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Summary
Assuming that the stock market is now in a correction mode, it is interesting to note
that Mastercard and Visa have been in this mode for the third month already.

Visa and Mastercard are primarily growth companies. They are valued by the
market in terms of cash flow. Dividends, in this case, are just an added bonus.

In terms of DCF modeling, Visa is already undervalued. And at the same time, the
fundamental value of Mastercard now coincides with the market price.

If you focus on the dividend models, Visa is less overvalued than Mastercard.
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Intro

Ekaterina79/iStock Editorial via Getty Images

Assuming that the stock market is now in a correction mode, it is interesting to note
that Mastercard (MA) and Visa (V) have been in this mode for the third month
already. And now, I think, it's a good time to compare how close these companies are
to their fundamental bottom.

https://seekingalpha.com/symbol/MA?source=content_type%3Areact%7Csection%3Amain_content%7Cbutton%3Abody_link
https://seekingalpha.com/symbol/V?source=content_type%3Areact%7Csection%3Amain_content%7Cbutton%3Abody_link
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What will I do

Basic parameters of models

Data by YCharts

In my opinion, a fundamental value or rational price of a company is a function with
three variables: (1) revenue, (2) margin, and (3) risk. In turn, the first two variables
are united by one concept of free cash flow. Or, free cash flow can be replaced with
dividends if the company pays them. By the way, this is our case.

Thus, to estimate the fundamental value of both companies, I will build Discounted
Cash Flow Models and Dividend Discount Models. Yes, there will be many tables.

In order for the models to be less subjective, I will take as a basis the average
expectations of analysts regarding the revenue and EPS of the companies in the next
decade.

I also want to note the following. The business models of both companies appear to
be fairly stable. So, over the past five years, in the case of Visa, the average
operating margin was about 65%, and in the case of Mastercard, about 55%. I
proceed from the assumption that the average margin levels will persist.

https://ycharts.com/
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The relative size of capital expenditures is also more or less stable in the long run:

Data by YCharts

Both companies pay dividends. When predicting this parameter, I proceeded from the
average expectations of analysts for the coming years and the assumption that the
payout ratio will tend to the historical average. In the case of Visa, this ratio is 21.6%,
and in the case of Mastercard, 20.8%. As you can see, almost equal values.

https://ycharts.com/
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Finally, both companies continue to actively buy back. On average, the number of
diluted shares in both companies is reduced by 2% per year. I assume that this
dynamic will continue in the future.

Data by YCharts
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VISA

In general, it is striking how similar the two companies are in the context of the
dynamics of key financial indicators. But now let's move on to the models.

Here is the calculation of the Weighted Average Cost of Capital for Visa:

Source: Author

Notes:

In order to calculate the market rate of return, I used values of equity risk premium
(4.72%) and the current yield of UST10 as a risk-free rate (1.46%).

•

I used the current value of the three-year beta coefficient. For a terminal year, I
used Beta equal to 1.

•

To calculate the Cost of Debt, I used the interest expense for 2020 divided by the
average debt in 2019 and 2018.

•

The relative size of CAPEX is assumed to be 3.5%, which is the five-year average.•

Here is the Discounted Cash Flow Model:

https://static.seekingalpha.com/uploads/2021/10/4/36835796-16333559787286239_origin.png
http://pages.stern.nyu.edu/~adamodar/New_Home_Page/datafile/ctryprem.html
https://visualizedanalytics.com/markets/stocks/analytics/V#visa-beta-coefficient
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Source: Author

The DCF-based target price for Visa's shares is about $253 (+14%).

And here is the Dividend Discount Model:

https://static.seekingalpha.com/uploads/2021/10/4/36835796-16333590268520546_origin.png
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Mastercard

Source: Author

The DDM-based target price for Visa's shares is $103 (-54%).

Now let's take a look at Mastercard. Here is the calculation of the WACC:

Source: Author

https://static.seekingalpha.com/uploads/2021/10/4/36835796-16333595304653106_origin.png
https://static.seekingalpha.com/uploads/2021/10/4/36835796-16333560275904384_origin.png
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And here is the Discounted Cash Flow Model:

Source: Author

The DCF-based target price for Mastercard's shares is about $346 (+1%).

Here is the Dividend Discount Model:

https://static.seekingalpha.com/uploads/2021/10/4/36835796-16333611654669974_origin.png
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Putting it all together

Source: Author

The DDM-based target price for Mastercard's shares is $123 (-63%).

Now to summarize the key results:

DCF DDM WACC

Visa +14% -54% 5.48%

Mastercard +1% -63% 6.15%

The first thing to highlight is how strongly both companies are overvalued in terms
of potential dividends. This indicates that from the point of view of investors, Visa
and Mastercard are primarily growth companies. They are valued by the market in
terms of cash flow. Dividends, in this case, are just an added bonus.

1.

In terms of DCF modeling, Visa is already undervalued. And at the same time, the
fundamental value of the Mastercard now coincides with the market price.

2.

If you focus on the dividend models, Visa is less overvalued than Mastercard.3.

Thus, I believe that Visa is potentially a better investment than Mastercard.4.

https://static.seekingalpha.com/uploads/2021/10/4/36835796-16333618443367777_origin.png
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This article was written by

Oleh Kombaiev
13.3K Followers

Commodities and tech stocks. Deep Value.

Disclosure: I/we have no stock, option or similar derivative position in any of the companies
mentioned, and no plans to initiate any such positions within the next 72 hours. I wrote this
article myself, and it expresses my own opinions. I am not receiving compensation for it (other
than from Seeking Alpha). I have no business relationship with any company whose stock is
mentioned in this article.

7 Comments

Comments (7) Sort by

U user1416 Today, 1:17 AM

Comments (4.54K) |

Covid was never a tailwind for V or MA and neither is the Delta variant. I may add to
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Visa is in a choppy pattern lately and I have been trading it, but it may be time to buy and
hold. Thanks for your thoughts.
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The fluff may well be gone with this market pullback. Let's see what the quarterlies look
like.
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good article. However I am reading on the internet about competitors who use block-
chain to eliminate swipe fees. I don't know how realistic the threat that these competitors
will pose.I do know that the retailers will go with the lower cost option if it gains enough
traction among users.

Like

E Eightan Yesterday, 9:24 PM

Comments (43) |

@sa78216dmreit it’s about the banks and extension of credit. Banks are
notoriously risk averse and will not be willing to get near anything related to
blockchain for the foreseeable future. (edited)
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The one that rallies soonest from here �
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The margin info you provided was useful. I own V rather than MA because a few years
ago JP Morgan Chase forced us to change our Chase credit cards from MA to V cards.
We had no choice. This evinces stronger market penetration and thus incremental value
for V.
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