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Date: 4/12/13 

    Analyst Name: Kyle Irion 

CIF Stock Recommendation Report (Spring 2013) 

Company Name and Ticker: Discover Financial Services (DFS) 

Section (A) Summary 

Recommendation Buy:       Yes        Target Price:  
$49.30 (15%) 

Stop-Loss Price: 
$38.57 (-10%) 

Sector: Financial Industry: Direct Banking 
and Payment 

Market Cap (in Millions): 
$21,450.65 

# of Shrs. O/S (in Millions): 
495.40 

Current Price: $42.89 52 WK Hi: $45.38 
 

52 WK Low: $30.48 EBO Valuation: $31.26 

Morningstar (MS) Fair 
Value Est.:   

MS FV Uncertainty: MS Consider Buying:   MS Consider Selling:   

EPS (TTM): EPS (FY1): 4.53 EPS (FY2): 4.65 MS Star Rating: 3 

Next Fiscal Yr. End 
 ”Year”:  2013    
“Month”: December 

Last Fiscal Qtr. End: 
Less Than 8 WK:   
       No 

If Less Than 8 WK, next 
Earnings Ann. Date: 

Analyst Consensus 
Recommendation: 

Forward P/E: 9.24 Mean LT Growth: 11% PEG: 0.84 Beta: 1.49 

Top 10 % Inst. 
Ownership: 29.70 

Inst. Ownership- Net 
Buy:   Yes 

Short Interest Ratio: 0.80 Short as % of Float: 0.90% 

Ratio Analysis Company Industry Sector 

P/E (TTM) 9.78 17.79 36.57 

P/S (TTM) 2.80 2.05 5.46 

P/B (MRQ) 2.34 1.09 1.56 

P/CF (TTM) 8.81 12.72 17.23 

Dividend Yield 1.29 1.37 1.87 

Total Debt/Equity (MRQ) 204.67 230.95 180.65 

Net Profit Margin (TTM) 30.64 11.52 17.47 

ROA (TTM) 3.26 1.05 0.99 

ROE (TTM) 26.55 5.02 7.05 

 



2 
 

Investment Thesis Discover Financial 
Services has one of the most 
recognizable and trusted names in the 
financial sector to date. Many 
customers choose Discover credit 
card services because of the flexibility 
Discover has with its customers and 
also the incredible cash bonuses that 
are distributed. In recent years 
Discover has strengthened its home 
and student loan subsidiaries by 
making great acquisitions and has 
been competing with companies with 
much larger market caps. DFS also has 
strengthened its Credit Card Networks 
by acquiring Diners Club to broaden 
its operations internationally and 
recently partnering with PayPal for in 
store purchases. Analysts are 
extremely bullish on this stock as it is 
cheap compared to competitors and 
revenues, sales, earnings and net 
income have been increasing in 
record fashion for DFS over the past 
year. DFS has been one of the sector’s 
biggest gainers over the last month, 
as news broke that a deal with PayPal 
was being finalized. Short interest has 
increased in recent weeks, but with 
days to cover having remained at 1.00 
since mid December of 2012, leaving 
me to believe that this company is 
very stable and consistent. In my 
research it was difficult to find much 
negative talk about DFS, all 

Summary 
Provide brief summary of your analysis in each section 
that follows 

Company Profile: Discover Financial Services offers a 
wide variety of products, ranging from student loans, 
personal loans, home loans and credit cards. Currently 
Discover has one of the most recognized brands in the 
financial world by making advances in electronic 
payments and direct payments. These staples are what 
allow DFS to maintain its continued success since 
becoming incorporated in 1960. 

Fundamental Valuation: The EBO valuation gives and 
implied price that indicates DFS could be overvalued. 
This valuation I found not to be as relevant as other 
data found; this is because all other information on DFS 
appears to be bullish. 

Relative Valuation: The relative valuation has DFS 
basically middle of the pack. However, the competitors 
used in this valuation don’t compete in all the same 
markets and could skew this data. However, having DFS 
consistently in the middle and not fluctuating like 
competitors is a more bullish sentiment in my eyes. 

Revenue and Earnings Estimates: Revenues and 
earnings have increased year to year. Analysts believe 
that DFS’s strength of position will only allow this trend 
to continue. 

Analyst Recommendations: Analysts have been very 
bullish with increased positions from HOLD to BUY. It 
was difficult to find much negative news on this 
company and analysts expect solid growth from DFS. 

Institutional Ownership: There have been a net of 
increased positions by 10 and solid ownership 
percentage by top ten holder. 

Short Interest: Short interest has increased lately but 
days to cover have remained at 1.00 since mid 
December 2012. Short interest and days to cover are 
attractive when compared to competitors. 
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indications lead to bullish sentiment. I 
believe this stock will benefit the CIF 
and strengthen the portfolio and be 
another great addition from the XLF. 

Stock Price Chart: DFS’s stock price has sky rocketed 
the past three months, 1 year and 5 years. This is due 
to solid acquisitions and because of favorable cash 
bonuses distributed to customers. 

 

Section (B) Company Profile (two pages maximum)  

Company Summary 

Discover Financial Services offers a wide variety of products, ranging from student loans, 

personal loans, home loans and credit cards. Currently Discover has one of the most recognized 

brands in the financial world by making advances in electronic payments and direct payments. 

These staples are what allow DFS to maintain its continued success since becoming 

incorporated in 1960. 

Online banking and mobile payments is becoming a staple in this day in age, DFS is one of the 

world’s leading innovators in reward systems and partners to gain position in technology 

efficient banking. As of late, DFS has been acquiring companies to broaden its operations. In 

2010 DFS made some noise after it acquired The Student Loan Corporation in effort to establish 

market hold in the loan industry. In 2012 it acquired Home Loan Center to strengthen its 

Discover Home Loan Subsidiary. 

 

Business Model, Competition, Environment and Strategy 

The Business model for DFS is split into two segments: direct banking and payment services. 

These segments allow for a lot of operations such as a variety of loans, but the staple operation 

is the issuance of credit cards to individuals and small business. These cards have established 

interest rates and are process through its Discover Network. This network is to establish long 

term relationships with its customers by setting up reward incentives for certain payment types 

and amounts when using a Discover credit card. 

The Competition is strong for the industry as technological advances have made payments 

easier for credit card customers. Also, home and student loans are big for the industry as the 

American economy has made strides in its recovery from the 2008 financial crisis. Many 

companies compete with DFS in this loan industry, but few can compete on the same level as 

DFS in the credit card market. Discover is a well known and respected brand with a reputation 

of being trustworthy while rewarding and respecting its valued customers. 
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The environment of this industry has seen many changes in recent years. As mentioned earlier, 

technological advances and banking partnerships have made life easier for customers to handle 

personal financials on the go. DFS’s strategy is to continue to make acquisitions to provide loans 

and to strengthen is Discover Network by establishing itself as the world leading credit card 

provider. 

 

Revenue and Earnings History 

  
  

Year End 2012 2011 2010 2009 2008 

Revenue (in 
Millions) 

7,653 7,065 6,658 6,734 5,669 

Earnings 4,239,000 4,009,000 1,701,000   

*Revenues found in 10-k report, Earnings from Yahoo.com/finance 

Discuss any pattern in revenue and earnings (e.g., increasing year over year; seasonal; etc.) 

Revenues and earnings have both increased year to year as the operations of DFS have 

expanded. DFS does finance lots acquisitions through debt, but the investments thus far have 

paid off by boosting revenues and earnings. DFS changed accounting methods a few years back 

according to its most recent 10-k report, so looking too far back into DFS’s past financials may 

not be as comparable as more recent years. 
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Section (C) Fundamental Valuation (EBO) 

 

Inputs (provide below input values used in your analysis) 

EPS forecasts (FY1 & FY2):  4.53 and 4.65 

Long-term growth rate:  11% 

Book value /share (along with book value and number of shares outstanding): 

 Book value:   9,732,000 

 # of shares outstanding: 498 

 Book value / share:  19.54 

Dividend payout ratio:  9.02% 

Next fiscal year end:   2013 

Current fiscal month:   4 

Target ROE:    10.19% 

Output 

Above normal growth period chosen: 3 years 

EBO valuation (Implied price from the spreadsheet): $31.26 

Sensitivity Analysis 

DFS PARAMETERS FY1 FY2 Ltg

EPS Fore casts 4.53 4.65 11.00% Mode l 1: 12-ye ar fore casting  horiz on (T=12).

Book value /share  (last fye ) 19.54   and a 7-ye ar growth pe riod.

Discount Rate 13.68%

Divide nd Payout Ratio  (POR) 9.02% Please download and save this template to your own storage device

Ne xt Fsc Ye ar e nd 2013 You only  ne e d to  input value s to  ce lls highlighte d in "ye llow"

Curre nt Fsc Mth (1 to  12) 4 The  re st o f the  spre adshe e t is calculate d automatically

Targe t ROE (industry  avg .) 10.19% Ple ase  re ad "Guide line s_for_Fundame ntalValuation_ProfLe e _Spre adshe e t" file  care fully

 Ye ar 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2024

Long-term EPS Growth Rate (Ltg) 0.1100 0.1100 0.1100 0.1100 0.1100

Forecasted EPS 4.53 4.65 5.16 5.73 6.36 7.06 7.84

Beg. of year BV/Shr 19.540 23.661 27.892 32.588 37.800 43.586 50.009

Implied ROE 0.197 0.185 0.176 0.168 0.162 0.157

ROE (Beg. ROE, from EPS forecasts) 0.232 0.197 0.185 0.176 0.168 0.162 0.157 0.146 0.135 0.124 0.113 0.102

Abnormal ROE (ROE-k) 0.095 0.060 0.048 0.039 0.031 0.025 0.020 0.009 -0.002 -0.013 -0.024 -0.035

growth rate for B (1-POR)*(ROEt-1) 0.000 0.211 0.179 0.168 0.160 0.153 0.147 0.143 0.133 0.123 0.113 0.103

Compounded growth 1.000 1.211 1.427 1.668 1.935 2.231 2.559 2.924 3.312 3.718 4.137 4.561

growth*AROE 0.095 0.072 0.069 0.065 0.061 0.056 0.051 0.026 -0.007 -0.048 -0.099 -0.159

required rate (k) 0.137 0.137 0.137 0.137 0.137 0.137 0.137 0.137 0.137 0.137 0.137 0.137 0.137

Compound discount rate 1.137 1.292 1.469 1.670 1.898 2.158 2.453 2.788 3.169 3.603 4.096 4.656

div. payout rate (k) 0.090

Add to P/B PV(growth*AROE) 0.08 0.06 0.05 0.04 0.03 0.03 0.02 0.01 0.00 -0.01 -0.02 -0.03

Cum P/B 1.08 1.14 1.19 1.23 1.26 1.28 1.30 1.31 1.31 1.30 1.27 1.24

Add: Perpetuity

beyond current yr (Assume this yr's AROE forever) 0.61 0.41 0.34 0.29 0.23 0.19 0.15 0.07 -0.02 -0.10 -0.18 -0.25

Total P/B (P/B if we stop est. this period) 1.70 1.55 1.53 1.51 1.49 1.47 1.46 1.38 1.30 1.20 1.10 0.99

Implie d price 34.64 31.65 31.26 30.87 30.49 30.12 29.76 28.25 26.49 24.54 22.43 20.24

Che ck:

Beg. BV/Shr 19.54 23.66 27.89 32.59 37.80 43.59 50.01 57.14 64.71 72.65 80.83 89.13

Implied EPS 4.53 4.65 5.16 5.73 6.36 7.06 7.84 8.33 8.72 8.99 9.12 9.08

Implied EPS growth 0.026 0.110 0.110 0.110 0.110 0.110 0.063 0.047 0.031 0.014 -0.004
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EBO valuation would be (you can include more than one scenario in each of the following): 

$30.87 if changing above normal growth period to 4 years 

$31.53 if changing growth rate from mean (consensus) to the highest estimate 12% 

$30.98 if changing growth rate from mean (consensus) to the lowest estimate 10% 

$44.82 if changing discount rate to 10% 

$31.26if changing target ROE to 15% 

 

Section (D) Relative Valuation 

 

From the top panel 

DFS has a much smaller market cap than most of its competitors, but this is due to DFS 

operating mainly with credit card networking and services while other banks tend be more 

holdings based. None of the multiples appear to be outliers when compared to competitors, 

DFS lies in the middle when looking at all of its figures. This is not a bad thing however, 

considering that DFS is a unique company that focuses its efforts more on credit card 

networking compared to its competitors, its name is established and trusted nationwide. The 

long term growth rate is a positive for the company and analysts believe that DFS can sustain 

the record growth it has seen in 2012 that is continuing through 2013. The P/B, P/S and ROE are 

a little high in comparison but the other multiples such as P/CF, PEG and Forward PE are on the 

lower side in comparison. 

The implied prices are not surprising for any of the companies except Citi Group; this is because 

of its negative ROE value. Overall this valuation is a neutral sentiment for DFS; however 

professional analysts are bullish on this stock. DFS has been one of the biggest gainers for the 

sector in the past month and is proving to be a true leader for the industry. 

DFS

Mean FY2 

Earnings Estimate Forward Mean LT PEG P/B ROE Value P/S P/CF

Ticker Name Mkt Cap Current Price (next fiscal year) P/E Growth Rate (MRQ) 5 yr ave Ratio TTM TTM

1 C Citi Group 133,504.91$  45.06$                 5.20$                               8.67 12.00% 0.72 0.71 -1.92% -0.37 1.90 12.85

2 JPM JP Morgan Chase 186,321.09$  49.25$                 5.81$                               8.48 7.02% 1.21 0.95 8.14% 0.12 1.92 7.23

3 WFC Wells Fargo 197,505.70$  37.57$                 3.88$                               9.68 7.96% 1.22 1.36 10.71% 0.13 2.29 3.72

4 AXP American Express 71,871.54$    65.40$                 5.29$                               12.36 11.92% 1.04 3.82 23.54% 0.16 2.13 13.13

DFS Discover Financial Services 21,450.65$    42.97$                 4.65$                               9.24 11.00% 0.84 2.34 21.08% 0.11 2.80 8.81

Implied Price based on: P/E PEG P/B Value P/S P/CF

1 C Citi Group $40.29 $36.94 $13.04 -$143.15 $29.16 $62.67

2 JPM JP Morgan Chase $39.42 $61.76 $17.45 $45.18 $29.47 $35.26

3 WFC Wells Fargo $45.03 $62.22 $24.97 $49.16 $35.14 $18.14

4 AXP American Express $57.49 $53.05 $70.15 $62.82 $32.69 $64.04

High $57.49 $62.22 $70.15 $62.82 $35.14 $64.04

Low $39.42 $36.94 $13.04 -$143.15 $29.16 $18.14

Median $42.66 $57.41 $21.21 $47.17 $31.08 $48.97
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From the bottom panel 

The implied prices are similar and surprising when compared to the competition’s current 

prices. One outlier is Citi Group’s negative ROE which skewed its implied price. P/B is typically 

the most relevant comparison for this industry but with these competitors operating in a wide 

variety of segments it is difficult to pin point one valuation metric to compare these companies. 

This valuation does not indicate a true leader for this industry or a true loser for that matter. All 

of these companies find themselves performing better in one area than the rest. DFS is an 

interesting company because of the reputation it has established and its current success, which 

is not indicated in this valuation. 

Section (E) Revenue and Earnings Estimates

 

The company doesn’t have a pattern of increased positive surprises, but earnings and sales 

have always surprised analysts. These positives were greater than the estimates. Surprises were 

more notable for earnings as Quarter Ending Aug-12 surprised by +17.26% and 25.93% in 

Quarter End Feb-12. The stock prices reacted positively to these surprises, more notably in 

February 2102. 
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The percentage differences between means, highs and lows are minimal, and not very 

noteworthy. There were changes that took place but that is to be expected with number of 

estimates varying and expectations change.  The changes are more prevalent in year two for 

sales and earnings. I believe this is because the future for DFS looks bright and many sources 

and analysts bullish on this stock’s potential. There were far fewer estimates for LT growth 

compared to estimates of earnings and revenues. 
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The consensus trends are shifting down for Sales and upward for Earnings. The trend is more 

notable for near quarter for earnings and sales. Also, FY2 for sales is the most noticeable trend. 

Earnings trends appear to be minimal compared to the sales. 

 

 

 

 

 



10 
 

 

There have been a lot more up revisions for revenue in the last week and also for earnings. In 

the previous four weeks there was only one up revision for revenue compared to three down. 

The last for weeks had more up revisions for earnings than did down revisions. The only 

noticeable revision was the year ending Dec 13 revenues going from zero to 2 up revisions.  
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Section (F) Analysts’ Recommendations 

 

Analysts’ revisions have increased in the BUY column over the past few months, with no 

underperforms and no sells. The company seems to have bullish sentiment from analysts and is 

only increasing over time. Three months age the 8 analysts had HOLD recommendations and 

that has since shifted to 5; those who switched contributed in the increases in outperform and 

buy. This is consistent with Morningstar analysts as they too have shifted sentiment in a bullish 

fashion.  
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Section (G) Institutional Ownership 

 
The institutions have been increasing ownership on a net basis by 10 increased positions. The 

10 institutions percentage ownership is nearly at 30%, which means that DFS has sizeable 

support. Only one company has over 5% stake in DFS; just being shy of 6%. This could be bullish 

sentiment because of the strong support of ownership. 

  

DFS

Ownership Activity # of Holders % Beg. Holders Shares % Shares

Shares Outstanding 495,384,445 100.00%

# of Holders/Tot Shares Held 777 100.39% 431,826,621 87.17%

# New Positions 8 1.03%

# Closed Positions 5 0.65%

# Increased Positions 31 4.01%

# Decreased Positions 21 2.71%

Beg. Total Inst. Positions 774 100.00% 431,750,132 87.15%

# Net Buyers/3 Mo. Net Chg 10 59.62% 76,489 0.02%

Ownership Information % Outstanding

Top 10 Institutions % Ownership 29.70%

Mutual Fund % Ownership 0.97%

Float % 99.62%

> 5% Ownership

Holder Name % Outstanding Report Date

Fidelity Management & Research Company 5.9 12/31/2012
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Section (H) Short Interest (two pages) 

From http://www.nasdaq.com/ (NASDAQ’s website) 

Discover Financial Services 

 

http://www.nasdaq.com/
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American Express 
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JP Morgan Chase 
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From http://finance.yahoo.com/ 

Complete the following table with information from the “share statistics” table.  

    

Avg Vol  Avg Vol Shares  Float 
(3 month) (10 day) Outstanding 

 5,127,230 3,999,330 497.5 Million 494.61 Million 

Shares Short Short Ratio Short % of Float Shares Short 

(Most recent date) (Most recent date) (Most recent date) (2 weeks prior) 

 4.33 Million 0.80 0.90% 3.06 Million 

The short interest for DFS has increased recently but the days to cover has stayed the same at 

1.00 since mid December of last year. Even with the short interest increase the stock is bullish 

because of its consistent days to cover figures. The short interest is roughly the same as some 

competitors, but these competitors have high days to cover compared to DFS.  

http://finance.yahoo.com/
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Section (I) Stock Charts 

A three months price chart 

 
Since late February DFS has gone from worst to first compare to competitors and has had its 

recent spike is due to strategic partnerships with Google and PayPal. Credit Card sales have 

been increasing since last year, only strengthening DFS’s market position. 

 

A one year price chart 

 
 

DFS has been outperforming all competitors, sector and industry for nearly the entire year. DFS 

is in great position to grow as they have a strangle hold on the market by rewarding customers 

with extremely sizeable cash bonuses. They also are not as strict on who they approve 

compared to competitors, allowing for new customers to build credit and open other 

opportunities for themselves; and DFS is the platform of choice. 
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A five year price chart 

 

 
 

Discover was roughly the same range as competitors, the industry and sector until 2011, then 

the stock prices shot passed all. This was due to acquisitions made to strengthen its loan 

operations and increasing cash reward incentives for credit customers. Since mid 2011 no 

competitor is in close range to catch DFS. 
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The RSI is low in volume which is good for the CIF. It recently had a golden cross but potentially 

could have a death cross in the very near future. 

 

 
The RSI is very low in volume which is good for the CIF to consider. There has not been any 

golden or death crosses with the 50 day MA above the 200 day MA. 


