4th Quarterly report, 2019, for Cognizant (CTSH)


Date: Mar 7, 2020
Percentage change in Sales from year ago quarter 

3.8%
Percentage change in Earnings per Share from year ago qtr 
-35.7%
Is company meeting our target sales & earnings estimates
No
Pre-tax Profit on sales trend  





Down
Return on equity trends






Even
Debt  









Up
Current PE is 







18.2   

Where does it fall in my estimated High/low range of PE's  
Below
Signature (Average) PE  






21.9
Club cost basis for this stock is 





$60.75 (2011) 
Current price is







$58.24 (3/6/20) 

Current fair value:  


Morningstar / CFRA
$72.00 / $66.03
Projected Average Return is 





14.0%
Recommendation: Hold.  (SSG is in the BUY range at 5 to 1, but MicNova’s CTSH holdings already make up 3.7% of our portfolio.)
Recent Analysis of CTSH:

Company CFO Karen McLoughlin 

· Full year 2020 year-over-year revenue growth in the range of 2.0-4.0%.  Our 2020 outlook reflects our commitment to further improve our cost structure to fund investments in growth. We are executing a balanced capital deployment strategy that is focused on reaccelerating top-line growth through strategic acquisitions and other investments while returning capital to shareholders.
Morningstar

· The company’s double-digit growth days are over for the near future (8% in 2018 and 4% in 2019). 
· Still, reacceleration in growth is not farfetched. We think Cognizant can deliver this via thoughtful investment in enhancing technical capabilities, more robust strategy in consulting operations, and a more diversified client base. 
· Cognizant has the potential to strengthen its already moaty business, which benefits from significant switching costs and intangible assets based in its technical expertise.
· Cognizant’s existing technical capabilities are strong in more nuanced enterprise IT solutions, such as artificial intelligence services, which will help it become better known for digital transformation. 
· Cognizant would benefit from diversifying its client base away from healthcare and financial services. 
· With changes in motion, we expect Cognizant to pick up the pace on its growth and return to outpacing IT services industry growth by 2022.
· We expect a five-year compound annual revenue growth rate of 6%.
ValueLine

· Growth at the company’s Financial Services and Healthcare segments, which accounted for some 63% of total revenues in the first three quarters, remained sluggish in the fourth. We note the problems in the Financial Services and Healthcare segments relate to spending plans (in banking) and industry dynamics (recent mergers in healthcare), so a quick reversal of this trend seems unlikely, at this juncture. 
· Cognizant embarked on its program to better position its products and services and revitalize its efforts aimed at guiding its clients through the digital transformation required to effectively compete in today’s world in the December period. Although the reorganization and restructuring plan, dubbed 2020 Fit for Growth, should provide long-term benefits, the company’s operating margin will likely be pressured, before staging a recovery in 2021.  

· We have made adjustments to our estimates for 2020. At this writing, Cognizant has not given any specific guidance regarding its financial performance for this year. That said, it has offered some broad commentary with its outline of the 2020 Fit for Growth plan. Although these efforts should work to widen its operating profitability over time, the company will be investing in its business this year, with the net effect being its operating margin may narrow some. The lower margin, combined with the exit from a noncore business and a generally more conservative view for revenue growth, has led us to reduce our top and bottom lines $350 million and $0.20 a share.  

· We look for 2020 to be a year of transition, with growth prospects improving in 2021. In the meantime, share earnings will be supported by recent repurchase activity, and the dividend payment adds a degree of comfort. We note our estimates and projections suggest that Cognizant has a fair degree of success in getting back on track.

CFRA

· The IT spending backdrop has tapered off towards the end of 2019, as industry overhangs, such as Brexit, curbed the appetite for large-scale projects. As a result, isolated weakness in Financial Services and Health Care prompted the company to take down their financial outlook. We now expect CTSH to generate revenue growth of 3.8% in 2019. That said, we suspect the muted revenue performance will trough soon after, with growth of 3.5% in 2020, but inflect higher to 5.5% in 2021, as the company restores a high-single-digit profile more indicative of past growth rate.

· Going forward, CTSH will include stock-based compensation expense and acquisition-related charges in its operating margin measure. As such, we see an operating margin of 16.5%-17.0% in 2019 and 2020, which outpaces the IT Consulting space (14%-15%). 

· CTSH continues to pull levers, like winding down the Communications, Media & Tech segment to align its cost structure with the newly revised top-line expectations. CTSH’s balance sheet remains solid with $3.1B in cash and no net debt. We expect the company to generate FCF of $2B+ in 2020, providing ample capacity for capital returns to shareholders, through dividends and buybacks.
· We downgraded shares to Buy from Strong Buy following the recent rally in shares. We still believe 2020 will be a turning point for CTSH, as the company's plan drives $450M in cost savings -- rightsizing its operational structure and freeing up the capital necessary for sales, branding, and talent investments for higher client engagement. CTSH's recently identified actions should rebuild investor confidence and jump-start revenue growth in key geographies, like North America, in our view. Lastly, we would not be surprised by upward revisions to the 2020 EPS outlook as we move through the year on cost target progress and upped share repurchases.

· Risks to our opinion include lower IT spending, likely induced by specific events (Brexit) or macro deterioration. A failure to acquire (and retain) digital talent or properly remix workflows to address new demand could also adversely affect the stock.

· Our 12-month target of $77, on 18.6x our 2020 EPS estimate, lags peers at 21.5x and CTSH's 5-year historical average of 19.3x. We think CTSH's valuation reverts to historical averages, as the company's new strategy addresses pain points and aids in a recovery to fundamentals.
· Our risk assessment reflects CTSH's strong brand recognition, a clean balance sheet, and strong free cash flow generation, which is offset by isolated industry vertical weakness (Financial Services) and emerging competition from more nimble IT services peers.
