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DST Systems Inc. is an American software development firm that specializes in information processing
and management. It is the Leading provider of technology, strategic advisory and business processing
solutions.

Summary

We issued a “BUY” recommendation to DST with a target price of USD 142 on Oct 18th, 2014.

Significant market position. DST holds significant market

pOSItIOhS in the markets in which it serves. Consensus Recommendation Detailed Analyst

Recommendation
- = —

A powerful business model. DST has a strong portfolio o
of businesses and strong client relationships which are v o

Underperform
Sell

providing stable diversified revenue streams.

Favorable industry trends. DST sees a lot of opportunities to grow in its all business areas, benefiting
from the favorable industry trends.

Major Risks: 1) Customer concentration, 2) Dependence on the US, and 3) Competitive pressures.

Company Profile

DST Systems, Inc. (NYSE:DST) provides information processing solutions and services to support the
global asset management, insurance, retirement, brokerage, and healthcare industries. DST also
provides integrated print and electronic statement and billing solutions through DST Output. Its data
centers provide technology infrastructure support for

financial services and healthcare companies throughout Deep penetration in key verticals
Financial Services

the world.
Mutual funds

. Brokerage
The co.mpany.operates in three reportable segrr.1enfcs. Retirement
Financial Services segment, Customer Communications Healthcare Services
segment and Healthcare Services Segment. Investments Medical claims processing
in its real estate subsidiaries and affiliates, equity Pharmacy claims processing
securities, private equity investments and certain Care management

financial interests are aggregated into the Investments Global leader in Customer Communications

and Other segment. The company, together with its subsidiaries and joint venture affiliates, operates in
North America, Europe, Africa and Middle East, and Asia-Pacific. DST is headquartered in Kansas, the US.

Business Summary

The company’s operations are divided into three major business lines.



Financial Services segment: DST provides investor and
asset distribution services to companies within the Financial
Services industry.

RIVESTMENTS
& OTHER

1 U

In the U.S., DST provides services to mutual funds,
brokerage firms, retirement plans and alternative
investment funds (such as real estate investment trusts
“REITs”). In Australia and the U.K., DST licenses software
solutions to funds and fund managers.

Healthcare Services segment: uses DST’s proprietary
software applications to provide healthcare organizations a
variety of medical and pharmacy benefit solutions to satisfy their information processing, quality of care,
cost management and payment integrity needs. DST healthcare solutions include claims adjudication,
benefit management, care management, business intelligence and other ancillary services.

Customer Communications segment: DST offers a full range of integrated print, mail, and electronic
solutions to companies in the U.S., Canada and the U.K.

Favorable Industry Trends

DST has an attractive Business model, benefiting from the favorable industry trends. It sees a lot of
opportunities to grow in its all business areas:

Demographic trends catalyze the demand for healthcare services

The aging population in the US may result in increased healthcare needs and claims processing volumes.
Moreover, the older population is much more likely to have health insurance coverage than younger
counterparts.

The older population is growing in the US. The demographic trends represent that the population above

65 increasing at a rapid rate between the 10 year period from 2010 and 2020. In 2010, 25.2 million are

in the age group of 60-65 and is expected to reach 40 million by the end of 2020. Further the trends
shows that the population of 85 and above in the US

Trends Opportunities to reach 16.9 million from 11.8 million.
Retirement Wave - 10,000 retirees every day through 2030 Moreover, the older population is much more likely to
« Retirees and near-retirees control vast .

majority of investable assets have health insurance coverage than younger
Satiisient Ssviiias] - Cenerations X and Y need to Increase counterparts. According to industry estimates, the
Adequacy Gap retirement savings K . .

uninsured rate was approximately 2.2% in the

Changing U.S. « Fundamental change in how corporate : H
S0l |  cefined beneft (DB) plans are managed population from 65 and above. Comparatively, the
' T TG S T ET ST uninsured rate is approximately 16.3% and 26.6% in

LR individuals between the age groups 35-64 and 26-34
Longevity * A 65 year-old has a 26% chance of living to .
[ 90, and an 11% chance of living to 100 years, respectively, as of January 2014.
Source: Prudential Financial Investor Presentation, Jun

18, 2013

To better capitalize on the favorable trend in the
healthcare industry, its Healthcare Services segment was separated from other business 2 years ago.
Now, it is seeing a double-digit growth in operating revenues as demand expands for healthcare



solutions and services. Its operating revenues increased 12.4% year over year. The improvement was
mainly due to higher pharmacy claims and increase in Medicare and Medicaid members, expansion of
existing clients and new pharmacy discount card services.

Growth in the defined contribution market

The defined contribution market provides significant growth opportunity for DST's services and
products. The defined contribution market continues to experience significant expansion as more
employers shift away from defined benefit programs and the federal government has policies that
encourage the same. According to industry estimates, the defined contribution market is expected to
double by 2015, to reach roughly $7.5 trillion to $8.5 trillion in assets under management. Moreover,
defined contribution is forecasted to become three times larger than the market for private defined
benefit pensions. Furthermore, the retirement industry aims to expand coverage to include more
Americans who currently are not a part of any retirement savings program. The potential participation is
likely to increase further as retirement plan sponsors adopt auto enrollment and guaranteed income
features for new employees. Growing end market will positively contribute the company’s growth in
coming years.

Mutual fund industry provides growth prospects

Investor attraction to a wide array of mutual fund investment products with increasingly specialized
features has increased the number of mutual fund shareowner accounts, the volume of transactions and
the complexity of recordkeeping. In addition, new technologies have changed the service requirements
and distribution channels of the mutual fund market.

DST made significant investments in computer capacities and systems functionality to handle the
increasing marketplace demands in order to maintain its market position. Furthermore, the company
aims at tapping into the international markets. As the mutual fund investing continues to take root
abroad, the company will benefit due to its presence in other regions like the UK, Australia and Asia.
These trends will enable DST to drive top line growth from the core mutual fund clients.

Leadership Positon and Strengths

Leadership Position in Industries Served |n|s|r[

Financial Services Healthcare Services

B =

RETIREMENT HEALTHCARE
accounts | TRAC 7.2 M participants Healthcare Covered Lives 242M
Pharmacy Claims Paid in 2014 4866 M

AIPSAUM 51538

The company holds a significant market position in the markets in which it serves.

e The largest third-party provider of mutual fund shareholder recordkeeping services in both the

US and the UK.

e The leading provider of defined contribution recordkeeping services
DST’s TRAC retirement solution is the second largest defined recordkeeping platform on the market.
Similarly, its Vision and Vision HomeOffice solutions are the most widely used web-based account
aggregation sources for advisors and broker-dealers. Moreover, DST offers the second largest sub-
accounting platform. In addition, DST is the one of the largest first-class mailers in the US and has the
world's largest inkjet systems printer.



The company's strong market position indicates the appeal that its products and services enjoy within
the segments it operates in. The company's broad product portfolio enables it to cater to varied
requirements of its customers. This market presence will create favorable competitive environment
fueling DST's ability to invest and defend market position.

Powerful Business Model (support the leadership position)

Strong portfolio of businesses and Diversified Revenue Streams

/ \ DST has a strong portfolio of businesses, offering various range of

: —— services. The company includes the operations of Argus, Boston
‘D|S‘T‘ Financial Data Services, DST Health Solutions (DSTHS), DST Output,
DST Realty, DST Retirement Solutions, DST TASS, International
Financial Data Services, MC Realty Group.
Proprietary Insights.

All these businesses enable the company to offer various services
including investment medical processing solutions, management and business process management
software solutions, integrated print and electronic statement and billing output solutions, facilities
management services, retirement plan servicing options, and real estate development and property
management services. So, DST is well diversified in terms of its revenue generation through various
industries that it serves.

In addition, a strong portfolio of businesses enhances the company’s image and supports its topline
growth. So, DST has earned a reputation as an industry leader in providing integrated solutions and
delivering quality service to its clients.

Flexible Service Options

In today's environment, investment management companies are making dynamic strategy shifts that
require implementation timelines. Offering a flexible service model is critical to supporting the strategies
of DST’s clients. Because DST's broad client base represents a range of product and distribution
strategies, DST has experience in supporting a large variety of technology and service requirements.
DST’s systems and staff are ready to handle a wide range of recordkeeping or servicing scenarios
without disruption or lengthy development.

Commitment to investment

Service flexibility, automation and integrated technology are all possible when the service provider
retains its core focus on technology and operations. DST has a track record of driving technology and
process standards, and continues to invest in new development, even during challenging times.

Strong client relationships provide stable revenue streams
DST's revenue stream is stable and has visibility owing to the strong client relationships that the

company enjoys. The company being a market leader in several segments caters to large companies.
The company’s customer base includes world’s largest healthcare and financial services companies.



For instance, the company provides insurance-related services to 23 of the
top 25 US life insurance carriers. Large companies enjoy strong end markets

Significant Recurring Sources of Revenue

Long-Term Contracts and thereby DST has access to a customer base with stable market
positions. Large companies are also risk averse and do not switch vendors.
Deeply Embedded in Client Work Flow Additionally they look for consolidation of vendors exposing DST to

significant cross selling opportunities. DST effectively cross sold its offering
to the clients. Most of DST's customers have been with the company for
more than five years. Longevity of client relationships provides DST with a
strong recurring revenue base and good revenue visibility.

Significant Switching Costs

E.|+|+|

DST enjoys high loyalty from these clients.

verege ength of customer reltionshins: Most of DST's revenues is derived from long term clients and is recurring in
3[| Years nature.
rgdin The average length of the customer relationships includes 30 years for top five
M vears financial service companies, 21 years for top five healthcare companies, and 13
L. years for top five customer communication companies. Such revenue streams

13Ym provide stability and visibility to the growth prospects. Furthermore, the
weiiese  COMpany's service offerings are core to a mutual fund company. Due to this,
switching to another service provider will lead to potential disruption of
services and also will lead to higher costs.

Recent Price Trend
da o [l s e e [l e e e wnsws o [N the past 5 months, we have seen two big jumps in its

a= stock price, following consecutive better-than-expected
quarterly results.

DSTINET  AGSeC2088%

%

The favorable industry trends, its powerful business model
and its leadership position have been supporting its

U N - financial performance, and eventually supports its stock
' = price.
- e «:"™ These are also our investment thesis on DST.

Historical Financial Performance
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Latest Financial Performance

Last year, higher client additions and favorable market conditions as well as growth at ALPS, Retirement
Solutions and DST Brokerage Solutions drove its revenues.

Key Financial Highlights (on a non---GAAP basis)

* Consolidated operating revenues (excluding out of pocket Reimbursements) increased $87.4 million or
4.5% compared to 2013

* Consolidated income from operations increased $12.3 million or 3.9% vs. 2013

* Diluted EPS increased $0.98 or 21.4% from 2013

* Weighted average diluted shares outstanding for 2014 decreased by 3.6 million shares or 8.2% from
2013 to 40.5 million

el Consolidated total revenues (including out-of-pocket (“OOP”)
_ Non-GAAF Financial Results 2014 _ 2013 reimbursements) increased $90.7 million or 3.4% during the
Operating Revenuas 52,0420 5138546
V-0-¥ Growth 45% year ended December 31, 2014 as compared to December 31,
Operating Income 53282  s3159 0,
il iy 2013 (3.2% 2013 vs. 2012).
Diluted EPS 55.55 54.57
¥-0-¥ Growth 21.4% . .
The operating revenue growth in 2014 compared to 2013 was
Segment Details _ primarily attributable to increased operating revenues in the
Financial Services Operating Revenues 5105432 50083 . . . . .
¥-0-¥ Growth 5.6% Financial Services and Healthcare Services segments, partially
Operating Margin 19.8% 20.8% . . . . .
eaithcare Servioes Operating Revenies ee . Offset by aslight decline in operating revenues in the
F-o-¥ Growth 147% Customer Communications segment.
Operating Margin 14.9% 15.7%
‘Customer Communications Operating Revenues 5650.5 56605
¥-p-¥ Decling 1.5%)

Financial Services segment total revenues for the year ended
December 31, 2014 were $1,105.7 million, an increase of
$57.0 million or 5.4% as compared to 2013. Financial Services segment operating revenues of $1,054.2
million reflect an increase of $55.9 million or 5.6% in 2014 as compared to 2013.

Operating Margin 8.5% 6%

Healthcare Services segment total revenues of $389.0 million during the year ended December 31, 2014
reflect an increase of $49.5 million or 14.6% as compared to 2013. Healthcare Services segment
operating revenues of $382.2 million reflect an increase of $48.9 million or 14.7% in 2014 compared to
2013.

Customer Communications segment total revenues were $1,309.6 million and $1,315.2 million for the
years ended December 31, 2014 and 2013, respectively. Operating revenues decreased $10.0 million or
1.5% to $650.5 million for the year ended December 31, 2014 as compared to 2013.

Intrinsic Value Analysis (Please see Appendix A)

1. Basic assumptions:

We assume the 10 yr. US Treasury rate of 2.42% to be the risk free rate with the risk premium of 7.26% ,
DST’s beta is 0.95, leading to a cost of equity of 9.3% and a WACC of 8.72% .

2. Historic Growth Rates:

We calculated historical growth rate of from different perspectives over the last ten years. And we got
an average historical growth rate of 11.86%. We also calculated future expected growth rate by
multiplying ROE by Retention rate. We got a rate of 15%.



3. Intrinsic value calculation:

Based on DST’s business model and current market, we think a conservative projected growth rate in
next 5 years would be 8%. According to the global and the US economic trends, we projected that the
long term stable growth rate would be 4%. We collected free cash flow data from the value line. The
free cash flow (free cash flow per share — Capex per share) belongs to the equity holders. By using DCF
model, we got the intrinsic value per share: $139.

At the same time, we used the free cash flow data from Bloomberg, which is the free cash flow for the
whole company. Then we got the intrinsic value per share: $92 by using WACC as the discount rate. The
average of above two results is $115.5.

We also performed a sensitivity analysis (Please see Appendix A) to see the range of intrinsic values
While the projected growth rates were changed. So, the intrinsic value should be between $104 and
$143, given current economic situation. The median value is $121, which is close to $115.5. So,
considering the DST’s lower-than-average PE and PEG, DST is undervalued.

The price of DST was $89.83 on Oct 27, 2014. Now it is $ 113.46 (April 6, 2015).

Corporate Social Responsibility

DST states, “As a responsible business we believe that the long-term future of the business is best
served by respecting the interests of all our stakeholders: employees, customers, suppliers and the
wider community. We look actively for opportunities to improve the environment and to contribute to
the wellbeing of the communities in which we operate “. DST has an above average ESG score.

Risk Factors

Customer concentration

DST's revenues are highly concentrated. The financial services segment's five largest customers
accounted for 29.7% of segment operating revenues in FY2014, including 10.4% from its largest
customer. Similarly, the healthcare services segment's five largest clients accounted for 49.3% of
segment operating revenues in FY2014, including 17.1% from its largest client. The customer
communications segment's five largest clients accounted for 21.5% of segment operating revenues in
FY2014, including 10.2% from its largest client. The company's huge dependence on few customers
makes it vulnerable to the dynamics of the customer's business and affects its sales. High dependence
on few customers also reduces the bargaining power of the company.

Dependence on the US for major portion of revenues

The company depends on the US for majority of its revenues. Though the company has presence across
the UK, Canada and other countries, it derives approximately 82.5% of its revenues from the US. It
derives only 17.5% of its revenues from the other geographic locations. The company's high dependence
on the Americas and the US in particular makes its operations vulnerable to fluctuations in the US
economy and restricts its growth opportunities.

Competitive pressures may affect market share

The company operates in a highly competitive environment. DST faces competition from established
service providers in all industries it serves. The company’s primary competitors include Communisis,
EMC, First Data, Fiserv, GE Healthcare, Hewlett-Packard and International Business Machines.



Some of these competitors are able to bundle service offerings and offer more appealing pricing
structures. Some of the company’s clients may develop in-house capacity to perform the transaction
processing, recordkeeping and output services which further reduces the demand for company’s
products and services. Additionally, some of its competitors and clients have greater financial and
human resources and access to capital than DST. Competition could also affect the revenue mix of
services it provides, resulting in decreased revenues in lines of business with higher profit margins.
Competitive pressures due to any of the above mentioned reasons may severely impact the company’s
revenues in the coming years.
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Appendix A

1. DCF Model analysis:

S In millions
Method 1 Data: Valueline
Beta 0.95 Long term growth rate 8%
Risk-free rate 2.42% | Long term growth rate 4%
Equity risk premium 7.26% | Free Cash Flow (t+1) per share 6.42
Cost of Equity 9.30% | Terminal Value per share 171.76
Present Value of Terminal Value 113.1
Intrinsic Value $139
Method 2 Data: Bloomberg
Cost of Debt 6.47% | Long term growth rate 8%
Tax Rate 37% Long term growth rate 4%
Mkt Cap 3,600 | Free Cash Flow (t+1) 169
Long term debt 464 Terminal Value 5,071
E/EV 88.58% | Present Value of Terminal Value 3,340
D/EV 11.42% | Enterprise Value 4,107
WACC 8.72% | Equity Value 3,643
Shares Outstanding 39.7
Intrinsic Value $92

2. Growth Rate analysis

Sensitivity analysis of Method 1

Long term growth rate 2% 3% 4% 5%

Short term growth rate Intrinsic value per share
10% 114 129 148 177
9% 110 125 143 171
8% 107 121 139 166
7% 104 117 134 160
6% 101 113 130 155




Appendix B

Consolidated Balance Sheet
(Dollars in millions, except per share amounts)

Diecember 31,

ASSETS
Charrent assets

Fumss held on behalf of cliens . 3562 3163
Client findings recenvable 134 502
&cccm:-ra:m'd:-leil:d:.u:’lﬁrﬂmrdparh ra:mblanfﬁl? mi‘]l-!-ﬁj Mog 3434

e 214

1 1325 1374
- 1 a2n § 30805

LIABI ITTES AND STOCEHOLDERS' EQUITY
Cumrent liahdlities
1.021% LO0m8

Stockbalders” equity
Prefemed stock, $0.01 par, 10 millson share: autherized and unizsoed. . — —

Cmsmck.tl}ﬂlp.r 400 million shares authorized. SI.‘.'IZImJJLmshm'E mi?:- .’rnn]hmshm'a
tszued, respeciively . 0.3 10

Ad:tmmalpud—m-:a;ml 1144 1873
Trem'fsmdi.at-:crit (748.3) (30004
Totl stockbalders” Bqum 12354 L1838
Total liahilities and stockbalders™equity ... ... .. ... .. ... § 18410 § 30905




Appendix C

Consolidated Statement of Income
(In millions, except per share amounts)

Year Ended December 31,

2014 1013 1012
Operating revenmes .. ... ... ... #% 20420 % 19606 $ 1,802.4
Out-of-pocket reimbursements .. .. ... .. 7073 698.0 684.2
Total revenues (includes related party revenues of $195.3, $200.7 and $"01 8) ...... 27493 2,658.6 2,576.6
Costs and expenses .. ... .. 23004 22021 22029
Depreﬁaﬂonandamomzatmn (mclud.lﬂg goo-dm_ll unpmrmenr) R 1310 1433 216.4
Iﬂcomefromcperatmﬂs 3089 3132 1573
Inferest eXPEmSe . ... ... ... ... (26.6) (345) (43.5)
Gamnonsaleof business. ... ... 100.5 — —
Other income, net. . 3735 2432 3735
Eth-mearmngsoflmcousolldaredaﬂﬁlmres_......__......__......__...... 354 230 322
Income before INCOME TAKES . .. .. ... ot 791.7 54490 519.5
IMCOmE TAXES . . . .. 198.4 1923 1935
Netincome. ... ... ... .. ... ... ... ... % 5033 % 3526 $ 3240
Weighted average common shares outstanding. ... ... 400 432 440
Weighted average diluted shares outstanding . ... ... ... ... ... ... .. ..... 405 441 458
Basic earningspershare ... ... ... ... ... ... ..............8% 1482 § 815 % 7.22
Diluted earnings pershare . ... ... ... ... ... .................% 1466 3 800 § 7.08

Cash dividends per share of commonstock. .. ............................... & 120 % 120 % 0.80



Appendix D

Year Ended December 31,

014 2013 01z

Cash flows—operating actyvities:
Met income . _ . . - 5933 % 3526 % 32490

Depmandmmmm{mmmnsgm'aﬂnpm-_ e 131.0 1433 1164
et zain: on mvesmments . . (281 .E) (195.2) [280.7)
Gains on sale of propertes andb'u;masﬁ {101.4) (5.4 [2.8)
Amartization of share-based compensation. ... ... .. ..ol 1.0 169 255
Equiry in eamnings of unconsolidated affiliates .. ... ... ..o L Lol 33.4) 23.0) (322}
Cash dividends from unconsobidated affiliates .. . ... ... L Lo Lo 18 129.4 45
Gain on coniract to reporchaze commen stock . ..o oL oLl (18.1) — —
Dreferred income troes . 14 (10.8 (1110
Ghangﬁma::mﬁretmwble (18 158 34.1)
Changes in other assets . 16 7.90 (24 3)
Chmgﬁmmeﬁmﬂ;nbhgaﬂms (5.9} &4 12
Changammeﬁm:lmgrecuwble E 69 (6.4 (1.2}
Chmgﬁma::mtspa\mblemda:mmdlubﬂm.ﬁ e 16.0 (20. 7 (14.5)
Changes in income @xes payable . (23.2) [12.8E) 56.0
Chamgamlieﬁmedrem‘uﬂsmdgm: e (1.9} 41 33.7)
Chmgﬁma:medcmamnmdbmeﬁﬁ 102 6.3 16.5
Criber, met . 142 2.7 54

Hacxhprﬁndedﬁemopaaugam 31315 3052 21620
Cash flows—imvesting actvities:

Capiral expenditures. . (113.4) (L0E.E) (980
htmtmiecunua (T6.4) (105.5) (302.5)
Proceads fom sale | m.arurme:--ufmvatmems 4104 438.4 HE3.8

Mt decreasa (Lm:rease- in resiracted cash and |:a5.11 equ.walems ]1&1-:1 o 5a11=.:f'.' r_hent
funds obligations . (4497 715 [126.9)

Prcceads&cm:a]eaf;a‘upﬂue;... 3146 14.0 15.7
Procesds Tom sale of business, mtuftSlmlllmnuf-:aleand :a:-heqm':alst =-u|.d. T4 — —
Crtbear . 10.0 (3.5 56

HeTca&h]re‘nd.edi‘ommE:-ugamrmep................................ 3047 3101 1777
Cash flows—financing activities:

Procesds from issnance of commeon stock. ..o oo Lol 13.0 30.5 [ ]
Primcipal payments on debt e e (133.5) (126.5) (18.5)
Feporchaszes of conventible d.ebenmre e — (122.8) —
et procesds (repayments]) - accoumnts reca-:a'h]e seCnrifization program. .. ... ... (30 15.0 —
MNet iIncrease (decrease) in client fonds oblizabons . e joa (B2.&) 1262
Payment for acgoisiion of mon-controlling interest — — 17.7)
Nabmmzstrepamﬁjmremﬂnnzuedﬂﬁcﬂma e EER (127.7 (361 .4)
Comiron stock repurchased. . (406.4) [276.4) [104.5)
Payment of cazh dividends. . . (47.4) (51.8) (3600
Euﬁﬂzbeneﬁﬁhm:hmtasedcw 6.1 11.4 35
Dtter {3.4) 0.3) [100.5)

Wt cash used for Sroncine acivities . . .. ... (528.0) (73011} 3463)

Met iIncrease (decrease) in cash and cash equivalests .. ... . ... ... ... ... s02 [25.8) 474
Cash and cazsh equivalents, bepmmmingofyear . .. ... ... ... ... .. .. 615 183 409

Cash and cash equivalents. epd of wear . .. ... .. .. ... ... .. ................. & 1517 & 625 % EB3




