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BY ANDREW LATTO

Andrew Latto, CFA, looks at the payment sector and the three leading, global payment 
companies.

quality investor

Payment 
power 

The payment sector is host to 
some of the world's most attractive 
companies. Visa and MasterCard 
have delivered outstanding returns 
since their IPOs, and PayPal − the 
leader in online payments − is 
experiencing rapid growth.

PayPal was the largest position 
in the Fundsmith Equity Fund at 
the end of June 2019. It appears to 
be the only stock that is also held 
by the Lindsell Train Global Equity 
Fund and the Blue Whale Growth 
Fund. The Fundsmith Equity Fund 
also holds Visa while the Blue 
Whale Growth Fund used to own 
MasterCard. Quality investors 
have a positive view of payment 
companies, and it is easy to see why.

Stock compounders
The three leading global payment 
companies – Visa, MasterCard and 
PayPal – can all be described as 

stock compounders. I use this term 
to describe durable businesses that 
can generate high returns, sustain 
high returns and realise high-return 
growth. These factors result in free 
cash flow per share growth. Share 
prices move in line with free cash 
flow per share over the long term. 

Stock compounders make for 
attractive investments, provided 
investors don't overpay. 

Visa, MasterCard and 
PayPal
Visa and MasterCard were founded 
over 50 years ago and operate 
as the leading card-payment 
networks. In the European Union, 
the two companies between them 
process more than 80% of all card 
transactions.

PayPal was founded in 1998 
and makes it easier and safer to 
shop online. Consumers can use 

their PayPal accounts to complete 
purchases, and therefore don't 
need to enter their card details on 
every website.

The three companies are 
considered to be technology 
businesses and are listed in the 
S&P 500 IT sector. They go to great 
lengths to combat fraud and ensure 
their networks remain resilient.

Visa and MasterCard do not 
issue loans and are not subject 
to interest-rate risk or credit risk. 
PayPal did build up a credit-card 
business, but sold it in July 2018 to 
pursue an "asset-light strategy."

Financial powerhouses
All three companies are fast 
growing, profitable and cash-
generative businesses. In the three 
years to 2018, revenue growth was 
48% for Visa, 55% for MasterCard 
and 67% for PayPal.
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Forecast revenue growth for the 
next three years is 37% for Visa, 44% 
for MasterCard and 62% for PayPal. 
With Visa and MasterCard being long-
established businesses, their pace of 
revenue growth is impressive.

In fiscal year 2018, Visa generated 
a 65% EBIT margin, MasterCard came 
in at 59% and PayPal was 18%. Profit 
margins are expected to improve for all 
three with PayPal forecast to generate 
an EBIT margin of 23.8% in 2021.

While Visa and MasterCard's 
margins are high, the bulk of any card 
fees go to the card-issuing banks. 
Free cash flow conversion is around 
100% for both Visa and MasterCard, 
and is forecast at 111% on average for 
PayPal from 2019 to 2021.

Network effects
To maintain high returns, a business 
needs to keep its rivals at bay. Pat 
Dorsey (author of The Five Rules for 
Successful Stock Investing and The Little 
Book That Builds Wealth) identifies 
five competitive moats, including 
intangible assets, switching costs, 
network effects, cost advantages and 
size advantages.

Network effects are arguably the 
strongest moat. When they exist, the 
more people using a service, the more 
attractive it becomes to new users. 
Network effects tend to result in one 
or two firms dominating a market (ie 
Facebook and Rightmove). 

For merchants to accept 
mainstream bank card payments, they 
need to be on the Visa or MasterCard 
networks. And consumers need to 
use cards that are on the Visa or 
MasterCard networks in order to pay 
at physical or online merchants.

Visa* MasterCard PayPal

Revenue % change
2015-2018 48.5% 54.6% 67%

2018-2021 (f) 37% 44% 62%

Profitability
EBIT margin 2018 65% 59% 18%

EBIT margin 2021 (f) 70.3% 60.5% 23.8%

Free cash conversion
2016-2018 95.8% 97.8% 125.5%

2019-2021 (f) 101.9% 100.8% 111%

Growth, profitability and cash flow

Source: SharePad *Visa year-end 30 Sept, (f) – forecast.

“IN THE THREE YEARS TO 2018, REVENUE 
GROWTH WAS 48% FOR VISA, 55% FOR 
MASTERCARD	AND	67%	FOR	PAYPAL.”

Visa MasterCard PayPal

Ticker V MA PYPL

Share price* $179 $275.6 $118.6

Market cap $406bn $286bn $141bn

Net cash ($8.5bn) $348m $5.6bn

IPO date 2008 2006 2015

Listing NYSE NYSE NASDAQ

Founded 1958 1966 1998

Profit per employee $631k $456k $134k

Network VisaNet BankNet -

OlegDoroshin / Shutterstock.com

The big three payment companies

Source: SharePad (share prices at close on 19 July).
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PayPal – online payment
PayPal origins go back to two 
companies started by Elon Musk 
and Peter Thiel in 1999 and 1998, 
respectively. The businesses were 
merged in 2000 and initially targeted 
eBay "PowerSellers" that were unable 
to accept card payments.  

This allowed eBay buyers to avoid 
giving their card details to unknown 
merchants. The group eventually 
became eBay's exclusive payment 
provider and from 2003 onwards 
targeted users outside of eBay.

Online merchants also have an 
incentive to offer PayPal, because it is 
a more convenient way for shoppers 
to pay. It is expected to result in 
more shoppers completing an online 
purchase, not least on mobile devices.

Payment growth
The main growth driver for payment 
companies is the move away from 
cash transactions. Digital payments 
surpassed cash payments in 2016, but 
US$17 trillion of transactions were still 
conducted in cash in 2018.

The introduction of contactless 
payment has made cards more 
convenient and has yet to be fully 
adopted in the US. Visa stated in its 
2018 annual report: "The U.S. market is 
poised for significant contactless growth 
in the coming year…We are excited 
about the prospects of tap-to-pay taking 
off in the United States".

Card payment can now be 
made through smartphones, using 
services like Apple Pay. The London 
Underground, for example, now 
accepts contactless card payment as 
well as Apple Pay.     

When it comes to online shopping, 
digital payment is a requirement 
rather than an option.  The rapid 
growth of online retail underpins the 
positive outlook for PayPal, which had 
267 million user accounts at the end 
of 2018.

Emerging markets are another part 
of the investment case for payment 
firms. Visa, for example, enables 
consumers to pay with QR codes and 
mobile phones. This avoids the need 
for payment terminals and has been 
popular in India.

Visa* PayPal

2018 $8.1tn $587bn

2017 $7.3tn $456bn

2016 $5.2tn $360bn

Card/accounts

2018 3.3bn 267m

2017 3.2bn 229m

2016 2.5bn 199m

Payment volume and accounts

* Visa year-end September

“QUALITY INVESTORS HAVE A POSITIVE 
VIEW OF PAYMENT COMPANIES, AND IT 

IS EASY TO SEE WHY.”
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Visa is ubiquitous
Most debit and credit-card providers 
sign up to the Visa or MasterCard 
networks. American Express is the 
third-largest card network, but is a 
shadow of its larger rivals – in the UK 
it is often not even a payment option.  

MasterCard and Visa have been 
accused of blocking rivals through the 
use of exclusionary clauses. The two 
companies have also been accused of 
overcharging, with the supermarket 
chain Kroger recently in dispute with 
Visa.

How card networks work
Visa and MasterCard do not offer 
credit-card services or handle 
cash. They provide the network 
needed to complete transactions. 
There are three stages to a card 
payment− authorisation, capture and 
settlement.

In the first stage, the card-
payment network checks that a 
shopper has enough money in their 
account to complete a purchase. In 
the second stage, the customer's 
bank is instructed to put a hold on 
the funds. In the final stage, the 
card-payment networks send out 
the details for settlement between 
the banks. The card-payment A key driver of PayPal's growth 

is that it has been the default way 
for buyers and sellers to complete 
transactions on eBay. This has led to 
consumers and merchants signing up 
for PayPal accounts.  

PayPal was spun out of eBay in July 
2005, and will be replaced by Adyen as 
eBay's payment option by mid-2020. 
PayPal will remain as a secondary 
eBay payment option until July 2023.

PayPal's competition
PayPal offers a trusted way to pay 
online. It also offers secondary 
services such as the ability to transfer 
money between PayPal users. This 
has helped make PayPal a leading 
consumer payment brand.

PayPal's key advantage is that 
267 million consumers have entered 
their card details on its platform. This 
makes it a convenient payment option 
and one that merchants have an 
incentive to offer.

If merchants start to move away 
from PayPal, it may find it harder to 
attract users. Stripe is a fast-growing 
alternative that is less expensive for 
merchants but requires consumers to 
type in their card details. 

PayPal – revenue and profits

Source: SharePad

“PAYPAL WAS THE 
LARGEST POSITION 
IN THE FUNDSMITH 

EQUITY FUND AT 
THE END OF  
JUNE	2019.”

Card-payment networks
The roots of card-payment networks 
go back to the launch of the first 
mainstream all-purpose credit card in 
the US. In 1958, the BankAmericard 
was distributed in Fresno, California 
and became a huge success. 

The payment network 
underpinning the BankAmericard was 
licensed out to other card providers 
and renamed Visa in 1976. Banks were 
keen to not rely on a single payment 
network and to this end established 
MasterCard in 1966.  

Photo by Clay Banks on Unsplash

Visa MasterCard American 
Express

Payment volumes $B $7,565 $3,814 $1,071

Total volume ($B) $10,516 $5,242 $1,085

Total transactions (B) 170 87.46 7.7

Cards (M) 3,243 1,825 113

Visa and MasterCard dominate (calendar 2017)

Source: Visa
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networks then charge an interchange 
fee, which is a percentage of the 
transaction value. 

Visa – the first card 
network
With Visa establishing the first major 
card-payment network, it benefits 
from a first-mover advantage. The 
group is the largest payment network 
in the developed world but is smaller 
than the Chinese domestic group 
UnionPay.

While Visa doesn't have a licence 
to operate in China, it is more often 
than not the payment option on 
Chinese cards for overseas travel. 
Visa sponsors major sporting events 
to maintain the leading payment 
brand. 

Mastercard – the second 
card network
The fact that Mastercard is number 
two hasn't held it back in terms of 
growth and profitability. At the end 
of 2017, Mastercard had 1.8bn cards 
using its network as opposed to 3.2bn 
using Visa's payment network.

Banks are likely to keep using 
Mastercard to maintain a degree 
of choice in the market. The key for 
Mastercard is to get more card issuers 
(mainly banks) to use its payment 
network. 

 
Valuations 
In the current fiscal year, Visa has the 
highest forecast free cash flow yield, 
at 3.1% versus 2.8% for Visa. PayPal's 
rapid growth increases the forecast 
free cash flow yield to 4% in fiscal 
2021 versus 3.9% for Visa.

PayPal is yet to pay dividends but 
has reduced its share count by 4% 
from 2015 to 2018.  Visa's forecast 
dividend yield is 0.6% in the current 

Visa EPS and free cash flow per share 

Source: SharePad

Card networks enable payments to complete

Source: Visa

Visa – fast growth and fat margins

Source: SharePad

www.masterinvestor.co.uk | Master Investor is a registered trademark of Master Investor Limited   ISSUE 53 – AUGUST 2019  | 73 

David Cardinez / Shutterstock.com



QUALITY INVESTOR

74 | ISSUE 53 – AUGUST 2019    Master Investor is a registered trademark of Master Investor Limited | www.masterinvestor.co.uk

not least for foreign exchange. 
Several fintech companies have 
sought to make foreign-exchange 
transactions less expensive for 
consumers.

PayPal is continuing to experience 
momentum but eBay's move away 
from PayPal is concerning. If online 
merchants increasingly move away 
from PayPal as a payment option, it 
will make it harder for the business to 
grow.

Summary 
The payment sector benefits from 
underlying market growth and 
powerful network effects.  This has 
resulted in Visa, MasterCard and 
PayPal generating strong free cash 
flow per share growth.

The main driver has been the 
ongoing move away from cash 
transactions. This is underpinned by 
the growth of contactless payment 
cards, mobile devices and online 
shopping.

Visa, MasterCard and PayPal  
are well placed as long as they  
can keep the competition at bay.  
The three companies show that  
the best investments are often 
products or services that we use  
every day.

MasterCard earnings and free cash flow per share

Source: SharePad

Mastercard revenue and profits

Source: SharePad
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fiscal year while MasterCard's is 
0.4% (6X and 5X dividend cover, 
respectively).  

Visa has aggressively bought back 
its shares, with 4.3bn outstanding 
in September 2006 versus 2.2bn in 
September 2018. MasterCard's share 
count has declined from 1.35bn at the 
end of 2016 to 1bn at the end of 2018.

Key risks
Visa and MasterCard form a powerful 
card-network duopoly that rivals 
have been unable to challenge. A key 
risk is that technology and/or new 
competitors will be able to disrupt 
their position.

The fees both companies charge 
are higher on overseas payments, 

“IN THE EUROPEAN UNION, THE TWO COMPANIES 
BETWEEN THEM PROCESS MORE THAN 80% OF ALL 

CARD TRANSACTIONS.”

                                 CONNECTING COMPANIES WITH investors

MASTER INVESTOR SHOW 2020

Visa* MasterCard PayPal

2019 3.1% 2.7% 2.8%

2020 3.5% 3.3% 3.3%

2021 3.9% 3.8% $14%

Forecast free cash flow yield

Source: SharePad *Visa year-end 30 Sept.  


