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Investor Insight: Chris Pavese

Broyhill Asset Management’s Chris Pavese explains which “speed bumps” companies hit that are more likely to attract
his attention, how he processes the risks and opportunities from disruption in certain top holdings, the thematic hedge
he’s employing today, and why he believes Universal Music, Dollar General, Nintendo and Philip Morris are mispriced.
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Investment Focus: Seeks companies
where fears around operational or strategic
disruption appear exaggerated and there
are clear catalysts for value realization.

e's largely self-taught as a value

investor, but Chris Pavese’s style

has also been influenced by work-
ing since 2005 for the Broyhill (of furniture
fame) family office: “Priority #1 is long-
term capital preservation,” he says. “But
when you’re aiming to provide a consistent
payout each year, volatility also matters. In
individual stocks we often look past the
short term, but at the portfolio level we try
to minimize downside all the time.”

That dynamic has contributed to
strong results. The fully-invested equity
strategy Pavese started in 2015 — now
open to outside investors as the Broyhill
Partners Fund — has earned a net annual-
ized 13.4%, vs. 10.1% for the MSCI AC
World Index. Among areas he finds inter-
esting today: music, videogames, tobacco
and dollar stores.
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Some investors credit mentors for the de-
velopment of their investment philosophy
and others describe themselves more as
self-taught. Where would you fall on that
spectrum?

Chris Pavese: 1 started my career at J.P.
Morgan in 1998 and made my way to a
research analyst position in its asset man-
agement business. I have nothing negative
to say about any of that and always had
phenomenal resources at my disposal, but
almost everything I read and learned was
about how J.P. Morgan thinks and how
J.P. Morgan does things.

The development of my own philoso-
phy and strategy really started after I
joined the Broyhill family office in 2005
and started reading everything I could get
my hands on from the best value investors
out there. At the top of the list were War-
ren Buffett investor letters and interviews.
Anything and everything from Seth Klar-
man at Baupost Group. For an introduc-
tory lesson in value investing there may
not be a better book than Joel Greenblatt’s
The Little Book That Beats The Market,
and everyone should also read his You
Can Be a Stock Market Genius. For me,
and probably for a lot of value investors,
these would be the types of mentors I
learned the most from.

A significant number of our successful
ideas fall into what might be considered
the classic model: a good business hits a
speed bump and investors predictably
extrapolate that speed bump into perpe-
tuity when in fact it’s a short-term issue.
Once the ship is righted, if you’ve bought
the stock on depressed earnings at a de-
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pressed valuation and then both of those
things revert, you benefit in two ways on
the upside.

Can you generalize about the speed bumps
that are more likely to catch your eye?

CP: There’s a perception in the industry
that the more unique and esoteric your
ideas the better the investor you are. We
take no pride in ownership, which means
ideas can come from anywhere and that
our value-add, as Steve Jobs used to say
about creativity, is primarily in connecting
things that others aren't.

Often the speed bumps are very much
in plain sight. A representative example
would be McKesson Corp. [MCK], the
drug distribution company we’ve owned
since the height of the opioid crisis. Its
stock price had already been weakening
due to a pullback in overheated generic-
drug pricing, but then it fell much further
as McKesson was targeted as a contribu-
tor to the opioid crisis and faced constant
negative publicity and an increasing threat
of financial penalties. We took the view
based on our research that even in the
worst case the potential hit to the com-
pany’s earnings was nowhere near what
was priced into the stock. We started buy-
ing at a single-digit P/E, which is where
the valuation stayed for a long time un-
til the company finally started to put the
opioid-related negatives behind it and the
market price again started to reflect the
strong and improving fundamentals of the
business and the fact that almost half the
outstanding shares were retired over the
previous seven years.
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People argue against letting your the-
sis evolve, but that’s what has happened
for us in this case. The valuation has
improved — [at a recent price of around
$422 the stock trades at 15.5x consensus
forward earnings] — but the shares still
trade at a material discount to the broader
market that we don’t believe is warranted
given what’s going on in the business. To-
day 75% of operating profits come from
low-margin pharma distribution, but that
mix is changing as two higher-margin
businesses — what they call Prescription
Technology Solutions and Medical Surgi-
cal Solutions — grow incrementally faster.
As those businesses account for a greater
share of the pie, we expect that to incre-
mentally benefit both the company’s finan-
cial performance and the valuation put on
its stock.

Another example of a high-profile
speed bump that attracted our interest is
Charles Schwab [SCHW], which we had
never looked at particularly closely un-
til the failure of Silicon Valley Bank in
March caused the market to turn a very
critical eye on the banking sector in the
U.S. Schwab’s stock fell 40% in three days
and given what we did know about the
business, it seemed like a case where the
baby was maybe being thrown out with
the bathwater.

Everyone probably has their own ver-
sion of this, but once we’ve identified
something as potentially interesting we
take what we call a “first look.” We start
out by making sure we understand the
business well enough that we can explain
to a fifth grader how the company makes
money. Next we want to be able to hone in
on the one or two questions that are most
critical for us to answer about the busi-
ness and the stock, and to honestly assess
whether we’ve correctly identified what
those are and if we can figure them out.
With Schwab, we concluded the two most
important questions were around the risk
of deposit flight and whether anything
that was happening had fundamentally
changed the long-term earnings power of
the company. We thought we could de-
velop an opinion on both of those ques-
tions, and as we dug in further decided the
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market had overreacted and that the stock
was trading at an inordinately depressed
multiple on an inordinately low level of
earnings power. [Note: Schwab shares, at
$82 at the beginning of 2023, fell to as
low as $45 in March and currently trade
at just under $60.]

ON NON-U.S. INVESTING:

We seek out ideas in business-
es we know well that translate
better abroad, or translate as
well but are much cheaper.

You’ve owned Walt Disney [DIS] in the
past — have its recent travails piqued your
interest at all?

CP: You’re right that this is the type of
thing we might look at, but we haven’t re-
ally done so as the stock over the last two
years has steadily declined. I think there’s
no question the assets of the company
have tremendous value, but the questions
you have to answer today seem a lot more
difficult than the ones we had to answer
during Covid when we last bought the
stock. Then it was largely about recovery
in a number of businesses as the pandemic
eventually receded. Today it’s more about
figuring out the economics as the transi-
tion from the cable bundle to streaming
continues. I wouldn’t say those are ques-
tions we can’t answer, but for the time be-
ing we haven’t chosen to try.

In describing your investment last year in
payments technology firm Fiserv [FI], you
challenged what you considered the mar-
ket’s perception that it was a stodgy, legacy
provider competing with “sexy, rapidly
growing disrupters.” Is that type of situa-
tion a common source of ideas?

CP: A good story can outweigh funda-
mentals in the short term, so popular nar-
ratives can drive an unusually large gap
between price and value. One of our im-
portant jobs as investors is to recognize
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when these gaps open up and position
ourselves to capitalize when reality even-
tually closes them.

When I first came into the investment
business in the late 1990s there was a tre-
mendous amount of excess capital going
to the fastest growing businesses, with no
attention at all paid to earnings power. As
a result capital was often ignoring more
mature businesses that were still com-
pounding at healthy rates and generating
tremendous amounts of cash flow. That’s
very similar to the environment that
peaked in 2021 in a lot of areas, including
the payments sector. It's a massive market
with high margins and a very nice growth
profile, so that makes it very attractive for
potential disrupters.

While I think we had — and have - a
healthy respect for the new competition,
we didn’t think the market was accurately
calibrating the actual impact new entrants
would have on Fiserv’s still strong fran-
chises and still attractive growth pros-
pects. Prior to the pandemic the stock
traded at a mid-20s multiple of earnings
and a significant premium to the market,
but in 2022 it fell to 12-13x earnings and
a material discount to the market. Even
with all the noise about new competi-
tion, the company this year is on track to
add another year to its uninterrupted 32-
year track record of double-digit earnings
growth. A defensive business with that
kind of growth profile should not trade
[at the current price of $122.50] at a 20%
discount to the market. At least a 20%
premium would be more reasonable.

Describe the typical geographic mix of
your portfolio.

CP: I don’t know if there is a typical mix,
but we have in recent years generally
found valuations to be more stretched in
the U.S. than anywhere else in the world.
That’s resulted in more non-U.S. names, so
that today we’re probably 50/50 U.S. vs.
non-U.S.

We regularly seek out ideas in indus-
tries and businesses we know well that
translate better abroad or translate equal-
ly well and are significantly cheaper. Ex-
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amples of that in recent years that we still
own are both Coca-Cola bottlers (like Co-
ca-Cola FEMSA [KOF]) and airports (like
Grupo Aeroportuario del Centro Norte
[OMAB]) in Latin America. We started
looking at airports early in the pandemic
and just found the stocks there egregious-
ly mispriced relative to global peers. The
same has been true with bottlers, where
because of the highly fragmented distribu-
tion systems in many LatAm countries the
companies play a more important role and
add more value.

How many portfolio positions do you gen-
erally hold?

CP: Today we have 23 positions, which is
toward the high end of my comfort level.
I think this is a question of personal pref-
erence and it’s something investors have
to figure out over time. For me if I hold
10 names or fewer, I start losing sleep
thinking I’'m putting too many eggs in one
basket. When I get too far beyond 20 po-
sitions, I worry I’'m not as close to each
name as I should be.

The Broyhill Partners Fund you’ve made
available to outside investors will run fully
invested and won’t short individual stocks,
but it will hedge at times. What does that
hedging look like?

CP: We will implement tactical hedges us-
ing indices to reduce net exposure from
time to time and also when we think at-
tractive risk-adjusted returns are avail-
able in doing so. Today our hedges are
only in equity and consist primarily of
being short proxies for what we consider
junk. That could include, for example,
something like an index of non-profitable
tech companies. Or an index that tracks
meme stocks. In frothy markets, it could
be something that tracks IPOs. These
types of things cratered in 2022 but so far
in 2023 we’ve seen the bubble reinflate
very fast in certain areas. Overall our net
long exposure today is about 80%. Beta-
adjusted, given the types of things we’re
short and the quality of our longs, that
exposure is closer to 35%.
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Describe your broader investment case to-
day for Universal Music Group [Amster-
dam: UMG].

CP: We have followed the music industry
for the last five years since Spotify [SPOT]
went public, and don’t think it’s an under-
statement to say that subscription music
services led by it have changed how the
world experiences music, turning an in-
dustry in secular decline into one generat-
ing a rapidly growing, recurring revenue
stream. We initially thought Spotify would
be the way to play that because it had
changed the power structure in the indus-
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try, strengthening artists and itself at the
expense of music labels.

As we continued our diligence we
changed our minds. Unlike in video where
you subscribe to Netflix to get access to
what Netflix produces itself and has in its
library, in music you log on to Spotify and
expect to hear everything that you have
and will ever want to hear. Distributors
have to carry all the music, the rights for
which are mostly owned by record labels
that have what we consider enduring re-
lationships with artists and that play a
critical role in nurturing talent, market-
ing music and, now, negotiating with the

INVESTMENT SNAPSHOT

Universal Music
(Amsterdam: UMG)

Business: Discovery and development of

musical artists and songwriters and the mar-
keting, distribution, sale and licensing of the

Valuation Metrics

(@8/30/23):

UMG S&P 500
P/E (TTM) 36.1 20.2
Forward P/E (Est)  25.2 20.0

audio and audiovisual content they produce.

Share Information
(@8/30/23, Exchange Rate: $1 = €0.91):

Price €23.15
52-Week Range €16.65 - €24.52
Dividend Yield 2.2%
Market Cap €42.15 billion
Financials (TTv):

Revenue €10.75 billion
Operating Profit Margin 13.6%

Net Profit Margin 10.8%

UMG PRICE HISTORY
30

15

2021 2022

THE BOTTOM LINE

Largest Institutional Owners
(@6/30/23 or latest filing):

Gompany % Owned
Pershing Square Capital 10.2%
Fidelity Mgmt & Research 3.0%
Vanguard Group 1.5%
Norges Bank Inv Mgmt 1.4%
BlackRock 1.3%
Short Interest (as of 8/15/23):
Shares Short/Float n/a
30
25
20
15

2023

Chris Pavese believes investors aren't fully recognizing the established strength of the
company's competitive position in a rejuvenated and still nicely growing market. Modeling
different scenarios for growth and margins over the next five years, with no change in
the current valuation he expects to earn a 15-25% IRR on the stock from today’s price.

Sources: Company reports, other publicly available information
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streaming platforms. That gives labels like
Universal, in our opinion, more leverage
rather than less to dictate terms in an in-
dustry where content is king.

Much of this eventually wasn’t lost on
the market and UMG shares peaked at
30x EBITDA before investors turned their
attention to a number of challenges. The
stock fell by a quarter earlier this year due
to such concerns as Al-generated music,
artists capturing a larger slice of the pie
for themselves, and record labels losing
share across streaming platforms. We saw
that as an opportunity to initiate a posi-
tion in one of the highest-quality business-
es we’ve ever owned.

Walk through some key risks and why you
expect Universal to rise above them.

CP: I’ll start with the threat of Al since
we think it’s played the biggest part in the
recent share decline. We agree that Al is
likely to reduce barriers to entry for con-
tent creation, but the fact of the matter is
that the quality of the input matters. That
means using original, copyrighted songs,
the rights to which are owned by the la-
bels. It’s hard for us to imagine established
distributors of music cutting the artists
and labels out of the value chain if Al-
generated music ends up having any val-
ue. We also believe lower barriers to entry
mean higher barriers to success, which we
expect will make the role record labels
play in developing and promoting content
to be even more important.

Another threat is that the biggest art-
ists have more negotiating power and
are going to get a larger slice of the pie
from labels. Taylor Swift, in particular,
has remade earlier songs to which she no
longer owns rights, and an artist of her
stature probably can renegotiate contracts
with labels to chop off the right tail of
the earnings distribution. But how many
Taylor Swifts are there? UMG’s business
is well diversified, with their top 50 art-
ists accounting for less than 17% of total
revenue last year. It’s also important that
something like three-quarters of listening
time on streaming services is music that is
at least a few years old. The economics on
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that back catalog is unlikely to change and
is a gift that keeps on giving to labels well
into the future.

Spotify bulls argue that it is poised to
capture a larger piece of the economics
going forward as it’s less reliant on labels
for content. Here we don’t think it’s any
less reliant on labels for valuable content,
and we believe the mutually beneficial
“we’re all in this together” relationship it
has forged with the industry is a healthy
and sustainable one. If Spotify were to try
to disrupt that, we don’t think it has the
leverage to come out ahead.

ON DOLLAR GENERAL.:

Over the past year a number
of things have gone wrong ...
to us this is a perfect example
of a temporary dislocation.

Beyond the risks, we think there are
multiple catalysts on the horizon to the
upside. Apple Music and Amazon Music
raised prices last year and Spotify just an-
nounced its first price increase in the U.S.
The labels’ share of those price increases
will go straight to the bottom line. Music
pricing also still has room to rise, likely
adding to Universal's historical high-
single-digit to low-double-digit annual
organic revenue growth. Other revenue
sources like YouTube, Peloton and Meta
are also growing rapidly and we expect a
new industry deal to be struck with Tik-
Tok, which would be material given that
it currently pays the music industry almost
nothing.

The shares have recovered much of their
losses from earlier in the year. What up-
side do you see from today’s price of just
over €23?

CP: Management has given guidance for
high-single-digit percentage annual sales
growth and for operating margins to in-
crease to the mid-20s over the mid-term,
both of which — given the positive cata-
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lysts we see — strike us as reasonable if not
conservative assumptions. Modeling dif-
ferent scenarios for growth and margins
over the next five years — and assuming the
shares continue to trade at the multiples
of earnings and EBITDA they earn today
— from today’s price our expected IRR on
the stock is 15-25%. If the market comes
to see this more as a predictable, high re-
turn on capital consumer-staples business,
which actually has much better growth
prospects than the typical consumer-sta-
ples company, there would be additional
upside from there.

Dollar General [DG] shares have gone
from highly regarded to far less so over the
past year. Why do you think the market
may be overreacting?

CP: We first got involved in the dollar-
store space in what we refer to as the
"Peak Amazon" period in 2017, when
shares of retailers across the board were
falling out of concern that Amazon was
going to take over everything. In many
ways it was a rather simple story: Dollar
General’s stock went from trading at a
premium to the market to a discount, but
we thought the ongoing potential for new
store openings, same-store-sales growth
and a little bit of operating leverage trans-
lating into double-digit EPS growth with
minimal cyclicality was still fully intact.
We thought the shares would again even-
tually reflect that.

That’s largely what happened, and we
ended up selling out of most of our po-
sition in the company a year ago when
the stock got expensive against what we
considered inflated earnings from the pan-
demic. Since then a number of things have
gone wrong. Management, which histori-
cally has been incredibly adept at manag-
ing inventories and logistics, let inventories
get out of hand. There were supply-chain
disruptions and cost inflation began to
bite. Core customers started hurting due
to inflation, and the government's ending
of emergency support payments tied to
Covid took additional money out of their
pockets. It's been ugly — quarterly results
have been worse than expected, manage-
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ment is taking down guidance, and ana-
lysts are cutting estimates.

We believe this is a perfect example of
a temporary dislocation. The growth al-
gorithm I described earlier is still largely
in place, but the market today seems to
be extrapolating more recent results that
look much worse. We don’t believe man-
agement has suddenly turned incompe-
tent and expect the operating issues to be
worked out. As pandemic impacts recede
further, we also expect the resiliency of
the company’s business model in good
and bad economic times to return to form.
There is a legitimate “show me” element
with respect to management and we don’t
expect everything to turn on a dime from
here, but we think the fundamentals of the
business and the company haven’t changed
even though the stock price might be indi-
cating otherwise.

Is the perception that competitor Dollar
Tree may finally be getting its act together,
particularly with respect to its Family Dol-
lar division, a concern for Dollar General?

CP: Dollar Tree does appear to be improv-
ing under CEO Richard Dreiling, who by
the way turned Dollar General around af-
ter it was taken private by KKR and then
came back public in 2009. But Family
Dollar having gotten more competitive is
not a big issue for Dollar General. They
tend to operate in different markets with
different store footprints and we consider
Dollar General’s value proposition and its
market leadership to still be very much in
place. We’d argue that Dollar General’s
troubles of late don’t have anything to do
with Family Dollar making progress.

Dollar General shares got slammed just
today when the company again took down
guidance. How are you looking at valua-
tion at the current price?

CP: While store growth can’t go on un-
interrupted forever, management’s expec-
tation for the company’s store count at
maturity has consistently trended upward
over time. Over our five-year horizon
we still expect 5-7% % annual top-line
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growth from new stores and same store
sales. We’re also more optimistic than the
Street that operating margins improve
from current depressed levels. The compa-
ny was arguably overearning as margins
topped 10% during Covid, but we think
normalized levels closer to 8-9% remain
well within reach.

The stock historically has traded at as
much as a 25-30% premium to the mar-
ket, and as low as a 25-30% discount. At
today’s 15x P/E, it’s now at the bottom
of that range. We think this is an above
average quality business that deserves an
above average valuation multiple. If we
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just assume shares trade back to 18x our
estimates five years out — still a two-point
discount to the market’s current multiple
— we’re looking at a double in the share
price over that time.

There has been talk of local regulations
seeking to limit the expansion of dollar
stores in certain areas, due to such con-
cerns as predatory pricing and the pre-
dominance of processed foods sold in the
stores. Do you see this as a risk of note?

CP: Not really. For one, I would bet that
anybody talking about predatory pricing

INVESTMENT SNAPSHOT

Dollar General
(NYSE: DG)

Business: Self-described “America’s neigh-

borhood general store,” with some 20,000

stores selling consumer products often with

low price points and small package sizes.

Share Information (@8/30/23):

Price 157.66
52-Week Range 151.27 - 261.59
Dividend Yield 1.5%
Market Cap $34.58 billion
Financials (1tm):

Revenue $38.44 billion
Operating Profit Margin 8.6%

Net Profit Margin 6.2%

DG PRICE HISTORY
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2021 2022

THE BOTTOM LINE

Valuation Metrics

(@8/30/23):

DG S&P 500
P/E (TTM) 14.8 20.2
Forward P/E (Est.) 15.5 20.0

Largest Institutional Owners
(@6/30/23 or latest filing):

Company % Owned
Capital Research & Mgmt 12.1%
BlackRock 8.5%
Vanguard Group 8.3%
State Street 4.4%
T. Rowe Price 3.7%
Short Interest (as of 8/15/23):
Shares Short/Float 1.9%
300
250
200
2023 150

There's been no shortage of bad news for the company this year, but Chris Pavese
expects the perceived dislocations to prove temporary rather than permanent. Driven by
organic revenue growth, increasing margins, and multiple expansion beyond today but
still discounted to the market, he believes the stock can double over the next five years.

Sources: Company reports, other publicly available information
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at DG has never actually stepped foot in
one of their stores. The core customer
can’t afford the organic wagyu beef or
black truffles sold at higher-end stores like
Whole Foods. DG provides its customers,
who are often buying groceries paycheck
to paycheck, with affordable options and
convenience not available anywhere else.

From dollar stores to videogames, describe
your significant interest today in Nintendo
[NTDOY].

CP: This is a company we had admired
from afar given its culture of innovation
and the value of its intellectual property,
but we'd never gotten comfortable with
its relatively low-margin and highly cycli-
cal dependence on selling the hardware
to play its games. But while most of the
Street seems to consider the stock dead
weight until the next-generation console
is released, we actually believe the com-
pany’s business model is evolving in a way
that is more balanced, more profitable and
less cyclical. If we’re right about that, the
stock at today’s levels should prove to be
quite attractive.

The crux of our thesis is incremental
growth in high-margin, recurring software
and services revenues. Game revenues con-
tinue to shift toward digital sales that have
naturally higher margins. The company
has also opened its ecosystem to third-par-
ty game developers, creating a fast-grow-
ing source of revenues that should acceler-
ate with the increased processing power of
the next-generation Switch console mak-
ing the latest third-party hits available on
its platform. We also see significant upside
in subscription-service pricing. Nintendo
Switch Online currently has roughly 36
million users paying $3.99 per month,
compared to top-tier subscription services
for Xbox and PlayStation priced at $14.99
to $17.99 per month.

We also think the nature of the com-
pany’s hardware business has changed for
the better. Nintendo has taken a different
approach with the Switch, looking to ex-
tend the life of the platform by making
more regular updates and by making past,
present and future versions of blockbuster

August 31,2023

INVESTOR INSIGHT: Chris Pavese

games available on all generations of the
hardware. That’s not to say hardware
innovation isn’t important, and on that
front we’re giving the company the ben-
efit of the doubt that the next generation
of hardware will come out, will be excit-
ing to users, and will result in increasing
games sold per console. Our base case
assumes the next-gen Switch is available
for the 2025 holiday selling season and
we think there are good odds it happens
sooner.

A third element of our thesis that is
somewhat harder to forecast
seems to be an increased willingness by

is what

the company to capitalize on its uniquely
valuable intellectual property. The Super
Mario Brothers Movie released earlier this
year has become the second highest-gross-
ing animated movie of all time. Themed
Super Nintendo World areas have opened
at Universal Studios’ theme parks in Ja-
pan and Hollywood and are planned for
the parks in Singapore and Orlando as
well. We think it’s a big deal that the first
American named to the board, Chris Me-
ledandri, is the founder and CEO of film
producer Illumination. We expect Nin-
tendo to be measured and responsible in
mining its intellectual property, but the

INVESTMENT SNAPSHOT

Nintendo

(OTC ADR: NTDOY)

Business: Producer of videogame software
- franchises include Mario, Pokémon,The
Legend of Zelda and Animal Crossing — and
videogame hardware such as the Switch.

Share Information (@8/30/23):

Price 10.60
52-Week Range 9.26 - 11.99
Dividend Yield 3.7%
Market Cap $49.11 billion
Financials (rtv):

Revenue ¥1.76 trillion
Operating Profit Margin 33.5%
Net Profit Margin 28.2%

NTDOY PRICE HISTORY
20

2021 2022

THE BOTTOM LINE

Valuation Metrics

(@8/30/23):

NTDOY S&P 500
P/E (TTM) 14.6 20.2
Forward P/E (Est.) 17.0 20.0

Largest Institutional Owners
(@6/30/23 or latest filing):

Company % Owned
Public Inv Fund (Saudi Arabia) 9.6%
BlackRock 6.3%
Nomura Asset Mgmt 4.5%
Bank of Kyoto Asset Mgmt 4.2%
Sumitomo Mitsui Trust 3.8%
Short Interest (as of 8/15/23):
Shares Short/Float n/a
20
15
10
5

2023

The company’s business model continues to evolve in a way that should result in more
balanced, more profitable and less cyclical performance in the future, says Chris Pavese.
Were the stock on his estimates five years' out to trade at what he would consider a still-
conservative 10-12x EV/EBITDA, the share price would at least double from today’s level.

Sources: Company reports, other publicly available information
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potential is quite high and, given the mar-
gins, can move the needle on performance
over time.

The U.S. ADRs at a recent $10.60 are
down about 35% from their highs in early
2021. What return potential do you see
from here?

CP: Here we’re again looking out five
years, at which point we expect revenues
to be approaching ¥3 trillion yen and op-
erating margins to have risen another 10
points as the business mix continues to
evolve. While videogame peers have his-
torically traded at mid-teens multiples of
EBITDA, even if we assume a more con-
servative 10-12x EV/EBITDA, the stock
on our estimates would at least double
over the next five years.

I’d mention that another knock on the
company is its opacity and seeming lack
of regard for shareholder interests. One
manifestation of that is the ton of cash it
holds on the balance sheet, accounting for
roughly 25% of the current market cap.
We don’t need to assume any change in
that approach to like the stock, but we’d
likely benefit as shareholders if the com-
pany takes a more proactive approach to
capital allocation.

As a long-time investor in tobacco com-
panies, why is Philip Morris [PM] your fa-
vored choice in the industry today?

CP: The accelerated decline in the demand
for combustible cigarettes as various
lower-risk alternatives increasingly come
to market has made it debatable today
whether price increases — as has been the
case for a long time now — can continue to
offset the decrease in unit sales volumes.
Given that, it’s critical to differentiate in
the sector between those who are best
positioned in alternatives and those who
aren’t. We believe Philip Morris is by far
the leader in this regard, without a close
number two.

The company over the past decade has
invested over $9 billion in developing what
are known in the industry as reduced-risk
products, the most successful of which
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is its “heat not burn” technology called
IQOS. This product has rapidly increased
its market share in a number of developed
markets outside the U.S., and eight years
after its launch has over 25 million cus-
tomers globally even though it’s barely
available in the world’s two largest nico-
tine markets — the U.S. and China. Gross
margins for it are about 75%, roughly 10
points above the already high levels for
combustible cigarettes.

IQOS hasn’t really been marketed in
the U.S. That’s somewhat of an historical
artifact due to the spilt long ago between
Philip Morris and Altria along geograph-

INVESTOR INSIGHT: Chris Pavese

ic lines, with Altria owning the rights to
Marlboro and other company brands in
the U.S. and Philip Morris owning them
outside the U.S. Philip Morris had licensed
the domestic rights to IQOS to Altria,
which put only a haphazard effort behind
it, leading Philip Morris to buy the rights
back last year.

Another key part of the story is Philip
Morris’ acquisition announced late last
year of Swedish Match, which is the big-
gest global player in smokeless tobacco
and also has a homerun developing brand
called ZYN, a non-tobacco product that
delivers nicotine to users through a tiny

INVESTMENT SNAPSHOT

Philip Morris
(NYSE: PM)

Business: Global sale of cigarettes and
smoke-free alternatives such as heat-not-

burn, e-vapor and oral nicotine products; top

brands include Marlboro, IQOS and ZYN.

Share Information (@8/30/23):

Price 96.76
52-Week Range 82.85 - 105.62
Dividend Yield 5.3%
Market Cap $150.20 billion
Financials (17w):

Revenue $33.17 billion
Operating Profit Margin 37.0%
Net Profit Margin 24.3%
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Valuation Metrics

(@8/30/23):

PM S&P 500
P/E (TTM) 18.7 20.2
Forward P/E (Est.) 15.0 20.0

Largest Institutional Owners
(@6/30/23 or latest filing):

Company % Owned
Capital Research & Mgmt 17.8%
Vanguard Group 8.8%
BlackRock 6.1%
State Street 3.8%
T. Rowe Price 2.2%
Short Interest (as of 8/15/23):
Shares Short/Float 0.5%
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The company is "without a close number two" in developing reduced-risk products that
will differentiate winners from losers in the tobacco industry going forward, says Chris
Pavese. He expects a combination of earnings growth, dividend payouts and share
buybacks to translate into at least a mid-teens IRR on the stock over the next five years.

Sources: Company reports, other publicly available information
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white pouch that's put between your teeth
and gums. Volume growth for ZYN has
been off the charts, and we think that only
gets better as Philip Morris puts its global
marketing and distribution power behind
it. We have argued that this is one of the
best strategic acquisitions we have ever
come across.

Absent new negative regulatory news,
which is always possible, our base case
for the traditional cigarette business is still
that volumes continue to decline — more
slowly outside the U.S. — but the impact
of that decline on overall financial perfor-
mance is mitigated for the most part by
price increases. With Philip Morris, that
side of the business becomes less impor-
tant more quickly given the growth in
reduced-risk products. Management may
be aggressive in expecting legacy tobacco
to only make up 50% of total revenues by
2025, but we don’t think that’s far off.

How do you see all this translating into
share value from the current stock price
of $96.75?

CP: The full U.S. launch of IQOS com-
bined with expanded global distribution
of ZYN we think can drive consistent,
double-digit earnings growth for the next
several years.

With respect to valuation, while Philip
Morris trades at a premium to the rest of
its sector, we don't consider the rest of the
sector the correct benchmark. As reduced-
risk products over time make up a larger
percentage of revenues and generate com-
parable or even better profitability, we be-
lieve the stock should trade at a premium
to the market and on par with what are
perceived to be high-quality consumer-
staples stocks. Even without multiple ex-
pansion, with a 5%-plus dividend and free
cash flow directed to debt reduction and
share buybacks, we think we easily can
meet our target of at least a double in the
share price over the next five years.
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You spoke in your latest investor let-
ter about two frustrating investments,
Anheuser-Busch InBev [BUD] and Bayer
[Frankfurt: BAYN]. How in each case are
you handling the frustration?

CP: The problems at A-B InBev began
in April when its marketing relationship
with transgender influencer Dylan Mul-

ON KEEPING BUSY:

Many of the valuation dislo-
cations that we saw open so
wide before last year have
returned in force.

vaney for Bud Light ignited a fiery back-
lash against the brand in the U.S. The
resulting U.S. numbers are still ugly, but
given that investor sentiment is in the gut-
ter, we think the particular Bud Light is-
sue is more than priced in. Despite U.S.
headwinds, the company is still likely to
hit its numbers for this year as other mar-
kets make up for trouble in the U.S. and
management continues to aggressively
deleverage the balance sheet. As you men-
tioned, it has been frustrating. It may say
something that while we haven’t reduced
our position at all, we haven’t added to it
either.

Bayer has just been very slow in get-
ting back on track following the disrup-
tion — and extensive legal-liability issues
— stemming from its ill-fated acquisition
of Monsanto. Things had seemed to be
improving, but the company’s earnings
results and guidance this year have been
negative, attributed mostly to deteriora-
tion in demand for glyphosate-based weed
killers. But the lower guidance probably
also reflects the new CEO who took over
in June looking to reset the bar lower after
taking a good first look under the hood. In
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any event, we still believe the asset value
is there and there’s material upside based
on normalized earnings power. Our base
case sum-of-the-parts estimate pegs the
company’s fair value at nearly twice the
current level [at today’s share price of just
over €50]. Considering recent comments
from CEO Bill Anderson that “nothing is
off the table,” we think a spinoff of the
company’s pharma or agricultural busi-
ness would go a long way towards real-
izing that value.

Does the optimism in the market for much
of this year make you nervous?

CP: Markets generally seem to be priced
as if we’re going to have a safe landing or
no landing at all for the economy, so any-
thing other than a best-case scenario prob-
ably sets things up for disappointment, in
the economy and in the equity market.

That doesn’t mean we don’t have plenty
to work on. Many of the dislocations that
opened so wide before last year — between
how speculative businesses were valued
relative to cash-generating but maybe bor-
ing ones — have returned in force. As those
correct again, that should play to our
strengths. M
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ABOUT BROYHILL

Broyhill Asset Management is a boutique investment firm, initially established as a family office in 1980 and guided by a

disciplined value orientation. Founded in the foothills of North Carolina’s Blue Ridge Mountains, we operate outside of the

fray and invest with a rational, objective, long-term perspective.

FIND THIS INTERESTING?

Stay curious. Click here to subscribe.

FOR MORE INFORMATION:

ir@brovhillasset.com | 828.610.5360

BROYHILL EQUITY TRAILING PERFORMANCE

As of July 31, 2023

Inception™ 5 Years 3 Years 1 Year YTD 3 Months
Broyhill Equity Net 13.4 11.4 17.3 18.7 15.6 3.4
MSCI ACWI 10.1 8.8 10.9 13.5 18.5 8.7
MSCI ACWI Value 7.9 6.0 13.0 11.0 9.1 5.6
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DISCLOSURES

Broyhill Asset Management LLC (“Broyhill”) is an investment adviser in North Carolina. Broyhill is registered with the
Securities and Exchange Commission (SEC). Registration of an investment adviser does not imply any specific level of skill
or training and does not constitute an endorsement of the firm by the Commission. Broyhill only transacts business in states
in which it is properly registered or exempted from registration. A copy of Broyhill’s current written disclosure brochure filed
with the SEC which discusses, among other things, Broyhill's business practices, services and fees is available through the

SEC’s website at www.adviserinfo.sec.gov.

The performance of the Broyhill Equity Portfolio illustrated here is representative of the fully invested strategies available
through various TAMPs (Turnkey Asset Management Platforms). The majority of Broyhill's SMAs include a significant cash
allocation, which has averaged 30% - 40% in recent years, and also utilize options to complement individual position sizing
and to hedge the portfolio as appropriate for individual clients. As a result, we believe that the historical performance of our
flagship strategy (which includes both options and a significant cash drag) is not representative of a pure equity allocation. As
such, this data may be useful for an advisor evaluating Broyhill, although individual results may differ based on each account's
investment objectives, the date of initial funding, the opportunity set available at the time, specific investment vehicles

available to the accounts, and individual fee schedules. These historical performance figures are for our equity-only strategy.

Performance is calculated using time-weighted rates of returns, net of fees. Since these platforms report returns to Broyhill
gross of fees, in order to report net returns, a 1.5% annual management fee has been subtracted from gross reported returns.
This methodology has also been applied to the extracted attribution returns. Average position size is calculated from average

capital invested divided by average portfolio capital in fully invested accounts.

The investment return and principal value of an investment will fluctuate. Therefore, an investor's account, when liquidated
or redeemed, will almost always have a different value than that shown herein. Current performance may be lower or higher

than return data quoted herein.

Past performance is not indicative of future returns. This information should not be used as a general guide to investing or as
a source of any specific investment recommendations and makes no implied or expressed recommendations concerning the
manner in which an account should or would be handled, as appropriate investment strategies depend upon specific

investment guidelines and objectives.

Information presented herein is subject to change without notice and should not be considered as a solicitation to buy or sell
any security. This document contains general information that is not suitable for everyone. The information contained herein

should not be construed as personalized investment advice.

There is no guarantee that the views and opinions expressed in this document will come to pass. Investing in the stock market
involves gains and losses and may not be suitable for all investors. No representations, expressed or implied, are made as to

the accuracy or completeness of such statements, estimates or projections, or with respect to any other materials herein.

Under no circumstances does the information contained within represent a recommendation to buy, hold or sell any security,
and it should not be assumed that the securities transactions or holdings discussed were or will prove to be profitable. There

are risks associated with purchasing and selling securities and options thereon, including the risk that you could lose money.
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Certain information contained herein constitutes “forward-looking statements,” which can be identified by the use of

» o«

forward-looking terminology such as “may,” “will,” “should,” “expect,” “anticipate,” “project,” “estimate,” “intend,” “continue,”
or “believe,” or the negatives thereof or other variations thereon or comparable terminology. Due to various risks and
uncertainties, actual events, results or actual performance may differ materially from those reflected or contemplated in such
forward-looking statements. Nothing contained herein may be relied upon as a guarantee, promise, assurance or a

representation of the future.

Market value information (including, without limitation, prices, exchange rates, accrued income and bond ratings furnished
herein) has been obtained from sources that Broyhill believes to be reliable and is for the exclusive use of the client. Market
prices are obtained from standard market pricing services or, in the case of less liquid securities, from brokers and market
makers. Broyhill makes no representations, warranty or guarantee, express or implied, that any quoted value necessarily
reflects the proceeds that may be received on the sale of a security. Changes in rates of exchange may have an adverse effect

on the value of investments.

Indices represent unmanaged, broad-based baskets of assets. They are typically used as proxies for overall market’s
performances. Index returns typically assume that dividends are reinvested and do not include the effect of management fees
or expenses. You cannot invest directly in an index. Without prior written permission of index owner, this information and
any other index-related intellectual property may only be used for your internal use, may not be reproduced, or redistributed
in any form and may not be used to create any financial instruments or products or any indices. This information is provided
on an "as is" basis, and the user of this information assumes the entire risk of any use made of this information. Neither the
index owner nor any third party involved in or related to the computing or compiling of the data makes any express or implied
warranties, representations or guarantees concerning the index-related data, and in no event will index owner or any third
party have any liability for any direct, indirect, special, punitive, consequential or any other damages (including lost profits)

relating to any use of this information.

For additional information about other indices or strategies mentioned here, you may contact us at ir@broyhillasset.com.

No part of this material may be copied, photocopied, or duplicated in any form, by any means, or redistributed without

Broyhill’s prior written consent.
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