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PepsiCo Occupies Sweet Spot With Dividend Growth

PEPSICO

Price $172.56 Core Holding August 24, 2024

e 3.1% Dividend Yield

e More than 500 brands globally, with 23 flagships earning more than $1
billion in revenue.

e Consumer staples giant, owning Quaker Foods, Frito-Lay, and Pepsi.

e Pepsiis trading at a discount compared to peers and its own historical
valuation.

e Elevated capex for improving resilience in the supply chain and efficiency
improvements.

e Expects long-term revenue growth between 4-6%, with high single digit
earnings growth.

Investment Thesis

PepsiCo (PEP) is a diversified blue chip company providing beverages and snacks.
PepsiCo operates in more than 200 territories and countries globally, with over 500
brands. The “flagship brands”, those that generate more than $1 billion in revenue,
include 23 globally recognized names across both beverages and snacks.

PepsiCo trades at 21.0x earnings, below its 5 year average of around 25.0x. PepsiCo is a
blue-chip dividend aristocrat, with 52 years of consecutive dividend increases, occupying
a sweet spot between low cyclicality and stable global growth. Since the pandemic
PepsiCo has invested into increasing its efficiency, acquiring localized brands in growth
areas, and improving the resilience of its supply chain. Thus, we feel it is a good buy for
dividend growth investors seeking a dividend aristocrat paying out 3.1% yield with the
potential for steady and reliable long-term growth in EPS and dividends.

Estimated Fair Value
EFV (Estimated Fair Value) = EFY25 EPS (Earnings Per Share) times P/E (Price/EPS)
EFV = E25 EPS X P/E = $8.90 X 22.5= $200.25

We believe that in the short term a fair P/E is 22.5x given steady earnings growth in the
7-9% range, great brands and continuous business improvement.
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Price-to-Sales

Price-to-Earnings

Core Business

We believe that having both beverages and snacks almost evenly split on total revenue
provides significant diversification benefits to PepsiCo. Around 43% of business
originates outside of the United States, with 59% of revenue coming from snacks, and
41% coming from beverages. In the global soft drinks market, Coke (K) leads with
17.3% of market share, with Pepsi trailing at 8.5%. However, in the global snacks
markets, PepsiCo leads with 15.9% market share, with the next closest competitor
having just 6.6%.

| 15t Half 2024
Beverage Convenient % of Total Revenue | Operating
Foods Revenue Growth Margin
(yoy)
Latin 9% 91% 12.5% 10.3% 21.9%
America
Europe 47% 53% 13.4% 2.6% 15.1%
Middle East 33% 67% 6.5% 1.7% 14.9%
North Africa
Asia-Pacific 21% 79% 5.3% 1.6% 21.0%
North 42% 58% 62.3% -0.4% 18.4%
America
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On top of own-brands, PepsiCo has a long-list of distribution partnerships including
Starbucks pre-prepared drinks, Keurig Dr Pepper for regional distribution and bottling of
several brands, and even Celsius Energy. The most substantial recent partnership of
PepsiCo is a 8.5% ownership stake purchased in 2022 for $550 million, in exchange for
a long-term distribution agreement in both the US and Canada.

Risk
By the nature of PEP’s consumer exposure, the company is involved in several lawsuits
ranging from advertising, pollution, and recalls. The most significant of these is the
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https://worldmetrics.org/coke-vs-pepsi-statistics/
https://worldmetrics.org/coke-vs-pepsi-statistics/
https://www.marketingweek.com/pepsico-looks-to-build-out-snack-portfolio-beyond-crisps-and-nuts/
https://www.beveragedaily.com/Article/2024/01/24/Energy-drink-Celsius-teams-up-with-PepsiCo-Suntory-for-international-distribution
https://www.beveragedaily.com/Article/2024/01/24/Energy-drink-Celsius-teams-up-with-PepsiCo-Suntory-for-international-distribution

Quaker Foods recalls, in which 38 PepsiCo products and 30 licensed products were
recalled for potential Salmonella contamination. The economic impact of this has so far
been limited to a contraction in operating profit for the Quaker Foods division.

The average consumer is financially strained with inflation sticky at around 3% causing
consumers to re-think their carts with rising food prices being the top concern. The other
side is a secular transformation in consumption styles. There are two distinct consumer
groups, the immediate consumer and the grocery consumer. As the name suggests,
immediate consumers are those that purchase snack foods and beverages at
convenience stores for immediate consumption which has shown a marginal shift toward
higher-quality pre-prepared foods but is still overall dominated by brands like Frito-Lay.
However, grocery consumers have changed their preferences toward products that offer
healthier options, more local options, and those that conform to their specific dietary
requirements.

Fresh Produce 24.4
Health & wellness

Home essentials (eg. Cleaning,...
Dairy

Fresh Meat

Packaged groceries
Pet products 11
Personal and beauty care 1.6
Beverages (excl. Alcohol) A7
Baby products 23
Frozen foods 3.3
Prepared food & meal kits 15.1
Snacks & confectionery 16.7

Alcoholic beverages -23.1

NielsenIQ, net change in spending expected by consumers over the next 12
months. Change calculated by subtracting % of respondents who will spend less
from those who are spending more.
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https://recalls-rappels.canada.ca/en/alert-recall/quaker-brand-granola-bars-and-cereals-and-cap-n-crunch-brand-treats-crunch-berries?utm_source=business%20in%20vancouver&utm_campaign=business%20in%20vancouver%3A%20outbound&utm_medium=referral
https://recalls-rappels.canada.ca/en/alert-recall/quaker-brand-granola-bars-and-cereals-and-cap-n-crunch-brand-treats-crunch-berries?utm_source=business%20in%20vancouver&utm_campaign=business%20in%20vancouver%3A%20outbound&utm_medium=referral
https://www.mckinsey.com/industries/consumer-packaged-goods/our-insights/the-state-of-the-us-consumer
https://www.mckinsey.com/industries/consumer-packaged-goods/our-insights/the-state-of-the-us-consumer
https://nielseniq.com/global/en/insights/analysis/2024/the-2024-state-of-convenience/
https://nielseniq.com/global/en/insights/analysis/2024/the-2024-state-of-convenience/
https://nielseniq.com/global/en/insights/education/2024/state-of-snacking/
https://nielseniq.com/global/en/insights/education/2024/state-of-snacking/

Financials
The quarter ending June 2024 saw weaker volumes overall, due to consumer strain and
remaining impacts from the Quaker recall in late 2023.

YTD 2024 Volumes
Beverages Convenient Foods | Organic Revenue
Growth
Latin America 2% -4% 4%
Europe 3% 4% 8%
Middle East North 2% 2% 10%
Africa
Asia-Pacific Flat 6% 6%
Frito-Lay North -3% 1%
America
Quaker Foods North -20% -21%
America
PepsiCo Beverages -4% 1%
North America
Company Wide Flat -1.5% 2%

Organic Revenue Growth is growth less derivatives, currency charges, restructuring, acquisition/divestiture costs, and impairments.

PepsiCo expects some volume recovery in the second half of the year for the business,
though it is likely to end the year flat. We do expect some boost to margins and volume
coming from Quaker’s supply chain recovering from its major recall. For Frito-Lay in
North America, PepsiCo will take more aggressive mix and pricing adjustments to boost
volumes, with a similar strategy for the North American beverages segment. This will
likely weigh down full-year revenue growth, though PepsiCo does still expect it to fall
within the 4-6% range for the full year 2024. On the upside, operating margins
expanded just shy of 100bps to 15.2%, attributed to productivity and standardization
initiatives.

Outside of the United States, the business grew 7%, which is above the long-term
expected average. As a bonus, outside of the US segment, margins tend to be slightly
higher. We feel that PepsiCo’s future beyond baseline growth is likely to come
internationally, with bolt-on acquisitions of local brands that more organically match
consumer preferences. On top of this, PepsiCo is engaging in elevated capex to support
building out the supply chain in high-margin high-growth areas like India and Latin
America.

Within the US, capex spending is going toward modernizing digital infrastructure, which
includes analytics and additional automation opportunities. While specific targets were
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https://www.foodbusinessnews.net/articles/25542-pepsico-feeling-the-impact-of-quaker-recall

not stated, PepsiCo did say that these investments will improve the resilience of the
supply chain and allow much quicker responses to changes in consumer preferences.

Over the medium-term, PepsiCo does expect to see moderation in capex spend once the
US digitization project is completed, which we believe will go toward growing the
dividend, and additional international brand expansion. For the full year 2023, capex
spend was $1.6 billion over the long-term average, with a likely similar figure for 2024.

Capital Expenditures and FCF
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Capital use is prioritized in the following: 1 organic business growth, 2 dividends, 3 M&A,
and 4 share repurchases. Currently PepsiCo projects it will repurchase an additional $1
billion in its shares for the year, and $7.2 billion in dividends. PepsiCo pays out 3.1%
dividend yield, most recently increasing the dividend by 7% in February 2024, marking
its 52" consecutive year of increases. Since 2010, PepsiCo has maintained a 7.7%
dividend payout CAGR, and we expect this to remain on a go-forward basis.

While PepsiCo’s balance sheet is skewed toward debt financing it holds an interest
coverage ratio of 14.6x and a debt to EBITDA of under 3.0x. Currently PepsiCo has an
A+ rating from S&P.

The long-term target for organic revenue growth across all segments is 4-6%, with
earnings per share marginally higher in the high-single-digits. Operating margin
expansion is targeted at around 15.5%. Revenue growth is currently being driven by a
strong and expansive international opportunity. Once consumer spending recovers over
the medium term in developed markets, we feel PepsiCo’s volumes will follow suit.
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Overall, we feel that PepsiCo is a good value buy for a blue-chip stock trading below its
fair value, with its solid 3.1% yield and macroeconomically defensive position.

Peer Comparisons

Keurig-Dr Monster
Pepper Beverage
(KDP) (MNST)

Molson-Coors
(TAP)

PepsiCo Coca-Cola
(PEP) (K)

Price-to-Earnings

Price-to-Sales
(TTM)

EV-to-EBITDA
(FWD)

Net Income Margin

Dividend Yield
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Disclaimer and Related Information

This article or video features Benjamin C. Halliburton, CFA or an investment idea(s) that
Mr. Halliburton or Tradition Investment Management, LLC (Tradition) may invest in. Mr.
Halliburton is the founder and owner of Tradition Investment Management, LLC, a
registered investment adviser. Tradition is doing business as (DBA) Building Benjamins
in the publishing, email, and website space. All material on the website should be
considered paid advertising by Tradition. This article is a financial publication and is
provided for educational purposes only. It is not an investment recommendation nor
investment advice. It does not take into account your personal circumstances and
whether this investment is appropriate for you, your objectives, or your risk tolerance.
Under no circumstance is Building Benjamins or Tradition Investment Management LLC
responsible for any actions that you may take after reading this educational information.
Nothing from Building Benjamins should be considered personal investment advice.
Building Benjamins and Tradition Investment Management LLC, the website, emails,
interviews, social media pages, and other materials are published by Building Benjamins
and do not necessarily match the opinions of the individuals or companies published or
quoted herein. Investing, particularly stock or ETF investing, is risky and may result in
losses and sometimes loss of your entire investment. Stock investing has company-
specific operational risks like demand, competition, legal and regulatory, and broader
financial market risks like liquidity, Economic cycle, and government policy. You may
lose money in any stock investment or other investments and are solely responsible for
those decisions.

Mr. Halliburton, Tradition Investment Management LLC, and/or the authors on this site
may or may not have positions in the securities discussed in this educational report.
Neither the author(s) nor Tradition Investment Management, LLC will knowingly trade
ahead of any customer buy or sell resulting from this information. The information
herein is shared as an educational endeavor. Mr. Halliburton, Tradition Investment
Management LLC, and/or the authors on this site may transact in the security discussed
at a later date, prior to, or without notification in this format. This is not investment
advice but only a discussion of select investments for educational purposes. Building
Benjamins is an investment website, blog, or newsletter, and the information contained
cannot be reproduced, copied, or redistributed without the prior written authorization of
Building Benjamins or Tradition Investment Management LLC. US copyright laws apply.
We rely on information from sources we believe reliable, including the companies
themselves, but cannot guarantee the accuracy of the information we provide. You rely
on this information at your own risk and are responsible for the verification of the data.
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