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Sally Beauty: A Strong Business With Good Governance

This bull market is getting long in the tooth. Both reported and economic earnings are declining, and weak first
quarter economic data has economists starting to utter the dreaded R-word, recession. While no one outside of
the usual doom and gloom crowd is saying a downturn is imminent, many economic indicators do seem to
suggest that the economic recovery could be on its last legs.

This is not to say that investors should be running for the hills, but now might be a good time to start reducing the
risk in your portfolio. We've identified a company that should hold up well in the case of an economic downturn
while also presenting significant upside to investors: Sally Beauty Holdings (SBH: $32/share).

Sally Beauty operates in an industry that tends to be recession-proof. What's more, its cheap valuation and
recent changes to executive compensation position the stock to outperform in the long term.

Cosmetics Are Recession-Proof

When times are tough, people tend to spend less on discretionary consumer items: entertainment, going out to
eat, new cars, etc. The only things they don’t seem to cut back on are beauty supplies. There have been multiple
examples dating back to the Great Depression of women actually increasing their purchases of cosmetics when
times are tough. Both Sally Beauty and competitor Ulta (ULTA) made it through the most recent recession with
little-to-no disruption of sales or profits.

Current projections have the global cosmetics market growing by 6.4% over the next five years. Solid growth
potential combined with low risk make the cosmetics industry an attractive place to invest, and Sally Beauty
represents the best value in the industry.

Higher Earnings Quality Than Meets the Eye

We like companies that don’t play games with the accounting numbers. That's why we love seeing the tight
correlation between GAAP net income and economic earnings for Sally Beauty since it spun off from Alberto-
Culver in 2006.

Figure 1: GAAP Net Income & Economic Earnings Are Growing Steadily
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In fact, GAAP net income actually understates Sally Beauty’s profits over the past year. The company had $13.5
million in pretax non-operating expenses hidden in operating income. These came from write-downs, closing
stores in Germany, and one-time costs related to a data breach the company experienced in late 2014.
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Adjusting out these non-recurring costs shows that, while GAAP net income declined last year, economic
earnings are on the rise. Sally Beauty is operating at a higher level of profitability than the market believes.

Advantages Of The Multi-Channel Platform

Sally Beauty operates in two distinct segments. Its Sally Beauty Supply segment operates roughly 3,700 retail
stores throughout the U.S., Latin America, and Europe. The Sally Beauty Supply segment accounted for 61% of
revenue in 2015.

The other segment, Beauty Systems Group (BSG), sells directly to salons and salon professionals through a
network of around 1,300 stores and 1,000 professional distributor sales consultants. This segment has slightly
lower operating margins but has been growing at a higher rate in recent years.

With its multi-channel distribution platform, Sally Beauty can reach a wide array of consumers in the fragmented
beauty market. In the U.S., the 50 largest beauty salon operators account for just 15% of revenue. The
remaining 85% comes from the tens of thousands of small-scale salons that are often owned and operated by a
single individual.

Sally Beauty has the largest cosmetic distribution network in the country, giving it an inherent advantage at
reaching this fragmented market. By operating through multiple channels, it can benefit from the high margins of
its retail stores while still reaching the lucrative salon professional customers.

Compelling Store Economics

Sally Beauty Supply operates small stores that are extremely capital efficient. The typical store space is just
1,700 square feet, 90% of which is devoted to merchandise. This small space allows for a low capital
expenditure. The average store requires just $70 thousand in capital investment to start up.

With such a low initial capital requirement, these stores generate a positive return quickly. On average they have
a positive contribution margin after 4 months and pay back the entire initial investment within two years.

The low capital requirements help Sally Beauty earn a top-quintile return on invested capital (ROIC) of 16%,
better than Ulta at 13%. They also help the company continue to grow its store count while still generating
positive free cash flow in every single year since it was spun off.

Bears Overstate The Threat Of Competition

The biggest concern among bears for Sally Beauty has been the threat of competition from rapidly growing
Sephora and Ulta. At first glance, these fears seem justified. Ulta has been growing revenue 20-25% a year for
several years now and recently passed Sally Beauty in terms of total sales. Sephora doesn'’t disclose its results
individually, but, according to its parent company LVMH, it continues to gain market share.

It would be easy to look at these results and say that Ulta and Sephora are squeezing Sally Beauty out, except
that Sally Beauty continues to grow same store sales in the low single digits year after year. Plus, those other
chains carry products that are most directly comparable to the offerings of the BSG segment, which is growing
same store sales even faster, at 7% last quarter.

Ulta and Sephora aren’t taking share from Sally Beauty, they’re squeezing out drugstores like Walgreens (WAG)
and CVS (CVS) along with big department stores. What's more, Sally Beauty has an opportunity to grab some of
this share for itself through a store refresh program that will adopt some of the design features—hardwood floors,
LED lighting, and interactive displays—that have driven customers to Sephora and Ulta.

The company has already refreshed 1,000 Sally Beauty stores and plans to refresh another 500 per year going
forward. Again, we see the compelling store economics materialize. These store refreshes cost just $20,000
each, so 500 a year is a capital investment of just $10 million, easily covered by the company’s free cash flow.

So far, Sally Beauty reports a 100 to 150 basis point increase in comparable sales for stores that have been
refreshed versus those that haven't.

In our |ast long idea on Skechers (SKX), we talked about the “fast follower” advantage. Ulta and Sephora
pioneered a new look and style for cosmetics shopping that has disrupted the traditional drug and department
store model. Now, Sally Beauty has the opportunity to take those same innovations and leverage them with its
scale, distribution, and exclusive merchandise.
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Far from threatening Sally Beauty’s existence, Ulta and Sephora have laid a roadmap for it to start taking away
even more customers from mass-market competitors. The fact that 80% of Sally Beauty’s merchandise is not
found in mass-market stores and 47% of its retail sales come from exclusive-label products should help the
company expand its market share.

Very Attractive Valuation

Concerns over competition and slow growth seem to have kept Sally Beauty’s valuation depressed below its true
profit potential. Even after a 13% gain so far in 2016, the stock still has a price to economic book value (PEBV)
of just 1.1 at its current price of $32/share. This ratio implies that the company will grow after tax operating profit
(NOPAT) by no more than 10% for the remainder of its corporate life. Those are pretty low expectations for a
company that has grown NOPAT by 12% compounded annually since it spun off into a single entity in 2006.

Even with modest growth, Sally Beauty has significant upside. If the company can grow NOPAT by 3%
compounded annually for the next 10 years, the stock has a fair value of $43/share today, 36% above the
current price.

It seems that the market has failed to recognize Sally Beauty’s exceptional earnings quality and overrated the
threat of competition. In addition, we believe the market has underrated the effect of one recent change that
should be a significant driver of long-term shareholder value.

Executive Compensation Plan Rewards Value Creation

We've written a great deal recently about the dangers of misaligned incentives in executive compensation plans.
Compensation plans that only reward executives for boosting metrics such as sales growth and “adjusted” EPS
can lead to value destroying behavior such as overpaying for acquisitions.

That's why we were so excited when we dug into Sally Beauty’s proxy statement to find that it updated its
compensation program this year to reward executives for maximizing ROIC. 33% of share-based compensation
for executives in 2016 will come in the form of performance-based restricted stock units that only vest if the
company hits targets for both sales growth and ROIC over the next three years. The more growth and higher
returns, the more of their restricted stock vests.

Figure 2: ROIC Vs. Valuation For The S&P 500
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As Figure 2 shows, ROIC explains over 50% of the difference in valuation between companies in the S&P 500.
Increasing ROIC is the best way to create long-term value for shareholders. Tying executive compensation to
ROIC is the best way to align their incentives with those of the company’s investors.
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In addition, we like the fact that 20% of their annual cash bonuses are tied to the ratio of working capital to
revenue. The less working capital the company holds as a percent of revenue, the higher their bonuses. It’s nice
to see the compensation committee look past the income statement and reward efficient use of assets on the
balance sheet.

The compensation plan is not perfect. 50% of annual cash bonuses are tied to Adjusted EBITDA, a non-GAAP
metric that, among other things, excludes share-based compensation. However, this plan is quite a bit better
than most of the executive compensation schemes out there. The long-term focus on ROIC should serve
investors well, as evidenced by the outperformance of other companies that have tied compensation to ROIC
such as AutoZone (AZO) and Target (TGT).

Opportunities For Improvement

Hopefully the emphasis on ROIC will encourage executives to focus their efforts on a couple areas where the
company has disappointed in recent years. As Figure 3 shows, inventory management and cost control have
both been poor in the past few years after improving between 2007-2011.

Figure 3: Days In Inventory And SG&A On The Rise
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Management could boost ROIC by cutting excessive spending on SG&A. For 2015, Sally Beauty spent 34.2% of
revenue on SG&A, 30 basis points above its long-term average and 100 basis points above its level in 2013.

The company says it's focused over the next year on the store refresh initiative and marketing the refreshed
stores to consumers, so it expects SG&A to stay at the same proportion. However, reducing its elevated level of
SG&A creates an opportunity for margin expansion and improved return on capital.

In addition, decreasing days in inventory would increase ROIC by both decreasing the amount of overall invested
capital and reducing the costs associated with storing inventory. Sally Beauty’s superior performance on both of
these metrics just a few years ago show that the company has opportunity and capability to improve on this front.

The company has done a good job improving its gross margins in recent years, which has masked this decrease
in operational efficiency. We believe that the new compensation plan will better incentivize executives to focus
on improving these under looked metrics that can have a big impact on shareholder value.

Share Buybacks Provide Nice Yield

Sally Beauty spent $228 million (5% of market cap) on buybacks in 2015. Though down from $333 million in
2014 and $510 million in 2013, this level of buyback offers a nice yield (5%) to further cushion downside risk.
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Insider Trading Raises No Red Flags

Over the past twelve months, insiders have sold 393 thousand shares. Taking into account the options and
grants they’ve received, insiders have reduced their total shares held by just 1% over the past twelve months.
Insider trades are not showing a clear signal in either direction for the stock.

Impact of Footnotes Adjustments and Forensic Accounting
We have made several adjustments to Sally Beauty’s 2015 10-K. The adjustments are

¢ Income Statement: Including the $13.5 million in non-operating expenses hidden in operating earnings
we discussed above, we made $216 million worth of adjustments to net income with a net impact of
removing $101 million (3% of revenue) in non-operating expenses. Our largest adjustment was the
removal of $117 million in interest payments.

e Balance Sheet: We made $675 million in balance sheet adjustments to calculate invested capital. Our
biggest adjustment was adding back $552 million in off-balance sheet debt.

e Valuation Adjustments: We subtracted $2.4 billion from shareholder value, due to total debt, employee
stock option liabilities, and deferred tax liabilities.

Bottom Line

Through a combination of hidden non-operating expenses, overstated fears of competition, and an under
appreciation of the impact of its new compensation plan, the market has significantly undervalued Sally Beauty
Holdings. The stock’s valuation embeds low expectations for profit growth despite a long-term track record of
increasing cash flows.

This late into a bull market, it's hard to find companies operating in recession-proof industries that have such
attractive fundamentals and valuations. Investors should add Sally Beauty to their portfolios to decrease risk
while still getting significant potential upside.

Attractive Funds That Hold SBH
The following fund receives our Attractive-or-better rating and allocates significantly to Sally Beauty.

1. Eaton Vance Atlanta Capital SMID-Cap Fund (EISMX, ERSMX, ERASX): 3.4% allocation and Attractive
rating.

This article originally published here on May 4, 2016.

Disclosure: David Trainer, Allen Jackson, and Sam McBride receive no compensation to write about any specific
stock, sector, style, or theme.
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New Constructs® — Profile

How New Constructs Creates Value for Clients

We find it. You benefit. Cutting-edge technology enables us to scale our forensic accounting
expertise across 3000+ stocks. We shine a light in the dark corners of SEC filings so our clients
can make safer, more informed decisions.

Our stock rating methodology instantly informs you of the quality of the business and the fairness of
the stock’s valuation. We do the diligence on earnings quality and valuation so you don’t have to.

In-depth risk/reward analysis underpins our ratings. Our rating methodology grades every stock, ETF,
and mutual fund according to what we believe are the 5 most important criteria for assessing the
quality of an equity. Each grade reflects the balance of potential risk and reward of buying that
equity. Our analysis results in the 5 ratings described below. Very Attractive and
Attractive correspond to a "Buy" rating, Very Dangerous and Dangerous correspond to a "Sell"
rating, while Neutral corresponds to a "Hold" rating.

QUESTION: Why shouldn’t fund research be as good as stock research? Why should fund investors
rely on backward-looking price trends?
ANSWER: They should not.

Don’t judge a fund by its cover. Take a look inside at its holdings and understand the quality of
earnings and valuation of the stocks it holds. We enable you to choose the best fund based on its
stock-picking merits so you do not have to rely solely on backward-looking technical metrics.

The drivers of our forward-looking fund ratings are Portfolio Management (i.e. the aggregated ratings
of its holdings) and Total Annual Costs. The Total Annual Costs Rating (details here) captures the
all-in cost of being in a fund over a 3-year holding period, the average period for all fund investors.

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.

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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