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Business Summary:

2002 represented MBNA’s 21st year in business, and 12th year as a public company.  Today, it’s the largest credit card company in the world and the undisputed leader in affinity cards with over 5,100 endorsement companies in the U.S., the U.K., Spain and Canada.

MBNA Corporation is a holding company with three primary banks in the U.S., the U.K. and Canada.  Like all other banks, they take in deposits and make loans.  As of 1Q 2003, they had $107.3 billion in managed loans and $30 billion in deposits—primarily in money market and CD accounts.  MBNA has no branches, nor do they offer checking accounts or large commercial loans.  While they also offer mortgage and aircraft loans to a lesser degree, they prefer to hone in on the credit card business for the following reasons:

· There is universal demand for their product. There are tens of millions of people in
 the countries where they operate who could and do qualify for a credit card.
· It’s a business with a very long history and an enduring life cycle.

· The use of credit and debit cards is becoming more commonplace.

· Done right, credit card lending produces relatively low-risk assets. MBNA’s $107.3 billion
in loans are spread among 28.5 million active borrowers with an average account balance of

$3,760. They have no industry, geographic, or individual account concentrations.

The company obtains funds to make these loans to its customers primarily through raising deposits, the issuance of short-term and long-term debt, and the process of asset securitization. It pioneered the latter in 1986.
The Corporation generates income through finance charges assessed on outstanding loan receivables, securitization income, interchange income, credit card and other consumer loan fees, insurance income, and interest earned on investment securities and money market instruments and other interest-earning

assets.
MBNA’s earnings have increased at an average annual rate of 25% in each of the past 48 quarters, except for 3rd and 4th quarters of 2002.  If you remove the impact of the one-time industry-wide FFIEC accounting change, net income for the year would have been an increase of 14.8%. Not bad, considering the economic environment that existed during 2002.
Business Outlook:
MBNA’s primary growth driver is the marketing of affinity cards.  The typical affinity customer doesn’t require low-profit incentives.  They keep their affinity card longer and use it more often than the average credit card customer. 

While the growth in the U.S. business remains steady, the international credit card business is doing very well—with a 47% increase over 2001.  And, the international consumer loan business grew from 6% to 15.8% of managed loans in the last 5 years.  
In the annual report, MBNA tells us that growth will come from these existing businesses, the development of new products and services, the ability to obtain funding for significant capital investments, and selectively pursuing loan portfolio acquisitions. 

Negative Aspects: The depressed economy brings with it a change in the way consumers spend money.  A rising unemployment rate may cause a higher delinquency rate.  Leisure spending also decreases, which lowers earnings. But the economy is a temporary problem.  And due to their stringent credit requirements, MBNA will be in a better position than most when the economy finally turns the corner.
And while the new regulations took a big bite out of 4th quarter earnings, they have also helped to shore up many companies’ debt and reserve inadequacies.  In the long run, this will be good for investors.

Financial Assessment:

Customer Base:  MBNA’s niche in affinity cards has caused it to fair better than its competitors.  The average credit card customer has a household income of $71,000, 11 years on the job and 18 years of continuous good credit.  Nearly half of all applicants are turned away.  In their annual report, they state that their card is carried by 75% of all physicians, 54% of all attorneys, 70% of all dentists, 63% of all nurses, 52% of all engineers, and 40% of all teachers in the United States.  

Loan Growth:  In the Annual Rates box on the latest Value Line, we can see that managed loans grew at a compounded rate of 15% over the past 10 years, 12.5% over the past 5 years, and are expected to grow at 13% over the next 5 years.  
Pre-Tax and Net Profit Margins:  The SSG reveals that MBNA’s Pre-Tax Profit Margin is 26%.  It’s been steady for that past 5 years.  This can be compared to Capital One’s PTP of 15.3%.  And from MSN, MBNA’s Net Profit Margin was 17.2% vs. COF with 10.7%.
Return on Managed Assets:  The closest I could come on this was Return on Total Assets in the company’s Annual Report.  The figure was 3.67%.  This compares to COF’s Return on Average Assets of 2.63%. (Return on Average Assets will usually yield a higher number than the year-end number.)
Delinquency Rate:  MBNA’s delinquency rate for the last 5 quarters has been pretty steady.  In descending order from 1Q 2003 -- 4.74% 4.88% 4.80% 4.80% 4.97%.  COF’s most recent year’s reported rate was 6.50%.
Loan Loss Provision:  The provision set aside for loan losses as a percentage of managed loans for the past 3 years were, in descending order, 3.87%, 3.38% and 2.64%.  COF’s most recent year was 6.08%
Judgments on the SSG:  
On my original SSG (when we owned the stock), I estimated future sales and earnings at 16%.  This was a far cry from the 20%+ growth the company had experienced for over 12 years.  However, the economy might take some time to recover, and even though the most recent year-over-year earnings are 17.9% on an 8.8% increase in sales, I’m going to use 8% for sales and 13% for earnings going forward.  The EPS estimate comes from Value Line (11-15%), Quicken and Vector Vest.  My future P/Es are based on the Toolkit’s 10-year average, and I chose the most conservative route of last years earnings and the severe recent market low for the low price of $13.00.
Results & Recommendation:

Based on a price of $18.99 on 6/4/03, the upside ratio is 5.7:1, the Relative Value is 73.7% and the compounded return is between 27% and 20.7% for total return and P.A.R.  I still believe this is a good quality company with a good niche, and I recommend it as a buy under $23.40.
