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A few weeks ago, I actually saw an old copy of the book Barbarians at the Gate, by Bryan
Burrough, about the buyout of RJR Nabisco. It made me smile because I had forgotten that
the driving force behind the deal was despite growing cash flow and great brand names, no
one could get past the idea that Nabisco owned a tobacco company and tobacco had no
future, was worth next to nothing, and the idea of smokeless cigarettes had just proven to
be a failure. This was 30 years ago! Even during the battles of who would win control, there
were proposals of having someone else buy the tobacco business. How many people predicted
that the food business would run into bigger problems before tobacco? How many people
predicted that tobacco stocks would be some of the top performing equities in the last 10
years and investors would cheer the high dividends? And who would have thought that
smokeless would be touted again as the new growth opportunity?

We are going to look at the tobacco industry in the coming weeks from three angles: a US-
only company — Altria, an International- only company — Philip Morris, and a hybrid that
has grown via acquisitions — British American. Our focus will be on earnings quality,
sustainability of operations, and risk factors. Because most people own these stocks for yield
with some growth, we will also discuss that issue as well.

As a general overview, we do believe there is some evidence that points to the people of the
1980s being on the right track — albeit much too early and missing the opening up of
emerging markets and the fall of communism to create volume growth internationally.
We're not sure how many growth catalysts remain for these companies when looking at
what drove some of the earnings growth in the last ten years. All of these reports will point
to issues that pertain to the industry overall in addition to the specific company.

Litigation in the US —is Altria winning? One of the bullish arguments for US tobacco is

the litigation front is under control. After many settlements, MO now sees 42% of its
revenue paid to various governments as fees and taxes to buy peace. Passing those costs
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on to consumers has raised prices to the point where cigarette sales are about half where
they were before these deals.

Volume losses are still happening and getting worse. Boosting prices and higher taxes
are cutting demand. In the past,vapor and Altria gained market share to offset the decay,
but it had many brands willingly giving up share. Now, it has to take share from Camel
and Newport who are trying to take it from Marlboro — the dying brands aren’t here
anymore.

MO also benefited from boosting prices, but as the battle for market share intensifies,
does that allow the same level of price gains? Also, higher taxes are also boosting prices
already and hurting volumes. The power of pricing on recent cash flow has been
significant and may be tough if that weakens even a little.

The dividend and share buybacks already exceed all of Free Cash Flow. The tax cuts will
make that picture better and the buybacks in 2017 will enable dividend per share growth
without the same jump in cash outlays. However, we see a company trying to start new
business lines and planning to spend more in those areas as the key business weakens.
We expect the dividend in 2018 to be fine, but expect the repurchases to slow.

There’s not much left to fix. MO has been successful in cutting some costs and
streamlining. However, many of these are still fairly immaterial as it works to transition
the business from a very high-margin business to a low-margin one and deal with
competition in both.

One of the overriding fears for decades in the US Tobacco industry has been never-ending
lawsuits that would eventually overwhelm the companies and force them into bankruptcy
like asbestos producers. The bulls argued that they never lost and were always able to run
out the clock and through appeals and new court motions could outlast plaintiffs. There 1s
a famous internal legal memo that laid out the plan as a parody to George Patton’s war
strategy: “The goal in litigation is not to spend all of our money, but to force the plaintiffs to
spend all of their money.” The bears argued it was still only a matter of time and payments
would need to be made.
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Flash forward to the 1990s and suddenly states noticed that they could sue the tobacco
companies as well to recover health care costs of smokers. The states had much deeper
pockets than a random family in Tennessee suing for $1 million. And, they sued for much
more. Without going through all the history, the outcome was the domestic cigarette
industry settled with the states and agreed to pay them over $200 billion in the first 25
years of the settlement starting in 2000. The payments were allocated to each producer
based on market share and took into account volume declines and adjustments were made
to incorporate payments to newer companies that didn’t exist long before the deal. This is
called the MSA (Master Settlement Agreement).

On top of that, governments at the state and federal level also noticed that they could tax
tobacco as well via excise taxes. Over the years, these taxes have jumped continually, and
cities have also entered the mix. This industry website tracked tax increases from the states
between 2000-2017. Many have seen taxes double and triple. California raised the tax by $2
per pack last year.

So, the tobacco companies cheered another win, but they are writing some large checks:

$ in billions 2017 2016 2015 2014 2013
Altria Revenue $25.60 $25.70 $25.40 $2450 $24.50
MSA payments $4.70 $4.90 $4.80 $4.60 $4.20
Excise Taxes $6.10 $6.40 $6.60 $6.60 $6.80
Income taxes* $3.10 $290 $260 $240 $2.50
Shareholders * $5.80 $5.30 $4.90 $4.40 $4.60

We used a 35% tax rate for income taxes for these years and computed it without
gains/losses for asset sales or early debt extinguishment. So, they never lose in litigation,
but the various governments now take essentially 42% of revenues from Altria annually and
another 21% of income. Moreover, the excise taxes are rising faster than college tuition. We
found a CDC report from 2009 that showed excise taxes in the US from 1995-2009. The
federal tax was only 24-cents per pack and the states were essentially 33-cents in 1995. By
2009, they were $1.01 and $1.20. Today, they are $1.01 and $1.60 and cities have started to
add taxes as well up to $4 in some places.

There are two other ways to look at this. The good side - government is making the most
money from tobacco so there are reasons to doubt that they ever completely blow it up. The
downside is all these taxes and fees boosted cigarette prices substantially and higher prices
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https://www.tobaccofreekids.org/assets/factsheets/0275.pdf
https://www.cdc.gov/mmwr/preview/mmwrhtml/mm5819a2.htm

drive down demand. The World Health Organization among other groups have done many
studies and found that raising prices on cigarettes quickly cuts demand. They have
advocated boosting taxes at low-end and high-end to prevent people from trading down.
Russia went from almost no taxation to a goal of reducing smoking by 25% in 2020. Its first
round of tax hikes cut volumes by 14% followed by a 12% drop on the second round of tax
increases.

MO also sees periods of rising taxes hurting sales volumes as it notes in the 10-K

“Tax increases are expected to continue to have an adverse impact on sales of the
tobacco products of our tobacco subsidiaries through lower consumption levels and
the potential shift in adult consumer purchases from the premium to the non-
premium or discount segments or to other low-priced or low-taxed tobacco products
or to counterfeit and contraband products.

Such shifts may have an adverse impact on the sales volume and reported share
performance of tobacco products of Altria Group, Inc.’s tobacco subsidiaries.”

The anecdotal evidence of tobacco use falling is widely known, but it’s still amazing to see
the size of the decay. In 1995, US tobacco sales were 481 billion cigarettes with Altria selling
222 Dbillion or 46% and Marlboro was 145 billion or 30% of the US market.

Billions of sticks 2017 2016 2015 2014 2013
Total US cigarettes 230 241 247 246 255
Total Altria cigarettes 117 123 126 125 129
Total Marlboro cigarettes 100 105 108 108 111

The total market is over 50% gone in just over two decades. Moreover, the decay appears to

be accelerating:

yly change in cigarettes 2017 2016 2015 2014

Total US -440% -240% 0.10% -3.40%
Total Altria -510% -250% 0.50% -3.00%
Total Marlboro -5.00% -2.60% 0.00% -3.10%
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The problem for Altria is for all the talk of e-cigarettes, vapor, and heated tobacco, cigarettes
and snuff still drive this ship:

Segment Op Inc. 2017 2016 2015
Smoking tobacco $8,408 $7,768 $7,569
Smokeless tobacco $1,300 $1,177 $1,108
Wine $147 $164 $152
Other -$51 -$99 -$169

What Altria is trying to do is use the cash flow from the decaying smoking business to grow
the innovative side. So, cigarettes and cigars are 86% of operating income before corporate
expenses and financing, and snuff (which has its own excise taxes and regulations) is 13%
of income. The new products are still negative — they are improving — but this transition is
a very lofty goal.

We also think that cigarettes demand at MO could get worse more quickly going forward.
When we look at the cigarette market, we have to give Altria’s management some sizeable
praise. Into a declining market, they have generally been taking market share. In 1995,
Altria had 46% of the US market and 1t has 51% now. Marlboro results are even better,
rising from 30% of the US market in 1995 to 43% now.

We think that past success came from taking share from dying and essentially liquidating
brands. For example, think of Winston cigarettes formerly owned by RJ Reynolds and
recently sold to Imperial Brands. Winston rolled out in 1954 and was the top selling
cigarette in the US during the 1960s. It was bigger than Marlboro. When it was sold to
Imperial Brands as part of the Reynolds/British American merger, Winston had a 1.8%
market share in the US. The brand had seen serious decay and so did others like Salem,
True, and Doral among others. We have looked at this before with Reynolds who
purposefully stopped supporting many brands in the last 10 years and let them run-off. As
much as overall cigarette volume decay has been, it was nothing close to what these “other”
brands at Reynolds experienced:

RAI other 2014 2013 2012 2011 2010
yly change -11.60% -14.80% -11.80% -16.40% -21.80%
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These lesser RAI brands went from 16% US market share in 2009 to 7% in 2014. This type
of change was going on at numerous companies and the share being forfeited was going to
Marlboro. The problem is who are they going to take share from now? British American is
reporting that its four largest brands: Camel, Pall Mall, Newport, and American Spirit,
grew their market share by 40bp in 2017. We think Altria will need to fight with other big
brands to retain share at this point and will not see long periods where it gains share overall.
That catalyst may be played out.

We’ll address this more in other reports too, but we also wonder if someone actually wanted
to smoke more cigarettes, could it even be done? Smoking is banned in hotels, bars,
restaurants, sporting events, offices, trains, planes, taxis, boats, parks... People huddle in
the cold or heat 100 yards from entrances behind trash dumpsters to smoke these days.
There’s some considerable walking time added to and from a smoke break.

Cigarettes are one of those odd products that raising the price a little bit hurts demand, but
the price hike can more than offset some lower volumes. Removing the excise tax and the
MSA payments from the equation, MO would have had $19.5 billion in revenue and $16.7
million in gross profit for a gross margin of 85%. It sold 5.85 billion packs of cigarettes in
2017 (dividing the number of cigarettes sold by 20 per pack). A 10-cent change in price per
pack would be a $585 million change in operating income as the bulk of that would flow
straight to cash flow.

Again, praise to MO management — as they have been doing this to offset the lower volumes
in recent years. Often, they can get some pricing pushed through at the same time various
governments are touting tax increases. Here are some of the recent price increases achieved:

» Effective September 24, 2017, PM USA increased the list price on all of its cigarette
brands by $0.10 per pack.

» Effective March 19, 2017, PM USA increased the list price on Parliament by $0.12 per
pack. In addition, PM USA increased the list price on all of its other cigarette brands by
$0.08 per pack.

» Effective November 13, 2016, PM USA reduced its wholesale promotional allowance on
Marlboro by $0.02 per pack and L&M by $0.08 per pack. In addition, PM USA increased
the list price on Marlboro by $0.06 per pack and on all of its other cigarette brands by
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$0.08 per pack, except for L&M, which had no list price change.

» Effective May 15, 2016, PM USA increased the list price on all of its cigarette brands
by $0.07 per pack.

» Effective November 15, 2015, PM USA increased the list price on all of its cigarette
brands by $0.07 per pack.

» Effective May 17, 2015, PM USA increased the list price on all of its cigarette brands
by $0.07 per pack.

The problem is smokers may not notice 7-cents here and 10-cents there, but eventually they
start to see the odometer flip over in pricing and ask, “When did the price per pack increase
by $1.00?” This race to boost prices along with states boosting taxes (which are added to
prices) while other companies are no longer giving away market share would seem to be
nearing an end, in our view. Altria and others are also now pushing e-cigarettes and non-
smoking nicotine products as a replacement for traditional cigarettes. And as noted above,
even MO thinks higher prices hurt its demand. And just these pricing actions add up to
more than 50-cents per pack since 2015.

Since 2014, MO is selling 8 billion fewer cigarettes, or 400 million packs. Let’s assume that
the MSA and excise taxes are priced in as gross revenue and the MSA payment just comes
out again in Cost of Goods Sold as a wash. Then in 2014, MO’s selling price was $2.13 based
on $13.3 billion in revenue divided by 125 billion cigarettes * 20 per pack. In 2017, the
selling price becomes $2.53 per pack or 19% growth in 3-years.

The company effectively picked up $2.5 billion in revenue from the price hikes ($2.53 * 2014
volume) and lost $1.0 billion to the lower volumes for a net plus of price hikes of $1.5 billion.
Volume fell from 125 billion to 117 billion -6.4%. Volume loss of 16% would have made this
a wash — the price increase would have offset the lost units sold and not grown revenues.
The situation is not that ugly yet. But, we worry that volume losses could accelerate if MO
cannot hold/grow market share like it did in the past against dying brands and that price
hikes may be tougher to achieve when competing against others who are trying to take
market share.
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$ in billions 2017 2016 2015 2014 2013

Cash Ops $4,922 $3,821 $5,843 $4,663 $4,375
Cap Exp. $199 $189 $229 $163 $131
Acquisitions $415 $45 - $102 -
Free Cash $4,308 $3,587 $5,614 $4,398 $4,244
Dividends $4,807 $4,512 $4,179 $3,892 $3,612
Repurchases $2,917 $1,030 $544 $939 $634
Net Cash Flow -$3,416 -$1,955 $891 -$433 -$2
Dividend Paid % FCF 112% 126% 74% 88% 85%

The dividend is tight and has been growing at 7%-8% annually. There are a few other
positives in paying it though. First, the tax rate is falling from 35% to a forecasted 24% this
year. The 11% drop 1s worth about $1.0-$1.1 billion. Altria expects to spend about one-third
of that amount on new products, so there should be about $700 million in additional cash
flow. That alone would push the dividend payout under 100%. Second, there is another unit
here called PMCC that is a leasing company for things like airplanes, power plants, and
real estate. This unit stopped writing new business in 2003 and is producing cash flow also:

$ in millions 2017 2016 2015 2014 2013
PMCC Cash $133 $231 $354 $369 $716

A third reason is cash on hand. In 2016, the purchase of SABMiller by Anheuser Busch
Inbev resulted in a $3.2 billion net cash inflow to Altria for its SABMiller stake. Much of
that cash paid for the heavy repurchase level of MO stock in 2017. At the end of 1Q18, the
company had $2.2 billion in cash, which is a bit misleading as accrued settlement payables
were up about $1 billion in the quarter — we would list actual cash on hand as closer to $1
billion also. Essentially, debt is about $13 billion and EBITDA is $9-$10 billion per year so
the balance sheet is not very leveraged either. In fact, the sterling balance sheet and the
fact it owns $19.3 billion in Anheuser-Busch InBev and that position 1s 18% of MO’s share
price gives extra cushion for the dividend.

For the next few years, MO will probably be able to pay the dividend and still grow it too.
But, we do not see the cash flow to sustain the share repurchases also. The tax cuts reset
the figure and the heavy repurchases in 2017 will reduce the share count where the dividend
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per share can rise with much less growth in the total cash outlay. However, we expect
cigarettes to be the driving force here for many more years and if volume decay is picking
up, higher excise taxes hurt volume more, and competition limits price increases; the cash
flow after the tax cuts will quickly peak and start to decline.

When we look at several other areas that can help or hurt margins, we think MO has already
picked some of the good things and will see more of the higher costs going forward. For
example:

Part of the government regulation and settlements substantially curtailed marketing
activities for MO. They even lost the ability to pay for prime locations in many retailers to
display cigarettes. They spend money on volume-based incentives for customers and offer
discounts on occasion, but only list advertising spending at $29 million — that’s for the whole
company, which also sells wine and e-cigarettes. By comparison, BUD spent $64 million in
2016 just on a marketing program to remind people of the harmful effects of drinking. As
MO rolls out new products, we fully expect marketing to rise, perhaps not materially, but it
will be a headwind. R&D will also be an issue, it is now $241 million up from $186 million
in 2015. The company promises more spending in this area and will use some of the new tax
savings here.

We will even give MO kudos on its pension plan with realistic discount rates of 3.7% which
will likely start to rise and reduce pension expense going forward as well as cut the pension
underfunding. Already, the plan is almost fully-funded with $8.0 billion in assets against
$8.5 billion in liability. That should be a tailwind going forward.

The company has already consolidated facilities and cost overhead costs. Some of this will
benefit 2018. For example, it spent $150 million to streamline manufacturing and align
capacity with lower volumes in 2016. This is expected to produce $50 million in annual
savings by the end of 2018. MO also spent $132 million to streamline its structure and
believed it achieved its goal of $300 million in savings by the end of 2017.

We will not begrudge this type of work and only want to again point to materiality. All of

this adds up to about 2% of sales (adjusted down to take out excise taxes and settlements).
That’s significant, but MO has a 65% operating margin. And the bigger picture of things is
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their high margin business is in decay and they are trying to expand a business that
currently loses money. Thinking about the new products, they have aspects that the FDA
has to approve. There is more marketing needed, perhaps new distribution. That market is
not as consolidated either, so pricing, promotion, and incentives are likely needed. Growing
the low margin business as the high margin one declines is going to be tough to offset.

Of the 118 Page 10-K for Altria, 48 pages talk about litigation and settlements. So, this
remains an issue for MO. And, it is not as though they are winning all these cases, they are
losing quite of few and following the motto discussed above — they appeal and prolong the
process in many cases. Often, cases are assigned percentages of blame based on the smoker’s
activities, and various company market shares in the past. So, a decision may come back as
a $2 million award, but the smoker was found to be 60% at fault and the tobacco companies
40%, and based on market share, Altria is 35% of the 40% or $280,000. That may get reduced
on appeal or a lower settlement proposed and accepted.

As a result, Altria does record litigation costs as it is incurred — settlements paid and legal
fees. However, it often does not reserve for future settlements in cases still active because
it has determined that it is not probable that a loss occurred, MO is unable to estimate the
size of loss in an unfavorable outcome. That’s different than saying, MO has not lost many
of these cases — they just haven’t recorded the liability yet.

In the last few years, they still spent money on defending these cases and on payments to
plaintiffs:

$ in millions 2017 2016 2015 2014 2013
Defense Costs $179 $234 $228 $230 $247
Settlements $80 $105 $150 $44 $22

The company expects these costs to continue at historic rates. That alone would point to this
increasing $50-$100 million over 2017 levels. We agree that the litigation does not appear
as open-ended as it did before, and it has been corralled into a few large groups. The size of
these cases varies from $30,000 to a few million and there are quite a few. But, payments
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here could be something that gets larger than those seen in 2016 and 2017 and could more
than offset some of the restructuring actions noted above.

Altria 1s trying to grow a new nicotine business to replace one that is slowly dying. We are
not convinced that will be very easy as the tobacco companies have been talking about non-
smoking cigarettes for decades now and they are still in the infancy with the market much
less consolidated. The bigger risk is actually replacing an extremely high margin product
with one that has no margin.

Past efforts by Altria to manage its decay have been admirable as it has been able to push
through price increases and take market share. We believe much of that potential is now
played out as the industry has consolidated around a few huge players all with top-tier
brands. There are not many liquidating brands to take share from. As a result, a plan of
boosting prices to offset volume decay and slowing volume decay by gaining market share
may no longer be feasible.

Government continues to take a larger share of the tobacco revenues and that continues as
well, effectively boosting prices and hurting volumes more. Through all of this, MO has
boosted its dividend. However, it is now pushing the limits on that with the dividend nearly
100% of free cash flow after tax reform. We expect the dividend to benefit from 2017’s share
repurchase and restructuring. We do think the sign to watch will be the share repurchase
level. As that slows, it should leave less wiggle room for the dividend.
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Disclosure

BTN Research is a research publication structured to provide analytical research to the financial community.
Behind the Numbers, LLC is not rendering investment advice based on investment portfolios and is not registered
as an investment adviser in any jurisdiction. Information included in this report is derived from many sources
believed to be reliable (including SEC filings and other public records), but no representation is made that it is
accurate or complete, or that errors, Iif discovered, will be corrected.

The authors of this report have not audited the financial statements of the companies discussed and do not
represent that they are serving as independent public accountants with respect to them. They have not audited
the statements and therefore do not express an opinion on them. Other CPAs, unaftiliated with Mr. Middleswart,
may or may not have audited the financial statements. The authors also have not conducted a thorough "review”
of the financial statements as defined by standards established by the AICPA.

This report is not intended, and shall not constitute, and nothing contained herein shall be construed as, an offer
to sell or a solicitation of an offer to buy any securities referred to in this report, or a "BUY" or "SELL"
recommendation. Rather, this research is intended to identify issues that investors should be aware of for them
to assess their own opinion of positive or negative potential.

Behind the Numbers, LLC, its employees, its affiliated entities, and the accounts managed by them may have a
position in, and from time-to-time purchase or sell any of the securities mentioned in this report. Initial positions
will not be taken by any of the aforementioned parties until after the report is distributed to clients, unless
otherwise disclosed. It is possible that a position could be held by Behind the Numbers, LLC, its employees, its
affiliated entities, and the accounts managed by them for stocks that are mentioned in an update, or a BTN
Thursday Thoughts.
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