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· HRB produces strong returns on invested capital and ample free cash flow, as of 8-25-06 HRB produces $2.20 of free cash flow per share, a 10.5% free cash flow yield.

· While under pressure from competition, the HRB tax preparation franchise is still strong as indicated by an average fee increase of 6.6% per client during the 2006 tax season.

· A spate of recent bad news has focused investors on what could go wrong for HRB and leading to investors and analysts ignoring the robust cash generation ability of HRB’s tax business.

Business Line Summary

HRB has four primary business lines: Tax, Mortgage, Investment Services and Business Services.  In May 2006 Block will begin operating a bank.

Tax Preparation

HRB’s tax preparation franchise is the largest tax preparation firm in the world.  HRB processes tax returns through company owned branch offices, franchise owned branches, temporary branches inside of other retailers including Wal-Mart and Sears, and through Block’s Tax Cut software.  During the 2006 tax season the division prepared 19.5 million tax returns in the US and 21.9 million worldwide.  HRB filed 15.7% of all US tax returns.

HRB earns 50.3% of its revenue and 63% of its pre tax net income from its Tax division.  Tax services are the platform Block uses to cross sell investment and mortgage services.

Despite early season mishaps and increased competition from national competitors including Jackson Hewitt, Liberty Tax, and do it yourself software including Intuit’s Turbo Tax, HRB has maintained market share at just under 16% of all US returns.  

During 2006 HRB opened approximately 1000 new branch offices, including 200 inside of Wal-Mart.  During the 2006 season HRB increased the average revenue per return by 6.6%.

The Tax division also issues Refund Anticipation Loans (RALs) through HSBC.  These loans are increasingly under regulatory and legislative scrutiny.  RALs account for 5% of HRB revenue.

The ability to increase pricing in the face of competition indicates the strength of HRB’s brand in the tax market. While competition is intense, generally this is a stable business with good margins (24% operating margin).  

Mortgage

HRB’s mortgage business is a sub-prime lender that operates under both the Option One and H&R Block Home Mortgage brand.  92% of the loans originated during 2006 were originated through third party mortgage brokers, 8% were originated through HRB’s branch network.

65% of these sub prime loans are cash out refinances, in a rising rate environment with investors becoming less willing to lend to the sub prime market, this business should be volatile over the next few years.

HRB’s mortgage business generates 25% of HRB revenue.

Investment Services

H&R Block Financial Advisors is a perennial money loser.  The segment generated 5.9% of HRB revenue, but lost approximately $33 million in 2006, an improvement over the $75 million the segment lost in 2005.  The opening of H&R Block bank should help this segment by allowing HRBFA to invest client assets in HRB run savings vehicles, including a money market for the Express IRA program.

Business Services

HRB Provides consulting and corporate tax services through tie RSM McGladrey subsidiary.  This is the fastest growing segment of the company, generating $53 million in pre tax income, averaging 60% plus growth over the past two years.  Unfortunately this is a low margin business, with operating margins of only 6.1%

Valuation

HRB trades at only 9x 2006 cash flow per share.  HRB’s enterprise value of $8 billion is only 7.4 times 2006 EBITDA versus a weighted average EV/EBITDA ratio of 12.5 for its business line peer group
.  According the Value Line, HRB trades at a P/E of 12.9, 40% below the S&P 500’s P/E of 18.6.  

The tax segment alone could sustain HRB’s entire market cap at a 17 P/E.
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This morning H&R Block (HRB) shares dropped 9.6%, a market cap reduction of $724 million in reaction to the news that HRB will take a charge of $102 million in anticipation of losses related to the sale of mortgages.

It is obvious that investors are applying a deep discount to HRB shares in light of recent bad news and HRB’s early tax season execution failures.  I believe that HRB’s tax franchise remains valuable over the long term.  Assuming that HRB trades at the same valuation as either the S&P 500 or its peer group, shares could rise to $33 per share.
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