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                                                   Highlights
· I am placing a SELL recommendation on Baldwin Technology Co with a 12-month price target of $3.78. Baldwin’s current price is overvalued because of recent valuing ignoring the down trend of the offset printing industry and the earning not satisfying it’s leveraged capital.
· The acquisition of Oxy-dry might look profitable, but it actually costs more than it gains. Comparing Oxy-dry’s performance, Baldwin bought Oxy-dry in a premium price by issuing all the money it needs in this acquisition. The new return by the new segment couldn’t reach the new interest expense.
· New technologies and Asia competitors cause the commercial printing market a declining trend in both short term and long term perspective. The company is in a gradually disappearing industry.
· A large expensive debt creates the growing illusion. Although the company’s net income in FY2007 was $6.6 million, but it didn’t create any Free Cash Flow. The FCF in FY2007 was negative $17 million mainly because the company’s net debt increased by $21.7 million with nearly 7% interest rate level which is a lot higher than the 2.9% return rate that these money can create.    
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Important disclosures appear at the back of this report

2006 The New York Society of Security Analysts, Inc.

TM Investment Research Challenge is a trademark of the New York Society of Security Analysis
Investment Summary
Using discounted cash flow model, the target price of $3.78 is suggesting that the company is currently traded by a premium price. Since 1999, the fast growing news and magazine websites are attracting more and more Baldwin’s customers from paper printing to web designing. The shrinking sales size has forced the company launch restructuring year after year. From 2003, the company’s customers started to adjust themselves into colorful printing market strategy; therefore the company can gradually recover their sale level. In FY2006 the recovery slowdown, in order to support the sale level, the company launched new debt and paid a premium price to buy Oxy-dry in FY2007, which turns out to be a losing money segment for the company. Through this unprofitable decision that the company made in FY2007, it is logical to expect that there will be more and more restructuring and inefficient acquisition in the future.
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Valuation

Discounted Cash Flow Analysis
I placed a 12-month target price of $3.78 for the stock Baldwin Technology Co. using a discounted cash flow model. I assumed terminal growth rate to be 6% based on two reasons:

· The average growth rate of net sale in FY2002 to FY2006 is 6%. I don’t consider the growth rate of net sale in FY2007 mainly because the growth in FY2007 was all contributed by Oxy.
· Since the boost of web news, the company’s customers had implemented a new approach to color printing market; therefore it’s logical to expect a steady growth of net sale in the future.
Using past five year monthly data of Russell 2000 index (small cap) and Baldwin, I computed the beta 2.15 and the market risk premium 6.38%. Inputting 3-month Treasury bill interest rate 3.89% in to the CAPM model, I received the expected rate of return (cost of equity) 17.61%.
Implementing cost of debt 6.92% (see the computation below) and cost of equity into WACC model, I computed the weighted average cost of capital 14.36%. 
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I DO NOT consider Restructuring as a special event, instead, I consider Restructuring as a ordinary operation activity, because of the following three reasons:

· In the past 10 years, the company has been through restructuring for seven years.

· The average amount of Restructure Charge in the past 10 years is 38% of the net income (not included the Fiscal Year with net loss)

· In FY2007, the company has already launched $994,000 restructure charge for Oxy-dry. Based on the company’s acquisition strategy, I expected there will be more restructuring happens in the future.

I estimated the net sale in FY2008 will be $227,379,480 by the following steps:

· The average output of US commercial printing market growth annual rate in the past three years is 3.25%.
· Baldwin’s average growth rate of net sales from FY2002 to FY2006 is 6%.

· Compute the average of 3.25% and 6% to get 4.6%

· The basic net sale number is $179,380,000 (before acquiring Oxy) + $38,000,000 (the net sale that Oxy generates annually) = $217,380,000

· Add the 4.6% growth (217,380,000*4.6%) into the basic net sale number to get $227,379,480
Using 66.4% and 27.7% of net sale as CGS and Operating Exp respectively, I computed the EBIT in FY2008. Subtracting 35% tax rate from the EBIT, assuming Depreciation/Amortization equals to Capital Exp and changes in Working Capital equals to 1.8% of net sale, I arrived FCFF (Free cash flow in firm) $4,871,000 in FY2008.
Inputting FCFF in FY2008 and WACC rate and terminal growth rate, I found the intrinsic value of Baldwin is $3.78. Considering the current stock price $5.3, I am placing a SELL recommendation, because the current price is overvalued. 
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Acquisition Strategy
Unprofitable decision
In order to support the growth of sales, the company spent $18.18 million to buy Oxy-dry which generates about 38 million sales annually. All the money came from newly issued debt with an annual interest rate 6.92%, regarding the $21.4 million increases of long term liabilities in FY2007. In FY2007, Oxy-dry has been joining the operation with Baldwin for 7 months since Dec, 2006. In FY2007, Baldwin’s sales only increased by $22 million, just equal to 7 out of 12 times $38 million (38*7/12=22). That means the mother company Baldwin didn’t gain any sales size by itself in FY2007, all it’s growing in Net sales were contributed by Oxy-dry segment. 
I subtract Sales, CGS and Operating expense in FY2007 by the same items from FY2006 to derive the performance of Oxy segment in FY2007 separately from Baldwin (see appendix below). Using Oxy’s 7-month performance to estimate it’s income for a whole year, divided $18.18 million by this income to get the P/E ratio of Oxy that Baldwin paid for this acquisition.
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Business Description

Baldwin Technology Co. is a company that produces cleaning equipment, Fluid Management equipment and accessory for printing press manufacturing line. It generated $179 million and $201 million net sale in FY2006 and FY2007 respectively. The operation has spread to the worldwide: Americas, Europe and Asia/Australia.
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Cleaning Systems reduce paper waste, volatile organic compound emissions and press downtime, improve productivity and print quality and safety of operation for the press operator.

Fluid Management Systems control the supply, temperature, cleanliness, chemical composition and certain other characteristics of the fluids used in the lithographic printing process.

Web Press Protection Systems offer high quality press protection to prevent web breaking. 

Ink Control Systems reduce ink and paper waste.

The company’s main customers are newspaper, magazine and book publishers such as Basler Zeitung, Transcontinental Printing Retail Group, Nihon Keizai Shimbun and Telegraaf., The biggest costumer is Bauer Aktiengesellschaft (KBA), which is a printing press manufacturer.
Other Headings Relevant to Company
The company’s former Chairman Emeritus, Harold Gegenheimer unexpected passed away in October 2006. He was considered as the company’s leading spirit of mechanical technology innovative. For decades, his Gegenheimer Awards has not only stimulated the whole industry, but also kept Baldwin in a leading innovative status. The impact of losing Emeritus may affect the company’s innovative culture.
Industry Overview and Competitive Positioning
The printing industry is one of the largest industries in the United States, with total annual sales approximately more than $165 billion. Commercial printing that generates more than $50 billion is considered the largest segment of the industry. A commercial printer has different presses and binding equipment that can work on different kinds of printing. The main printing process is called offset lithography, which is also the largest part of Baldwin’s business. 
The trend is changing. The number of newspaper websites has nearly tripled since 1999 and the global internet advertising market continues to grow steadily. Readers and advertisers are turning into internet. Circulations continue to fall and consumers check the Internet before the daily newspaper or newsweekly. All of these are showing a shrinking demand for Baldwin’s service from its costumers. 
Financial Analysis

The company’s Net Sale has reached its peak on FY1997, since then, it’s Net Sale has fall 45% to the ground in FY2003. The Gross Profit rate has remained in around 32% of the Net Sale for the past 10 years.

Earnings
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Cash Flow                                                                                                   
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Balance Sheet & Financing
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Investment Risks

· The competition from Japan, Korea and Taiwan. These countries are holding high level mechanical technology, complete industry supply chain and both geographical cultural easy access to lower labor and material cost of China.
· Consumer’s reading habit changes. The existent consumers of newspaper and magazine are changing their way of absorbing information from reading paper to checking websites. The new consumers read and pay directly from Internet. The trend and growing profit of online advertising force publisher and media put more and more effort on web designing, less and less attention on paper printing.

· The new technologies such as ePaper and LCD are costing lower and lower, making the hardware of Internet information cheaper and cheaper. Paper information are gradually been replaced.
Disclosures:
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In FY2007, due to the acquisition, the company’s FCFF is negative $19,067,000. The average FCFF for the past 10 years is $1,594,000.





The company’s Debt/Equity ratio went up during 2000 ~ 2004 mainly because of the down trend of Net Sale during that period.





In the past 10 years, the company has had loss in FY1997 and FY2001~FY2003, mainly because the shrink of net sale and lack of operating cost control. The average net income for the past 10 years is negative $3,561,000.








Oxy-dry is a company with 24.7% gross profit rate and 1.4% operating income rate (not including restructure expense). On the other hand, Baldwin has 33.6% gross profit rate and 5.9% operating income rate. Obviously, Oxy-dry segment is dragging down the whole company’s operation performance. Moreover, considering the money Baldwin paid, Oxy was an overvalued segment with 35 P/E ratio. The P/E for Baldwin itself is 15. Clearly, Baldwin paid too much.








Relative valuation


Since, there is no direct competitor for Baldwin, I compared Baldwin’s P/E, EV/EBITDA, PEG, P/S, P/B and the growth rate of net sale with Koenig & Bauer Aktiengesellschaft (KBA). Koenig & Bauer Group is one of the world’s largest manufacturers of printing press and also is the biggest customer of Baldwin. Baldwin’s relatively higher EV/EBITDA and lower EBITDA/(Working Capital + Capital Expense) proved that the company is relatively inefficient and overvalued than KBA, as well as higher PEG ratio.








What worse than paying too much is that borrowing money to pay too much. Baldwin’s  net newly increased debt will create a 6.92%  interest expense pressure. That is saying that unless Oxy can earn more than 6.92% a year, otherwise, it will lose money. In form leftward, Oxy’s return on capital is 2.9% (Baldwin is 7.9%), that means Oxy has became a 4% negative return (2.9%-6.92%) segment for Baldwin. So far, no synergy has showed up. It’s reasonable to say there will be more restructure expenses in the future.








Although the company put a lot of effort in Research & Design, the demand of the market in the industry is been replaced by Internet and other technology. The level of Net Sale isn’t enough to maintain a steady cash flow. The average FCFE in the past 10 years was less than one cent per share. The company had never paid any dividend in the past 10 years.


As a common stock investor, we shouldn’t put our money in a company that has difficulty to generate cash flow for its shareholders.








