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INTRO

A Bloomberg headline noting that The Biden Administration is Considering a Rule to Cut Nicotine in Cigarettes was

enough to cut shares in Altria (MO) by 14% over two days. Bottom line: We think the reaction was overdone and used
the sell-off as a buying opportunity for clients that did not yet own a full position. As investments in the tobacco
sector (MO and PM) constitute over 20% of our equity exposure, we are sharing the key takeaways below.

KEY TAKEAWAYS

e  First and foremost, regulation is still just a consideration at this point, so we caution against becoming too invested in
potential consequences. That said, increased tobacco regulation (along with the potential for increased taxes) should have
been expected under a Democratic Administration (we have accounted for this in our downside scenario; apparently, the
street did not).

e  Even if pursued, this will be a lengthy process. For context, the review of menthol started in 2009 and has still not been
fully resolved. The next step in the process will be a notice of proposed rulemaking by the FDA - at a minimum, there is a
mandatory 1-2 year delay between issuing a final rule and policy implementation. And, of course, there is still a non-zero
probability that nothing is implemented at all.

e  Ifregulation does eventually pass, we would expect it to be contested — an equally complicated and drawn-out process
driven by powerful lobbies. And if the FDA doesn’t act in accordance with regulatory guidelines or if the tobacco
manufacturers believe they are overstepping boundaries, they will challenge the FDA (as Lorillard successfully did in
response to the menthol ban).

e Only then do we start to think about potential outcomes (and unintended consequences) of any regulation. If nicotine is
reduced, do people smoke more to get the same fix? Do other countries follow suit? And if the U.S. is the only market in
the world that sells low nicotine cigarettes, will that encourage illicit trade or unregulated home manufacturing?

e  If passed, the most likely outcome would be an acceleration of market share gains for “reduced-risk products.” Companies
with the strongest offerings — i.e. MO (JUUL) and PM (IQOS) - would be the primary beneficiaries, in our opinion.

e All that being said, headline risk will likely continue as an overhang on tobacco multiples. Nothing new here as ESG-
driven fund flows away from the sector have weighed on valuations for the past few years (and provided us with an
attractive, contrarian entry point).

BOTTOM LINE

While we see a long and uncertain road to establishing new regulations and expect heightened headline risk
throughout the process, we ultimately think the sell-off in tobacco stocks is overdone. A bit more perspective on
valuation below.

e MO Valuation. MO is up ~ 18% YTD (even accounting for the recent sell-off). We expect MO to generate close to $5 in
annual FCF per share over the next few years, putting the stock at ~ 10x, which is less than half the market’s multiple
today. Over the last decade, shares have traded at an average multiple of 15x and within a range of ~ 10x - 20x (+/-1
standard deviation). The stock yields 7.2% at the current price, close to a 6% premium to treasuries. Historically, shares
have traded closer to a 3% premium to the 10Y, which would imply a ~ $75 share price.

e PM Valuation. PM is up ~ 15% YTD and would have the most to gain under a nicotine cap. A cap would likely accelerate
conversion to iQOS, which is 100% incremental for PM (PM also has zero exposure to combustible cigarettes in the U.S.
and licenses its IQOS product for MO to distribute domestically). As such, the decline in PM was much more muted, with
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the stock hitting new 52 week highs a day after the Biden headline, driven by yesterday’s earnings release. It didn't take
long for investors to shift their attention back to fundamentals and the fundamentals here are best in class. In short, results
beat estimates across the board (a recurring theme here), and management raised guidance for the full year (another
recurring theme). IQOS continued to deliver impressive growth, recording continued market share gains on the heels of
continued user acquisition growth, up 1.5M to 19.1M total users. Importantly, IQOS now represents nearly 30% of PM net
revenues (management expects “smoke-free” products to represent more than half of their business by 2025, which should
make the ESG folks happy), which is driving top-line growth and margin expansion. Hard to believe that they have created
a product with higher margins than combustible cigarettes!! We expect PM operating margins to increase by 100bps —
200bps annually as IQOS continues to gain share. The stock trades at ~ 15x today or 2/3 of the market’s multiple for a
business likely to generate $35B in cash flow — or 25% of the market cap - in just the next three years. Over the last decade,
shares have traded at an average multiple of 18x and within a range of ~ 14x — 22x (+/-1 standard deviation). The stock
yields 5.1% at the current price, and we expect management to resume share purchases in the back half of this year.
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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
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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 the

average capital invested divided by the 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 the 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 how
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 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 concerning 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

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 the overall market’s
performance. 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 the 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 the 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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