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gbologna@btig.com In what felt like the umpteenth time, an unconfirmed media report

emerged on Friday that H&R Block (HRB) was preparing to sell itself, a
headline that caused a modest uptick in the stock. While we were not
surprised that the stock failed to gain more traction in the report’s
aftermath, we have held for some time that the notion that HRB could
attract a bid from private equity is not farfetched.

»  We had been a proponent of HRB shares for most of the three years
we had covered the stock, finally moving to the sidelines after the

HRB 524.56 company’s shares last September reached $36, the level we believe
could be justified by the earnings impact of the net leverage it
announced it would add to facilitate share buybacks following the

NEUTRAL completion of the sale of its bank to BOFI Holdings (BOFI, Not Rated).

52 week range $19.46 - $37.40 » We had viewed HRB as primarily a ﬁnancial-engir)eering pllay driven by
buybacks rather than one based on the company’s operating

Market Cap (m) 55,492 performance, which had stagnated for three years before adding

. another disappointing tax season in 2016. Looking back over that
period, we believe it was no coincidence that HRB's tax preparation
— HFE business began to sag after the company stopped offering refund
Spx anticipation loans (RALs) in the face of pressure from various state
2582 attorneys general, as it appears in retrospect that it had materially
e boosted its operating results by offering consumers access to cash for
31.90 . .
which they paid a lofty annual percentage rate (APR).
2740 » Ourview that the upside on HRB shares was limited was based in part
A on management’s steadfast refusal to lever up beyond the point at
which the company would lose its investment grade credit ratings, an
1751 approach for which they have not provided a good explanation even as
R R e - O it would significantly benefit shareholders without much cost.
a-:'-"ljz'g—-u'-Eac;é-'—:c

»  Valuation: Based on our P/E multiple valuation analysis for HRB, we

Source: IDC i . . I
believe that H&R Block’s valuation is within +/- 15% from current levels
over the next 12 months. BTIG does not put price targets on Neutral-
rated stocks.
Estimates
‘ 1Q16 A 2Q16A 3Ql16A 4Ql6A FY16A ‘ 1Q17E 2Q17E | 3Q17E 4Q17E FY17E | FY18E
Sales 138 128 475 2,297 3,038 140 131 484 2,343 3,099 3,176
EBITDA (138) (181) (78) 1,209 812 (132) (166) (60) 1,255 898 948
Diluted EPS (Adj.) (0.36) (0.54) (0.35) 3.13 1.49 (0.55) (0.66) (0.38) 3.54 1.84 2.10

Source: BTIG Estimates and Company Documents ($ in millions, except per share amount)
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» Management told us that investment grade ratings allowed HRB to
access the commercial paper market during the working capital ramp-
up ahead of tax season, but we think the required funding could be
easily accessed by expanding the company’s revolving credit facility.

» Adding to our concern about HRB's ability to reverse its operating
fortunes was the re-emergence of RALs in the tax preparation space —
without the company’s participation in their revival. Indeed, in the
wake of a report detailing HRB's underperformance through the first
part of the 2016 tax season, CEO Bill Cobb attributed the weakness in
part to the fact that branded competitors such as Liberty Tax (TAX,
Not Rated) and Jackson Hewitt, as well as some independents, had
introduced so-called “refund advances” ahead of the season.

» Management had spent much of 2015 highlighting their target of
sustained 4%+ revenue growth, but following the release of a tepid
4Q16 report on June g — HRB assisted channel volumes declined by
6% during the 2016 tax season — they offered vague directional
promises about using the savings from expense reductions to fund
initiatives aimed at boosting their client count. Moreover, they said
they would not provide details about planned initiatives to drive
increased tax preparation volumes in 2017 until HRB's Investor Day in
December, ensuring that uncertainty about their plans would remain
for another half a year.

» With all of that said, HRB shares now trade almost 35% below the
high of $37.53 they reached early last November even after a recent
rally of more than 26% off of their May lows. The shares trade at 12.9x
consensus estimates for FY18 earnings per share of $1.91, a fraction of
the multiple that some sell-side analysts had been assigning the stock
not too long ago when the prospect of a significant boost to the
company'’s tax preparation volumes from the tax-filing requirements
of Obamacare had appeared more realistic and had stirred
enthusiasm for the shares. HRB also had $897mm in cash as of April
30 and it generated $432mm in free cash flow during FY16.

» Assuch, we find it feasible that private equity firms with a focus on
the consumer finance space would consider a bid for HRB. The stock
does not appear expensive at current levels, management has
maintained leverage at levels supportive of investment grade ratings,
and the company throws off a healthy amount of free cash flow.
Additionally, the company appears to provide the kinds of
opportunities for operational improvement — the ability to rationalize
its network of 3,599 franchise and 6,614 company-run offices, to
better exploit the opportunity to serve Hispanic communities, and to
leverage its Emerald prepaid debit card, among others — sought by
private equity players.

» A private equity firm could lever up HRB beyond the currently
targeted levels, using the company’s ample free cash flow to support
the increased debt burden. It also could reintroduce RALs in the form
offered by its branded peers: the new loans are offered as "free" to
consumers and lack the high upfront fees associated with the original
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RALs, but consumer advocates suspect that the fees of $35 to $45 per
loan charged to preparers by issuers are passed on to consumers
through higher tax preparation fees. Such a move could at least
provide HRB with a more level playing field as it seeks to restore its
market share.

» With that said, the current political environment could give private
equity firms pause for now. As we noted on April 5, Republican
presidential candidate Donald Trump’s comments about tax policy
and HRB last August mean his candidacy also represents a threat to
the company and the stock. "l want to put H&R Block out of
business,” Trump said in response to a question about his tax
simplification policy. While Trump'’s poor recent performance in the
polls, or the belief that such commentary would be unlikely to
translate into policy action if he were to be elected, may help to
address private equity investors’ reservations, his comments could
cause such investors to put their thoughts about making a bid for HRB
on hold until after November’s U.S. presidential election provides
clarity.

» HRB has also faced a threat from the Democratic side of the aisle
since April 13 when Sen. Elizabeth Warren (D-MA) introduced a bill
that would allow U.S. taxpayers with less complex tax situations to
avoid having to file returns and instead receive pre-prepared returns
from the IRS with their bill or refund already calculated. Warren's
office estimated that between 8mm and 6omm households would no
longer need to file returns if her bill were to become law, saving them
an estimated $2bn and 225mm hours that would have been spent
preparing their returns.

» Moreover, Warren's bill — which was co-sponsored by seven senators
including former presidential candidate Sen. Bernie Sanders (D-VT) —
would direct the IRS to develop a free, online preparation and filing
offering that would enable those with more complex returns to file
directly with the government without having to rely on a third party
such as HRB. While the bill is currently before the Senate Finance
Committee and such legislation is likely to be on hold until after the
presidential election, it represents another reason why private equity
firms may approach a bid for HRB with some caution.

» Insum, we did not view Friday’s reports about HRB putting itself up
for sale as sufficiently credible to move from the sidelines on the
name. However, we believe the potential for a bid from private equity
is realistic enough that investors who are short HRB — short interest
represents just under g% of its float — should consider finding other
short candidates with less likelihood of getting bought at a premium
that could translate into significant losses on their positions.
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Income Statement

H&R Block (HRB) - Operating Model Apr-14 Jul-14 Oct-14 Jul-16 Oct-16

Services revenue 2,570.27 115.47 115.44 406.44 2,013.70 2,651.06 118.43 113.42 389.50 2,032.58 2,653.94 120.80 115.69 397.29 2,073.23 2,707.01 2,774.69
Royalty, product and other revenues 454.02 18.11 19.19 102.63 287.67 427.60 19.28 15.00 85.04 264.90 384.22 19.67 15.29 86.74 270.19 391.90 401.70
Total revenues 3,024.30 133.59 134.63 509.07 2,301.37 3,078.66 137.72 128.42 474.54 2,297.48 3,038.15 140.47 130.98 484.03 2,343.43 3,098.92 3,176.39
Compensation and benefits 816.62 51.86 69.38 186.66 544.59 852.48 55.79 62.69 181.92 544.80 845.20 56.07 63.01 182.82 547.52 849.42 862.16
Occupancy and equipment 362.78 83.31 87.63 92.30 115.39 378.62 89.86 95.05 96.20 124.02 405.12 90.08 95.29 96.44 12433 406.14 410.20
Provisions for bad debt and loan losses 80.01 436 0.39 39.28 30.96 74.99 201 118 35.73 36.47 75.40 1.60 0.95 28.59 29.18 60.32 60.92
Depreciation and amortization 93.26 25.09 28.43 29.18 29.17 111.86 27.08 28.36 28.80 31.67 115.91 27.15 28.43 28.87 31.75 116.20 117.36
Other 219.71 33.12 35.88 47.26 96.29 21253 38.78 39.12 49.87 116.17 24393 38.97 39.31 50.12 116.75 245.15 247.60
Cost of revenue 1,572.38 197.73 221.70 394.68 816.39 1,630.49 21351 226.40 392,51 853.13 1,685.55 213.87 226.98 386.84 849.53 1,677.22 1,698.24
Marketing and advertising 238.76 8.15 1251 87.57 165.46 273.68 8.53 12.97 93.71 182.56 297.76 8.57 13.03 94.18 183.47 299.25 302.24
Compensation and benefits 249.78 60.96 54.35 60.38 62.83 238.53 54.67 61.59 63.65 48.86 228.78 54.81 61.75 63.81 48.99 229.35 232.79
Depreciation and amortization 22.35 8.60 10.50 14.11 14.73 47.94 13.01 13.99 16.51 14.18 57.69 13.04 14.03 16.55 14.22 57.84 58.31
Other selling, general and administrative 122.54 19.49 20.01 27.49 26.36 93.35 21.98 47.30 28.00 37.90 135.18 22.04 23.65 28.07 37.99 111.75 112.31
Selling, general and administrative 633.43 97.20 97.38 189.55 269.38 653.50 98.19 135.85 201.87 283.50 719.41 98.46 112.45 202.61 284.66 698.18 705.65
Total operating expenses 2,205.81 294.93 319.08 584.23 1,085.77 2,283.99 311.70 362.25 594.39 1,136.63 2,404.96 31233 339.43 589.45 1,134.19 2,375.41 2,403.89
Operating income 81849 | (16134)  (184.45) (75.15)  1,215.61 794.67 | (173.98)  (233.83) (119.84)  1,160.85 633.19 | (171.86) (208.45) (105.41) 1,209.23 723.51 772.50
Other incomes 36.32 0.52 - 0.30 0.49 131 0.43 10.51 3.06 371 17.70 - - - - - -
Interest expense on borrowings (55.28) (13.80) (13.84) (9.05) (8.56) (45.25) (8.58) (14.18) (23.57) (22.63) (68.96)| (22.63)  (22.63)  (22.63)  (22.63) (90.53) (90.53)
Other expenses (32.41) (1.20) (2.28) (6.97) 2.53 (7.93) (4.99) (0.21) (6.14) (1.12) (12.45) - - - - - -
Income (loss) from continuing operations before tax 76712 | (175.82)  (200.57) (90.87)  1,210.06 742.81 | (187.11)  (237.72) (146.50)  1,140.81 569.48 | (194.49) (231.08) (128.05) 1,186.60 632.98 681.97
Income tax expense (benefit) 267.02 (66.97) (87.35) (55.55) 465.93 256.06 (90.60) (95.20) (67.85) 439,58 185.93 (73.91)  (87.81)  (48.66) 45091 240.53 259.15
Net income (loss) from contunuing operations 500.10 (108.85) (113.23) (35.31) 744.13 486.74 (96.51) (142.52) (78.65) 701.23 38355 | (120.58) (143.27)  (79.39) 735.69 392.45 422.82
Net income (loss) from discontinued operations (24.94) (7.38) 1.23 (1.64) (5.29) (13.08) (3.15) (2.49) (3.08) (0.56) (9.29) - - - - - -
Net income (loss) 47516 | (116.23)  (112.00) (36.95) 738.84 473.66 (99.66)  (145.01) (81.73) 700.66 37427 | (120.58) (143.27)  (79.39)  735.69 392.45 422.82
Diluted EPS - continuing operations 1.81 (0.40) (0.41) (0.13) 262 1.76 (0.35) (0.54) (0.34) 3.14 1.53 (0.55) (0.66) (0.38) 3.54 1.84 2.10
Diluted EPS - discontinued operations (0.09) (0.03) 0.00 (0.01) (0.02) (0.05) (0.01) (0.01) (0.01) (0.00) (0.04) - - - - - -
Diluted EPS 1.72 (0.42) (0.41) (0.13) 2.60 1.71 (0.36) (0.54) (0.35) 3.13 1.49 (0.55) (0.66) (0.38) 3.54 1.84 2.10
Diluted shares outstanding 276.03 274.58 275.11 275.19 283.67 277.14 275.77 266.27 231.90 223.62 250.82 219.62 215.62 211.62 207.62 213.62 201.37
Net income (loss) 475.16 (116.23) (112.00) (36.95) 738.84 473.66 (99.66) (145.01) (81.73) 700.66 37427 | (120.58) (143.27) (79.39) 735.69 392.45 422.82
Discontinued operations 24.94 7.38 (1.23) 1.64 5.29 13.08 3.15 249 3.08 0.56 9.29 - - - - - -
Income taxes 267.02 (66.97) (87.35) (55.55) 465.93 256.06 (90.60) (95.20) (67.85) 439,58 185.93 (73.91)  (87.81)  (48.66) 45091 24053 259.15
Interest expense 55.28 13.80 13.84 9.05 8.56 45.25 8.58 14.18 23.57 22,63 68.96 22,63 22.63 22.63 22.63 90.53 90.53
Depretiation and amotization 115.60 33.69 38.93 43.29 43.90 159.80 40.09 42.35 45.30 45.85 173.60 40.19 42.45 45.42 45.97 174.03 175.66
EBITDA 938.00 (128.34) (147.80) (38.53) 1,262.52 947.86 (138.44) (181.19) (77.62) 1,209.29 812.04 (131.66) (166.00) (60.00) 1,255.20 897.54 948.17
Revenue growth 4.1% 5.0% 0.2% 154.8% -10.2% 1.8% 3.1% -4.6% -6.8% -0.2% -1.3% 2.0% 2.0% 2.0% 2.0% 2.0% 2.5%
Operating margin 27.1% -120.8% -137.0% -14.8% 52.8% 25.8% -126.3% -182.1% -25.3% 50.5% 20.8%| -122.3% -159.1% -21.8% 51.6% 23.3% 24.3%
EBITDA Margin 31.0% -96.1% -109.8% -7.6% 54.9% 30.8% -100.5% -141.1% -16.4% 52.6% 26.7% -93.7% -126.7% -12.4% 53.6% 29.0% 29.9%
EBITDA Growth 7.3% -12.8% 4.5% -87.2% -17.4% 1.1% 7.9% 22.6% 101.5% -4.2% -14.3% -4.9% -8.4% -22.7% 3.8% 10.5% 5.6%
Tax rate 34.8% 38.1% 43.5% 61.1% 38.5% 34.5% 48.4% 40.0% 46.3% 38.5% 32.6% 38.0% 38.0% 38.0% 38.0% 38.0% 38.0%

Source: BTIG Estimates and Company Documents
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Appendix: Analyst Certification and Other Important Disclosures

Analyst Certification

|, Mark Palmer, hereby certify that the views about the companies and securities discussed in this report are
accurately expressed and that | have not received and will not receive direct or indirect compensation in exchange
for expressing specific recommendations or views in this report.

l, Giuliano Bologna, hereby certify that the views about the companies and securities discussed in this report are
accurately expressed and that | have not received and will not receive direct or indirect compensation in exchange
for expressing specific recommendations or views in this report.

Regulatory Disclosures

Analyst Stock Ratings Definitions

BTIG LLC's ("BTIG") ratings, effective May 10, 2010, are defined as follows:

BUY - A stock that is expected at initiation to produce a positive total return of 15% or greater over the 12 months
following the initial recommendation. The BUY rating may be maintained following initiation as long as it is
deemed appropriate, notwithstanding price fluctuations that would cause the target to fall outside of the 15%
return.

SELL — A stock that is expected at initiation to produce a negative total return of 15% or greater over the next 12
months following the initial recommendation. The SELL rating may be maintained following initiation as long as it
is deemed appropriate, notwithstanding price fluctuations that would cause the target to fall outside of the 15%
return.

NEUTRAL - A stock that is not expected to appreciate or depreciate meaningfully over the next 12 months.

NOT RATED - A stock that is not rated but that is covered by BTIG.

Distribution of Ratings and Investment Banking Clients

BTIG must disclose in each research report the percentage of all securities rated by the member to which the
member would assign a “buy”, “neutral” or “sell” rating. The said ratings are updated on a quarterly basis. BTIG
must also disclose the percentage of subject companies within each of these three categories for whom the
member has provided investment banking services within the previous twelve months. Stocks under coverage as

of the end of the most recent calendar quarter (June 30, 2016): 185

Distribution of BTIG's Research Recommendations (as of June 30, 2016):
BUY: 61.6%; NEUTRAL: 35.7%; SELL: 2.7%

Distribution of BTIG's Investment Banking Services (as of June 30, 2016):
BUY: 84.6%; NEUTRAL: 15.4%; SELL: 0%

For purposes of FINRA ratings distribution rules, BTIG’s stock ratings of Buy, Neutral and Sell fall into Buy, Hold
and Sell categories, respectively.

Company Valuation and Risk Disclosures
H&R Block, Inc. (HRB, Neutral)

Valuation: Based on our P/E multiple valuation analysis for HRB, we believe that H&R Block’s valuation is within
+/-15% from current levels over the next 12 months. BTIG does not put price targets on Neutral-rated stocks.
Risks: The primary risks to achieving our rating include: the fact that increased U.S. unemployment could
negatively impact H&R block’s tax preparation business, potential mortgage putback exposure to the H&R Block
parent company, upcoming debt maturities, legislative and requlatory risks, and seasonality.
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H&R Block, Inc. (HRB)

($)
4114+

38.51
35.89
33.26

30.64

25.394
22.76

20.14+

17.51

Jun-13 Sep-13 Dec-13 Mar-14 Jun-14 Sep-14 Dec-14 Mar-15 Jun-15 Sep-15 Dec-15 Mar-16 Jun-16

Note: Closing Price and Target Price have been adjusted for corporaie actions.

Closing Price (5) Target Price (%)
22-0ct-12 17.74 23 Mark Palmer Buy
31-lan-13 22.77 27 Mark Palmer Buy
22-Jul-13 30.92 Mark Palmer Meutral
O5-lan-14 30.03 36 Mark Palmer Buy
14-5ep-15 35.83 Mark Palmer Meutral

Other Disclosures
Additional Information Available Upon Request

General Disclosures

Research reports produced by BTIG LLC ("BTIG") are published for and intended to be distributed solely to BTIG
institutional and corporate clients. Recipients of BTIG reports will not be considered clients of BTIG solely because
they may have received such BTIG report.

The equity research analyst(s) responsible for the preparation of this report receives compensation based upon a
variety of factors, including the quality and accuracy of research, internal/client feedback, and overall Firm
revenues.

BTIG reports are based on public information and BTIG considers the same to be reliable, comprehensive
information, but makes no representation or warranty that the reports are accurate or complete. BTIG opinions
and information provided in this report are as of the date of the report and may change without notice.

This research report is not an offer to buy or sell or solicitation of an offer to buy or sell any security in any
jurisdiction where such an offer or solicitation would be illegal. This research report was not drafted specifically for
any particular individual or entity and is not a personal recommendation to participate in any particular trading
strategy or transaction. Any recipient of this research report should obtain independent advice specific to their
personal circumstances before undertaking any investment activity and must make their own independent
evaluation of any securities or financial instruments.
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Facts, views or opinions presented in this report have not been reviewed by, and may not reflect information
known to, employees or other professionals in the "BTIG Group” (BTIG Group includes, but is not limited to, BTIG
and its parents, subsidiaries and/or affiliates). BTIG Group employees, including Sales Representatives and
Traders, may provide oral or written commentary or advice that may be inconsistent with the opinions and/or
views expressed in this research report. BTIG Group employees andjor its affiliates not involved in the preparation
of this research report may have investments in securities or derivatives of securities of companies mentioned in
this report that are inconsistent with the views discussed in this report.

Investors in securities products bear certain risks in conjunction with those investments. The value of, and income
from, any investments may vary because of changes in interest rates or foreign exchange rates, securities prices
or market indexes, operational or financial conditions of companies or other factors within or beyond the
companies control. Recipient of the research reports should be aware that investments in equity securities may
pose significant risks due to the inherent uncertainty associated with relying on forecasts of various factors that
can affect the earnings, cash flow and overall valuation of a company. Any investment in equity securities should
be undertaken only upon consideration of issues relating to the recipient’s overall investment portfolio and
objectives (such as diversification by asset class, industry or company) as well as time horizon and liquidity needs.
Further, 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. There may be time
limitations on the exercise of options or other rights in any securities transactions.

Investing in foreign markets and securities, including ADRs, is subject to additional risks such as currency
fluctuation, limited information, political instability, economic risk, and the potential for illiquid markets. Investing
in emerging markets may accentuate these risks. Non-U.S. reporting issuers of foreign securities, however, may
not make regular or complete public disclosure relating to their financial condition or the securities that they
issue.

The trademarks and service marks contained herein are the property of their respective owners. Third-party data
providers make no warranties or representations of any kind relating to the accuracy, completeness, or timeliness
of the data they provide and shall not have liability of any damages of any kind relating to such data. The report or
any portion hereof may not be reprinted, sold or redistributed without the written consent of BTIG. This report is
intended only for use by the recipient. The recipient acknowledges that all research and analysis in this report are
the property of BTIG and agrees to limit the use of all publications received from BTIG within his, or her or its, own
company or organization. No rights are given for passing on, transmitting, re transmitting or reselling the
information provided.

Jurisdiction and Dissemination
BTIG is a U.S. broker-dealer and member of FINRA and SIPC.

BTIG Australia Limited ACN 128 554 601, member of ASIC and ASX; BTIG Hong Kong Limited, an Exchange
Participant of SEHK and licensed and regulated by the SFC; BTIG Ltd, member of the LSE, authorized and
regulated by the FSA; and BTIG Singapore Pte Ltd, registered and licensed with MAS; are all separate but
affiliated entities of BTIG. Unless governing law permits otherwise, you must contact a BTIG entity in your home
jurisdiction for further information, or if you want to use our services in effecting a transaction.

Issues and approved for distribution in the UK and EEA by BTIG Ltd. to eligible counterparties and professional
clients only. Issued and distributed in Australia to "wholesale clients” only by BTIG Australia Limited. In Singapore
and Hong Kong, further information may be obtained from BTIG Singapore Pte Ltd and BTIG Hong Kong Limited,
respectively.
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