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By Lynn Ostrem, November 2, 2001
Business Description:
(This information came from the company’s website at www.factset.com.) “FactSet Research Systems Inc. is a major supplier of online integrated financial and economic information to the investment management and banking industries. The Company was formed in 1978 and now conducts operations from thirteen locations worldwide.

For analysts, portfolio managers, investment bankers and other financial professionals, FactSet is a comprehensive, one-stop source of financial information and analytics. FactSet combines more than 100 databases from 40 different vendors into a single online information system.

The Company's aggregated data library offers a broad array of financial, market, and economic information, including fundamental data on tens of thousands of companies and securities worldwide. Using FactSet software, clients gain simultaneous access to disparate data sources. They can also search for specific data and download it directly into their spreadsheets or other applications.

FactSet is headquartered in Greenwich, Connecticut and employs over 600 people worldwide with operations in North America, Europe, and the Pacific Rim. Since 1996, the Company has been publicly traded on the New York Stock Exchange under the symbol FDS.
Over the last decade, the online information industry has enjoyed supercharged growth. During this time, FactSet has established itself as the market leader and continues to find new ways to deliver financial information, including new Web-based solutions.

They currently have approximately 25,500 end users at 834 client sites, including most of the world's premier financial institutions. Their clients — money managers, research analysts, portfolio managers, and investment bankers — access FactSet's information 24 hours a day, 7 days a week from their desktop PCs.  (It turns out that client retention has been  95% for 12 years running, so they have to be doing something right!)
When they need information they use FactSet's custom software to search our many databases, download data into a spreadsheet, create customized charts or reports, or dig up the latest financial news. They can research companies and industries, track portfolio holdings, look for market trends, screen for companies with similar characteristics, and gather data for reports and presentations.”

Based on NAIC criteria, FactSet is considered a small-cap company with $176 million in 2001 sales.  The company has NO debt (our favorite kind!) and it generated enough cash last year to pay for $11.3 million dollars in capital expenditures, with enough left over to purchase Insyte, a small competitor, for $9.8 million.  In addition, they have $22.7 million in short-term investments (those that they could cash in today) for a total cash balance of $62.3 million.

Factset is #21 on Forbes Magazine’s 2001 List of The 200 Best Small Companies in America (for the fourth year in a row).  They are also on Business Week’s list of 100 Hot Growth Companies for 2001.  Value Line used FactSet as their Feature Stock in the September 21, 2001 issue of “Selection for Growth.”  
Competition:
Factset has been a topic of conversation lately on the NAIC message board.  They even had a mini-study on their Compuserve website, where you can still read the transcripts.  From NAIC’s standpoint, FactSet has no “direct” competitors.  The closest competitor is Forrester Research.  But Factset gives the customer access to all the data they need to do whatever analysis they want, and the tools to do it, without having to locate the original source.  Forrester will answer a specific question.  So essentially, the customer pays every time they think of something else they want to know.
Per the mini-study, I discovered that FactSet is paid a fee for the service, plus commissions for each desktop they are connected to.  Right now, they have approximately 834 customers paying an average of $230,000 per year.  Forrester, on the other hand, has 3,500 customers paying an average of $50,000 per year.  Some in the NAIC study group worried that with such a high price tag, FactSet could lose a substantial amount of business in a down market.  But others believed that the “type” of customer requiring this information, on an absolute basis, would probably layoff people (desktops again) rather than give up the company’s services altogether.  And even so, during a down market, these bankers and brokers need the information just as badly, as they tend to scrutinize data, and subsequently, their decisions more carefully.  Further, Forrester’s margins are considerably less than those of FactSet, which indicates that FactSet has a more profitable business model.
Below is a comparison of FactSet to its competitors (from Multex):
Company
Industry
Sector

S&P500

5-year sales growth


31.85%
 33.63%
 27.47%
 15.17%
Most recent rolling 4 quarter
27.93%
 14.65%
  -9.47%
     .79%
5-year EPS growth


36.88%
 58.30%
 30.26%
 17.49%
Most recent rolling 4 quarter
18.96%
-17.61%
-45.47%
-12.76%
5-year capital spending growth
NM

 32.35%
 22.13%
 13.55%
Current gross margin

65.15%
 43.59%
 51.08%
 47.68%
Return on assets (TTM)

21.61%
   -.14%
   3.01%
   6.50%
Return on Equity (TTM)

27.72%
   3.40%
   7.42%
 13.21%
Revenue per employee (TTM)
$409.0M
$291.0M
$365.3M
$568.3M
Miscellaneous Highlights:
Sales at FactSet appear to have some seasonality: during each of the previous 5 calendar years, sales have been highest during the fourth quarter, which has accounted for between 27.3% and 28.3% of the annual calendar year sales. 

For the 52 weeks ending 10/31/01, the stock of this company was down 22.2% to $24.75. During the past 13 weeks, the stock has fallen 12.7%.  
From Multex, I learned that the CEO and Chairman of the Board, Mr. Phillip Hadley, is only 38 years old, and his total income last year was negligible compared to annual sales.  This is a positive thing!  I also discovered that the two founders (one retired, one on the board) own approximately 35% of the shares.  Other officers and directors own 3%.  This means that the original founders’  worth is heavily attached to the stock, and that they have as much at stake as we do.

Excellent Business Model:
While Factset operates in a highly competitive marketplace, the industry is also highly fragmented.  Every company in this segment has a different way of making money.  And while the barriers to entry don’t seem that difficult, it’s obvious from the margins that FactSet has found a very profitable niche.  We can understand how they make their money—which is by providing information on subscription.

The data they provide is very important to the financial industry, and it is used on a daily basis—24 hours a day, in fact.  And other than developing proprietary software to handle the analytics, the information they provide can be used over and over by all their clients.  This creates a very low-cost, low-overhead business.  The computer systems they use to store and disseminate information are considerably less costly than the equipment requirements of other industries.

Expanding Possibilities:
We can see from the Multex breakdown above that Factset can hold its own in this segment.  In fact, they are doing extremely well against their competitors—even though there are quite a few.  But since Factset is the only company who can provide real-time information mixed with historical data, companies are canceling other services because they can get everything from one source—FactSet.  
Value Line and the company’s website state that financial information services is a $16-$17 billion a year business.  FactSet tells us they have 834 customers out of a possible 5,000 institutional client base worldwide.  And at $176 million in sales, that means FactSet barely has a 1% penetration, by value.  Last year, business outside the U.S. only accounted for 19% of sales.  Value Line believes this could reach 30% by 2005.  Management believes this could easily expand to 50% within the next few years.  Furthermore, 95% of foreign revenues are billed in U.S. dollars which all but eliminates exposure to currency risks.  Additionally, they are starting to grow through acquisitions.  And with client retention above 95% for 12 straight years…the company should have no problem expanding its possibilities.

Estimated Growth Rates:
In order to complete the Stock Selection Guide, we needed to investigate the growth rates.  The company is looking at a 50% increase in market penetration over the next few years.  But what do the analysts think?  I went to several website to pull the analysts’ recommendations.  Here’s what I found:

Value Line: Sales growth estimates of 23.5% and earnings growth estimates of 25%


411stocks.com: earnings estimates 25.4%
quicken.com: earnings estimates 23.6%
msn.com: earnings estimates 22.63% (for 3 years)
multexinvestor.com: earnings estimates 23.33% (Long-term)
I also went to a website called ValuPro.com.  It figures the Intrinsic Value of a stock.  Based on several factors, ValuPro will compare the value of a company to its own growth rates and to other forms of investing, and give a figure it considers to be the true value of the company.  This figure should never be used by itself, but it’s a nice comparison tool.  ValuePro considers the intrinsic value of FactSet to be $50.44 per share.  The current price is $25.72 (11/2/01).

Stock Selection Guide:
Since the company’s fast growth rate has been slowing to more normal and sustainable rates in the last few years, and since they are working in a difficult financial climate, I’m choosing to lower the above estimates to a comfortable 20% growth for sales.  And since earnings is a product of sales, it can never grow faster than sales for any length of time (without financial reporting shenanigans).  So on the SSG, I will be using 20% sales and 20% earnings growth going forward.  So let’s look at the highlighted parts of the SSG:

Front Page:

% Insiders—we see that insiders own 38.4% of the stock.  This is a sign of commitment.  But even then, 38% is getting rather high.  We prefer to see this in the range of 10% to 25%.  When management owns too much stock, then they might only do things in “their” best interest, not ours.

% Institutional—institutions (like mutual funds and 401k plans) own 57.5% of the stock.  This is actually lower most companies.  High institutional ownership means the price will be more volatile, since they tend to buy and sell in a herd.  But that can also mean buying opportunities for us!  Typically, it’s a good sign if we can find stocks that have less than 50%.  It means we’ve discovered a stock before the “herd.”

Debt is zero!  How lovely!

Quarterly Box—this box can be found on the top left of the page.  We see that sales and earnings over the last rolling 4 quarters is 28% and 19%, respectively.  We are looking for double digits, so this passes our test.

The Graph—we see from the graph that FactSet has nice smooth lines that are increasing at a very strong rate.  This is a good sign.  At the bottom, you can see that 10-year sales and earnings growth rates have been 28.2% and 34.9%, respectively.  Also note that I am estimating future sales and earnings for the next 5 years at 20% each.

Back Page:

Section 2—in this section there are two columns.  The first column (2A) tells us how much pre-tax profit a company is earning off the money it brings in through sales.  We would prefer anything over 15%.  (But this will depend on the industry!) FactSet has a 5-year average of 29.4% and rising!  

The second column (2B) tells us how much profit a company is earning off the money we entrust to them through buying their shares.  This one isn’t as important as 2A, but we would also like to see 15% or better here.  FactSet’s ROE is 22.5% and rising.

Section 3—we would like to see the present price lower than the 52-week high.  And it is.
We would like to see the current P/E ratio lower than its 5-year average.  And it is—barely.

Section 4—unless I have a very good reason, I prefer not to estimate the high P/E at a rate higher than 25.  High P/Es, while they can go on for years, are never sustainable at a higher rate.  For my low P/E, I have chosen the 5-year average low of 20.6 (as shown in 3E).  Typically, I will use the lowest P/E during that period.  It’s a judgment call.
This gives me a possible high price within 5 years of $59.80 and a low price of $19.80.  As you can see, at the price on that date, FactSet is in the buy range with a 5.8 to 1 upside ratio.  That means, the stock has a 5.8 times greater chance of making money than losing money. We are looking for 3 to 1 or better.
Section 5—you can also see that we have a compounded annual rate of return, for the next 5 years, of 19.7%.  We are only looking for 14.9% or better.  And again, this will only happen if our projections and assumptions are correct.  If we are too conservative, the stock could earn A LOT more!

My recommendation is a BUY.
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