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General Mills, Inc. (GIS)- Review of 4Q22

We are maintaining our earnings quality rating of GIS at 3+ (Minor Concern).

For an explanation of the EQ Review Rating scale, please refer to the end of this report.

Summary

GIS reported non-GAAP EPS of $1.12 beating forecasts by 11 cents. Share repurchases added
1.2 cents and rounding added 0.4 cents. It has a minor headwind on taxes.

The biggest driver here was an 18% price increase for the company, which contributed to
volumes falling 9%. We believe that pricing largely falls to the bottom line. Losing 1% of the price
hike would have cost GIS about 6.5 cents of EPS. Thus, we don’t consider this a sustainable or
high-quality earnings beat. And the company’s guidance would seem to confirm that, calling for
sales growth of 4%-5%, operating profit change of -2% to +1%, and EPS growth of only 0%-3%.

e Guidance calls for 4%-5% organic growth with 14% inflation — that would seem to indicate
another round of very high price hikes and lost volume. This leads us to multiple potential
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problems. The first of which is their big customers such as Walmart and Kroger are saying
on their conference calls that they expect to keep pricing on food items as low as possible
and expect their suppliers to help out in that area too. Also, they are highlighting that
consumers are switching away from branded items toward cheaper store-brand
substitutes and the stores are getting faster growth in that area. As noted above, if
customers push back even just a little on price hikes — every 1% GIS doesn’t pull through
is about 7 cents per quarter in EPS.

e GIS is still not growing its inventory at rates that correspond to 14% inflation. Total
inventory was $1.87 billion at the end of May vs. $1.82 billion the year before. Raw
materials are up 29% and grains are up 48% within that total, but total DSIs were down
by two days y/y. GIS said after the 3Q and now after 4Q that it didn’t expect to rebuild
inventories or to see it build in customer stocks either. They were correct on that. But,
adjusted gross margin still fell 70 bps y/y for 4Q and 3Q saw a decline of 160 bps yly. GIS
blamed inflation and supply chain deleveraging. How does this get better in the near term?
Lower volumes should deleverage supply chains more and higher-cost raw materials and
grains are working their way into finished goods. We have speculated that gross margins
may have been helped already by liquidating LIFO layers and tapping older inventory at
lower price points. That may be harder to continue.

e Higher prices are leveraging operating costs. However, GIS also cut some expenses in
dollar terms too which gives an added boost to cost leverage. Advertising and promotion
look like areas that could become headwinds as GIS is guiding to spending more in fiscal
2023:

f22 f21 f20
Advertising $690.1 $736.3 $691.8
Accrued Trade Promotion $474.4 $580.9 $550.9

Lower promotional spending boosts revenue and lower advertising against higher
revenue boosts margin. Just looking at lower advertising in fiscal 2022 against higher
sales gave GIS 43bp of better margin. Now GIS is guiding to flat operating profit in dollar
terms.

e We don’t expect the JVs to add much to earnings growth like they did in 3Q and 4Q:
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JV Income 4Q 30Q 20Q 1Q
fiscal 2022 $29.7 $29.9 $33.0 $29.1
fiscal 2021 $25.7 $11.8 $36.4 $41.3

e There could be a tailwind from the pension plans. GIS raised its expected rate of return
for 2023 to 6.75% from 5.85%. Its sensitivity analysis shows that 100 bp change helps
income by $66 million, so 90 bps may be about $60 million. It also raised the interest rates
for the pension assumptions by more than 100 bps for 2021 and every $100bp change is
worth $49 million. Together, this could be a 10 to 15-cent tailwind for EPS. That's enough
to produce the 0%-3% EPS growth GIS is forecasting. It probably offsets higher marketing
at least.

e GIS has $11.6 billion in debt. Higher interest rates may take a toll sooner than later with
$811 million in commercial paper and banklines, $768 million due in the fall of 2022 with
rates of 0% and 2.6%, and $1.94 billion due in 2023 with some at 1% and others floating
rate. We don’t think GIS will have a problem rolling this debt over, but 30% of their debt
rolls over within 17 months and may well happen at a higher rate. Every 100bp is $35
million or 5 cents of EPS headwind.
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Patterson Companies, Inc. (PDCO)- Review of 4Q22

We are maintaining our earnings quality rating of PDCO at 2- (Weak).

For an explanation of the EQ Review Rating scale, please refer to the end of this report.

Summary

PDCO trounced guidance of 56 cents and posted 71 cents of adjusted EPS for 4Q22 (ending in
April). Last quarter we noted that everything set up for a good 4Q and couldn’t figure out what
PDCO was afraid of as it held guidance so low. We speculated the fear may have been another
large LIFO adjustment coming in 4Q, but that did not happen.

The beat was solid although we think at least half the beat may be questioned. However, one
quarter doesn’t make a trend and PDCO has a history of seeing many write-offs, one-time items,
and temporary expense cuts to make EPS forecasts — so we’d like to see more than one period
that looks fairly clean before raising our rating. We still see some headwinds that may arise and
here are the areas that we check:

e LIFO adjustment of $10.2 million vs $21.0 million in 4Q21. Last year, PDCO told
investors to add back $12 million of the $21 million LIFO adjustment as one-time in nature.
A $9 million LIFO charge would have been in line with fiscal 2020 and 2019. It could be
argued that $10.2 million was about $1 million higher than forecast and this was a
headwind of 0.8 cents.

e We did notice that the inventory obsolescence charge came in much lower than
normal in fiscal 2022. The charge was $61.6 million, but PDCO identified $49.2 million
of that as one-time in nature in 1Q22 when it donated excess Covid protection products
which it added back to non-GAAP earnings. In 4Q21, it wrote down $11 million of Covid
protection products and called that out as a one-time event (even though it repeated in
a huge way only a month later). In 2021, the total charge was $45.8 million. If we adjust
for these two charges, it becomes obvious that PDCO actually had an earnings boost
from an abnormally low inventory charge:
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f22 f21 f20 f19 f18

Inv. Obsolescence Chg $61.6 $45.8 $27.4 $31.0 $22.9
One-Time write-off $49.2 $11.0 _ _ _
Net adjusted income $12.4 $34.8 $27.4 $31.0 $22.9

We believe 4Q21 picked up somewhere between $10-$20 million in earnings
from having the amount of the charge going into adjusted EPS come in so light.
The resulting easy comparison for 4Q22 represents 7.8-15.6 cents in EPS vs.
the reported 15-cent beat.

e Theloss on selling equipment contracts rose considerably in 4Q22 to -$9.95 million
from -$1.85 million in 4Q21 due to higher interest rates. That shows up as a
reduction to sales. However, offsetting that are gains on interest hedges which
almost matched this completely at $10.03 million vs. $1.79 million, and those are
reported in “other income”. We’'ll agree there was no EPS impact here but it did
lower gross margin by about 50bp by reducing the sales figure much more.

e Losses on securitization of receivables were a small tailwind, declining from $1.26
million to $0.97 million. This goes into operating expenses and was a 0.2-cent
tailwind, but that seems immaterial to us.

e PDCO is talking about its sales team making bigger efforts for fiscal 2023 to drive
revenues even though guidance is only for 3% growth at the midpoint of forecasts.
We think PDCO may need to spend more on marketing and share compensation
than it has in recent years. These have been big drivers of EPS growth:

f22 f21 f20 f19 f18
Advertising $1.5 $0.1 $5.7 $8.4 $6.9
Non-Cash Compensation $23.8 $30.5 $37.4 $38.4 $38.7

In 4Q22, stock compensation was flat y/y at $5.4 million vs. $5.3 million, but the
EPS tailwind may be over. If PDCO just returned to spending $5 million on
advertising and $30 million on stock compensation, it would be a 7.5-cent
headwind in fiscal 2023.

e The effective tax rate rose from 21.0% to 23.1% in 4Q22, which cost PDCO 1.9
cents. We think this may have come from PDCO boosting its valuation allowance
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on deferred tax assets by $2.66 million even though the gross account rose only
$1 million. This is worth watching if it declines and becomes a source of EPS going
forward.
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Explanation of EQ Rating Scale

6- (Exceptionally Strong)- Indicates uncommonly conservative accounting policies to the point
that revenue and earnings are essentially understated relative to the company's peers. Higher
possibility of reporting positive earnings surprises

5 (Strong)- Indicates the company has no areas of concern with its reported results and we see
very little risk of the company disappointing due to recent results being overstated from
aggressive reporting in recent periods.

4 (Acceptable)- Indicates the company may have exhibited a minor “red flag”, but the severity of
the issue is not yet a concern. Minimal risk of an earnings disappointment resulting from previous
earnings or cash flow overstatement

3 (Minor Concern)- Indicates the company has exhibited either a larger number of or more
serious warning signs than companies receiving a 4. The likelihood of an immediate earnings or
cash flow disappointment is not considered to be high, but the signs mentioned deserve a higher
degree of attention in the future.

2 (Weak) Indicates the company’s recently reported results have benefitted materially from
aggressive accounting. Follow up work should be performed to determine the nature and extent
of the problem. There is a possibility that upcoming results could disappoint as the impact of
unsustainable benefits disappears.

1 (Strong Concern)- Indicates that the company’s recent results are significantly overstated and
that we view a disappointment in upcoming quarters is highly likely

In addition to the numerical rating, the EQ Review Rating also include either a minus or plus sign.
A minus sign indicates that our analysis shows the overall earnings quality of the company has
worsened since the last review and there is a possibility the numerical rating will fall should the
problem continue into upcoming quarters. Likewise, a positive sign indicates that the overall
earnings quality is improving, and the company may see an upgrade in its numerical rating should
the trend continue.
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Key Points to Understand About the EQ Score

The EQ Review Rating is much more than a blind, quantitative scoring method. While we utilize
proprietary adjustments, ratios, and methods developed over decades of earnings quality
analysis, the foundation of all of our analysis is reading recent SEC filings, press releases,
conference call transcripts and in some cases, conversations with managements.

The EQ Review Rating is not comparable to a traditional buy/sell rating. The Rating is intended
to specifically convey the extent to which reported earnings may be over/understated.
Fundamental factors such as forecasts for future growth, increasing competition, and valuation
are not reflected in the rating. Therefore, a high score does not in itself indicate a company is a
buy but rather indicates that recent results are a good indication of the underlying earnings and
cash generation capacity of the company. A low score (1-2) will likely result in us performing a
more thorough review of fundamental factors to determine if the company warrants a full-blown
sell recommendation.
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Disclosure

Behind the Numbers, LLC is an independent research firm structured to provide analytical research to the financial
community. Behind the Numbers, LLC is not rendering investment advice based on investment portfolios and is not
registered as an investment adviser in any jurisdiction. All research is based on fundamental analysis using publicly
available information including SEC filed documents, company presentations, annual reports, earnings call transcripts,
as well as those of competitors, customers, and suppliers. Other information sources include mass market and industry
news resources. These sources are believed to be reliable, but no representation is made that they are accurate or
complete, or that errors, if discovered, will be corrected. Behind the Numbers, LLC does not use company sources
beyond what they have publicly written or discussed in presentations or media interviews. Behind the Numbers does
not use or subscribe to expert networks. All employees are aware of this policy and adhere to it.

The authors of this report have not audited the financial statements of the companies discussed and do not represent
that they are serving as independent public accountants with respect to them. They have not audited the statements
and therefore do not express an opinion on them. Other CPAs, unaffiliated with Mr. Middleswart, may or may not have
audited the financial statements. The authors also have not conducted a thorough "review" of the financial statements
as defined by standards established by the AICPA.

This report is not intended, and shall not constitute, and nothing contained herein shall be construed as, an offer to sell
or a solicitation of an offer to buy any securities referred to in this report, or a "BUY" or "SELL" recommendation. Rather,
this research is intended to identify issues that investors should be aware of for them to assess their own opinion of
positive or negative potential.

Behind the Numbers, LLC, its employees, its affiliated entities, and the accounts managed by them may have a position
in, and from time-to-time purchase or sell any of the securities mentioned in this report. Initial positions will not be taken
by any of the aforementioned parties until after the report is distributed to clients, unless otherwise disclosed. It is
possible that a position could be held by Behind the Numbers, LLC, its employees, its affiliated entities, and the
accounts managed by them for stocks that are mentioned in an update, or a BTN Thursday Thoughts.
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