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Danger Zone: Pinnacle Foods (PF)

Check out this week’s Danger Zone interview with Chuck Jaffe of Money Life and MarketWatch.com.

Pinnacle Foods (PF) is a packaged foods company that sells frozen and other foods under many brands,
including Duncan Hines, Vlasic, Ms. Butterworth’s, Van de Kamp’s, Snyder and Wishbone. The company was
taken out from under the umbrella of the Blackstone Group (BX) in an IPO in March 2013. Since then, the stock
has risen over 74% to $39/share today.

Pinnacle, which normally flies under-the-radar, found itself in the news last year when Hillshire was forced to
cancel its merger deal with Pinnacle on June 30 in order for Hillshire to sell itself to Tyson (TSN). Pinnacle
received a $153 million breakup fee as a parting gift, and the stock is up 24% since then. However, we believe
that this Consumer Staples stock is not only overvalued, but in a poor position in a struggling industry. Pinnacle
also makes our Most Dangerous stocks list for March.

All is Well on the Surface...

Pinnacle has a large market share in several food categories. The company’s Birds Eye brand owns a quarter of
the frozen vegetable market and 25% of the complete bagged meals market. Even more impressive is the fact
that Pinnacle's Lender's brand commands a 60% share of the frozen bagel market.

On the surface, things look okay. Revenue was up 5% last year, not bad for a mature, multibillion-dollar
company in a sector not exactly known for its growth.

But Below the Surface, Things Aren’t so Rosy

While Pinnacle’s GAAP net income has grown by 118% compounded annually since 2012, Pinnacle’s after-tax
operating profit (NOPAT) has grown by only 2% compounded annually. It looks like many investors have been
buying on overly optimistic (but misleading) data for the past year. In 2014 alone, Pinnacle’s GAAP net income
showed an increase of 179% while our NOPAT calculation showed an increase of just 8%.

Our NOPAT calculation strips out non-operating and non-recurring income like Pinnacle’s $153 million breakup
fee from Hillshire to provide a more accurate measure of the company’s core, recurring profitability.

Taking a closer look at Pinnacle’s revenue stream also reveals some specific issues. That 5% growth number
looks good on paper, but less good when you learn that 6 whole percentage points of that growth was due to
Pinnacle’s Wishbone salad dressings acquisition, and 0.3 percentage points were due to the Garden Protein
acquisition (these gains were offset by pricing and currency costs to reach the 5% figure). So without these
acquisitions, Pinnacle’s revenue would have actually declined by 1%. Of its three segments — Birds Eye,
Duncan Hines, and Specialty Foods — the only one that saw organic sales growth in 2014 was Birds Eye, which
saw organic sales rise just 1%. And while these acquisitions may have boosted sales, both divisions registered a
loss in the years of their acquisitions.

In addition to its declining organic sales, Pinnacle had free cash flow (ECF) of only $112 million last year, which
gives an FCF yield of just 1.5%. Note that Pinnacle needs at least $106 million to fund its dividend payments
alone.
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Poor Competitive Position

Figure 1 shows how Pinnacle stacks up against a large slate of prepackaged food companies in terms of return
on invested capital (ROIC) and price to economic book value (PEBV).

Figure 1: No True Competitor

Company Ticker | ROIC | PEBV \
Hormel HRL 15% 1.7
Kraft KRFT 12% 1.7
General Mills GIS 8% 1.4
J.M. Smucker Co. SIM 7% 1.5
B&G Foods BGS 6% 5.5
Pinnacle Foods PF 5% 5.0

Sources: New Constructs, LLC and company filings.

Pinnacle’s closest competition in terms of product offerings is B&G Foods (BGS) and General Mills (GIS). Note
that Pinnacle is at the bottom of the list in terms of ROIC despite having a market share lead in many of its
product lines.

Pinnacle is already being forced to wage price wars, as evidenced by this statement in its most recent filing:
there has been “an increase in the percentage of products sold on promotion and a shift from traditional retail
grocery to mass merchandisers, club stores and dollar store channels.” We don'’t think PF investors can look
forward to margin expansion any time soon as competition is stiff and most frozen food products are
undifferentiated commodities. Normalized margins have remained the same for the past three years, and there is
plenty of room for competition to undercut Pinnacle on price and put downward pressure on margins.

These Adjustments and Red Flags Are Why Pinnacle Gets Our “Very Dangerous” Rating

Earlier in this report, we discussed how Pinnacle’s after-tax operating profit is a better indicator of its recurring
profitability. This is because in 2013, we removed $72 million in reported non-operating expenses, and $22
million in hidden non-operating expenses from Pinnacle’s net income to calculate NOPAT. And in 2014, we
removed a net $41 million in non-operating income, which includes the $153 million breakup fee Pinnacle
received from Hillshire that drastically reduced the expenses Pinnacle reported last year. These adjustments,
when combined, yielded our 8% year-over-year profit growth rate as opposed to Pinnacle’s outlandish 178%
reported earnings growth.

There are a few additional things in Pinnacle’s financials that reinforce our call here. First is Pinnacle’s $2.3
billion in debt, or 52% of its market value. This large amount could be an issue when interest rates rise, and
interest payments will be a drain on already weak cash flows. We subtract this amount from our calculations of
economic book value (EBV) and shareholder value, which lowers PF’s valuation in our model.

The second issue is Pinnacle’s $599 million deferred tax liability, over 13% of the company’s market value.
Deferred tax liabilities represent real taxes that companies must pay at some point in the future, so we also
subtract this amount from our calculation of EBV and shareholder value.

P/E Ratio Isn’t Telling the Whole Valuation Story

Many investors rely on the price-to-earnings ratio to provide a picture of the company’s valuation. While
Pinnacle’s P/E of 18 might seem cheap relative to its competitors (SJM has the next lowest P/E at 21), the P/E
ratio fails to take into account the cash obligations the company must meet in the future.

That’'s why we subtract the company’s debt and deferred taxes in our calculation of the company’s no-growth
value: its economic book value. In terms of price to economic book value, PF is the second most expensive large
packaged food company behind B&G Foods.

To justify its current valuation of $39/share, Pinnacle must grow NOPAT by over 9% compounded annually for
the next 9 years. This is a lofty goal for a company with declining sales.
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If Pinnacle can grow NOPAT by just 6% compounded annually for the next 12 years, its shares are worth
$24/share, a 38% downside.

Bull Case

The bull case for Pinnacle seems to rest mainly on the company’s revenue growth while ignoring its debt and
other cash obligations. If investors cared to look a little closer at what’s behind Pinnacle’s revenue growth, as
well as at valuation metrics aside from P/E, they might feel differently.

Several Likely Catalysts

Pinnacle is a house of cards at the moment — any number of small things could go wrong. This company is
priced for high growth, when its growth is actually slow or declining. We think that all of the following could have
an impact on Pinnacle’s revenue and profitability:

e Lower gas prices will drive consumer spending on more expensive, fresher, premium foods, accelerating
the change that is already taking place toward healthier, fresh foods. This trend is already reflected in
Pinnacle’s declining organic sales.

¢ When Blackstone unloads more shares — they own around 19% of Pinnacle — the stock could fall
further. PF dropped over 5% the last time Blackstone sold and Pinnacle was forced to buy back some
shares. Blackstone recently announced they would be unloading another 14 million shares in a
secondary offering in the near future, so this trend is continuing.

e The company’s dividend may not rise due to cash flow concerns, as the company has zero excess cash
and already uses a substantial portion of cash flow for dividends.

e Pinnacle has missed on revenue in five of the past six quarters — this looks likely to happen again.

Stupid Money Risk

A buyout of Pinnacle looks unlikely at these inflated levels and with its massive debt. Hillshire attempted a
buyout almost a year ago, but this was when Pinnacle was trading at a 25% discount to its current price. We
think that with the multitude of pressures on Pinnacle’s stock, any potential buyer will wait until the stock falls
from current levels to make a bid.

It is not surprising to see Pinnacle hunting for more acquisitions to boost its falling sales. It's been rumored the
company is looking into purchasing frozen foods company Green Giant from General Mills (GIS). If Pinnacle
pays too much, there will be value destruction.

Insiders Selling Is Big

In the past 12 months, there have been no insider buys, but 60 insider sells, which represent over 22% of total
insider holdings. Investors might want to follow Pinnacle’s management on the way out.

Short Interest

Short interest stands at 497,743 shares, or less than 1% of float. Short interest was raised by 18% in February.
Dangerous Funds That Hold PF

Investors should avoid the following funds, which allocate heavily to PF and earn our Dangerous rating:

1. Professionally Managed Portfolios Villere Equity Fund (VLEQX) — 4.6% allocation to PF and earns our
Dangerous Rating
2. Baird Small Cap Value Fund (BSVIX) — 3.8% allocation to PF and earns our Dangerous Rating

Disclosure: David Trainer and André Rouillard receive no compensation to write about any specific stock, sector,
or theme.
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New Constructs® — Profile

How New Constructs Creates Value for Clients

1. Superior Recommendations — Our stock picks consistently outperform. See our track record
in our stock-picking accolades and Proof Is In Performance reports.

2. More Accurate Research — Our patented Research Platform for reversing accounting
distortions and discounted cash flow analysis leverages better data to deliver smarter research.

3. Time Savings — We check the fine print in thousands of corporate filings so you don't have to.
As reported by Barron’s, our expertise in analyzing SEC filings delivers Hidden Gems and Red
Flags that drive long-term stock-picking success.

4. Transparency — We are proud to share the results of our analysis of over 50,000 10Ks. See
the Corporate Disclosure Transgressions report we provided the SEC. Our reports detail all
data and assumptions. Company Models enable users to change them.

5. Obijectivity — New Constructs is an independent research firm, not tied to Wall Street or
investment banking services. Our models are driven by comprehensive high-quality data not
stories. See our presentation to the Senate Banking Committee, the SEC and many others in
DC.

Our Philosophy About Research

Accounting data is not designed for equity investors, but for debt investors. Accounting data must be
translated into economic earnings to understand the profitability and valuation relevant to equity
investors. Respected investors (e.g. Adam Smith, Warren Buffett and Ben Graham) have repeatedly
emphasized that accounting results should not be used to value stocks. Economic earnings are what
matter because they are:

1. Based on the complete set of financial information available.
2. Standard for all companies.
3. A more accurate representation of the true underlying cash flows of the business.

Additional Information

Incorporated in July 2002, New Constructs is an independent publisher of investment research that
provides clients with consulting and research services. We specialize in quality-of-earnings, forensic
accounting and discounted cash flow valuation analyses for all U.S. public companies. We translate
accounting data from 10Ks into economic financial statements, i.e. NOPAT, Invested Capital, and
WACC, to create economic earnings models, which are necessary to understand the true profitability
and valuation of companies. Visit the Free Archive to download samples of our research. New
Constructs is a BBB accredited business and a member of the Investorside Research Association.
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DISCLOSURES

New Constructs®, LLC (together with any subsidiaries and/or affiliates, “New Constructs”) is an independent organization with no
management ties to the companies it covers. None of the members of New Constructs’ management team or the management team of any
New Constructs’ affiliate holds a seat on the Board of Directors of any of the companies New Constructs covers. New Constructs does not
perform any investment or merchant banking functions and does not operate a trading desk.

New Constructs’ Stock Ownership Policy prevents any of its employees or managers from engaging in Insider Trading and restricts any
trading whereby an employee may exploit inside information regarding our stock research. In addition, employees and managers of the
company are bound by a code of ethics that restricts them from purchasing or selling a security that they know or should have known was
under consideration for inclusion in a New Constructs report nor may they purchase or sell a security for the first 15 days after New
Constructs issues a report on that security.

New Constructs is affiliated with Novo Capital Management, LLC, the general partner of a hedge fund. At any particular time, New
Constructs’ research recommendations may not coincide with the hedge fund’s holdings. However, in no event will the hedge fund receive
any research information or recommendations in advance of the information that New Constructs provides to its other clients.

DISCLAIMERS

The information and opinions presented in this report are provided to you for information purposes only and are not to be used or considered
as an offer or solicitation of an offer to buy or sell securities or other financial instruments. New Constructs has not taken any steps to ensure
that the securities referred to in this report are suitable for any particular investor and nothing in this report constitutes investment, legal,
accounting or tax advice. This report includes general information that does not take into account your individual circumstance, financial
situation or needs, nor does it represent a personal recommendation to you. The investments or services contained or referred to in this
report may not be suitable for you and it is recommended that you consult an independent investment advisor if you are in doubt about any
such investments or investment services.

Information and opinions presented in this report have been obtained or derived from sources believed by New Constructs to be reliable, but
New Constructs makes no representation as to their accuracy, authority, usefulness, reliability, timeliness or completeness. New Constructs
accepts no liability for loss arising from the use of the information presented in this report, and New Constructs makes no warranty as to
results that may be obtained from the information presented in this report. Past performance should not be taken as an indication or
guarantee of future performance, and no representation or warranty, express or implied, is made regarding future performance. Information
and opinions contained in this report reflect a judgment at its original date of publication by New Constructs and are subject to change
without notice. New Constructs may have issued, and may in the future issue, other reports that are inconsistent with, and reach different
conclusions from, the information presented in this report. Those reports reflect the different assumptions, views and analytical methods of
the analysts who prepared them and New Constructs is under no obligation to insure that such other reports are brought to the attention of
any recipient of this report.

New Constructs’ reports are intended for distribution to its professional and institutional investor customers. Recipients who are not
professionals or institutional investor customers of New Constructs should seek the advice of their independent financial advisor prior to
making any investment decision or for any necessary explanation of its contents.

This report is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or located in any
locality, state, country or jurisdiction where such distribution, publication, availability or use would be contrary to law or regulation or which
would be subject New Constructs to any registration or licensing requirement within such jurisdiction.

This report may provide the addresses of websites. Except to the extent to which the report refers to New Constructs own website material,
New Constructs has not reviewed the linked site and takes no responsibility for the content therein. Such address or hyperlink (including
addresses or hyperlinks to New Constructs own website material) is provided solely for your convenience and the information and content of
the linked site do not in any way form part of this report. Accessing such websites or following such hyperlink through this report shall be at
your own risk.

All material in this report is the property of, and under copyright, of New Constructs. None of the contents, nor any copy of it, may be altered
in any way, copied, or distributed or transmitted to any other party without the prior express written consent of New Constructs. All
trademarks, service marks and logos used in this report are trademarks or service marks or registered trademarks or service marks of New
Constructs.

Copyright New Constructs, LLC 2003 through the present date. All rights reserved.
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