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SECTOR — GENERAL INVESTING

TWST: To start things off, I understand that your portfolio
is made up of 35 to 40 large-cap stocks and at Sound Shore, you
practice a single strategy, quite value-oriented and mostly made up of
domestic companies. Compared to a year ago, when we spoke last,
have you shifted your portfolio?

Mr. Evans: Yes, just to reiterate what we’ve said, to level-set
everyone, our portfolio is concentrated and differentiated. We have between
35 and 40 stocks as you said. We generally look at good businesses that

have lost Wall Street sponsorship and then we conduct extensive due
diligence to envision and evaluate the company’s path to success.

When we get it right, the earnings generally beat expectations
and the multiple rises, which leads to a nice compounding effect. We have
a value orientation and view ourselves as contrarian investors.

Our portfolio has a price-to-earnings multiple of about 11 times
versus the S&P around 21. That is probably a little bit cheaper than last
year but within the range of where we are normally. Historically, our
portfolio is in the 11 to 14 times range. And our holdings are mostly
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large-cap, but we do have a few mid-cap investments when opportunities
present themselves.

In terms of our overall portfolio, we generally turn over the
portfolio by about a third a year in terms of names. So, it’s always
changing and since last year, we’ve sold some of our winners.

In particular, we exited Oracle (NYSE:ORCL), which was a
very successful investment for us. The company is doing very, very well;
it hit our valuation price target by exceeding our valuation range. We’ve
replaced that with some cheaper stocks of late, ones you’ll see in our
filings like Mohawk (NYSE:MHK), which is a housing-related name.
They sell flooring and it is particularly cheap, around 11 times earnings.

So, we cycle through things that have done well and reposition
into opportunities that are generally cheaper.

TWST: For context, how do you define medium cap and
large cap?

Mr. Evans: We look at liquidity to make sure that we can move
in and out of a stock when things go right or when things go wrong.
Generally, that means around $4 billion in U.S. dollar market cap or above.

TWST: Though I understand that you are much more
bottom-up investors rather than top-down investors, the markets
were quite roiled and riled by the discussion of adopting tariffs. How
has that tariff discussion affected your holdings and maybe your
expectations for the future?

Mr. Evans: We try to be very diligent about assessing the risk
of our holdings. We have a seven-person investment team covering 35 to
40 names, so we spend a lot of time understanding them. We do a
rigorous analysis of any risk for any of our holdings and try to quantify
as best we can the impact of any significant change going forward.

The tariffs have been tricky because the dynamics are in flux,
including what the actual tariff rate might be, as well as the actions our
companies might take to mitigate the tariffs.

So, when we first heard about the tariffs, we tried to quantify as
best we could given what we knew. We talked with our companies to try
and get a better understanding about where the exposure might be, listened
to all the competitors’ disclosures to try and refine our thinking in terms of
what the potential exposure was and what the mitigating actions might be.

“We try to be very diligent about assessing the risk of our holdings. We have a
seven-person investment team covering 35 to 40 names, so we spend a lot of time
understanding them. We do a rigorous analysis of any risk for any of our holdings and
try to quantify as best we can the impact of any significant change going forward.”

TWST: As I believe John had stated last year in your
interview with us, you’re generally looking at a two-to-three-year
scenario for holding your stocks. Does that still hold true?

Mr. Evans: Absolutely, it does. We sometimes hold
companies for decades if the stock continues to compound the way that
we think that it’s going to. Examples include Thermo Fisher
(NYSE:TMO), Microsoft (NASDAQ:MSFT), and Texas Instruments
(NASDAQ:TXN), all of which we bought at around 10 times earnings
and sold well above 20 times earnings.

Sometimes, we have a shorter holding period, either because it
reached our price target or we got the thesis wrong. But on average, it’s
generally around two to three years.

TWST: Within your portfolio, how much of a consideration
is dividend yield?

Mr. Evans: We think of an investment as buying a portion of
a business. So, we spend a lot of time analyzing the overall free cash
flow yield to equity holders. We do adjust free cash flow for stock-
based compensation, because we do view that as a real expense and
then make some other adjustments depending on the industry and the
company’s accounting policies. So we look at the overall free cash flow
yield to shareholders.

Then we break that cash flow down into dividends and buybacks
as direct returns to shareholders. Those are all important components to us
assessing value, but the number one for us is the overall free cash flow
yield. Then the second would be return of capital. It really depends, to a
large extent, on the life stage of the business and the opportunity for the
company to deploy that capital with a good return.

It did provide us with opportunities to rebalance a portfolio.
Some of our holdings were probably more exposed to tariffs than we
expected, others less so. We also were able to pick up some names at
very attractive prices as well.

1-Year Daily Chart of Capital One Financial Corp.
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Generally, change is good for our methodology. At our size,
we’re able to move quickly. Given the experience of our team — I'm the
least tenured person on the investment committee, and I joined 20 years
ago — we know our holdings well. We have experience with a number of
other names that we’ve owned in the past, so we can move quickly given
our size and experience to take advantage of market dislocations. So the
market provided an opportunity for us, as change generally does.
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TWST: As of May’s end, your portfolio had declined
slightly year to date, roughly 3%, compared to benchmarks like the
S&P 500 that increased slightly. Do you expect that trend to turn
around by the end of 2025?

Mr. DeGulis: Our portfolio always has some volatility around
the indices. We believe that if we stay disciplined, our historical
outperformance will play out over the full cycle.

TWST: Within your portfolio then, are there any particular
companies that you might want to bring to our readers’ attention in
terms of perhaps being at a greater advantage in the current
economic scenario than you had expected previously?

Mr. Bilik: Sure. Let me step in here and talk a little about
Capital One (NYSE:COF). We think The Street is missing the
transformation of Capital One. It’s trading for around 10 times forward
earnings and it’s valued like any cyclical consumer bank.

more than 20% accretive by 2027, Capital One will be taking charge of
the Discover credit network. They’ll use the network to provide better
products and services to domestic consumers and merchants in ways that
they couldn’t before.

The longer-term investment will be building out the
network’s acceptance globally. This will create incremental synergies
as Cap One moves more of its credit card volume over to the
Discover network. But even more exciting, banks around the globe
will be able to issue their credit cards on Discover’s rails, driving
capital-light fee revenue and earnings and ultimately pushing Capital
One’s multiple higher.

So, over a two-year horizon, we see Capital One earnings
moving towards $25 a share and believe the multiple should begin to
expand to at least a normal bank p/e of 12 times offering 50% upside in
a conservative scenario.

“Beyond typical bank deal cost and revenue synergies that make the deal more than
20% accretive by 2027, Capital One will be taking charge of the Discover credit
network.They’ll use the network to provide better products and services to domestic
consumers and merchants in ways that they couldn’t before.’

All investors know that Capital One has gone from just being
in your wallet to where you can get coffee at one of the bank cafes or
access to its expanding airport lounge network. We see the evolution as
much more than that.

There are two things that are transforming the company. The
recent close of the Discover acquisition and Capital One’s technology.

1-Year Daily Chart of PayPal Holdings, Inc.
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Let’s start with the technology advantage. It’s the only
national bank 100% in the cloud. Their tech enables leading operating
efficiency, greater speed to market and pays for an enormous marketing
budget, which is driving growth, particularly in the high-end credit card
market, which will not only increase returns but also makes those
returns more stable over time.

The Discover transaction may be even more important.
Beyond typical bank deal cost and revenue synergies that make the deal

TWST: One of your recommendations last year was FIS
and I noticed that financials were a significant, if not perhaps the
largest, part of your portfolio. Would it be fair to say that financials
are generally undervalued by the market?

Mr. Bilik: Following up on Peter’s comments before, we
really are bottom-up in our approach and our analysis. As you know, FIS
(NYSE:FIS) is a bank processing business. So it’s not a balance sheet
business like most other financials. It generates great free cash flow, is
accelerating revenue growth and we continue to own it. It’s been a great
stock for us, and we see a lot of potential there.

Andthenyou’ll see other names like PayPal (NASDAQ:PYPL),
which is also within the payment space and I can go into detail there, and
even Willis Towers Watson (NASDAQ:WTW), which is an insurance
broker and also has a consulting business.

So, when you look within the financials, it’s as we do our screens,
we are looking for stocks that we think are cheap and then we dig in.

So, to think of a question that may come up, we’re not making
a bet on interest rates going up or down. We're really trying to find
individual stories like the one we just went through on Capital One, where
we think that there are things that are being done within the business and
the company that are not being taken into account by the market.

TWST: Could you expand a bit on your PayPal thesis?

Mr. Bilik: Sure. So when you think about PayPal, it’s a
company that we’ve watched over the years but was never in a
valuation range that we would consider. A few years back, you saw the
growth rate slow significantly and the old management team wasn’t
really reinvesting in the business in the way that was needed for them
to compete more effectively. So, the stock hit our screens when we saw
that the free cash flow yield was running at about 7%, 8% and we saw
management change.
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Alex Chriss was brought in over a year ago from Intuit, a
fantastic company that just has done a great job building product sets
over time, and he really revamped the entire management team. We met
with the company and we talked to competitors and we could see that
what Alex was bringing to the table was a renewed focus in the business
and simplifying, trying to limit the number of things that they were
attacking, but to attack with greater speed.

When we started to see that flow through, we bought the stock
at a very attractive valuation with a balance sheet that is net cash positive.

So, what we’re watching for here and the real differentiator
for us is — there are two sides to the PayPal business and many
people just focus on the merchant acquiring side, which is where the
PayPal button is, and it’s a high proportion of their earnings and their
cash flow. But what they don’t pay as much attention to is the
consumer relationships that PayPal has through the Venmo product
and even the PayPal brand.

entertainment leader Disney (NYSE:DIS) is positioned to execute their
strategy to be a winner in the new environment.

‘We have not owned a position in the legacy media business for
many years as we analyzed and watched all of the disruption unfold.
Today, Disney has a solid balance sheet and is undergoing transformative
internal change that is driving improved profitability.

With an impressive breadth of content to drive market share and
a steady, cash-generating experiences business — made up of parks,
resorts, and cruises — we believe Disney is uniquely well-positioned. The
company’s media unit is growing while content spending has come down.

We believe their streaming business, which includes ESPN
and Hulu, is undervalued and management is raising prices for the
service. After falling from a peak stock price of $200, we had an
opportunity to buy Disney for under $100, trading below 14 times
earnings power with a strong balance sheet, renewed dividend and
$3-billion annual share buyback program.

“With an impressive breadth of content to drive market share and a steady,
cash-generating experiences business — made up of parks, resorts, and cruises — we
believe Disney is uniquely well-positioned. The company’s media unit is growing

while content spending has come down.”

‘What PayPal is starting to do, besides improving the technology
and the authorization rates and the speed and ease of use of the merchant
acquiring, is they’re also coming at it from the consumer side.

So, you can see the Venmo debit card, a relatively new product
coming out, where they added more than 2 million card members over
the course of a few months. You also have the PayPal credit card and
they’ve put marketing behind that with Will Ferrell that you’ve seen.

It’s increasing the use of the PayPal system, and what you see
is not only do you get the revenue from the use of the card itself, whether
it’s Venmo, debit, PayPal or even their Buy Now, Pay Later product, but
those people who use those products are more likely to also use the
PayPal button, which really goes back to the core. It’s the largest
revenue and earnings stream for them.

We’re really excited about the opportunity, and as we look
out a couple of years, the management team has a lot of confidence and
we can see it already building in the data that they can accelerate their
revenue growth.

If the revenue growth can get into the high-single-digit range,
the stock should not be trading at a 12 multiple of earnings. It just really
shouldn’t be there, meaning there’s significant upside in the name driven,
again, by the new management team and how they are executing.

So it just reinforces how we look at these companies. It’s not
just driven by a rate forecast or what have you. We'’re really focusing on
the bottom-up analysis.

TWST: Are there some other companies, whether in
finance or in other sectors, that you feel might be of particular
interest to our readers?

Mr. DeGulis: Yes. Despite concerns about the transformation
of the media industry and slower consumer spending, media and

The combination of a restructured and focused cost base and
deliberate go-to-market streaming product launches in the near future,
combined with a leading global parks and experiences business means
Disney is an attractive risk-to-reward with potential to grow both in the
U.S. and abroad.

1-Year Daily Chart of Walt Disney Co.
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Our price target of $140 is based upon a traditional market
multiple of 20 times $7 of EPS power in 2027.

TWST: Aside from achieving higher average revenue per
user through higher pricing, do you expect much growth in the total
number of Disney streaming subscriptions?

Mr. DeGulis: Yes, we expect subscribers to grow. The cadence
will be somewhat dependent upon when and how they launch ESPN and
also international markets.
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TWST: Given its global presence and, arguably,
quintessentially American brand identity, are you concerned trade
barriers could be a headwind to Disney’s experiences business or
even its media line?

Mr. DeGulis: Disney has had a global presence for
decades and the brands so far have been resilient to political
sentiment. For Disney World in Florida, foreign attendance is at a
20% share and is down a bit this year, but this has been offset by
more domestic attendance. We are watching closely how the
economy impacts this segment.

TWST: I understand that Peter also had a company that he
wanted to discuss with us. Could you tell us about it?

Mr. Evans: So, I want to talk about Teva (NYSE:TEVA),
which is a global specialty pharma company with a world-class generic
business and a leading branded pharma franchise, focused on the central
nervous system, also known as the CNS.

Teva is a name that we followed for a long time and was a value
trap for the better part of a decade. It had falling profits and executed on
some pretty poor capital allocation decisions. But CEO Richard Francis
joined in the beginning of 2023 and focused the company on key value
drivers, namely earnings growth and debt reduction. We picked it up in
the middle of 2023 at less than 4 times earnings.

It is still trading at less than 7 times earnings, which is
significantly less than 40% of the market multiple at this point. This
discount is particularly attractive because we forecast Teva’s
earnings per share to grow faster than the market through the end of
the decade.

In addition to this EPS growth, Teva will simultaneously
improve its balance sheet and fund its pipeline. Its pipeline has a
potential to be worth more than 50% of the current market cap. As one
of our founders, Gibbs Kane, likes to say, this is a “GASP” investment,
or growth at a super price.

Teva is growing earnings for the first time in a number of
years because its higher-margin branded businesses are growing. The
resulting beneficial mix effect enables them to grow while continuing
to invest in the pipeline.

The pipeline has three late-stage drugs with blockbuster
potential. Generally, the industry defines blockbuster as greater than $1
billion in revenues. These pipeline products promise significant
innovation in therapeutic areas with high unmet need, namely
inflammation, asthma and schizophrenia.

Our target price assumes a 30%-plus discount to the market
despite all these favorable attributes that I mentioned previously, and our
target price represents greater than 100% upside from current levels.

TWST: I saw that your portfolio has substantial allocation
within health care. Is Teva quite a large portion of that?

Mr. Evans: We generally have position sizes between 2%
and 4%. Teva is one of our larger health care investments, but it’s not
a majority of our health care exposure. We have a relatively wide
range of health care names. The health care vertical is quite diversified
both in terms of business models and in terms of end market exposures
and risk drivers.

We’ve been finding, over the last couple years, some pretty
good value in the health care space.

TWST: Finally, are there any stocks that you have not
necessarily added to your portfolio yet, but are considering adding?

Mr. Evans: We have a farm team that generally has about 50
to 100 names that we’re continually following. We don’t discuss
prospective investments, because it’s not in the best interests of our
clients, but we’re continually monitoring the farm team because we want
to make sure that we have the opportunity to outperform.

I will say, we are encouraged by the breadth of opportunities
we are identifying across sectors.

As I think we’ve said previously, all of our profit-sharing
assets are in our Sound Shore fund, so we’re very aligned with our
investors. We’re working on this single strategy as an experienced team
to try and outperform for our clients.

TWST: Thank you. (RP)
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