Philip Morris International. (NYSE: PM)
Recommend to add at 5% PT: $108.65

April 8t 2024

Philip Morris International: A Lot to Buzz About

Philip Morris International is a manufacturer and distributor of nicotine products behind
Marlboro, 1QOS, and Zyn. The industry is dominated by four players: Altria, British American
Tobacco, Imperial Brands, and Philip Morris. After spinning off Altria in 2008, Philip Morris can
only sell cigarettes outside of the US. Philip Morris enjoys an advantage in the RRP (reduced
risk products) space and is transitioning away from cigarettes at an accelerating pace
(targeting 50% of revenue smoke-free by 2028). While Philip Morris trades at a premium to
peers, we believe the stock can provide a 15% annualized return.

Investment Thesis

Philip Morris’ combustibles positioning gives it a competitive advantage. Cigarettes have
grown less popular in recent decades, with the industry seeing a decline in volumes which has
accelerated in recent years (US -7-11%, Int. -1-4%). Philip Morris’ positioning means it will see
the slowest cigarette volume declines amongst the largest tobacco companies. Tobacco
companies have compensated for declining volumes by increasing the prices of combustible
products. We believe Philip Morris” exposure to growth markets preserves its pricing power.

Philip Morris’ RRP portfolio is superior to peers. Philip Morris was the first company to invest
heavily in RRP’s and is the first mover to the RRP market. IQOS has proven immensely popular
in test markets, commanding a 20-30% price premium. Philip Morris” acquisition of Swedish
Match in 2022 brought Zyn nicotine pouches into the portfolio. Zyn boasts operating margins
of ~80%, with most of the growth coming from the US. Expanding in the US allows Philip
Morris to grow without cannibalizing their core combustibles business. In addition, only 30-
40% of Zyn users previously smoked, which indicates projected growth within the nicotine
market. We believe Zyn will be a core growth driver, as some Nordic nations consume 8x as
many nicotine pouches per capita compared with US and central European countries.

Philip Morris has superior management and corporate governance. The nicotine industry has
sought to diversify from combustibles to varying degrees of success. Philip Morris” acquisition
of Swedish Match for $16B at 4.8x revenue was a success, with Zyn commanding 75% market
share of a segment growing 60% annually. Peers have written down billions from similar
acquisitions, notably Altria’s $12B+ loss on JUUL. Philip Morris’ management team is
incentivized to grow smoke-free share aggressively in contrast to peers whose incentives focus
on cash conversion and dividend growth, which we think will place them farther behind Philip
Morris as the RRP race heats up.

Deleveraging and ESG initiatives are potential catalysts for multiple expansion. We believe
Tobacco companies would trade at far higher multiples if cigarettes were less harmful to
public health. Preliminary research suggests that some RRP’s may have 1/10 to 1/40 the
negative health impact of smoking cigarettes. Positive public perception towards these
products and a product mix shift away from cigarettes is likely to increase industry multiples.

The Bottom Line

While Philip Morris trades at a premium to its peer set (~18x to ~9x PE), we believe the
multiple is justified due to its competitive advantages. We believe that Philip Morris is a good
business that is getting better, while peers are mediocre businesses that are getting worse.
We believe that Philip Morris can provide an annualized return in the mid-double-digits from
its 5.8% dividend yield and high single-digit EPS expansion, with the potential to rerate from
deleveraging and ESG improvements.
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Annualized Return

We believe that Philip Morris can deliver 15% annualized return when factoring dividend payments and EPS growth. Our
dividends per share estimates are slightly below street projections, and our EPS projections are ~6% above street estimates.

Annualized Return 26-Dec 26-Dec 26-Dec 26-Dec 2e-Dec 26-Dec 2e-Dec 26-Dec 26-Dec 26-Dec 26-Dec
FY24E FY25E FY26E FY27E FY23E FY29E FY30E FY31E

EFS 5 609 5 711 § 793 § 886 5 985 5 1069 S5 1160 & 1254 S5 1365 S 1496 5 1651
Est. Share Price $103.52 $12083 5 13487 S 15059 S16746 S 18173 S 18716 521326 S 23204 S 25430 § 28071
Equity Return 14.97% 16.73% 11.62% 11.66% 11.20% B.52% B.459% B.17% B.81% 9.55% 10.39%
Dividends per Share % 512 § 525 § Hh0 % 5HBO & 628 % 6B9 3 78BS S5 BY7 § 923 § 964 F 1027
‘Yearly Return 2066%  21.80% 16.17% 16.00% 15.375% 12.684% 12.81% 12.61% 13.13% 13.75% 14.42%
Avg, Annual Return 15.40%
Variance:

EPS -1.31% 3.60% 5.58% 6.85% 5.45% B.13% 4.35% -7.26%

Dividends -3.22% -2.33% -0.81% -0.81% -3.06% -0.52% -10.88%  -11.80%
Below Street on Dividends, ~6% Above Street on EPS

Valuation

We used a price-volume mix on a ten-year DCF with a 10% discount rate and 2% LGTR to reach a fair value of $108.65/share, or
20.66% upside. We are slightly above street expectations regarding the durability of the combustibles segment, and below
street on the HTU segment due to concerns about the product’s appeal to US smokers. We are differentiated on Swedish
Match’s Oral segment, which we believe has the potential to grow the overall nicotine market.



