniters where a culture of - and commitiment to — manufacturing

safety drove an impressive reduction In our global lost-time injury rate of 45% in

2012 compared toour 2010 baseline.

South Africa;
A Full Portfolio

We hald @ neary one-third share of the

bacco market in South Africa fol-

in the pipe tobacco snd shuff categories.

Today, thiough rodern marketing and

sales initatives, andthanks to employees “"'"'““"’”"“"‘“‘“"’”““‘*WW"

wfezuiu, Manager

Procurement, we have established a

strong platforny for fiture growth.

Costa Rica:
Big Ambitions

While Costa Rica is.one of the world’s smaller
cigarette markets, the business ambitions of

such as, from left to right,
- Coordinator Corporate

ouremployee

o
i

W

G /\
\V{?M’?»;”‘?‘ i
L

R
m;,ﬁ,ﬁ//;q\,"y |

G ;4?}«3’\,‘(,\{“ 9 less fsxgmmant L&M, our second-largest brand
waorldwide, was launched here in 2011 and by
the end of 2012 had already grown to a market
share level of 3.2%, contributing to our overall

market share of 61.4%.



Russia: Investing in the Future

Russia is the single-largest international cigarette market outside of the People’s Republic of China. In 2012, we stepped
up our infrastructure and marketing investment, and our market share growth of 0.5 points to 26.3% demonstrates that .
this support is proving effective. Marlboro's performance in Russia is an area of prime focus. In 2012, we introduced a |
new range of Mariboro products called “Clear Taste™” featuring a milder-tasting, smoother blend and an innovative

5

four-chambered filter. From left to right, Valery

Field Operations Consumer Engagement & Snus, Matalia Mayorova, Field Manager
Consumer Engagement, and Artem Zvyagintsey, Field Manager, are among our
more than 4,300 employees whose shared commitment is to realize the full

potential of this, our flagship brand, and our other leading international brands.
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Japan: Continuous Innovation

continuous inhovation is a hallmark of both

i, District Manager, and ¥l

&, Manager Hiu-
man Resources General & Administration. Examples of new natlonal

launches in 2012 included Marlboro Black Menthol Edge, Lark Hybrid
and Virginia S. lee Pearl, which helped us achieve a full-year total
market share of 27.7%, up by 3.8 points since the spin-off.

adult smoker prefersnce and our own performance. It is also a market

where menthol, 100mm format and light<tasting products are among
thée mostpopular, with {otal market segment-shares in 2012 of over
25%, mpproximately 30% and close to 75%, respectively. Ensuring that
welead the way in Bringing relevant product offerings to consumers
& our mofe than 1,800 employees in Japan,
From Bt to dght, Mamt Sakarmald, Brand-Manager

Savots, Manager Supplv Chain & Logistics,



Contributions

We support programs that help make a difference in communities

where our employees live and work, as well as in farming com-
munities where we source tobacco. We work together with local
non-profit organizations to identify solutions to the most pressing
social needs. In 2012, we gave over $38 million to more than 250
organizations in over 60 countries around the world to implement
programs in our focus areas of Hunger and Poverty, Education,
Rural Living Conditions, Domestic Violence and Disaster Relief.

Hunger and Poverty

Programs that provide direct relief to the poor and hungry are a
priority. The programs we fund aim to break the cycle of poverty
through training, job creation and micro-financing.

Thailand: Making a Difference

Many of our employees volunteer their time to support our charitable
programs. For example, from left to right, Srikon Tonphu, Territory
Sales Executive, Khuanthida Ssekornti, Field Sales Specialist,
Chanwit Chalworn, Territory Sales Executive, Montikan Buain,
Manager Area Sales, Hajohnsak Ooibumrung, Territory Sales

Executive, Thitaree Sitthitanaphong, Territory Sales Executive, and

Nutthadon Kruamanorome, Manager Area Sales, assisted with the

construction of dams in the northern Thai tobacco province of Prae

to help prevent flash floods and soil erosion.

In Mexico, the "Nutrivida” program, launched by

w& Fundacion Merced, provides advice to thousands of
people on how to grow safe and nutritious food for
consumption and income generation.

In Serbia, we have seen new jobs created and much-

needed economic development in neighborhoods where
unemployment is high through our support of the EcoNom-
ic Expert Community Association to help small business start-ups
and to offer vocational training to aspiring entrepreneurs.

jeation

We focus our resources in regions where many young people
simply have no access to schooling. Programs range from building
and renovating schools to scholarships and training for teachers.

n Malawi, Mozambique and Tanzania, we work with
Total Land Care to provide children access to education

in farming communities by building new schools and
improving existing infrastructure.

In Romania, we work with Asociatia “Hraniti Copiii” to
provide medical care, tutoring and counseling to school
children from families in need and. in so doing, help
reduce the level of absenteeism.

Fural Living Condit
We fund programs that improve living conditions in rural
communities where tobacco is grown. These include a variety

of innovative programs to protect and enhance natural resources,
such as reforesting the land, providing clean water and ensuring
food security for families.

In Indonesia, we partner with the local government in

) Surabaya and the IDEP Foundation on a program to
conserve more than 1,500 hectares of mangrove forest,
thereby protecting biodiversity, ensuring employment for farmers
and fishermen, as well as creating eco-tourism opportunities for
surrounding villages.

In the Dominican Republic, we support a project of the

< Asociacion Para el Desarrollo that empowers women
in rural communities by offering financial support and
equipment to help them set up businesses.

Dormestic Vielence

Domestic violence has a significant impact on families and com-
munities around the world and has been one of our main giving
areas for several decades. We support programs ranging from
increasing public awareness to directing services in prevention
and protection.

In France, we support the Fédération Nationale Solidarité

Femmes to provide specialized training for volunteers
and staff from a variety of organizations to better serve
survivors of domestic violence.

In Japan, we work with many non-profit organizations
that provide a comprehensive range of services, includ-

awareness campaligns and financial assistance to those in

ing telephone hotlines, counseling, emergency shelters,

greatest heed.

DHsaster Relief
We help local communities respond to unexpected disasters
through emergency response and reconstruction programs and

by building capacity and preparedness for future emergencies.

ot

Last year in the Philippines, through the American Cham-
ber Foundation, we provided immediate assistance to

thousands of flood victims and their families affected by
the heavy monsoon rains that flooded much of Manila.




.
o

Denny Witt, Manager Sales Auste
Germany D .

-

o

-

.

-
-

-

-
-




Cigarette Shipment Volume (Billion Units)

211.56

198.0

*Excluding excise taxes

w PMI's cigarette shipment volume
in the EU declined by 6.4%, due
principally to a lower total market
across the Region.

# Reported net revenues decreased
by 7.4% to $8.5 billion, due primarily
to unfavorable currency of $716
miltion.

# Excluding currency, net revenues
increased by 0.3%, mainly reflecting
favorable pricing of $475 million,
partly offset by unfavorable volume/
mix of $445 million.

Reported OC| decrsased by
8.2% to $4.2 billion, due primarily to
unfavorable currency of $384 million.

# Excluding the impact of currency,
OClincreased by 0.2%, reflecting
higher pricing and favorable asset
impairment and exit costs compared
to 2011, offset by an unfavorable
volume/mix of $380 million, higher
manufacturing costs, and higher
marketing costs, principally reflecting
marketing investment behind new
brand launches and the roll-out of
the “Be Marlboro” marketing
campaign.

# Excluding the impact of currency,
adjusted OCl margin declined by 0.5
percentage points to 49.5%.

290.3

303.8

7,881

8,332

Reported Operating Companies Income ($ Millions)
201 | 3,229

3,726

*Excluding excise laxes

@ PMI's cigarette shipment volume
in EEMA increased by 4.7%, mainly
reflecting improved market condi-
tions and higher share in Egypt, a
higher market share in Russia, and
a higher total market and share in
Turkey.

® Reported net revenues increased
by 5.7% to $8.3 billion, including
unfavorable currency of $467 million.
m  Excluding currency and acquisi-
tions, net revenues increased by
11.3%, primarily due to both favor-
able pricing and volume/mix of $466
million and $425 million, respectively.

® Reported OCl increased by
15.4% to $3.7 billion, despite unfa-
vorable currency of $199 million.

#  Excluding the impact of currency
and acquisitions, OCl increased by a
strong 21.4%, due primarily to higher
pricing, and favorable volume/mix of
$317 million, partly offset by higher
costs, principally related to invest-
ments in marketing and business
infrastructure mainly in Russia.

# Excluding the impact of currency
and acquisitions, adjusted OCI mar-
gin was up by 3.5 percentage poinls
to 44 .8%.

Cigarette Shipment Volume (Billion Units)
313.3

326.6

10,708

11,198

Reported Operating Companies Income ($ Millions)

4,836

5,197

*Excluding excise taxes

@ PMI's cigarette shipment volume
in Asia increased by 4.2%, driven by
growth in Indonesia, the Philippines,
Thailand and Vietnam, partly offset
by a decline in Japan and Korea.

w Reported net revenues increased
by 4.6% to $11.2 billion, including
unfavorable currency of $116 miltion.
®  Excluding the impact of currency,
net revenues increased by 5.7%,
reflecting the favorable impact of
pricing of $551 million and favorable
volume/mix of $57 million.

Reported OCI increased by 7.5%
to $5.2 bitlion, including favorable
currency of $39 million.

® Excluding the impact of currency,
OCl increased by 6.7%, primarily
reflecting higher pricing, and favor-
able shipping costs related to the
Japan hurdle, partly offset by unfa-
vorable volume/mix of $99 million,
mainly in Japan. Excluding Japan,
volume/mix was favorable, primarily
driven by Indonesia.

m Excluding the impact of currency,
adjusted OCI margin was up by 0.6
percentage points to 45.9%.

Cigarette Shipment Volume (Billion Units)
L 2011 100.2

98.6

3,299

3,321

988

1,043

*Excluding excise taxes

w PM's cigarette shipment

volume in Latin America & Canada
decreased by 1.6%, mainly due to

a lower total market in Argentina,
Colombia and Mexico and lower
share in Canada.

® Reported net revenues increased
by 0.7% to $3.3 billion, including
unfavorable currency of $196 miffion.
m Excluding the impact of currency,
net revenues increased by 6.6%,
reflecting favorable pricing of $267
million, partially offset by unfavorable
volume/mix of $49 milfion.

@ Reported OCl increased by 5.6%
to $1.0 billion, despite unfavorable
currency of $63 million.

®  Excluding the impact of currency,
OClincreased by 11.9%, primarily
reflecting favorable pricing, partially
offset by unfavorable volume/mix of
$71 million and higher costs, mainly
related to the restructuring of manu-
facturing facilities and distribution
infrastructure.

# Excluding the impact of currency,
adjusted OCl margin increased by
1.7 percentage points to 32.4%.
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Management’s Discussion and Analysis of
Financial Condition and Results of Operations

Description of Our Company

We are a holding company whose subsidiaries and affiliates,
and their licensees, are engaged in the manufacture and sale
of cigarettes and other tobacco products in markets outside
the United States of America. We manage our business in
four segments:

e European Union;

e Eastern Europe, Middle East & Africa (‘EEMA”);
e Asia; and

e Latin America & Canada.

Our products are sold in more than 180 markets and,
in many of these markets, they hold the number one or
number two market share position. We have a wide range
of premium, mid-price and low-price brands. Our portfolio
comprises both international and local brands.

We use the term net revenues to refer to our operating
revenues from the sale of our products, net of sales and pro-
motion incentives. Our net revenues and operating income
are affected by various factors, including the volume of prod-
ucts we sell, the price of our products, changes in currency
exchange rates and the mix of products we sell. Mix is a term
used to refer to the proportionate value of premium-price
brands to mid-price or low-price brands in any given market
(product mix). Mix can also refer to the proportion of shipment
volume in more profitable markets versus shipment volume in
less profitable markets (geographic mix). We often collect
excise taxes from our customers and then remit them to gov-
ernments, and, in those circumstances, we include the excise
taxes in our net revenues and in excise taxes on products.
Our cost of sales consists principally of tobacco leaf, non-
tobacco raw materials, labor and manufacturing costs.

Our marketing, administration and research costs
include the costs of marketing and selling our products,
other costs generally not related to the manufacture of our
products (including general corporate expenses), and costs
incurred to develop new products. The most significant
components of our marketing, administration and research
costs are marketing and sales expenses and general and
administrative expenses.

We are a legal entity separate and distinct from our
direct and indirect subsidiaries. Accordingly, our right, and
thus the right of our creditors and stockholders, to participate
in any distribution of the assets or earnings of any subsidiary
is subject to the prior rights of creditors of such subsidiary,
except to the extent that claims of our company itself as a
creditor may be recognized. As a holding company, our prin-
cipal sources of funds, including funds to make payment on
our debt securities, are from the receipt of dividends and
repayment of debt from our subsidiaries. Our principal wholly
owned and majority-owned subsidiaries currently are not

limited by long-term debt or other agreements in their ability
to pay cash dividends or to make other distributions with
respect to their common stock.

Prior to March 28, 2008, we were a wholly owned
subsidiary of Altria Group, Inc. (“Altria”).

Executive Summary

The following executive summary provides significant
highlights from the Discussion and Analysis that follows.

e Consolidated Operating Results — The changes in our
reported diluted earnings per share (“diluted EPS”) for the
year ended December 31, 2012, from the comparable 2011
amounts, were as follows:

Diluted EPS % Growth

For the year ended December 31, 2011 $4.85
2011 Asset impairment and exit costs 0.05
2011 Tax items (0.02)

Subtotal of 2011 items 0.03
2012 Asset impairment and exit costs (0.03)
2012 Tax items (0.02)

Subtotal of 2012 items (0.05)
Currency (0.23)
Interest (0.03)
Change in tax rate 0.02
Impact of lower shares outstanding and

share-based payments 0.20
Operations 0.38

$ 517 6.6%

See the discussion of events affecting the comparability of statement of
earnings amounts in the Consolidated Operating Results section of the
following Discussion and Analysis.

For the year ended December 31, 2012

e Asset Impairment and Exit Costs —During 2012, we
recorded pre-tax asset impairment and exit costs of $83 mil-
lion ($52 million after tax and noncontrolling interests or $0.03
per share) primarily related to factory restructurings and the
consolidation of R&D activities, as well as contract termina-
tion charges in Asia. During 2011, we recorded pre-tax asset
impairment and exit costs of $109 million ($82 million after tax
or $0.05 per share) primarily related to factory and R&D
restructurings, as well as a contract termination charge in
EEMA. For further details, see Note 5. Asset Impairment and
Exit Costs to our consolidated financial statements.

e Income Taxes —The 2012 effective tax rate was unfavor-
ably impacted by an additional income tax provision of

$79 million following the conclusion of the IRS examination
of Altria’s consolidated tax returns for the years 2004 —2006,
partially offset by a $40 million benefit from a tax accounting
method change in Germany. The 2011 effective tax rate was
favorably impacted by an enacted decrease in corporate
income tax rates in Greece ($11 million) and the reversal of
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a valuation allowance in Brazil ($15 million). The special tax
items discussed in this paragraph decreased our diluted EPS
by $0.02 per share in 2012 and increased our diluted EPS by
$0.02 per share in 2011. Excluding the impact of the special
items in each year, the change in tax rate that increased our
diluted EPS by $0.02 per share in 2012 was primarily due to
earnings mix and repatriation cost differences.

e Currency — The unfavorable currency impact during 2012
was due primarily to the Argentine peso, Brazilian real, the
Euro, Indonesian rupiah, Polish zloty, Russian ruble and
Turkish lira, partially offset by the Japanese yen and the
Swiss franc.

e Interest — The unfavorable impact of interest was due
primarily to higher average debt levels, partially offset by
lower average interest rates on debt.

e Lower Shares Outstanding and Share-Based
Payments — The favorable diluted EPS impact was due to
the repurchase of our common stock pursuant to our share
repurchase programs.

e Operations — The increase in diluted EPS of $0.38 from
our operations was due primarily to the following segments:

e EEMA: Higher pricing and favorable volume/mix,
partially offset by higher marketing, administration and
research costs,

e Asia: Higher pricing and lower manufacturing costs
(reflecting favorable shipping costs related to substan-
tial air freight expenses to ship product to Japan in
2011), partially offset by higher marketing, administra-
tion and research costs and unfavorable volume/mix
attributable to Japan; and

e Latin America & Canada: Higher pricing, partially
offset by unfavorable volume/mix and higher
manufacturing costs.

For further details, see the “Consolidated Operating
Results” and “Operating Results by Business Segment”
sections of the following “Discussion and Analysis.”

e 2013 Forecasted Results —On February 7, 2013, we
announced our forecast for 2013 full-year reported diluted
EPS to be in a range of $5.68 to $5.78, at prevailing
exchange rates at that time, versus $5.17 in 2012. Excluding
a forecasted total unfavorable currency impact of approxi-
mately $0.06 per share for the full-year 2013, the reported
diluted earnings per share range represents a projected
increase of 10% to 12% versus adjusted diluted earnings per
share of $5.22 in 2012. We calculated 2012 adjusted diluted
EPS as reported diluted EPS of $5.17, plus the $0.02 per
share charge related to discrete tax items, and the $0.03 per
share charge related to asset impairment and exit costs.

This 2013 guidance excludes the impact of potential
future acquisitions, unanticipated asset impairment and exit
cost charges and any unusual events. The factors described
in the Cautionary Factors That May Affect Future Results
section of the following Discussion and Analysis represent
continuing risks to this forecast.

Adjusted diluted EPS is not a U.S. GAAP measure. We
define adjusted diluted EPS as reported diluted EPS adjusted
for asset impairment and exit costs, discrete tax items and
unusual items. We believe it is appropriate to disclose this
measure as it represents core earnings, improves compara-
bility and helps investors analyze business performance and
trends. Adjusted diluted EPS should be considered neither
in isolation nor as a substitute for reported diluted EPS
prepared in accordance with U.S. GAAP.

Discussion and Analysis

Critical Accounting Policies and Estimates
Note 2. Summary of Significant Accounting Policies to our
consolidated financial statements includes a summary of the
significant accounting policies and methods used in the
preparation of our consolidated financial statements. in most
instances, we must use a particular accounting policy or
method because it is the only one that is permitted under
accounting principles generally accepted in the United States
of America (“U.S. GAAP”).

The preparation of financial statements requires that we
use estimates and assumptions that affect the reported
amounts of our assets, liabilities, net revenues and expenses,
as well as our disclosure of contingencies. If actual amounts
differ from previous estimates, we include the revisions in
our consolidated results of operations in the period during
which we know the actual amounts. Historically, aggregate
differences, if any, between our estimates and actual
amounts in any year have not had a significant impact on
our consolidated financial statements.

The selection and disclosure of our critical accounting
policies and estimates have been discussed with our
Audit Committee. The following is a discussion of the more
significant assumptions, estimates, accounting policies
and methods used in the preparation of our consolidated
financial statements:

e Revenue Recognition—As required by U.S. GAAP, we
recognize revenues, net of sales and promotion incentives.
Our net revenues include excise taxes and shipping and han-
dling charges billed to our customers. Our net revenues are
recognized upon shipment or delivery of goods when title and
risk of loss pass to our customers. We record shipping and
handling costs paid to third parties as part of cost of sales.

e Goodwill and Non-Amortizable Intangible Assets
Valuation —We test goodwill and non-amortizable intangible
assets annually for impairment or more frequently if events
occur that would warrant such review. We perform our annual
impairment analysis in the first quarter of each year. The
impairment analysis involves comparing the fair value of each
reporting unit or non-amortizable intangible asset to the
carrying value. !f the carrying value exceeds the fair value,
goodwill or a non-amortizable intangible asset is considered
impaired. To determine the fair value of goodwill, we primarily
use a discounted cash flow model, supported by the market
approach using earnings multiples of comparable companies.
To determine the fair value of non-amortizable intangible



assets, we primarily use a discounted cash flow model
applying the relief-from-royalty method. These discounted
cash flow models include management assumptions relevant
for forecasting operating cash flows, which are subject to
changes in business conditions, such as volumes and prices,
costs to produce, discount rates and estimated capital needs.
Management considers historical experience and all avail-
able information at the time the fair values are estimated, and
we believe these assumptions are consistent with the
assumptions a hypothetical marketplace participant would
use. We concluded that the fair value of our reporting units
and non-amortizable intangible assets exceeded the carrying
value and any reasonable movement in the assumptions
would not result in an impairment. Since the March 28, 2008,
spin-off from Altria, we have not recorded a charge to
earnings for an impairment of goodwill or non-amortizable
intangible assets.

e Marketing and Advertising Costs —As required by U.S.
GAAP, we record marketing costs as an expense in the year to
which costs relate. We do not defer amounts on our balance
sheet. We expense advertising costs during the year in which
the costs are incurred. We record trade promotion costs as a
reduction of revenues during the year in which these programs
are offered, relying on estimates of utilization and redemption
rates that have been developed from historical information.
Such programs include, but are not limited to, discounts,
rebates, in-store display incentives and volume-based
incentives. For interim reporting purposes, advertising and
certain consumer incentives are charged to earnings based

on estimated sales and related expenses for the full year.

¢ Employee Benefit Plans —As discussed in Note 13.
Benefit Plans to our consolidated financial statements, we
provide a range of benefits to our employees and retired
employees, including pensions, postretirement health care
and postemployment benefits (primarily severance). We
record annual amounts relating to these plans based on
calculations specified by U.S. GAAP. These calculations
include various actuarial assumptions, such as discount
rates, assumed rates of return on plan assets, compensation
increases and turnover rates. We review actuarial assump-
tions on an annual basis and make modifications to the
assumptions based on current rates and trends when it is
deemed appropriate to do so. As permitted by U.S. GAAP,
any effect of the modifications is generally amortized over
future periods. We believe that the assumptions utilized in
calculating our obligations under these plans are reasonable
based upon advice from our actuaries.

At December 31, 2012, our discount rate was 4.05% for
our U.S. pension and postretirement plans. This rate was 45
basis points lower than our 2011 discount rate of 4.50%. Our
weighted-average discount rate assumption for our non-U.S.
pension plans decreased to 2.38%, from 3.40% at December
31, 2011. Our weighted-average discount rate assumption for
our non-U.S. postretirement plans was 4.59% at December
31, 2012, and 5.45% at December 31, 2011. We anticipate
that assumption changes, coupled with the amortization of
deferred losses, will increase 2013 pre-tax U.S. and non-U.S.
pension and postretirement expense to approximately

$327 million as compared with $222 million in 2012, exclud-
ing amounts related to early retirement programs. A fifty-
basis-point decrease in our discount rate would increase our
2013 pension and postretirement expense by approximately
$60 million, and a fifty-basis-point increase in our discount
rate would decrease our 2013 pension and postretirement
expense by approximately $50 million. Similarly, a fifty-basis-
point decrease (increase) in the expected return on plan
assets would increase (decrease) our 2013 pension expense
by approximately $30 million.

See Note 13. Benefit Plans to our consolidated financial
statements for a sensitivity discussion of the assumed health
care cost trend rates.

e Income Taxes—Income tax provisions for jurisdictions
outside the United States, as well as state and local income
tax provisions, are determined on a separate company basis,
and the related assets and liabilities are recorded in our
consolidated balance sheets.

The extent of our operations involves dealing with
uncertainties and judgments in the application of complex tax
regulations in a muititude of jurisdictions. The final taxes paid
are dependent upon many factors, including negotiations
with taxing authorities in various jurisdictions and resolution
of disputes arising from federal, state, and international tax
audits. In accordance with the authoritative guidance for
income taxes, we evaluate potential tax exposures and
record tax liabilities for anticipated tax audit issues based on
our estimate of whether, and the extent to which, additional
taxes will be due. We adjust these reserves in light of chang-
ing facts and circumstances; however, due to the complexity
of some of these uncertainties, the ultimate resolution may
result in a payment that is materially different from our current
estimate of the tax liabilities. If our estimate of tax liabilities
proves to be less than the ultimate assessment, an additional
charge to expense would result. If payment of these amounts
ultimately proves to be less than the recorded amounts, the
reversal of the liabilities would result in tax benefits being
recognized in the period when we determine the liabilities
are no longer necessary.

The effective tax rates used for interim reporting are
based on our full-year geographic earnings mix projections
and cash repatriation plans. Changes in currency exchange
rates, earnings mix or in cash repatriation plans could have
an impact on the effective tax rates, which we monitor each
quarter. Significant judgment is required in determining
income tax provisions and in evaluating tax positions.

At December 31, 2012, applicable United States federal
income taxes and foreign withholding taxes have not been
provided on approximately $18 billion of accumulated
earnings of foreign subsidiaries that are expected to be per-
manently reinvested. These earnings have been or will be
invested to support the growth of our international business.
Further, we do not foresee a need to repatriate these earn-
ings to the U.S. since our U.S. cash requirements are sup-
ported by distributions from foreign entities of earnings that
have not been designated as permanently reinvested and
existing credit facilities. Repatriation of earnings from foreign
subsidiaries for which we have asserted that the earnings are
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permanently reinvested would result in additional U.S.
income and foreign withholding taxes. The determination
of the amount of additional taxes related to the repatriation
of these earnings is not practicable.

Prior to the spin-off of PMI by Altria, we were a wholly
owned subsidiary of Altria. We participated in a tax-sharing
agreement with Altria for U.S. tax liabilities, and our accounts
were included with those of Altria for purposes of its U.S.
federal income tax return. Under the terms of the agreement,
taxes were computed on a separate company basis. To the
extent that we generated foreign tax credits, capital losses
and other credits that could not be utilized on a separate
company basis, but were utilized in Altria’s consolidated U.S.
federal income tax return, we would recognize the resulting
benefit in the calculation of our provision for income taxes.
We made payments to, or were reimbursed by, Altria for the
tax effects resuiting from our inclusion in Altria’s consolidated
United States federal income tax return. On the date of the
spin-off of PMI by Altria, we entered into a Tax Sharing
Agreement with Altria. The Tax Sharing Agreement generally
governs Altria’s and our respective rights, responsibilities and
obligations for pre-distribution periods and for potential taxes
on the spin-off of PM{ by Altria. With respect to any potential
tax resulting from the spin-off of PMI by Altria, responsibility
for the tax will be allocated to the party that acted (or failed
to act) in a manner which resuited in the tax. Beginning
March 31, 2008, we were no longer a member of the Altria
consolidated tax return group, and we filed our own U.S.
federal consolidated income tax return.

¢ Fair Value Assessment of PMFTC Inc.—As discussed
in Note 6. Acquisitions and Other Business Arrangements,
on February 25, 2010, our affiliate, Philip Morris Philippines
Manufacturing Inc. (“PMPMI”), and Fortune Tobacco
Corporation (“FTC”) combined their respective business
activities by transferring selected assets and liabilities of
PMPM! and FTC to a new company called PMFTC Inc.
(‘PMFTC"). PMPMI and FTC hold equal economic interests
in PMFTC, while we manage the day-to-day operations

of PMFTC and have a majority of its Board of Directors.
Consequently, we accounted for the contributed assets and
liabilities of FTC as a business combination.

The fair value of the assets and liabilities contributed by
FTC in this non-cash transaction was determined to be
$1.17 billion. FTC holds the right to sell its interestin PMFTC
to us, except in certain circumstances, during the period from
February 25, 2015, through February 24, 2018, at an agreed-
upon value of $1.17 billion, which was recorded on our
consolidated balance sheet as a redeemable noncontrolling
interest at the date of the business combination.

In future periods, if the fair value of 50% of PMFTC were
to drop below the redemption value of $1.17 billion, the differ-
ence would be treated as a special dividend to FTC and
would reduce our earnings per share. Reductions in earnings
per share may be partially or fully reversed in subsequent
periods if the fair value of the redeemable noncontrolling
interest increases relative to the redemption value. Such
increases in earnings per share would be limited to cumula-
tive prior reductions. At December 31, 2012, we determined
that 50% of the fair value of PMFTC exceeded the redemption
value of $1.17 billion and that any reasonable movement in
the assumptions would not result in the fair value being less
than the redemption value.

o Hedging —As discussed below in “Market Risk,” we use
derivative financial instruments principally to reduce expo-
sures to market risks resulting from fluctuations in foreign
currency exchange rates by creating offsetting exposures.
For derivatives to which we have elected to apply hedge
accounting, we meet the requirements of U.S. GAAP. As a
result, gains and losses on these derivatives are initially
deferred in accumulated other comprehensive losses on the
consolidated balance sheet and recognized in the consoli-
dated statement of earnings in the periods when the related
hedged transactions are also recognized in operating results.
If we had elected not to use the hedge accounting provisions
permitted under U.S. GAAP, gains (losses) deferred in
stockholders’ (deficit) equity would have been recorded in
our net earnings.

e Contingencies —As discussed in Note 21. Contingencies
to our consolidated financial statements, legal proceedings
covering a wide range of matters are pending or threatened
against us, and/or our subsidiaries, and/or our indemnitees in
various jurisdictions. We and our subsidiaries record provi-
sions in the consolidated financial statements for pending
litigation when we determine that an unfavorable outcome is
probable and the amount of the loss can be reasonably esti-
mated. The variability in pleadings in muitiple jurisdictions,
together with the actual experience of management in litigat-
ing claims, demonstrate that the monetary relief that may be
specified in a lawsuit bears little relevance to the ultimate
outcome. Much of the tobacco-related litigation is in its early
stages, and litigation is subject to uncertainty. At the present
time, while it is reasonably possible that an unfavorabie out-
come in a case may occur, after assessing the information
available to it (i) management has not concluded that it is
probable that a loss has been incurred in any of the pending
tobacco-related cases; (i) management is unable to estimate
the possible loss or range of loss for any of the pending
tobacco-related cases; and (iii) accordingly, no estimated loss
has been accrued in the consolidated financial statements for
unfavorable outcomes in these cases, if any. Legal defense
costs are expensed as incurred.



Consolidated Operating Results

See pages 47 to 50 for a discussion of our “Cautionary
Factors That May Affect Future Results.” Our cigarette vol-
ume, net revenues, excise taxes on products and operating
companies income by segment were as follows:

(in millions) 2012 2011 2010

The following events that occurred during 2012, 2011
and 2010 affected the comparability of our statement of
earnings amounts:

e Asset Impairment and Exit Costs —For the years
ended December 31, 2012, 2011 and 2010, pre-tax asset
impairment and exit costs by segment were as follows:

Cigarette Volume (in millions) 2012 2011 2010
European Union . 197,966 211,493 222,964 Separation programs:
Eas?t:;n rope Middle Bast 303,828 290,250 289,312 European Union $ - 33 $27
) riea ’ ’ ! Eastern Europe, Middle East & Africa - 6 —_
Asia 326,582 313,282 282,290 Asia 13 7
i i 1
Latin Amferlca & Canada 98,660 100,241 05,290 Latin America & Canada 29 15 _
Total cigarette volume 927,036 915,266 899,856 -
Total separation programs 42 63 27
(in millions) 2012 2011 2010 Contract termination charges:
Eastern Europe, Middle East & Africa - 12 —
Net Revenues Asi 13 20
European Union $27,338 $20,768 $28,050 S8 _ -
Eastern Europe, Middle East Tc?tal c?ntract termination charges 13 12 20
& Africa 19,272 17,452 15928  Assetimpairment charges:
Asia 21,071 19,590 15,235 European Union 5 10 -
Latin America & Canada 9,712 9,536 8,500 Eastern Europe, Middle East & Africa 5 7 -
Net revenues $77,393 $76,346 $67,713 Asia 13 8 -
Latin America & Canada 5 9 —
(in millions) 2012 2011 2010 Total asset impairment charges 28 34 —
Excise Taxes on Products Asset impairment and exit costs $83 $109 $47
European Union $18,812 $20,556 $19,239
Eastern Europe, Middle East For further details, see Note 5. Asset Impairment and
& Africa 10,940 9,571 8,519 Exit Costs to our consolidated financial statements.
AS',a . 9,873 8,885 7,300 e Acquisitions and Other Business Arrangements —In
Latin America & Canada 6,391 6,237 5,447 . . .
- 2012, we did not have any acquisitions and other business
Excise taxes on products $46,016 $45249 $40,505 arrangements. For details on 2011 and 2010, see Note 6.
N Acquisitions and Other Business Arrangements to our
(in millions) 2012 2011 2010 R X .
- consolidated financial statements.
Operating Income
Operating companies income: .
European Union $ 4187 $ 4560 §4311 2012 compared with 2011
Eastern Europe, Middle East The following discussion compares our consolidated
& Africa 3,726 3,229 3,152 operating results for the year ended December 31, 2012,
Asia 5,197 4,836 3,049 with the year ended December 31, 2011.
Latin America & Canada 1,043 988 953 Our cigarette shipment volume of 927.0 billion units
Amortization of intangibles (97) (98) (88) increased by 11.8 billion (1.3%), due primarily to gains in:
General corporate expenses (210) (183) (177)

Operating income $13,846 $13,332 $11,200

As discussed in Note 12. Segment Reporting to our
consolidated financial statements, we evaluate segment per-
formance and allocate resources based on operating compa-
nies income, which we define as operating income before
general corporate expenses and amortization of intangibles.
We believe it is appropriate to disclose this measure to help
investors analyze the business performance and trends of
our various business segments.

References to total international cigarette market, total
cigarette market, total market and market shares throughout
this “Discussion and Analysis” reflect our best estimates
based on a number of internal and external sources.

e EEMA, driven mainly by Egypt, Russia and Turkey; and

e Asia, driven mainly by Indonesia, the Philippines,
Thailand and Vietnam, partially offset by Japan
and Korea.

These gains were partially offset by declines in:

e the European Union, predominantly due to France and
southern Europe; and

e Latin America & Canada, mainly due to Argentina,
Canada, Colombia and Mexico.

Excluding acquisitions, our cigarette shipment volume
was up by 1.3%. Excluding acquisitions and the Japan hurdle
of 6.3 billion units related to additional volume shipped in the
second quarter of 2011 as a result of the disruption of our prin-
cipal competitor's supply chain following the natural disaster in
March 2011, our cigarette shipment volume was up by 2.0%.
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Our market share in our top 30 OCI markets was 37.4%,
up by 0.6 share points. Our market share grew in a number
of markets, notably Algeria, Argentina, Australia, Belgium,
Brazil, Colombia, Egypt, Greece, Indonesia, Mexico, Poland,
Russia, Thailand, Turkey and Ukraine.

Total cigarette shipment volume of Mariboro of 301.6 bil-
lion units was up by 0.5%, or by 1.1%, excluding the Japan
hurdle. This increase is due primarily to growth in: EEMA of
3.6%, notably in the Middle East, North Africa and Turkey,
partly offset by Romania, Russia and Ukraine; Asia of 3.6%,
principally driven by Indonesia, the Philippines and Vietnam,
partly offset by Japan and Korea; and Latin America &
Canada of 0.7%, notably in Brazil and Colombia, partly offset
by Argentina. Cigarette shipments of Marlboro declined in the
European Union by 4.6%, notably in France, ltaly and Spain.

Total cigarette shipment volume of L&M of 93.7 billion
units was up by 4.0%, reflecting growth in: EEMA of 8.6%,
notably in Egypt, Russia and Turkey; Asia of 14.8%, mainly
in Thailand; and Latin America & Canada of 6.9%, mainly in
Brazil and Colombia. Cigarette shipment volume of L&M
declined in the European Union by 4.1%, notably in Greece,
Poland and Spain, partly offset by growth in France.

Total cigarette shipment volume of Bond Street of
46.8 billion units increased by 4.1%, led mainly by growth
in Kazakhstan and Ukraine, partly offset by a decline
in Hungary.

Total cigarette shipment volume of Parliament of 43.4 bil-
lion units was up by 10.1%, or by 11.1%, excluding the Japan
hurdle, fueled by strong growth in EEMA of 16.5%, driven by
Kazakhstan, Russia, Turkey and Ukraine. Cigarette shipment
volume of Parliament declined in Asia by 4.3%, notably in
Japan and Korea.

Total cigarette shipment volume of Philip Morris of
38.0 billion units decreased by 3.2%, or by 1.4%, excluding
the Japan hurdle, mainly reflecting a decline in Japan and the
Philippines, partly offset by growth in Argentina and Portugal.

Total cigarette shipment volume of Chesterfield of
35.5 billion units was down by 3.2%, due mainly to Ukraine,
partly offset by growth in the European Union, notably in
Poland, Portugal and the United Kingdom.

Total cigarette shipment volume of Lark of 32.1 billion
units decreased by 4.6%. Excluding the Japan hurdle,
cigarette shipment volume of Lark increased 3.5%.

Our other tobacco products (“OTP”) consist mainly of
tobacco for roll-your-own and make-your-own cigarettes,
pipe tobacco, cigars and cigarillos. Total shipment volume of
OTP, in cigarette equivalent units, excluding acquisitions,
grew by 9.8% to 31.2 billion units, notably in Belgium, France,
Germany, Greece, Italy and Spain, partly offset by Poland.

Total shipment volume for cigarettes and OTP combined
was up by 1.5%, excluding acquisitions. Total shipment
volume for cigarettes and OTP combined was up by 2.2%,
excluding acquisitions and the Japan hurdle.

Our net revenues and excise taxes on products were
as follows:

(in millions) 2012 2011 Variance %
Net revenues $77,393 $76,346 $1,047  1.4%
Excise taxes on products 46,016 45,249 767 1.7%
Net revenues,

excluding excise

taxes on products $31,377 $31,097 $ 280 0.9%

Currency movements decreased net revenues by $5.0 bil-
lion and net revenues, excluding excise taxes on products,
by $1.5 billion. The $1.5 billion decrease was due primarily to
the Argentine peso, Brazilian real, Euro, Indonesian rupiah,
Mexican peso, Polish zloty, Russian ruble and Turkish lira,
partially offset by the Japanese yen and Philippine peso.

Net revenues shown in the table above include $1,709 mil-
lion in 2012 and $1,589 million in 2011 related to sales of OTP.
These net revenue amounts include excise taxes billed to cus-
tomers. Excluding excises taxes, net revenues for OTP were
$676 million in 2012 and $616 million in 2011.

Net revenues, which include excise taxes billed to cus-
tomers, increased $1.0 billion (1.4%). Excluding excise taxes,
net revenues increased $280 million (0.9%) to $31.4 billion.
This increase was due to:

e price increases ($1.8 billion) and

e the impact of acquisitions ($28 million), partly offset by
® unfavorable currency ($1.5 billion) and

e unfavorable volume/mix ($12 million).

Excise taxes on products increased $767 million (1.7%),
due to:

@ higher excise taxes resulting from changes in retail
prices and tax rates ($3.9 billion) and

o volume/mix ($415 million), partly offset by
e favorable currency ($3.5 billion).

Governments have consistently increased excise taxes
in most of the markets in which we operate. As discussed
under the caption “Business Environment,” we expect excise
taxes to continue to increase.

Our cost of sales; marketing, administration and
research costs; and operating income were as follows:

(in millions) 2012 201 Variance %
Cost of sales $10,373  $10,678 $(305) (2.9)%
Marketing, administration

and research costs 6,978 6,880 98 1.4%
Operating income 13,846 13,332 514 3.9%

Cost of sales decreased $305 million (2.9%), due
primarily to:

e favorable currency ($557 million), partly offset by
e volume/mix ($221 million),
o higher manufacturing costs ($16 million) and

o the impact of acquisitions ($15 million).



With regard to tobacco leaf prices, we continue to expect
modest increases going forward, broadly in line with inflation,
as the market has now been stabilized, due in part to our
increased direct involvement with local farmers. We also
anticipate some cost pressure in 2013, driven in large mea-
sure by the historical leaf tobacco price increases that will
continue to affect our product costs in the current year, higher
prices for cloves and higher prices for a number of other
direct materials we use in the production of our brands.

Marketing, administration and research costs increased
$98 million (1.4%), due to:

e higher expenses ($424 million, principally related to
increased marketing expenditures, notably in Germany,
Indonesia and Russia, increased headcount and busi-
ness infrastructure in Russia and expenditures incurred
to combeat illicit trade in cigarettes) and

o the impact of acquisitions ($9 million), partly offset by
o favorable currency ($335 million).

Operating income increased by $514 million (3.9%).
This increase was due primarily to:

e price increases ($1.8 billion), partly offset by
e unfavorable currency ($600 million),

e higher marketing, administration and research costs
($424 miliion) and

e unfavorable volume/mix ($233 million).

Interest expense, net, of $859 million increased $59 mil-
lion, due primarily to higher average debt levels, partially
offset by lower average interest rates on debt.

Our effective tax rate increased 0.4 percentage points to
29.5%. The 2012 effective tax rate was unfavorably impacted
by an additional income tax provision of $79 million following
the conclusion of the IRS examination of Altria’s consolidated
tax returns for the years 2004 —2006, partially offset by a
$40 million benefit from a tax accounting method change in
Germany. The 2011 effective tax rate was favorably impacted
by an enacted decrease in corporate income tax rates in
Greece ($11 million) and the reversal of a valuation allowance
in Brazil ($15 million). The effective tax rate is based on our
full-year geographic earnings mix and cash repatriation plans.
Changes in our cash repatriation plans could have an impact
on the effective tax rate, which we monitor each quarter.
Significant judgment is required in determining income tax
provisions and in evaluating tax positions. Based upon tax
regulations in existence at December 31, 2012, the American
Taxpayer Relief Act of 2012 and our cash repatriation
plans, we estimate that our 2013 effective tax rate will be
approximately 29% to 30%.

We are regularly examined by tax authorities around the
world, and we are currently under examination in a number
of jurisdictions. It is reasonably possible that within the next
twelve months certain tax examinations will close, which
could result in a change in unrecognized tax benefits along
with related interest and penalties. An estimate of any
possible charge cannot be made at this time.

Net earnings attributable to PMI of $8.8 billion increased
$209 miilion (2.4%). This increase was due primarily to higher
operating income, partially offset by a higher effective tax rate
and higher interest expense, net. Diluted and basic EPS of
$5.17 increased by 6.6%. Excluding an unfavorable currency
impact of $0.23, diluted EPS increased by 11.3%. Excluding
the unfavorable currency impact and the 2011 earnings per
share hurdle of $0.10 related to Japan, diluted EPS
increased by 13.7%.

2011 compared with 2010
The following discussion compares our consolidated
operating results for the year ended December 31, 2011,
with the year ended December 31, 2010.

Our cigarette shipment volume of 915.3 billion units
increased 15.4 billion (1.7%), due primarily to gains in:

e Asia, primarily driven by a higher total market and
share in Indonesia, higher share in Japan (including
the benefit from the shortages of competitors’ prod-
ucts) and Korea, as well as the favorable impact of
the business combination in the Philippines; and

e EEMA, primarily due to higher total markets in
Algeria and Saudi Arabia, and higher share in Algeria
and Turkey.

These gains were partially offset by declines in:

e the European Union, primarily due to lower total
markets and share, mainly in Italy, Portugal and Spain,
and a lower total market in Greece; and

e Latin America & Canada, due mainly to Mexico,
reflecting a lower total market, partly offset by a higher
total market and share in Argentina, and higher share
in Canada.

Excluding acquisitions (primarily the business combina-
tion with Fortune Tobacco Corporation in the Philippines in
2010), our cigarette shipment volume was up 0.5%, driven by
growth from each of our top ten brands by volume, which,
collectively, represented more than 75% of our total cigarette
shipment volume.

Our market share performance was stable or registered
growth in a number of markets, including Algeria, Argentina,
Australia, Austria, Belgium, Canada, France, Germany,
Greece, Hong Kong, Indonesia, Japan, Korea, Malaysia,
Mexico, the Netherlands, the Philippines, Russia, Singapore,
Thailand and Turkey.

Total cigarette shipments of Marlboro of 300.1 billion
units were up by 0.9%, due primarily to an increase in Asia
of 8.8%, mainly Indonesia, Japan, Korea and Vietnam; and
growth in EEMA of 5.3%, primarily due to the Middle East
and North Africa. These increases were partially offset by
declines in the European Union of 5.1%, mainly reflecting
lower total markets and share, primarily in Italy, Portugal
and Spain, a lower market in Greece, and lower share in
Germany, partly offset by share growth in Belgium and
Hungary; and in Latin America & Canada of 5.8%, mainly
due to a lower total market in Mexico, partly offset by share
growth in Argentina, Colombia and Brazil.
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Total cigarette shipments of L&M of 90.1 billion units
were up by 1.7%, reflecting growth in the European Union,
EEMA and Latin America & Canada segments.

Total cigarette shipments of Bond Street of 45.0 billion
units increased by 2.0%, led mainly by growth in Kazakhstan,
Russia and Ukraine, partially offset by declines in Hungary
and Turkey.

Total cigarette shipments of Parliament of 39.4 billion
units were up by 12.1%.

Total cigarette shipments of Philip Morris of 39.3 billion
units increased by 1.4%, mainly reflecting growth in Japan
and Argentina, partly offset by a decline in the Philippines.

Total cigarette shipments of Chesterfield of 36.7 billion
units were up by 0.6%, driven by growth in the European
Union, primarily in Germany and Portugal.

Total cigarette shipments of Lark of 33.7 billion units
increased by 17.5%, driven by growth in Japan, partially off-
set by a decline in Turkey.

Total shipment volume of OTP, in cigarette equivalent
units, excluding acquisitions, grew by 8.3%, notably in
Benelux, France, Italy and Germany.

Total shipment volume for cigarettes and OTP combined
was up by 0.8% excluding acquisitions.

Our net revenues and excise taxes on products were
as follows:

(in millions) 2011 2010 Variance %
Net revenues $76,346 $67,713 $8,633 12.7%
Excise taxes on products 45,249 40,505 4,744 11.7%
Net revenues,

excluding excise

taxes on products $31,097 $27,208 $3,889 14.3%

Currency movements increased net revenues by $2.6 bil-
lion and net revenues, excluding excise taxes on products, by
$1.2 billion. The $1.2 billion increase was due primarily to
the Australian dollar, the Euro, Indonesian rupiah, Japanese
yen, Russian ruble and the Swiss franc, partially offset by the
Turkish lira.

Net revenues shown in the table above include $1,589
million in 2011 and $1,321 million in 2010 related to sales of
OTP. These net revenue amounts include excise taxes billed
to customers. Excluding excises taxes, net revenues for
OTP were $616 million in 2011 and $514 million in 2010.

Net revenues, which include excise taxes billed to cus-
tomers, increased $8.6 billion (12.7%). Excluding excise
taxes, net revenues increased $3.9 billion (14.3%) to
$31.1 billion. This increase was due to:

e price increases ($1.9 billion),

o favorable currency ($1.2 billion),

e favorable volume/mix ($609 million) and
e the impact of acquisitions ($137 million).

Excise taxes on products increased $4.7 billion (11.7%),
due to:

o higher excise taxes resulting from changes in retail
prices and tax rates ($3.2 billion),

e currency movements ($1.3 billion),

e volume/mix ($198 million) and
e the impact of acquisitions ($52 million).

Our cost of sales; marketing, administration and
research costs; and operating income were as follows:

(in millions) 2011 2010 Variance %
Cost of sales $10,678 $ 9,713 $ 965 9.9%
Marketing, administration

and research costs 6,880 6,160 720 11.7%
Operating income 13,332 11,200 2,132 19.0%

Cost of sales increased $965 million (9.9%), due to:

o higher manufacturing costs ($428 million, including air
freight costs related to additional shipments to Japan),

e currency movements ($254 million),
e volume/mix ($187 million) and
e the impact of acquisitions ($96 million).

Marketing, administration and research costs increased
$720 million (11.7%), due to:

e currency ($427 million),

® higher expenses ($278 million, principally related to
