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Stock Pick of the Week: Build-A-Bear (BBW)

Retail turnaround stories are very appealing given the right conditions. A company must have a resilient brand, a
clear plan moving forward, and the ability to execute that plan. Since its start in 1997, this American icon has
created a captivating and recognizable brand and recently shown promising signs of successful execution.
Investors have largely ignored the stock and as it currently trades below its economic book value, value investors
have a prime entry point. This week’s stock pick of the week is Build-A-Bear (BBW: $16/share).

Ignore Stock Action, Follow Business Fundamentals

Build-A-Bear shares were relatively flat on the year until the company announced its 1Q15 results in May.
Revenue disappointed short-term investors and BBW fell 23% over the next two months. However, there are
many reasons to be optimistic about Build-A-Bear: same store sales, margins, and pre-tax profits all increased.
1Q15 may appear to be an issue if one follows the stock price in isolation. In reality, the underlying business
operations are performing very well.

The Strong Beginnings of a Turnaround

From 2004 to 2012, Build-A-Bear struggled with a bloated cost structure, unproductive stores, and a stale
product. ROIC fell to just 0.1% in 2012 with NOPAT bottoming out at $180,000. Although business operations
broke down, the brand remained strong.

In 2012, numerous initiatives designed to lower costs while simultaneously building the brand were undertaken.
To keep up this momentum, the company also brought aboard a new CEO, Sharon John, who had previous
experience working at Mattel and Hasbro. Since this time, Build-A-Bear has realized robust operating
performance. Operating profit (NOPAT) grew to $27 million in 2014 and on a trailing twelve-month basis has
continued to increase to $28 million, indicating strength this year. Figure 1 shows the company’s strong NOPAT
performance both before and after rightsizing the business, placing strict controls on costs, and bringing Sharon
John aboard.

Figure 1: A Turnaround In the Making
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Sources: New Constructs, LLC and company filings

Consistent with NOPAT, return on invested capital (ROIC) has increased significantly, to 10% over this same
period. ROIC improvements are the result of Build-A-Bear’s lowered invested capital and NOPAT growth.
Invested capital has declined from $480 million in 2007 to $271 million in 2014. This significant decline is largely
due to the closing of unprofitable stores, which allowed Build-A-Bear to cut off balance sheet debt by half since
2007.
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Free cash flow increased to $55 million in 2014 and economic earnings turned positive after years of being
negative.

Fueling the Turnaround: Lower Expenses and a Differentiated Experience

To return to profitability, the company has focused numerous efforts around its store base. The company’s
physical store count has fallen from 442 in 2012 to 386 in 1Q15. New stores are moving away from traditional
mall spaces and are instead being built in tourist-heavy locations. Tourists are willing to spend more on
consumer items during their travels and Build-A-Bear looks to capitalize on this trend. Lastly, Build-A-Bear is
exploring the use of pop-up stores, temporary store locations usually located in high traffic areas. These pop-up
stores not only generate buzz, but also can help determine demand in an area before spending the necessary
capital to open a full-blown store. As a result of these initiatives, operating margin has increased each of the last
three years to 7.5% in 1Q15.

With costs coming under control, Build-A-Bear also focused on what uniquely sets it apart from competitors: the
emotional pull of its stuffed animals. Traditional toy makers cannot create the experience that Build-A-Bear can,
as there is nothing personal about the production of a standard toy. Build-A-Bear has been renovating its stores
to make the building process much more personal and intimate. For example, adding customization features,
such as sound messages further endears an emotional attachment to the product. Interactive stations have been
placed in stores to invoke additional interaction amongst Build-A-Bear’s young consumers, who have become
accustomed to technology at increasingly younger ages. The changes to store layout and product
personalization have resulted in same stores sales increasing in each of the past three quarters.

How Will Build-A-Bear Continue the Turnaround?

Luckily for investors, Build-A-Bear is not content with the progress made thus far and is actively seeking future
growth opportunities, even those outside the traditional teddy bear market. The company is establishing its own
licensed products, which include cookies, backpacks, and mobile games. An interactive video series that turns
Build-A-Bear’s stuffed animals into standalone characters is also in the works. These supplementary products
are intended to create brand loyalty in addition to generating new revenue streams. Build-A-Bear hopes to move
its reach beyond that of its stores and drive engagement through multiple touch points with consumers.

Possibly the biggest avenue for Build-A-Bear’s continued success stems from CEO Sharon John’s prior
experience at Hasbro, a company that we've previously written on. Hasbro built a hugely successful business
model through licensing some of the most popular brands across the globe, and Build-A-Bear is looking to do the
same. The company has licensing agreements with Disney, Universal Pictures, My Little Pony, and Teenage
Mutant Ninja Turtles among others. Through these agreements, Build-A-Bear is able to offer products that tap
into the enormous popularity of movies such as Frozen, Avengers, Star Wars, and even the recent Minions
movie. These franchises increase consumer demand without requiring heavy capital investments in an expanded
store footprint.

Impact of Footnotes Adjustments and Forensic Accounting

To reveal true economic performance of Build-A-Bear, we look deeper into the company’s 10-K reports. For
2014, we made the following adjustments.

We removed $2 million (1% of revenue) in non-operating expenses in our assessment of NOPAT. The net effect
of income statement adjustments after removing non-operating income was $13 million.

We made $266 million worth of balance sheet adjustments to calculate invested capital. One of the largest
adjustments made when calculating invested capital was the removal of $46 million in excess cash or 51% of
reported net assets.

As it pertains to Build-A-Bear’s valuation, we made $194 million worth of adjustments with a net impact of $103
million. The largest adjustment we made to Build-A-Bear’s shareholder value was $139 million to reflect the
claim on cash flows from off balance sheet debt. This adjustment represents 51% of the firm’s market value.

Build Your Portfolio with Build-A-Bear

Despite the turnaround Build-A-Bear is executing, the stock remains down 21% on the year. This decline
provides an excellent entry point. At its current price of $16/share, Build-A-Bear’s price to economic book value
(PEBV) ratio is 0.9. This ratio implies that the market is expecting profits to decline permanently by 10%. This
low expectation implies that the turnaround efforts at the company fail despite strong signs to the contrary.
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If Build-A-Bear can achieve just 6% pre-tax (NOPBT) margins (below the 7.4% achieved in 2014) and grow
NOPAT by 5% compounded annually for the next seven years, the stock is worth $23/share today — a 43%
upside. We feel the company could easily meet or exceed this scenario as it continues to strengthen its brand,
create strategic licensing deals, and extend its reach beyond its stores. BBW shares provide investors the
opportunity to get in on the turnaround as it's happening.

Disclosure: David Trainer, Allen Jackson, and Kyle Guske Il receive no compensation to write about any specific
stock, style, 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. 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 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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