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	$48.11
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	Safety: 2

	Technical: 4

	Recommendation: Buy


First Data Corporation is the world leader in electronic commerce and payment services. The company boasts a dominant market share, defensible competitive advantages, and a large, recurring cash flow, with a below-average business risk. 
Analyst Recommendations
Strong buy (WSJ, Smartmoney, Quicken, MoneyCentral)

Moderate buy (Zacks)

Industry Outlook: Computer Software & Services
Stocks in this segment are expected to outperform the market during the next six to 12 months, with an above-average appreciation potential for the 3- to 5-year haul. Some of the factors contributing to the above expectations are the low interest rates leading to healthy consumer spending, and increased business spending on equipment & software.
Company Overview

First Data Corporation (referred to as ‘FDC’ or ‘the company’ henceforth) is the world leader in electronic commerce and payment services. FDC operates in four business segments: payment services, merchant services, card issuing services and emerging payments. With 29,000 employees worldwide, the company provides credit, debit, smart card and stored-value card issuing and merchant transaction processing services; Internet commerce solutions; money transfer services; money orders; and check processing and verification services throughout the United States. First Data also offers a variety of payment services in the United Kingdom, Australia, Canada, Japan, Mexico, Spain, Germany, the Middle East and the Netherlands. The company’s Western Union and Orlandi Valuta money transfer networks include a total of approximately 165,000 agent locations in more than 195 countries and territories. Currently, 25% of its revenues are form international operations and the company’s goal is to increase this share to 40% by 2007. 
The company’s growth strategy is focused on internal revenue growth, supplemented by acquisitions. For the fiscal year 2002, payment services accounted for nearly 40% of FDC’s total revenues followed by merchant services at 33%, card issuing services at 25%, and emerging payments segment at nearly 2%(.

FDC’s business model reflects the three essential factors for success in the payments industry: 1) a global distribution network, 2) robust and scaleable computing infrastructure, and 3) committed managers and employees able to reliably deliver flawless and totally secure service. The company’s main competitors are Automatic Data Processing Inc. (ADP), BEA systems Inc. (BEAS), Business Objects SA (BOBJ), and Fiserv Inc. (FISV), Ceridian Corporation, Certegy Inc., Computer Sciences Corporation, DST Systems Inc., Electronic Data Systems Corporation, Equifax Inc., Paychex Inc., SunGard Data Systems Inc., and Total System Services Inc. (the ‘‘Peer Group’’)(.
Business System Analysis
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	Last trade
	42.53 (as of 09/19/03)
	Volume
	8,019,100

	Change
	+0.96 (+2.31%)
	Average volume
	4,652,330

	Bid/Ask
	NA
	Mkt. Cap (million)
	$31,482.32

	Open
	41.82
	P/E
	23.20

	Previous close
	41.57
	Div. yield
	0.10%

	Day’s range
	41.65 – 43.00
	Annual Div./share
	0.08

	52-week range
	23.75 – 44.90
	Market
	NYSE


Growth Trends
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Revenues and Net Income
An established blue-chip company such as FDC is expected to increase its earnings over time even though this growth may not be comparable to those of newer, start-up companies(. FDC’s Revenues and Net Income (earnings) have been steadily increasing over the past 5 years, which is a good sign. In addition, the company’s 1-year revenue growth rate is 14.77%, which is considerably higher than the industry average of 2.26%. The strength of the payment services and merchant services segment was partially mitigated by a decline in revenue in the card-issuing services segment and all other and corporate in 2002. Net Income increased 28% in 2002. Restructuring, asset impairment, litigation and regulatory settlement charges, investment gains and losses and divestitures, which fluctuate significantly from period to period, reduced 2002 Net income by $40M compared to $121.8M in 2001.
Net Profit Margin
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Less than 1 out of 4 U.S. publicly traded companies can claim a Net Profit Margin (NPM) north of 7% over the past year(. The average NPM for S&P 500 companies is 7% (end of Q2 2003) according to Lehman Brothers and NASDAQ market data. From the graph, it is clear that FDC’s net profit margin (2002) is greater than its competitors and it has also surpassed both the industry and S&P 500 index. 
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FDC’s NPM shows a upward trend over the past 5 years. Variations can be due to abnormal conditions or expenses. The steady growth in NPM indicates that the company has done a good job of controlling expenses and avoiding cost blowouts. Growth can be attributed to falling costs, increasing efficiencies or booming prices for the companied products.
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Earnings per Share (EPS)

The graph shows a steady growth in EPS. The projected long-term increase in EPS is lower than some of its competitors namely, BEAS and FISV(. This could be due to the fact that FISV and BEAS are relatively new companies and are hence, expected to experience greater growth in earnings (check this).
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Free Cash Flow
This is the company’s true operating cash flow and it denotes the after-tax cash flow that is available to shareholders, if the company has no debt. Since 1996, the share count has come down steadily, and the company has been able to generate more cash than it needs(. As long as returns on capital remain high, the shareholders can greatly benefit from this. FDC has spent more than $2.5B since 2000 repurchasing its stock, reducing its share base more than 10%.
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Dividend per share
FDC has paid dividends every year for the past 10 years and has increased its payouts over time. This trend of consistently rising dividends reveals the company’s progress in generating profits(. FDC’s payout ratio is only 4.5%, which indicates that the company is paying only a small 
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portion of its earnings to its shareholders. FDC has sufficient room to increase its dividends in the coming years. FDC’s competitors like BEAS and FISV do not pay any dividends. The graph shows that in the past 5-year annual growth in dividends for the company has been 10.23%, far greater than the industry and the index average.
Dividend yield
The average annual dividend yield for FDC has fluctuated between 0.1- 0.3% over the past 10 years. Average value for the past 10-yrs = 0.22%. This means that for every $10 invested in buying FDC share, there is a return of $0.022.

Financial Health
Debt/Equity ratio
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FDC’s Long-term Debt to Equity ratio is higher than that of the industry and its competitors. This means that the company may be paying more in interest than its competitors.
Interest Coverage
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FDC’s interest coverage is higher than that of the industry. This can be directly tied to its cash flow generation. Analysts (Valueline) have commented on FDC’s ability to consistently generate cash flow more than it needs.

Management Performance
Return on Equity (ROE)
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ROE = Income/shareholder equity
FDC’s ROE shows a growing trend which implies that the company is efficiently using the resources provided by its shareholders.
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Return on Assets (ROA)
ROA = net income / total assets

Growing trend implies that company is using its assets efficiently to generate income. Its ROA is well above industry average

Return on Invested Capital (ROIC)
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ROIC is a better tool for understanding company performance since it focuses on the true operating performance of the company. Since 2000, FDC has generated a consistent level of ROIC at around 18%.
Economic Profit
ROIC (2002) = 19.28% 
WACC = 6.72% 
Spread = 11.78%

From my calculation, Invested Capital (2002) = $7125.67M

Economic Profit (2002) = $839.40M
Market Multiples
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P/E Ratio
FDC’s P/E ratio is well below industry average and is lower than its close competitors. This means that the stock is under-valued based on its P/E ratio.

www.moneycentral.com: Investors who specialize in undervalued stocks take particular note when a company’s P/E ratio falls significantly below the average for its industry. That happens when the company’s stock price falls disproportionately to its profits, or its profits rise disproportionately to its stock price. Either way, the ratio suggests that this is a firm whose stock has room to move up in price. Whether it will, of course, depends on many other factors. A disproportionate drop in the price of the stock, for example, may mean that analysts have lost confidence in the company’s ability to maintain its current level of profitability. But a P/E ratio below the industry average might also mean that the market hasn’t yet caught up to a buying opportunity. This stock is in the top buy list of many analysts, which suggests that the stock is indeed under-priced.
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P/S 
FDC’s P/S ratio has remained fairly constant at around 3.4, except in 2001. Additionally, its current P/S ratio is higher than that of the industry and one of its competitors. This means that stock is not undervalued since shareholders are paying more in stock price per dollar of company sales compared to its competitor FISV. 
PEG
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FDC’s PEG is comparable to that of FISV. However, it is smaller than its other competitors which implies that the stock has a fair amount of appreciation potential. 

Stock Valuation
Capital Structure

FDC’s capital structure is 10% debt and 90% equity. The company has no preferred stock. This means that the company is not as risky since they do not owe any money.

	Equity Capital Structure
	Debt Capital Structure

	Market Capitalization = $30.67B
	Short-term debt = 0

	Preferred equity = 0
	Long-term debt = $3430.7M

	Common Weight = 89.94%
	Short Debt Weight = 0%

	Preferred Weight = 0%
	Long Debt Weight = 10.06%


Cost of Capital
The Weighted Average Cost of Capital for FDC is calculated under the following assumptions (based on Bloomberg):

Rf = risk-free rate = 5 year treasury bond rate = 3.49%
Rm - Rf = historical long term equity risk premium = 5.85%

Beta = volatility of the company = 1.13
Long-term growth rate = 15.23%
Country Premium = 5.19%

Note rate = 1.62%


Bond rate = 4.25%

Debt adjustment factor = 1.24

Tax rate = 24.18%

	
	Debt
	Common Equity
	Preferred Equity
	WACC

	Weight (%)
	10.06
	89.94
	0
	

	Cost (%)
	3.99
	10.11
	0
	

	Wtd. Avg.
	0.4014
	9.09
	0
	9.49%


Intrinsic Value Calculation(
An intrinsic value/share is a hypothetical value of the company based on the sum of its future earnings. This value can be compared to a stock’s current price to determine if it is overvalued or undervalued. The Intrinsic Value for FDC is calculated under the following assumptions:
R = initial earnings = $1,373,830,000 (NOPLAT)
n = length of the first stage = 10yrs

E1 = first stage earnings growth rate = 15.4%
E2 = second stage earnings growth rate = 6%
D1 = first stage discount rate = 15%


D2 = second stage discount rate = 12%
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	Discounted Value
	$14B

	Continuing Value
	$25.1B

	Long-term Debt
	$3.43B

	Intrinsic value
	$35.67B

	# shares outstanding
	740M

	Intrinsic Stock Price
	$48.11

	Current Stock Price (09/19/03)
	$42.53


By this calculation, FDC appears undervalued. Given the above earnings and discount rate, FDC must grow earnings at a rate of 13.5% annually for 10 years to justify its current stock price of $42.53. 
Dividend Discount Model (DDM)
The intrinsic stock price for FDC using the DDM is based on the following assumptions:

EPS (FY1) = 1.9


EPS (FY2) = 2.18

EPS (FY3) = 2.52

Dividends/share (FY1) = 0.074
Growth years = 7

Transitional years = 10
Long-term growth rate = 15.106%
Closing price = $37.32
Bond rate = 4.232%

Country premium = 5.12

Applied beta = 1.13

Risk premium = 5.794%

Payout (growth years) = 3.895%
Payout (maturity) = 45%

Growth rate at maturity = 5.515%
Currency = U.S.

The model yields the following values:
	Percentage change from close
	-8.92%

	Internal rate of return
	9.76%

	Expected return
	4.81%

	Implied growth rate
	16.11%

	Theoretical price
	$33.99


Based on this model, FDC appears overvalued.
Risk Analysis
Insider Trading
From www.wsj.com:
	# shares outstanding
	740.24M

	% owned by insiders
	1.01% = 7.48M shares

	# sold in the past 3 months
	75,405 = 1% of insider shares

	# sold in the past 6 months
	84,405 = 1.13%

	# sold in the past 1 year
	339,493 = 4.5%


As seen from the above table, around 1% of insider shares were traded (sold) over the last 3 month period. Therefore, there is no cause for concern.

www.Investopedia.com: Nejat Seyhun, a renowned professor and researcher in the field of insider trading at the University of Michigan found that when executives bought shares in their own companies, the stock tended to outperform the total market by 8.9% over the next 12 months. Conversely, when they sold shares the stock under-performed the market by 5.4%. 
External Risk Factors(
There are several external factors that can potentially affect the stocks performance, some of which are:

· possibility of continued consolidation in the banking and retail industries
· susceptibility of the business to fraud at the merchant level
· effect of economic and political conditions on a regional, national or international basis
· possibility of future terrorist activities or the possibility of a future escalation of hostilities in the Middle East or elsewhere
· effect of inflation, changes in currency exchange rates and changes in interest rates 

· financial resources of, and products available to, the company’s competitors
· ability to gain customer acceptance of FDC’s new products and technologies and 

· product performance and customer expectations
Internal Risk Factors(
There are several internal factors that can potentially affect the stocks performance, some of which are:

· ability of First Data and Concord EFS, Inc. to satisfy all conditions precedent to the completion of the proposed merger 
· ability of First Data and Concord to integrate their operations successfully and the ability of the combined company to implement comprehensive plans for asset rationalization
· timing of the integration of First Data and Concord necessary to achieve enhanced earnings or effect cost savings
· successful integration by the combined company of information technology systems and the elimination of duplicative overhead and information technology costs without unexpected costs or delays
· retention of existing, and continued attraction of additional, customers and critical employees and the ability to successfully expand the product offering
· ability to grow at rates approximating recent levels for card-based payment transactions and other relevant products and services
· effect of unanticipated changes in laws, regulations, credit card association rules or other industry standards or practices affecting the company’s businesses which could require significant product redevelopment efforts, reduce the market for or value of FDC’s products or render products obsolete
· effect of changes in card association fees, products or practices 

· the effect of unanticipated developments relating to previously disclosed lawsuits or similar matters, including, but not limited to, the outcome of litigation involving VISA and MasterCard
· ability to manage successfully any impact from slowing economic conditions or consumer spending
· effect of catastrophic events that could impact customers' operating facilities, communication systems and technology or that have a material negative impact on current economic conditions or levels of consumer spending 

· effect of a material breach of security of any of the company’s systems and the effects of any utility or system interruptions or processing errors 

· ability to manage successfully the potential both for patent protection and patent liability in the context of the rapidly developing legal framework for expansive software patent protection
The Company Board

	Name
	Occupation
	Independent?

	Alison Davis
	CFO & Head of Strategy, Barclays Global Investors (2000-2002)
	(

	Henry Duques
	Chairman (1989-2003)
	X

	Charles Fote
	Chairman (since 2003)
	X

	Courtney Jones
	Managing Director, Bankers Trust
	(

	James Robinson III
	Director, eOne Global (subsidiary)
	X

	Charles Russell 
	Director, eOne Global (subsidiary)
	X

	Bernard Schwartz
	Chairman & CEO, Loral Space & Communications
	(

	Joan Spero
	President, Doris Duke Charitable Foundation
	(

	Arthur Weinbach
	Chairman & CEO, ADP
	(


The Board of Directors believes that a majority of its members are independent outside directors. A director is independent if they have had no material relationship with the Company and otherwise satisfy the independence requirements of the New York Stock Exchange. The Board believes that the following relationships are immaterial for purposes of determining independence: (i) owning or holding options to acquire First Data Common Stock, (ii) service as an officer or employee of First Data or its subsidiaries that ended more than five years ago, (iii) any prior service as an interim Chief Executive Officer of First Data, (iv) employment or affiliation with the auditor of First Data that ended more than five years ago, (v) having a family member that is an employee but not an executive officer of First Data, (vi) any relationship that is not required to be disclosed in the Corporation’s annual proxy statement, and (vii) owning part of a company in which First Data also has an ownership interest if there is no other material relationship between First Data and such company.

From the above table, it can be seen that of the nine, at least five Board of Directors are independent (more than 50%). However, the Board also considers Charles Russell to be independent, despite the fact that he is the Director of eOne Global LLC, a majority-owned subsidiary of FDC.

Recent News
· DOJ fights First Data, Concord (10/24/03): Last week, the Justice Department filed suit to block First Data's planned $7-billion purchase of Concord EFS, asserting that the deal would cause higher consumer prices by reducing competition among the networks that process financial transactions.
· First Data reports slow 3Q (10/14/03): First Data (FDC) reported third-quarter results Tuesday that were below our expectations, but the shortfall is not significant enough for us to change our positive opinion of the stock. Revenue expanded 12% through the first nine months of the year, less than our 14% expectation; we attribute most of the difference to fewer acquisitions as opposed to slower-than-expected internal growth. Operating margins were also below our expectations, but the company's extra spending should pay off in the longer term. Restructuring charges are anticipated to eliminate $50 million from the cost base, and First Data is deploying extra resources in its card-issuing services to bring more accounts--and their related revenue--onto its platform(.
· Shareholders approve First Data – Concord deal (10/28/03): At two separate shareholder meetings on Tuesday morning, the companies said their respective shareholders approved the deal, which involves First Data buying Concord, although its completion is now subject to the U.S. Justice Department's antitrust lawsuit. The deal is valued at roughly $7B.
· 90-Day card solution implementation record set by CoreCard team: CoreCard Software Inc. is a spin off of PaySys International, a wholly owned subsidiary of FDC. The unprecedented 90-day Contract-to-Conversion-to-'Go Live' timeframe is validation for the $35 million spent on product development since the mid- 1990s to build financial applications that are flexible, adaptable and ensure speed to market. CoreISSUE enables Fingerhut to operate its credit operations as a real-time enterprise with real-time feeds to existing systems such as the company's order processing, fulfillment and online credit account application systems.

· First Data spearheads key update to financial standard that paves the way for highly secure electronic payments: Including support for digital signatures in ISO 8583 has the potential, when implemented correctly, to eliminate most forms of credit card-related fraud. The significance of this development may save merchants and issuers millions of dollars lost to fraud annually and is a huge step towards thwarting the growing trend of identity theft. First Data provides digital signature security solutions via its aSuretee product line, a breakthrough approach to applying digital signatures in a way that integrates with an organization's existing business processes, customer account information and infrastructure.
Industry Outlook: Computer Software & Services(
Gross Domestic Product (GDP) grew at a 1.4% rate in this year’s opening quarter, and advanced at a better-than-expected, but hardly robust, 2.4% pace in the June interim. Most indicators point to a still-better showing in the second half of the year. GDP is expected to grow at a 3 – 4% pace during the September and December quarters. 
Good: Housing market good, Consumer spending is healthy, interest rates low and recent tax cut should spur further outlays. Productivity (in particular, industrial production) picking up. Business spending on equipment & software rose by 7.5% in the April – June stretch, with 8-9% increase over the current and next quarter. Shipment of personal computers up in the June quarter, demand for outsourcing services remains strong. 
The demand for automation in ordering goods, paying & billing for products and services is expected to increase, with new areas such as maintaining and sharing healthcare data showing a positive trend. Sale of personal computers also expected to pick with the availability of broadband technology where providers starting to offer richer media content. 
Investors can find stocks in this segment that will be of interest, whether they are looking for out-performance during the next six to 12 months or for above-average appreciation potential for the 3- to 5-year haul.

Bad: Systems integration demand is still weak. 
Appendix
Data Sources:

· www.valueline.com (ValueLine Investment Survey)

· Bloomberg Professional Service (UConn Finance Department)

· Thompson Research Database (UConn Library)

· www.moneycentral.com

· www.smartmoney.com

· www.quicken.com

· www.investopedia.com

· www.investorwords.com

· www.yahoofinance.com

· www.wsj.com

· www.morningstar.com

Intrinsic Value Calculation(
An intrinsic value/share is a hypothetical value of the company based on the sum of its future earnings. This value can be compared to a stock’s current price to determine if it is overvalued or undervalued. The future earnings of the company are calculated using a two-stage approach:

· A 10-year period with one earnings growth rate and one discount rate (for which you supply the values)

· A continuing period assumed to go on forever, with earnings estimated as one lump sum and a static discount rate of 12%
The discount rate is the rate at which the gain from investment equals the opportunity cost, and is a combination of the bond rate plus a risk premium. This automatically ensures that the investment grows at or above the inflation rate. The intrinsic value calculation uses a basic discount rate of 15% (6% bond rate and 9% risk premium) for the first 10 years and after that, a lower discount rate of 12% is used. Note that the discount rate here is not adjusted for risk according to the age of the company since FDC has more than 9 years of financial reports available. This adjustment is based on the assumption that younger companies (less than 8 years) are more risky than the older ones. 

The earnings growth rate (15.4%) for the first period is the analyst average rate quoted in various sources such as Moneycentral, Smartmoney and Quicken. For the period beyond the first ten years, a constant growth rate of 6% is used.
The exact formulae for Discounted Value (DV) and Continuing Value (CV) are as follows:
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where, R = initial earnings (NOPLAT) = $1,373,830,000 (from NOPLAT calculation)


E1 = first stage earnings growth rate = 15.4%


E2 = second stage earnings growth rate = 6%


D1 = first stage discount rate = 15%


D2 = second stage discount rate = 12%


n = length, in years, of the first stage (10yrs)

Intrinsic Value = Discounted value + Continuing value – Long-term Debt



= $14B + $25.1B - $3.43B = $35.67B

Intrinsic Stock Price = Intrinsic value / # shares outstanding




= $35.67B / 740M = $48.11

Current stock price = $36.43

By this calculation, FDC appears undervalued. Given the above earnings and discount rate, FDC must grow earnings at a rate of 11.9% annually for 10 years to justify its current stock price of $36.43. 
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