Affiliated Computer Services. Once again (. ACS is a mid-cap company in the Technology sector, the information technology services sector. ACS is focused on 2 areas: Business process outsourcing (BPO) and IT outsourcing. BPO comprises the bulk of revenues, around 80%., with IT rounding it out for another 20%. What does BPO involve? Taking over clients’ noncore functions such as human resources and applying technical expertise and domain knowledge to execute them better faster and cheaper. This leaves the company able to focus on core operations. IT outsourcing involves maintaining software applications and patching disparate systems together. What are the kinds of things that ACS does? Child support payment processing, electronic toll collection, welfare verification, traffic violation processing, loan processing, human resources services .State and local governments are the majority of their revenue sources, at 60%, while commercial clients in fields such as health care, retail and manufacturing, bring in 40% of their revenue. Approximately 90% of their revenue is recurring. That said, one of the main problems they’re having right now appears to be no organic growth. Most of the current year’s growth has come from acquisitions. Whereas they have grown quite well in the past from implementing strategic acquisitions, there are concerns that subsequent acquisitions could cause management to become distracted. Plus, the bulk of their business, from BPO, comes from contracts that are structured so ACS gets only a small fixed fee up front, and the remaining fees are based on work performed. If not executed properly, revenues could falter. They do have a dominant position in the field, but it is hampered by much competition, most prominent being Electronic Data Systems, Computer Sciences, and IBM. 
OK. How does the latest earnings report stack up? The FY2005 ended in June, and the earnings report came in on August 4. 4Q05 revenue was up by 14%, and 4Q05 earnings were up by 23% (14.5% according to OPS data, not sure how they “normalized” the data, ACS had several things going on in 2004 with lawsuits settled and divestitures of the federal business going on). This represents a good upswing for revenues as shown on the PERT-A chart, while earnings are still well above projections. Pre-tax profit margins appear to be slightly off, though, which is a bit puzzling as everything I’m reading is expecting margins to increase because they divested the “lower-margin” federal business last year. It’s not significantly down, but bears watching. Commercial segment growth is increasing well, but government business is down. Many words about additions and subtractions to earnings because of the above mentioned lawsuit settlement and divestiture. Cash flow is supposedly good,  I’ll run the BAARS out and see what it says. Recurring new business signings this quarter were a company record for the year. 4% of class A stock was repurchased in the past year. 
Compnay guidance for FY2006 is revenue growth topping 25% and earnings coming in for the full year between $3.30 and $3.55.

Now…what are the analysts saying?

Value Line (5/27/05): top-line growth muted; good job controlling costs; continues to make acquisitions; leaving estimates unchanged; investor’s concerned with sluggish revenue growth; shares offer above-average appreciation potential for the 3- to 5- year horizon. FS is A and EP is 90/100.

S&P: concerned about weakness in government business sector; delays in closing contracts; strong momentum in BPO contracts; see margins widening; concerned that weakness and competition in government section will distract management from commercial sector; pricing pressures due to competition; corporate governance is an issue. 
Morgan Stanley: internal growth weak, but strong bookings set stage for improving organic gains through FY06. Overweight rating based on leadership position in BPO market, mature offshore strategy, and its proprietary workflow technology that delivers near-term operating efficiencies. 5 year revenue growth forecast of 16% CAGR, and earnings at 14% CAGR> 

Morningstar:

Wait for revenue growth to stabilize before pouncing; strong client relationships, hard to replicate industry knowledge. Management scores low though; Chairman Deason has 37% of voting rights. No other executive officer owns shares in the firm. M* also expects margins to expand, driven by operational efficiencies and reduced sales expenses, as well as an increased share in commercial business rather than government.Csh flow is sufficient to meet debt requirements.
What does the SSG and PERT-A show us?

Revenues in the last 5 years are arcing towards slower growth rates as company grows. Earnings are almost picture perfect, an R2 of 100. But they are slowing the last year, a bit under the trend line. Pre-tax profits increasing the same or faster than earnings. Current quarterly growth is well above current judgments, and are definite improvements from the last few quarterly results. Of course, a lot of the revenue comps were compromised because of the divestiture in 2004, I don’t believe OPS normalized that. Under section 2 manangement, profit margins are up and ROE is up except that we don’t have data yet for the current FY. Section 3, the PE history, shows definite PE contraction. This should be carefully noted and used when deciding our projected PE’s. As far as Valuation., the current club SSG has ACS showing in the BUY range. Current Judgments are as follows:

Revenue growth rate: 10%

Earnings growth rate: 8.2%

High PE: 22

Low PE : 13.5

Selected Low price: $42.30

