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Big Value Opportunity In Liberty Tax

Click here to subscribe to our research

Liberty Tax (TAX) has carved out a successful niche as the discount option for tax return preparation.
Despite its significantly smaller scale and brand awareness compared to competitors such as H&R Block
(HRB) and Intuit (INTU), TAX still earns a comparable return on invested capital (ROIC). The beauty here
is that the market values TAX at a considerable discount to HRB and INTU.

Low-Cost Option

At a glance, it appears as though TAX should struggle to compete in the tax preparation business. Its
largest brick and mortar competitor, H&R Block, has a massive scale advantage, as its offices prepared
24.2 million tax returns last year compared to TAX’s 2.2 million. Intuit (INTU) does not disclose the
number of tax returns it prepared, but its Consumer Tax segment earned $1.5 billion in revenues last
year, ten times what TAX earned.

How does TAX compete against companies with such large brand awareness and scale advantages? It
successfully markets itself as the low-cost option and keeps its margins low. A 2013 survey estimated that
the average cost per return at TAX was $180, 9% cheaper than the $198 average at HRB.

Similarly, both TAX’s mid-tier and premium online services are 40% cheaper than the corresponding
TurboTax services.

TAX has targeted the discount market by opening kiosks in Wal-Mart (WMT) stores each year. Prior to
2012, only HRB and privately held Jackson Hewitt operated in Wal-Mart stores, but TAX moved in after
HRB'’s contract expired.

TAX’s low-cost strategy is working, and it has been taking market share. Last year, TAX grew revenue by
8% and the number of returns prepared in its U.S. offices by 6%, while the IRS reported that tax receipts
grew by only ~1.5%. HRB saw a 4% decline in the number of returns it prepared last year.

TAX is growing its online business rapidly, increasing its number of returns prepared by 29%
compounded annually for the past three years.

Franchise Model Boosts Profitability

Understandably, TAX’s low-cost strategy means its margins suffer compared to its competitors. TAX
earned a 14% after-tax (NOPAT) margin last year, while HRB’s NOPAT margin was 18%. INTU earned a
NOPAT margin of 21%, which understates the profitability of its tax segment, the company’s highest
margin business.

Despite its lower margins, TAX actually earned a superior return on invested capital (ROIC) of 20%
versus 18% for HRB last year. Higher capital efficiency offsets TAX's lower margins and drives the
superior ROIC. Higher capital efficiency comes from franchising almost all of its 4,400 offices while HRB
owns over half of its 12,000 offices worldwide. By not owning its offices, TAX keeps its invested capital
low, and earns significantly more revenue per dollar of capital invested than HRB and INTU. Figure 1
compares TAX, HRB, and INTU on the basis of ROIC, NOPAT margin, invested capital turns (revenue
per invested capital), and revenue growth.

Figure 1. TAX vs. The Competition

NOPAT Invested Revenue
Company Ticker ROIC Margin Capital Turns | Growth
Liberty Tax | TAX 20% 14% 1.4 8%
H&R Block | HRB 18% 18% 1.0 4%
Intuit INTU 25% 21% 1.2 1%

Sources: New Constructs, LLC and company filings.

As Figure 1 shows, TAX earns 40% more revenue per dollar of capital employed than does HRB, which
helps offset TAX’s narrower margins.
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Where Do We Go From Here?

TAX has successfully carved out a profitable and growing niche for itself against larger, better-known
competitors, and now it has significant growth opportunities ahead of it.

| do not worry about HRB or INTU, or other competitors trying to squeeze TAX out of its low-cost niche.
Both HRB and INTU would have to incur pretty serious margin cuts to compete with TAX on price, and |
do not think they can afford the hit to EPS those cuts would cause.

As a result, | think TAX can look forward to continued steady growth from its physical locations as the
improving labor market steadily increases the number of filers each season. The increasing complexity of
the Affordable Care Act might also push more tax filers to turn to a paid preparer.

The real growth opportunity, however, comes from TAX's online product, which is already growing at
~30% a year as mentioned above. TAX invested over $20 million last year in its new NextGen tax
software, which should improve its online offering and allow for greater integration between the
company'’s online and in-office products.

Encouragingly, TAX has plenty of cash it can use to invest in its business, either by furthering investing in
software or supporting the opening of more new franchises. TAX has $38 million in excess cash, or about
35% of its current invested capital. If TAX can deploy new capital as efficiently as it has in the past,
significant growth is possible.

Significantly Undervalued

Despite its comparable profitability to HRB and INTU and solid growth opportunities, TAX trades at a
significant discount to its larger peer. At its current valuation of ~$34/share, TAX has a price to economic
book value ratio (PEBV) of just 1.15, which implies that the company will grow NOPAT by no more than
15% for the remainder of its corporate life.

By comparison, HRB trades at a PEBV of 1.65 and INTU at 1.93. If TAX commanded a similar valuation
to HRB, it would trade at ~$50/share, a 45% premium to its current valuation. A $50/share valuation
implies 6.5% NOPAT growth compounded annually for 10 years, which seems entirely plausible based on
TAX's profit growth opportunities. We don’t have long-term data on TAX's past NOPAT growth, but
INTU’s consumer tax segment has grown revenue by 14% compounded annually for the past decade,
and HRB has grown NOPAT by 24% compounded annually in the past two years.

If TAX can manage 9% NOPAT growth for 15 years, the stock is worth $80/share. That projection is
probably on the optimistic side, but it reveals the upside—100+%—that is within the realm of possibility
for this stock.

| don't see a great deal of downside risk for TAX at this price either. As Benjamin Franklin once said,
“Nothing can be said to be certain, except death and taxes.” TAX operates in a business with extremely
reliable demand. Even if profits never grow again, TAX would only be overvalued by 15%. TAX offers
investors potentially high rewards with fairly low risk.

Sam McBride contributed to this report.
Disclosure: David Trainer may buy TAX in the next 72 hours. David Trainer and Sam McBride 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.
Request the Corporate Disclosure Transgressions report we provided the SEC. Our
reports detail all data and assumptions. Company Models enable users to change them.

5. Objectivity — 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, advisory 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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