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Fatten Your Nest Egg with Sanderson Farms

Chicken producer stocks have been on a tear this year. The group’s best performer has been Sanderson Farms
(SAFM, +51%)), followed by Pilgrim’s Price (PPC, +44%) with Tyson (TSC +7%) lagging. We selected SAFM and
PPC as Long Ideas in mid-2015. In this update report, we are honing our focus in on SAFM over PPC as the

idea with more legs (or wings) among chicken producers.

These companies look similar from a high level. However, a closer look shows a number of factors favoring
SAFM, including: a) higher NOPAT margins and return on invested capital (ROIC); b) a narrower gap between
GAAP profit and economic earnings; c¢) higher free cash flow (ECF) yield and a lower price-to-economic book
value ratio (PEBV); d) stronger revenue growth and €) minimal debt relative to PPC and TSN.

Figure 1: Poultry Producer Comparison

Revenue NOPAT Capital ROIC
Company Grw.(TTM) Margin Turnover
SAFM 10.8% 7.3% 2.4 17.6%
PPC 1.8% 6.4% 2.4 15.3%
TSN -2.5% 5.1% 1.6 8.0%

Economic / FCF

GAAP EPS Yield
74% 1.0% 0.76
70% -2.0% 0.86
56% -7.0% 0.70

Sources: New Constructs, LLC and USDA Market News

SAFM currently earns a Very Attractive rating and was upgraded from Attractive on March 8, 2017. PPC
currently earn a Neutral rating and was downgraded from Attractive on August 4, 2017. Due to these changes
and the relative attractiveness of SAFM as shown in Figure 1, we are closing our long position on PPC. Investors
should focus on SAFM as the best way to play growing chicken demand.

Commodity Prices Create Tailwinds for Poultry Producers

Per Figure 2, poultry prices remain in a well-established long-term uptrend. Several years back, it was
established that Americans are now consuming more chicken than beef for the first time in over 100 years.

Further, increased protein demand from emerging markets favors the smaller, more versatile and more efficient
chicken over the cow. Add in growing concerns about over-fishing the world’s oceans in search of protein, and

the case for rising chicken demand as a long-term secular growth driver becomes even more compelling.

Figure 2: Poultry, Whole Bird Spot Price, U.S. Cents Per Pound
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Per Figure 3, revenue growth for chicken producers bottomed in late-2015 and has been accelerating ever since.
SAFM generated 16% revenue growth in 2Q17 vs. 2Q16, compared to -3% growth in 2Q16 vs. 2Q15. PPC
generated 11% revenue growth in 2Q17 vs. 2Q16, compared to -1% growth in 2Q16 vs. 2Q15. Given the strong
YTD uptrend in poultry prices combined with added seasonal demand from now through the Super Bowl, we do
not expect this momentum to fade in the near term.

Figure 3: Quarterly Revenue Growth for SAFM and PPC

Improving Revenue Momentum for SAFM & PPC
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Price-Fixing Lawsuit a Potential Industry Overhang

In September of 2016, food distributor Maplevale Farms filed an anti-trust lawsuit against Koch Foods (Perdue
Farms), Pilgrim’s Pride, Tyson and third-party market data firm Agri-Stats for conspiring to fix chicken prices. The
suit alleges the industry colluded by sharing information through Agri-Stats, a firm which has been in business for
27 years, employs over 100 people and has clients around the world.

The rationale for the lawsuit appears to be the following: the chicken production industry naturally experiences
boom-and-bust chicken price cycles because when prices rise, chicken producers flood the market with supply,
thereby crashing prices. Ultimately, production is taken off line, and the supply surplus/shortage cycle starts all
over again. However, in the mid-2000’s the industry’s production cycle began to transform from chaotic to
something more predictable. It must be through illegal collusion, according to Mapevale Farms.

The lawsuit does not hypothesize why every other commodity production industry is not afflicted by the same
degree of production, supply and price volatility that the chicken industry was exhibiting. The lawsuit also does
not seem to account for the agriculture industry’s adoption of new technologies and ‘big data’ analysis, factors
that have improved the efficiency and productivity of nearly every other industry on the planet.

While SAFM was not named in the original lawsuit, the company has publicly denied any involvement in an
industry price fixing scheme. The most recent notable news on the matter came in February of 2017 when TSN
disclosed it had received a subpoena from the SEC concerning the allegations. It remains too early to handicap
the outcome of the case or quantify any potential impact.

The price fixing allegations are an industry risk worthy of note, although not one that currently warrants the high
level of negative sentiment surrounding SAFM stock. SAFM is one of the most shorted stocks on the NASDAQ
at 26% of the float and 14 days to cover. We note the negativity pre-dates the industry lawsuit. Short interest was
34% of the float at the time of our original Long Idea report.
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Sanderson Farms (SAFM: $144/share) — Maintaining Long Position — Up 90% vs. S&P +17%

Sanderson Farms was selected as a Long Idea on 8/12/15. SAFM received a Very Attractive rating at the time of
the report. Our investment thesis highlighted: 1) a history of strong NOPAT growth; 2) growing demand for the
company’s products; 3) overblown fears about avian flu and corn feed prices; and 4) the company’s depressed
0.3 PEBYV valuation.

During the subsequent 734 day holding period, SAFM has outperformed as a long position, rising 90% compared
to a 17% gain for the S&P 500. SAFM got off slow start, trading sideways for the first six months as a brief
revenue growth slowdown played out. Since the start of 2016, SAFM has delivered better-than-expected results
five out of six quarters while exhibiting a steady improvement in revenue growth. Over the past year, forward
expectations for revenue and earnings (EPS) expectations have increased 5% and 57%, respectively.

SAFM’s earning power has yet to exceed 2014’s peak (9% NOPAT margin, 27% ROIC), but it appears to be well
on its way. SAFM’s current NOPAT margin of 7.3% (TTM) is up from 6.8% earned in full-year 2016. SAFM'’s
current ROIC of 18% (TTM) is up from 16% earned in full-year 2016.

Since our original Long Idea report, SAFM has retained an Attractive-or-better. The shares currently receive a
Very Attractive rating. We are sticking with SAFM as a Long Idea due to the improving fundamentals (revenue,
margins and ROIC) and the modest valuation.

SAFM’s current PEBYV ratio of 0.8 means the market expects the company’s NOPAT to permanently decline by
20%. This expectation seems overly pessimistic in light of SAFM’s 12% compound annual NOPAT growth over
the past decade and the favorable long-term outlook for chicken (protein) demand noted above.

If SAFM can grow NOPAT by just 3% compounded annually for the next ten years, the stock is worth $205 today
— a 42% upside. This scenario assumes that NOPAT margin averages 6% (vs. 7.3% TTM) and revenue grows
5% compounded annually vs. 12% compounded annually over the past ten years. The scenario also assumes
that invested capital growth equates to 65% of revenue growth vs. 50% over the past ten years.

Figure 4: SAFM Stock Price and Risk/Reward Rating History
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Pilgrim’s Pride (PPC: $29/share) — Closing Long Position — Up 18% vs. S&P 500 +17%

Pilgrim’s Price was selected as a Long Idea on April 9, 2015. PPC received a Very Attractive rating at the time of
the report. Our investment thesis highlighted: 1) a top-quintile ROIC; 2) a well-above average FCF yield; 3)
overblown concerns about chicken oversupply; and 4) the company’s relatively low 0.8 PEBV valuation.

During the subsequent 859 day holding period, PPC has slightly outperformed the market as a long position,
rising 18% compared to a 17% gain for the S&P 500. PPC’s positive performance has largely been a year-to-
date event (+47%). The stock declined -34% in 2015 and -15% in 2016 (vs. -17% and +29%, respectively, for
SAFM), largely due to earnings coming in below market expectations for seven straight quarters (3Q16 to 1Q17).
During this period PPC’s quarterly revenue growth averaged -4% year-over-year vs. 0% for SAFM.

Since our original Long Idea report, PPC has been downgraded in our system to Neutral from Attractive. Our
methodology indicates a more attractive risk/reward trade-off for SAFM than for PPC. Given PPC’s fundamentals
relative to SAFM, we are closing our PPC long position in favor of recommending SAFM.

Figure 5: PPC Stock Price and Risk/Reward Rating History

v Normalized Rating History - Monthly Average*

$35 -
A

/
AR
- \

$30 P Ny 7

s25 n \' »
- /}/" ’\\H\ Jﬁ \\ /\d
ol /'\H..H.J

oy B Monthly Average Price : $25.84
$10- e
/.—0"-'1\ ool Neutral
s5 —e S
| S R LSS S G LS I LS R 0 L O B T O IO 5 I L T s S . L G O L S R L I O, S T L. L 5 R 3 L B O £ L 2, I L 93 S e L
2012-01-31 2012-08-31 2013-03-28 2013-10-31 2014-05-30 2014-12-31 2015-07-31 2016-02-29 2016-08-30 2017-04-28

W Monthly Average Price

Sources: New Constructs, LLC and company filings

This article originally published on August 17, 2017.

Disclosure: David Trainer, Kyle Guske I, and Kenneth James receive no compensation to write about any
specific stock, style, or theme.

Follow us on Twitter, Facebook, LinkedIn, and StockTwits for real-time alerts on all our research.
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New Constructs® - Research to Fulfill the Fiduciary Duty of Care

Ratings & screeners on 3000 stocks, 450 ETFs and 7000 mutual funds help you make prudent
investment decisions.

New Constructs leverages the latest in machine learning to analyze structured and unstructured
financial data with unrivaled speed and accuracy. The firm's forensic accounting experts work
alongside engineers to develop proprietary NLP libraries and financial models. Our investment ratings
are based on the best fundamental data in the business for stocks, ETFs and mutual funds. Clients
include many of the top hedge funds, mutual funds and wealth management firms. David Trainer, the
firm's CEQ, is regularly featured in the media as a thought leader on the fiduciary duty of care,
earnings quality, valuation and investment strategy.

To fulfill the Duty of Care, research should be:

1. Comprehensive - All relevant publicly-available (e.g. 10-Ks and 10-Qs) information has been
diligently reviewed, including footnotes and the management discussion & analysis (MD&A).

Un-conflicted - Clients deserve unbiased research.

3. Transparent - Advisors should be able to show how the analysis was performed and the data
behind it.

4. Relevant - Empirical evidence must provide tangible, quantifiable correlation to stock, ETF or
mutual fund performance.

Value Investing 2.0: Diligence Matters: Technology is Key to Value Investing With Scale

Accounting data is only the beginning of fundamental research. It must be translated into economic
earnings to truly understand profitability and valuation. This translation requires deep analysis of
footnotes and the MD&A, a process that our robo-analyst technology empowers us to perform for
thousands of stocks, ETFs and mutual funds.
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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.

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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