2nd Quarterly Report for PayPal Holdings Inc. (NASDAQ: PYPL)
Date: August 2024 (presented in September 2024)

Company Profile

PayPal was spun off from eBay in 2015 and provides electronic payment solutions to merchants and consumers, with a focus on online transactions. The company had 426 million active accounts at the end of 2023. The company also owns Venmo, a person-to-person payment platform.
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Sector

Financial Services

Industry

Credit Services

Equity Style Box

Large Value

Economic Moat

Narrow

Percentage change in Sales from year ago quarter 8.2%
Percentage change in Earnings per Share from year ago quarter 17.4%
Is company meeting our target sales & earnings estimates? Yes(?)
Pre-tax Profit on sales trend?  Up
Return on equity trends?  Up
Debt? Down
Current PE is  16.8
Where does it fall in my estimated High/low range of PE’s? Low
Signature PE = 23
Club cost basis for this stock is $62.1248    Current price is $69.35 (9/09/2024) 
Current fair value:  Morningstar: $104.00 (Undervalued, 30% discount)      S&P: $??  
My SSG Total Return is  46.6   Projected Average Return is  36.7
2nd Quarter results:
Anecdotal: I use Paypal for an annual overseas payment and this year the merchant apologized for increasing the cost, saying that Paypal had increased their fees so the company had no other choice. The merchant provided information on my other options and encouraged me to use another method. Since it was a relatively small payment and I feel more secure using Paypal rather than a credit card or bank account, I went ahead and used Paypal to make the payment.
Valueline, July 26, 2024, Commentary

PayPal started the year off on a bright note. First-quarter revenues of $7.7 billion, or a 9% annual advance, came in better than anticipated, thanks largely to improving operating metrics during the period, such as total payment volumes, payment transactions, and transactions per active account. On the earnings front, PayPal reported profits of $0.83 per share, up 19% versus the previous-year figure. Operating margins improved nearly 1% year over year, supporting the gain. Based on our model, we look for top- and bottom-line expansion of 7% and 15%, respectively, in 2024. The stock price has treaded water for much of this year. From a financial standpoint, the company has performed decently over the past year or so. That said, few price catalysts have been present, and investors appear somewhat unenthusiastic about the current year's projected growth rates. In the same breath, our Timeliness Ranking System pegs PayPal shares as just an Average (3) selection for relative year-ahead price performance. We think better days probably lie ahead. While active accounts have stagnated of late, there seems to be some increased activity among the existing customer base. Looking further out, spending from global customers and the utilization of the platform by merchants ought to be supported by a healthier macroeconomic environment. In addition to stringent cost controls, we expect Leadership to focus heavily on driving active account growth over the next several years. What's more, the company's balance sheet is in good condition, with solid cash reserves and a manageable debt load. On top of buying back stock, we would not be surprised to see management dip its toe into the acquisition market. Subscribers with a long-term bent may want to have a closer look here. At the recent quotation, capital appreciation potential over the 2027-2029 timeframe is well above The Value Line Investment Survey median. Conservative accounts may want to hold off, however, as the stock holds weak scores for Price Stability (40 out of 100) and Earnings Predictability (50). 
Morningstar
PayPal Earnings: Focus on Profitable Growth Pays Off

Brett Horn, Senior Equity Analyst, Published on July 30, 2024
Analyst Note 

We think PayPal’s second quarter showed new CEO Alex Chriss making good progress in his attempts to shift the company toward a focus on profitable growth, and we believe the results support our view that the narrow-moat company can get back on track. We will maintain our $104 fair value estimate and see shares as materially undervalued.

Net revenue increased 9% year over year on a constant currency basis, driven by 11% growth in payment volume. PayPal-branded and Braintree volumes grew 6% and 19%, respectively. Both figures represented a slight decline from the previous quarter.
However, transaction margin dollars (essentially gross profit) grew 8% year over year, up materially from the 4% rate in the previous quarter, suggesting the company is successfully pivoting to more profitable volume. Management noted that Braintree is now contributing to transaction margin dollar growth. We think the Braintree business, which is increasingly the strongest engine of growth for the company, can improve margins as it grows and matures, and this quarter is a sign that this might be starting to occur.

PayPal saw strong margin improvement in the quarter, with adjusted operating margins increasing to 18.5% from 16.2% last year. The company continues to improve its efficiency, with nontransaction expenses (excluding one-time items) declining 1% year over year. With transaction margin dollar results now improving as well, the near-term outlook for margins appears bright. We continue to believe PayPal can see solid margin improvement over time and see this trend as supporting that view.

With the profitability picture improving, management raised its target for full-year stock repurchases to $6 billion from $5 billion. The revised target represents almost 10% of the company’s current market capitalization. We see this as a good use of capital given the current stock price.
Business Strategy and Outlook, Published on May 22, 2024
PayPal Still Has a Strong Market Position
PayPal’s development of a network of both merchants and consumers early in the evolution of e-commerce allowed the company to build and maintain an enviable competitive position. Historically, PayPal’s growth had been driven by the ongoing shift toward electronic payments and the rise of e-commerce, which the coronavirus pandemic temporarily accelerated. However, the company is now seeing some headwinds in the near term as the positives from the pandemic reverse and new competition arises. Management has attempted to combat the pressure on top-line growth with a greater focus on cost control and product innovation. We see this evolution as the right move, but it will likely take some time to see results.
Longer term, we see a mix of competitive opportunities and threats that create a fairly wide range of outcomes. PayPal remains a somewhat unique player within the payments space. We think this remains its key strength, but its position on both the merchant and consumer side could be challenged over the long run. Traditional point-of-sale acquirers are building out their online capabilities, and, in our view, it is notable that the commonality in the wave of M&A in 2019 was the combination of acquirer and issuer operations. This suggests to us that competitors are interested in replicating the PayPal model. Fintech innovation also appears to be concentrated in the e-commerce space, which has given rise to some new competitors. On the consumer side, services such as Apple Pay represent competition for PayPal. Competition on both sides could chip away at PayPal’s position. On the other hand, PayPal remains a preferred partner in the online space. Its Braintree business is growing rapidly and PayPal could build a growing presence in in-person transactions. In balance, we think the company can hold its own, but we recognize the potential to veer in either direction.
An additional attraction is Venmo. Efforts to monetize the platform are in still in the early stages and Venmo will likely not be a major driver anytime soon. While its long-term future is difficult to predict, we believe it has the potential to create upside above our current fair value estimate.
The Bulls Say, Published on May 22, 2024
· There is still plenty of runway for growth in electronic payments. Electronic payments only surpassed cash payments on a global basis a couple of years ago.

· The scalable nature of the business should allow PayPal to improve its margins over time.

· PayPal’s long-running experience in online payments is a unique asset that is becoming more valuable as e-commerce becomes a bigger piece of the pie.

The Bears Say, Published on May 22, 2024
· The separation between online and point-of-sale transactions is blurring, and PayPal may increasingly come into competition with larger companies in the future.

· Alipay and WeChat provide examples of how governments could favor local players, and this could shut PayPal out of a number of emerging market opportunities.

· Opportunities to monetize Venmo could be limited.

Brett Horn: Economic Moat  Narrow, Published on May 22, 2024
If viewed through the lens of the acquiring industry, PayPal has material scale with over $1.4 trillion in annual volume but falls short of the volumes handled by players such as Fiserv and FIS. However, the acquiring industry contains niches, and within the e-commerce space, PayPal is a clear leader, which we think places a narrow moat around PayPal’s operations.

However, PayPal is not really an acquirer, its relatively unique model centers around a two-sided platform, with PayPal enjoying relationships with both merchants and consumers. We think this approach has material benefits and was instrumental in allowing PayPal to develop its current foothold in the industry. Having information on both sides of the transaction gives PayPal a meaningful edge in combating fraud, which was a very meaningful factor in the early days of the internet, and remains a key issue. With an ability to combat fraud, PayPal was in a position to become a valued partner on both sides of a payment. Further, the relative ease of using PayPal in an online transaction materially boosts conversion rates, with PayPal transactions converting at a rate of almost 90%, compared with an industry average of about 50%. This highlights the ease of checkout for consumers and the attraction for merchants. With these dynamics in place, PayPal was able to generate a network effect.

We typically think of a network effect as a very strong source of advantage, and one that often gives rise to a wide moat. In PayPal’s case, though, we think the effect is much more mild, as the company is a relatively small piece of the overall electronic payment infrastructure. We think PayPal will remain a preferred partner in the online world, given the relative convenience and security of its platform, but its market position is not so strong that the company can dictate terms to other players or gobble up increasing amounts of market share. In our view, the limitations of the network effect are most apparent in the company’s decision a couple of years ago to switch to neutrality in terms of payment choices (that is, to allow consumers to choose their method of funding, as opposed to being defaulted to funding options that are more advantageous for PayPal).

Outside of its legacy PayPal business, we think its Braintree operations also benefit from a narrow moat due to scale-based cost advantages. While Braintree is smaller than competitors Stripe and Adyen, it is growing quickly and looks to be carving out a position as a long-term leader. We think Venmo benefits from a network effect. However, moats in this area are somewhat speculative, given the lack of profitability and uncertain long-term economics.

Given the limited capital needs of the business, historical returns on invested capital have been higher than any reasonable estimate of the cost of capital. Over the past five years, return on invested capital has averaged 36% annually once goodwill is excluded.

Fair Value and Profit Drivers, Published on May 22, 2024
Growth slowed starting in 2022 as the company faced some headwinds and the company could face additional headwinds if the economy worsens. Near-term growth will likely remain tempered as the new management team works to reposition the company. However, we think PayPal can continue to generate solid growth over the long haul as it rides the secular shift toward electronic payments generally and e-commerce and mobile payments more specifically. Our projections result in an 8% revenue CAGR over the next 10 years, with growth picking up modestly over the next few years.

While margins have been under pressure due to the loss of the high-margin eBay relationship, we expect the company’s focus on cost reductions and and strong growth over time to propel some modest margin expansion longer term. We project operating margins to hit 18% by 2033, compared with 17% in 2023.

We use a cost of equity of 9%.

Our downside scenario results in a fair value estimate of $64 per share, or 18.0 times our adjusted downside 2024 earnings per share estimate. In this scenario, we assume PayPal’s growth is meaningfully slowed over time by increased competition from other acquirers on the merchant side and that its value on the consumer side is diminished by the rise of offerings such as Apple Pay. As a result, the revenue CAGR is only 6% over the next 10 years. Further, the increased completion and slower growth pressures margins, with operating margins falling to 14% by 2033.

Risk and Uncertainty High, Published on May 22, 2024
As the company’s revenue is directly tied to revenue at its merchant customers and online spending tends to be relatively discretionary, PayPal is sensitive to macroeconomic conditions.

PayPal's international operations present currency and execution risk. Some governments have shown a preference for local payment processors, which could freeze PayPal out of certain markets.
Venmo is a business seeing very high growth but is not yet profitable. The ultimate economics of this business are difficult to predict.

We see the company's largest environmental, social, and governance risk as data security. Any company involved in processing payments has potential exposure to breaches in its systems.
Our Morningstar Uncertainty Rating is High. However, this uncertainty is balanced, and we believe PayPal is as equally likely to materially outperform our long-term expectations as it is to underperform.
Recommend: Buy
