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Elevator pitch
At less than 6.5x earnings, Imperial Brands -- a UK tobacco firm -- is one of the cheapest stocks we have ever seen
for a company with consistent profits. The stock has declined by about 50% since 2017 despite flat EBITDA and profit
figures. We believe this is due to Imperial’s underwhelming operational performance combined with the market's
infatuation with growth and ESG stocks, two themes which do not include Imperial.
We think investors excluding Imperial on these grounds are falling prey to social conformity bias, which means they
are simply aping their peers. At Bireme Capital, this is exactly the type of mistake that we seek to exploit in our
Fundamental Value strategy.
In contrast to our investor peers that see a no-growth, unsavory business, we see a company with stable cash flows,
beloved brands, and high returns on capital, not to mention the ridiculously cheap earnings multiple. Due to the
company’s 8.5% dividend yield, we expect Imperial’s stock to provide satisfactory investment returns regardless of
where the stock trades in the short term.
Tobacco (and Imperial) is a good business
In developed markets, tobacco industry volumes have been falling by 3-5% every year, yet sales revenue is stable to
slightly increasing. Manufacturers simply raise prices over time, capitalizing on the brand loyalty of their customers.
The tobacco industry, on a gross revenue basis, has thus grown over time: Euromonitor estimates the size of the
worldwide market (before excise taxes) at $800b USD in 2019 vs $400b in 2004.
The industry is also notoriously profitable. After all, it does not cost $5 to manufacture a pack of cigarettes. Adjusted
operating margin in Imperial’s tobacco segment, which excludes a separate, publicly traded (and low margin)
distribution business, was an impressive 41% last year.
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The stability of the business is clear from the last five years of IMB’s results, which we have shown above. Imperial
has also managed to roughly maintain market share over this time frame: in Imperial’s five largest markets, their
market share in 2020 was within a few percent of their share in 2017.
All of this is to say that IMB’s stock decline is primarily due to a change in investor sentiment, rather than a
complete deterioration in the business’s underlying fundamentals.
The stability of Imperial's operations has shown up in cash flows as well: in each of the last five years IMB has
generated more than 2.5b GBP in operating cash flows, while requiring just 200-400m of capex. In other words, the
business quite easily generates 2-2.3b of free cash flow per year. So it should be no surprise that, prior to the
pandemic, the company paid a massive 1.8b GBP annual dividend. In fact, the T12 dividends as of Nov 2019
amounted to just over 200 pence per share - or nearly a 13% yield on today's share price. They cut the dividend by
1/3 in May 2020 and yet the stock still has a nearly 9% yield.
Why Tobacco stocks are cheap
Tobacco, as an industry, trades at a much lower valuation than other stocks. This is somewhat surprising on its
face, because tobacco stocks have offered some of the market’s best investment returns over the past 50 years.
The MSCI World Tobacco index, for example, has generated >200 bps of alpha relative to the overall stock market
since inception in 1994:
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Notably, this alpha has been generated despite massive underperformance since 2016, including -38% in 2018 and
-9% in 2020 (vs -10% and +14% for the MSCI World Index). This performance has left the stocks quite cheap: the
index currently (as of May) trades at a PE ratio of 12.1, vs 27.3 for stocks generally.
We think the excess historical returns of tobacco stocks are at least partially due to its status as a socially
irresponsible industry. There is simply little upside for the typical portfolio manager or pension fund to invest in
these companies. You risk alienating clients and potentially falling off the radar of ESG-focused asset allocators. If
not for this factor, we are confident that professional investors would absolutely covet the brand loyalty, margins,
and returns on capital that tobacco companies enjoy. But instead, investor disinterest has driven the relative
valuations for these stocks (and Imperial in particular) to extremes rarely seen in the last 20 or 30 years.
Consider for a moment that an investor in Imperial gets more than three times as much net income per invested
dollar than someone with their money in the S&P 500. The last time Imperial traded at such a steep discount to
market multiples was during the tech bubble in late 1990s. And that undervaluation led to some stellar relative
returns, as we can see from the 2005 annual report (the comparison below is to the FTSE but the result is the
same):
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In the case of tobacco, we think it is reasonable to set ESG concerns to the side, and capture their likely higher
returns, for a few reasons:
1.

We take our fiduciary duty seriously. Fiduciary duty is a contractual, legal, and moral obligation that we
have to our clients. This duty is paramount for us, so long as the companies we invest in are not
committing fraud or other illegal acts. Of course, whether a company’s operations are sustainable – in the
literal sense of the word – is a key driver of investment returns. We think the tobacco industry is
sustainable for a long time to come (and notably does not contribute to species – level risks like climate
change).

2.

Tobacco consumers are consenting adults. As someone whose father died of lung cancer after a long life
of smoking, I never blamed Benson and Hedges, his brand of choice. He knew that each box of cigarettes
would probably shorten his life. At Bireme we believe that fully informed adults should be allowed to
make their own choices. This ought to apply to tobacco just as it does to alcohol, processed meat, sugary
drinks, or cannabis.

3.

Tobacco companies are not being financed by the stock market. The last tobacco IPO was a long time
ago, and tobacco companies are some of the market’s largest repurchasers of shares on a percentage
basis. Therefore, the activities of these companies are not being financed by the stock market in the
traditional sense and the price of tobacco company shares will not impact the capital employed in this
industry. In fact, if one did want to change the direction of these companies, the only way to do so would
be to purchase shares and vote them.

As we mentioned above, the additional factor that may be causing depressed valuations in tobacco stocks is the
current investor growth obsession. As we have detailed in many quarterly letters, the past five years have seen an
increased enthusiasm for the stocks of companies with rapid revenue growth. Slowly growing companies like
tobacco firms have seen their market valuations languish. This is just another reason for investor disinterest in a
company like Imperial.
But we think the time is now to invest in boring, high-margin, slowly growing businesses at cheap valuations.
Background on Imperial Brands
Imperial Brands traces its roots back to companies formed in the late 1700s. The oldest is Willis, Watkins, and Co
which was started in Bristol, England in 1786. The IMB precursors operated independently throughout the 1800s.
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Then, in 1901, thirteen British firms, in response to a takeover spree attempted by the American Tobacco
Company (ATC), combined to form the “Imperial Tobacco Company”. They later formed a joint venture with ATC
called “British American Tobacco” (BAT), and both Imperial and BAT survive to this day.
Imperial was focused on the UK and Europe, as per the joint venture agreement, for decades. Then in 2007 they
acquired Commonwealth Brands, the fourth largest US manufacturer, which gave them a major foothold in North
America. In 2015 they bolstered their position on this side of the pond, spending $7.1b to acquire multiple Lorillard
brands. This transaction allowed Lorillard to gain antitrust approval of its sale to Reynolds American (RAI), and gave
Imperial control of important US brands like Winston, Kool, and the blu e-cig business.
Below are a few snapshots of Imperial since the year 2000.
2005
In 2005, Imperial was primarily a European company, with >2/3 of operating profit coming from the continent.
Revenue was just over 3b GPB. The company dominated the UK and Germany, with 45% market share of UK
cigarettes and 19.4% in Germany. Richmond, Lambert and Butler, JPS, and West were key brands. The business
had grown materially over the previous 4 years in terms of profits, and the stock was up 3x since 2001.They sold
about 175b cigarettes.

2010
By 2010, the company was selling over 300b cigarettes per year, having acquired Commonwealth Brands in 2007
and Altadis, the owner of the iconic Gauloises brand, in 2008. This translated to about 7.1b GBP of net tobacco
revenue and 2.9b GBP of adjusted operating income. Shares outstanding increased from 822m to just over 1b to
finance these acquisitions, and EPS had grown from 74 GBp in 2005 to 179 GBp.
Imperial held their market share in the UK steady at 45% and managed to grow to 27% share in Germany with the
help of Gauloises. In the US, the Commonwealth Brands acquisition took the company from 0% share in 2005 to
about 4% in 2010. Most profits still came from Europe.
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2017
In 2017 – a year in which IMB saw full results from the acquired US brands -- the company did 7.8b GBP of tobacco
net revenue on volumes of 265b stick equivalents (down from 300b in 2010). Thus, the addition of the Winston
and Kool brands from Lorillard did not quite reverse the secular decline in cigarette volumes. Despite the fall in
revenues, tobacco operating profit increased from 2.9b GBP in 2010 to 3.6b GBP in 2017. This was the recent high
point for operating profits as well as relative returns on the stock.
In 2017 they started to break out performance by “growth” (JPS, Gauloises, West, Winston) and “specialist” brands
(Kool, blu, skruf, Backwoods, Rizla, Gitanes). This was around the time the firm began mentioning “next generation
products” (NGP) in the 2017 annual report.
Adjusted EPS was 267 GBp in 2017 and the company paid roughly 1b GBP in dividends.

2017-2020 struggles
While Imperial grew revenues 1-2% per year organically between 2010 and 2016, growth has declined since then
(to essentially +0.0%), disappointing investors and causing the company to repeatedly miss earnings targets.
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Volume declines have been a consistent 3-4%. However, price / mix have not been able to make up the difference
and generate growth, as Imperial has lost a bit of market share in large developed markets like the UK and
Germany. “Downtrading” to lower-priced brands has also caused the “mix” factor to be a drag on results.

While EBITDA has been mostly flat over this period, investors who expected at least some growth have been
terribly disappointed. And as we have discussed in our letters, the last five years have not been a good time to
disappoint shareholders on growth. The result is the paltry PE ratio we see today of just 6-7x.
Another driver of Imperial’s poor stock returns has been investor frustration with the losses in the NGP business.
The failure to date in Next Generation Products
NGPs are tobacco products that don’t actually burn leaves. One
example is electronic cigarette or “vaping” devices such as Juul
pods or Imperial’s “blu” brand. NGPs have grown significantly
over the past decade and have been hailed by some as the
solution to the health problems caused by smoking. They
deliver nicotine in similar quantities to cigarettes, but do not
emit the ash, tar, and carbon monoxide that has been found to
be present in cigarette smoke. Despite these benefits, NGPs
have come under scrutiny in the US and other countries as
appealing to children and young adults in a way that traditional
cigarettes do not, mostly due to the variety of flavors. Brazil,
Singapore, and India have all banned the devices, and they
remain in regulatory limbo in many other countries.
Imperial has had limited success with NGPs to date. Their main
brands are Pulze in heated tobacco and blu in e-cigarettes.
Combined, these products did about 200m GBP in sales in
2020. This figure was 27% below their sales in 2019, as the company pulled back on marketing spending to stem
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losses. The company is widely seen as trailing leaders like Phillip Morris, who have spent billions developing their
market leading IQOS brand of heated tobacco (and whose stock, it should be noted, trades at a healthy 15x PE
ratio).
This hole in the Imperial Brands portfolio seems to be one of the main concerns of those selling the stock. For
example, the legendary UK asset manager Terry Smith provided the following explanation when he disposed of
Imperial's stock in 2017:

While we would prefer Imperial to have the leading NGP brands, we are comfortable with this product gap if it
means we can purchase the stock at such a cheap multiple. After all, Imperial’s core business – while not going
gangbusters – is also not in decline. Volumes in developed markets may be falling, but we believe that price
increases and emerging market sales will make up the difference.
Looking forward
At the industry level, IMB estimates that the ex-China net sales value for combustible tobacco will grow from
roughly 78b GBP to 87 GBP between 2020 and 2025.

There are good reasons to believe that IMB’s projection of 2% annual sales growth for the industry is reasonable.
For one, it matches up with the industry’s historic slow-but-positive sales growth (despite falling volumes). Second,
it matches up with the volume results / forecasts of other large tobacco companies:
o
o
o

Altria: volumes down -2% in 2020, -3.5% in Q1 2021
British American Tobacco: volumes down -4.5% in 2020
Philipp Morris International: projecting -4% volume declines in cigarettes in 2021
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In our view, these low single digit volume declines are highly likely to be offset by price increases, as they have in
the past.
We saw evidence of this in H1 2021, where Imperial posted organic growth of 2.4% for revenue and 6.4% for
profits.

Importantly, we are no longer concerned about Imperial wasting its tobacco profits on massive NGP investments in
the future.
Historically, Imperial did invest heavily in their NGP brands. Barclay's estimates that they lost about 300m GBP in
2020 on these products, mostly due to marketing sped. But the new CEO has pledged to "refocus" the company,
with a cut to non-productive marketing spend a key tenet of his strategy. So far this cut in spending does not
appear to be affecting their NGP results too badly: the company reported a +16% increase in NGP revenues in the
first half of FY 2021.
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While the NGP business is small today, we do think this segment could provide upside over the longer term. Their
brands appear to be gaining significant traction in some markets, with 14% NGP share in the UK, 20% in France,
36% in Germany, and 69% in Spain. We think these products could be important value drivers for the company in
10-15 years, although of course the valuation we are paying does not require these products to be successful.
Bright spot – mass market cigars
Since the beginning of the pandemic, cigar sales in the US have risen sharply as consumers have more time away
from work to indulge in cigar smoking. Imperials brands have gained share during this boom, with Dutch Masters
and Backwoods gaining 5.70% of US market share in the most recent six-month period.
In 2020, IMB had 21% share in US mass market cigars, and were the #1 player in natural leaf cigars. Their brands
are some of the top selling machine-made cigars and volumes were up 60% year-over-year in the first half of fiscal
2021. It is too early to tell if these market share gains will stick, and if cigars will continue booming, but any upside
in this segment is clearly not priced into IMB stock. Imperial does about 400m GBP of cigar sales today, but we
could see this growing to 800m or 1b GBP of sales over time. This would contribute materially to overall company
profits given the likely 50+% EBIT contribution.

Summary
Imperial Brands is a simple story: a too-cheap stock in a too-cheap industry. Their brands are solid, and while they
will sell fewer cigarettes in the future, this is highly likely be offset by price increases. We think the stock can
double over a few years as it trades towards 12x FCF. In the meantime, we will collect a 9% dividend yield which
should grow over time as the company uses excess cash to buy back shares.
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