Edgar Filing: DST SYSTEMS INC - Form 10-Q

DST SYSTEMS INC
Form 10-Q

August 08, 2017
Table of Contents

UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-Q

xQUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934

For the quarterly period ended June 30, 2017

or

“"TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934
For the transition period from to

Commission File Number 1-14036

DST Systems, Inc.
(Exact name of registrant as specified in its charter)

Delaware 43-1581814
(State or other jurisdiction of (IR.S. Employer
incorporation or organization) Identification No.)

333 West 11t Street, Kansas City, Missouri 64105
(Address of principal executive offices) (Zip Code)

(816) 435-1000
(Registrant’s telephone number, including area code)

No Changes
(Former name, former address and former fiscal year, if changed since last report)

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the
Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was
required to file such reports), and (2) has been subject to such filing requirements for the past 90 days. Yes x No ™~

Indicate by check mark whether the registrant has submitted electronically and posted on its corporate Web site, if
any, every Interactive Data File required to be submitted and posted pursuant to Rule 405 of Regulation S-T
(§232.405 of this chapter) during the preceding 12 months (or for such shorter period that the registrant was required
to submit and post such files). Yes x No~

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer, a
smaller reporting company, or an emerging growth company. See definitions of “large accelerated filer,” “accelerated
filer,” “smaller reporting company,” and “emerging growth company” in Rule 12b-2 of the Exchange Act.
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Large accelerated filer x Accelerated filer o

Non-accelerated filer o Smaller reporting company o
(do not check if a smaller reporting company)
Emerging growth company o

If an emerging growth company, indicate by check mark if the registrant has elected not to use the extended transition
period for complying with any new or revised financial accounting standards provided pursuant to Section 13(a) of the
Exchange Act. o

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act). Yes
“No x

Number of shares outstanding of the Company’s common stock as of July 31, 2017:
Common Stock $0.01 par value — 60,508,843
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The brand, service or product names or marks referred to in this Report are trademarks or service marks, registered or
otherwise, of DST Systems, Inc. or its consolidated subsidiaries.




Edgar Filing: DST SYSTEMS INC - Form 10-Q

Table of Contents

PART I. FINANCIAL INFORMATION

Item 1. Financial Statements
DST Systems, Inc.

Condensed Consolidated Balance Sheet
(in millions, except share and per share amounts)

(unaudited)

Assets

Current assets

Cash and cash equivalents
Funds held on behalf of clients
Client funding receivable
Accounts receivable

Other assets

Current assets held for sale

Investments
Unconsolidated affiliates
Properties, net
Intangible assets, net
Goodwill

Other assets

Total assets

Liabilities

Current liabilities

Current portion of debt

Client funds obligations

Accounts payable

Accrued compensation and benefits
Deferred revenues and gains
Income taxes payable

Other liabilities

Current liabilities held for sale

Long-term debt
Income taxes payable
Deferred income taxes
Other liabilities

Total liabilities

Commitments and contingencies (Note 11)

Redeemable Non-controlling Interest

June 30,
2017

$139.1
500.6
49.3
362.3
95.2

1,146.5

211.8
76.2
3449
2954
789.8
100.3
$2,964.9

$191.7
549.9
88.4
104.9
33.1
11.8
101.5

1,081.3

453.7
71.8
83.0
48.6
1,738.4

December 31,
2016

$ 1955
500.5
64.1
215.5
70.0
72.6
1,118.2

377.4
331.2
235.7
142.6
516.4
50.3
$2,771.8

$ 208.5
564.6
62.9
101.7
23.5
22.0
78.1
30.1
1,091.4

299.7
69.8
151.5
22.9
1,635.3

21.3
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Stockholders’ Equity

Preferred stock, $0.01 par; 10 million shares authorized and unissued

Common stock, $0.01 par; 400 million shares authorized, 64.4 million and 82.0 million
shares issued, respectively

Additional paid-in capital

Retained earnings

Treasury stock (2.7 million and 18.0 million shares, respectively), at cost

Accumulated other comprehensive income (loss)

Total stockholders’ equity

Total liabilities, redeemable non-controlling interest and stockholders’ equity

The accompanying notes are an integral part of these financial statements.
3

0.6 0.8

83.9 129.2
1,381.0 2,379.2
(215.0 ) (1,410.6
(240 ) 16.6
1,226.5 1,115.2
$2,964.9 $2,771.8

)
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DST Systems, Inc.

Condensed Consolidated Statement of Income
(in millions, except per share amounts)
(unaudited)

Operating revenues
Out-of-pocket reimbursements
Total revenues

Costs and expenses
Depreciation and amortization
Operating income

Interest expense

Other income, net

Equity in earnings of unconsolidated affiliates

Income from continuing operations before income taxes and non-controlling
interest

Income taxes
Income from continuing operations before non-controlling interest

Income from discontinued operations, net of tax
Net income

Net (income) loss attributable to non-controlling interest
Net income attributable to DST Systems, Inc.

Weighted average common shares outstanding
Weighted average diluted shares outstanding

Basic earnings per share:
Continuing operations attributable to DST Systems, Inc.
Discontinued operations
Basic earnings per share

Diluted earnings per share:

Continuing operations attributable to DST Systems, Inc.
Discontinued operations

Diluted earnings per share

Cash dividends per share of common stock

The accompanying notes are an integral part of these financial statements.

Three Months
Ended

June 30,

2017 2016
$629.4 $373.9
26.8 16.6
656.2 390.5
5252 3204
34.8 24.2
96.2 459
(6.9 ) (6.5
15.5 7.0
3.9 10.2
108.7 56.6
35.2 22.1
73.5 34.5
1.9 18.7
75.4 53.2
— 0.2
$754 $53.0
61.9 66.6
62.5 67.2
$1.19 $0.52
0.03 0.28
$1.22 $0.80
$1.18 $0.51
0.03 0.28
$1.21 $0.79
$0.18 $0.17

Six Months Ended
June 30,
2017 2016
$1,009.2 $735.2
52.5 36.0
1,061.7 771.2
851.6 627.3
58.0 46.3
152.1 97.6

) (12.8 ) (12.6 )
208.5 13.3
23.1 16.9
370.9 115.2
53.3 42.2
317.6 73.0
4.8 37.2
322.4 110.2

) (0.6 ) 0.9
$321.8 $111.1
62.5 67.1
63.2 67.9
$5.07 $1.11
0.08 0.55
$5.15 $1.66
$5.01 $1.09
0.08 0.55
$5.09 $1.64
$0.36 $0.33
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DST Systems, Inc.

Condensed Consolidated Statement of Comprehensive Income
(in millions)

(unaudited)

Net income attributable to DST Systems, Inc.

Other comprehensive income (loss), net of tax and reclassifications to earnings,
derived from:

Available-for-sale securities

Cash flow hedges

Foreign currency translation adjustments

Other comprehensive income (loss)

Comprehensive income

The accompanying notes are an integral part of these financial statements.

Three Months Six Months
Ended Ended

June 30, June 30,

2017 2016 2017 2016
$75.4 $53.0 $321.8 $111.1

5.7 )@®.1 ) 939 ) 224 )
— — 0.2 0.2

6.9 (20.1 ) 53.1 (232 )
1.2 (26.2) (40.6 ) (454 )

$76.6 $26.8 $281.2 $65.7
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DST Systems, Inc.

Condensed Consolidated Statement of Changes in Stockholders’ Equity

(in millions)
(unaudited)

December 31, 2015
Comprehensive income:

Net income attributable to DST Systems,

Inc.

Other comprehensive loss
Dividends

Amortization of share based
compensation

Issuance of common stock
Repurchase of common stock
June 30, 2016

December 31, 2016
Comprehensive income:

Net income attributable to DST Systems,

Inc.

Other comprehensive loss
Dividends

Amortization of share based
compensation

Issuance of common stock
Repurchase of common stock

Distribution of treasury stock for stock

split
June 30, 2017

The accompanying notes are an integral part of these financial statements.

Common

Stock

SharesPar ?Sgl_tifnal Retained

Outstaivdilug Capital Earnings

68.6 $0.8 $1364 $1,996.6
— — 111.1

R — 0.6 (22.7

—_ — 15.3 —

05 — (20.8 ) —

2.7) — — —

664 $0.8 $131.5 $2,085.0

Common

Stock

SharesPar ?iil_tifnal Retained

Outstaivdilug Capital Earnings

640 $08 $129.2 $2379.2
— — 321.8

R — 0.7 (22.8

—_ — 13.8 —

03 — (19.3 ) —

2.6) — — —

— 0.2 ) (40.5

61.7 $0.6 $83.9

)

)
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Treasury
Stock

$(1,129.7) $ 41.9

26.9
(163.9

$(1,266.7) $ (3.5

Treasury
Stock

$(1,410.6) $ 16.6

21.6
(163.9

) (1,297.2) 1,337.9
$1,381.0 $(215.0 ) $ (24.0

Accumulated
Other
Comprehensive otal
Stockholders’
Income (Loss) .
Equity
$ 1,046.0
— 111.1
454 ) (454 )
— (22.1 )
— 15.3
— 6.1
) — (163.9 )
) $947.1
Accumulated
Other
Comprehensive otal
Stockholders’
Income (Loss) .
Equity
$1,115.2
— 321.8
(40.6 ) (40.6 )
— (22.1 )
— 13.8
— 2.3
) — (163.9 )
) $1,226.5

10
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DST Systems, Inc.

Condensed Consolidated Statement of Cash Flows
(in millions)

(unaudited)

Cash flows — operating activities:

Net income

Less: income from discontinued operations

Income from continuing operations

Depreciation and amortization

Net gains on investments

Gain recognized on step-up of unconsolidated affiliates
Amortization of share-based compensation

Equity in earnings of unconsolidated affiliates

Cash dividends from unconsolidated affiliates
Deferred income taxes

Changes in accounts receivable

Changes in other assets

Changes in client funds obligations

Changes in client funding receivable

Changes in accounts payable and accrued liabilities
Changes in income taxes payable

Changes in deferred revenues and gains

Changes in accrued compensation and benefits

Other, net

Net cash provided from (used in) continuing operating activities
Net cash provided from (used in) discontinued operating activities
Net cash provided from (used in) operating activities

Cash flows — investing activities:

Cash paid for capital expenditures

Investments in securities

Proceeds from (advances to) unconsolidated affiliates

Proceeds from sales/maturities of investments

Net change in funds held to satisfy client funds obligations
Proceeds from sale of properties

Acquisition of businesses, net of cash and cash equivalents acquired
Proceeds from sale of business, net of cash and cash equivalents sold
Other, net

Net cash provided from (used in) continuing investing activities

Net cash provided from discontinued investing activities

Net cash provided from investing activities

Cash flows — financing activities:
Proceeds from issuance of common stock
Principal payments on debt

Six Months
Ended

June 30,

2017 2016

$322.4 $110.2
4.8 37.2
3176 73.0
58.0 46.3
(151.7) 2.8
438 ) —
13.2 13.3
(23.1 ) (169
0.6 0.2
29 HYa4
9.3 (124
“47.7 ) 49
(14.8 ) 10.2
14.8 (10.2
(784 ) 7.6
11.0 (27.9
240 ) 39
(46.2 ) (40.7
4.6 54
(35 ) 349
11.7 ) 339
(152 ) 68.8

(34.1 ) (302 )
(51.5 ) (138.7)

31.9 (123 )
75.9 199.8
(0.1 ) 193.0
— 5.7
(389 ) (935 )
0.8 9.5

— 1.0
(16.0 ) 1343
40.6 7.3
24.6 141.6
2.1 23
1.7 ) @4

11



Edgar Filing: DST SYSTEMS INC - Form 10-Q

Net borrowings on revolving credit facilities 128.0 3.9
Net borrowings (repayments) on accounts receivable securitization program (19.4 ) 150.0
Net change in client funds obligations 0.1 (193.0)

The accompanying notes are an integral part of these financial statements.
7

12
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DST Systems, Inc.

Condensed Consolidated Statement of Cash Flows (continued)
(in millions)

(unaudited)

Common stock repurchased

Payment of cash dividends

Excess tax benefits from share-based compensation
Receipt of third party capital in investment fund
Net cash used in continuing financing activities
Net cash used in discontinued financing activities
Net cash used in financing activities

Effect of exchange rates on cash and cash equivalents

Net decrease in cash and cash equivalents, including cash within assets held for sale
Cash and cash equivalents, beginning of period

Cash and cash equivalents, end of period

Less: cash and cash equivalents held for sale
Cash and cash equivalents of continuing operations, end of period

The accompanying notes are an integral part of these financial statements.
8

Six Months
Ended

June 30,

2017 2016
(160.2 ) (163.9
(22.1 ) (22.1)

— 3.7
0.8 6.3
(724 ) (216.2
02 )—
(72.6 ) (216.2
2.8 —
(604 ) (5.8 )
199.5 89.6
139.1 83.8
— 11.1
$139.1 $72.7

13
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DST Systems, Inc.

Notes to Condensed Consolidated Financial Statements
(unaudited)

1. Summary of Accounting Policies

The Condensed Consolidated Financial Statements of DST Systems, Inc. and consolidated subsidiaries (“we,” “our,” “us,”
the “Company” or “DST”) included herein have been prepared by the Company, without audit, pursuant to the rules and
regulations of the United States Securities and Exchange Commission. Certain information and note disclosures

normally included in financial statements prepared in accordance with accounting principles generally accepted in the
United States of America (“GAAP”) have been condensed or omitted pursuant to such rules and regulations, although

we believe that the disclosures are adequate to enable a reasonable understanding of the information presented. These
Condensed Consolidated Financial Statements should be read in conjunction with our audited financial statements and

the notes thereto included in the Company’s Annual Report on Form 10-K for the year ended December 31, 2016.

In March 2017, we acquired State Street Corporation’s (“State Street”) ownership in both Boston Financial Data
Services, Inc. (“BFDS”) and International Financial Data Services Limited (“IFDS U.K.”), which resulted in control of the
entities. As such, they were consolidated in our financial results from the date control was obtained.

In addition, beginning in 2017, DST established a new reportable segment structure that separates the previously
reported Financial Services segment into two new segments, Domestic Financial Services and International Financial
Services, based upon the geographical location of the revenue-generating business. The activity within the previously
reported Investments and Other segment has now been included in either the Domestic or International Financial
Services segments based on the business supported. The Healthcare Services segment remains unchanged. The new
segment presentation is reflective of how management is now operating the business and making resource allocations
following the acquisitions of the remaining interests in IFDS U.K. and BFDS in the first quarter 2017, as well as the
recent reductions in non-core investment assets resulting from monetizations and the use of State Street stock in the
BFDS exchange transaction. The Company’s operating business units are now reported as three operating segments
(Domestic Financial Services, International Financial Services and Healthcare Services). Certain amounts in the 2016
financial statements have been reclassified to conform to the 2017 presentation and prior periods have been revised to
reflect the new reportable operating segments.

In May 2017, our Board of Directors declared a two-for-one stock split of DST’s outstanding common stock effected
in the form of a stock dividend, which was paid on June 8, 2017 to shareholders of record at the close of business on
May 26, 2017. In connection with the stock split, 16.5 million treasury shares were used to settle a portion of the
distribution. All share and per share data, excluding treasury shares, have been retroactively adjusted for all periods
presented to reflect the stock split as if the stock split had occurred at the beginning of the earliest period presented.

In the opinion of management, the accompanying unaudited Condensed Consolidated Financial Statements contain all
adjustments (consisting only of normal recurring adjustments) necessary to fairly state the consolidated financial
position and the results of operations, comprehensive income, changes in stockholders’ equity and cash flows for the
periods presented. The results of operations for the three and six months ended June 30, 2017 are not necessarily
indicative of the results to be expected for the full year 2017.

Recently Adopted Accounting Pronouncements
In March 2016, the Financial Accounting Standards Board (“FASB”) issued guidance which simplifies several aspects
of the accounting for employee share-based payment transactions, including the accounting for income taxes,

forfeitures, and statutory tax withholding requirements, as well as classification of related amounts within the

14
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statement of cash flows. The guidance was adopted on January 1, 2017 and resulted in approximately $0.1 million and
$2.0 million of excess tax benefits being recognized in Income taxes in the Condensed Consolidated Statement of
Income for the three and six months ended June 30, 2017, respectively. We also elected to account for forfeitures as
they occur rather than using an estimated forfeiture rate. The impact to our consolidated financial statements was not
material.

Accounting Pronouncements Pending Adoption

In November 2016, the FASB issued guidance which requires the statement of cash flows to explain changes during
the period in the total of cash, cash equivalents, and amounts generally described as restricted cash or restricted cash
equivalents. The guidance is effective January 1, 2018 and requires retrospective application. Early adoption is
permitted. We are currently evaluating the standard and the impact it will have on our consolidated financial
statements, but have determined that our Funds

15
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DST Systems, Inc.

Notes to Condensed Consolidated Financial Statements (continued)
(unaudited)

held on behalf of clients and Other assets that meet the definition of cash and cash equivalents but are restricted for
use will be included when reconciling the beginning and end of period balances on the Condensed Consolidated
Statement of Cash Flows.

In October 2016, the FASB issued guidance which requires the recognition of income tax consequences for
intra-entity transfers of assets other than inventory. The guidance is effective January 1, 2018 and requires modified
retrospective application. Early adoption is permitted. We are currently evaluating the standard and the impact it will
have on our consolidated financial statements and related disclosures.

In February 2016, the FASB issued guidance which requires lessees to reflect most leases on their balance sheet as
assets and obligations. The guidance is effective January 1, 2019 with early adoption permitted. The standard is to be
applied under the modified retrospective method, with elective reliefs, which requires application of the new guidance
for all periods presented. We are currently evaluating the standard and the impact it will have on our consolidated
financial statements and related disclosures.

In January 2016, the FASB issued guidance which updates the reporting model for certain financial instruments,
including the requirement for equity investments (except those accounted for under the equity method of accounting
or those that result in consolidation of the investee) to be measured at fair value with changes in fair value recognized
in net income. The guidance is effective January 1, 2018 and requires a cumulative-effective adjustment as of the
beginning of the fiscal year of adoption. Early adoption is permitted as of the beginning of the fiscal year of adoption.
We are currently evaluating the standard and the impact it will have on our consolidated financial statements and
related disclosures, but generally believe our private equity funds accounted for under the cost method will be
measured at fair value, resulting in increased volatility in our Condensed Consolidated Statement of Income.

In May 2014, the FASB issued guidance which requires companies to recognize revenue to depict the transfer of
promised goods or services to customers in an amount that reflects the consideration it expects to be entitled in
exchange for those goods or services. The new standard and subsequently issued amendments will become effective
for us beginning with the first quarter 2018. The Company plans to adopt the guidance using the modified
retrospective transition approach. We are currently evaluating the impacts of the application of the new standard to our
existing portfolio of customer contracts and will continue to review new contracts entered into prior to the adoption of
the new standard. While we expect the adoption of the standard will change the timing of when revenue is recognized
for certain revenue streams, we anticipate that the majority of our contracts with customers will be accounted for
under the series deliverable guidance in the new standard which will likely result in minimal changes as compared to
current revenue recognition. However, due to the complexity of certain of our contracts, the actual revenue
recognition treatment required under the standard will be dependent on each contract’s specific terms. We expect to
continue finalizing our assessment of the expected impact of adoption throughout 2017.

2. Significant Business Transactions

Acquisition of the remaining interests in BFDS

On March 27, 2017, we entered into a series of definitive agreements to acquire State Street’s equity interest in our
BFDS joint venture, which provides shareholder recordkeeping, intermediary and investor services, and regulatory
compliance solutions to financial services clients in the United States. We also acquired an investment in a
privately-held company and the equity interest in IFDS Realty, LL.C, which holds the real estate assets used in BFDS’
operations, through a distribution from International Financial Data Services L.P. (“IFDS L.P.”), our 50/50 joint venture

16
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with State Street. The BFDS transaction, which closed on March 30, 2017, was structured as a non—taxable exchange
under Section 355 of the Internal Revenue Code. At closing, DST delivered to State Street approximately 2.0 million
shares of State Street common stock with a closing date fair value of $163.4 million (with a cost basis for tax purposes
of approximately $1.1 million) in exchange for State Street’s equity interest in BFDS. The number of shares delivered
at closing was calculated using the negotiated fair value of $157.6 million and the closing price of State Street’s stock
at signing. BFDS is included within the Domestic Financial Services segment.

The acquisition of State Street’s 50% equity interest in BFDS was accounted for as a step-acquisition. Accordingly, we
remeasured our previously held non-controlling equity interest in BFDS to the estimated fair value of $151.1 million,
resulting in a gain of $56.0 million recorded at the acquisition date, within Other income, net in the Condensed
Consolidated Statement of Income.

10

17
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DST Systems, Inc.

Notes to Condensed Consolidated Financial Statements (continued)
(unaudited)

The factors described above, combined with the synergies expected from combining our operations with the acquired
entity and the resulting enhanced clarity in the service offerings available to our clients, are the basis for the
acquisition price paid resulting in $68.7 million of goodwill recorded, none of which is expected to be deductible for
tax purposes.

The transaction was accounted for using the acquisition method of accounting, and as such, assets acquired, liabilities
assumed, and consideration transferred were recorded at their estimated fair values on the acquisition date. During the
second quarter 2017, our initial purchase price allocation and estimate of fair value for certain intangible assets and
related income tax effects were adjusted based on facts and circumstances existing at the acquisition date. Future
adjustments to the purchase price allocation could be significant as valuations for tangible and intangible assets are
finalized and associated income tax impacts are determined.

The following table summarizes the aggregate acquisition-date fair value of the consideration transferred for the
acquisition of BFDS and the amounts recognized as of the acquisition date for the assets acquired and liabilities
assumed (in millions):

Consideration
Fair value of common stock used to acquire the remaining equity interests in BFDS, certain investments and

$163.4
real estate
Estimated fair value of DST’s previously-held equity interests (1) 151.1
Effective settlement of pre-existing relationships 59 )
Total consideration transferred $308.6
Recognized amounts of identifiable assets acquired and liabilities assumed
Cash and cash equivalents $96.8
Accounts receivable 81.6
Other current assets 3.6
Investments (2) 35.8
Properties (3) 22.6
Intangible assets 57.2
Goodwill 68.7
Deferred income taxes 24
Other assets 3.2
Total assets 371.9
Accounts payable 5.2
Accrued compensation and benefits 15.4
Deferred revenue 2.1
Other current liabilities 7.6
Other liabilities 33.0
Total liabilities 63.3
Net assets acquired $308.6

(1) Equals the estimated fair value of DST’s previously-held equity interest in BFDS valued at $151.1 million, which
represents an approximate 7.5% discount to the acquisition price for State Street’s equity interests in BFDS prior to the
acquisition date. The difference between the fair value of State Street common stock transferred of $163.4 million and
the $151.1 million represents an estimate of a control premium, which has not been included in the valuation of DST’s

18
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previous non-controlling interest.

(2) As aresult of the acquisition of the remaining interests in BFDS, we acquired certain investments associated with
active deferred compensation plans for senior management and certain highly compensated employees.
Approximately $3.7 million of the underlying investments were in DST common stock. As a result, the common stock
was considered effectively repurchased at the acquisition date and reclassified to Treasury stock in the Condensed
Consolidated Balance Sheet.

(3) Includes $2.0 million of acquired software with a weighted-average useful life of 5 years.

11
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DST Systems, Inc.

Notes to Condensed Consolidated Financial Statements (continued)
(unaudited)

The following table summarizes the intangible assets acquired and estimated weighted-average useful lives as of the

acquisition date (in millions):
Fair
Value

Customer relationships $57.2 13 years

Weighted-Average Useful Life

The operating results of BFDS were combined with our operating results subsequent to the acquisition date.
Approximately $75.4 million and $76.8 million of revenues and $1.6 million and $1.9 million of pretax income of the
acquired business is included in the Condensed Consolidated Statement of Income for the three and six months ended
June 30, 2017, respectively.

Acquisition of the remaining interests in IFDS U.K.

On March 27, 2017, we acquired State Street’s ownership of our IFDS U.K. joint venture, an investor and policy
holder administrative services and technology provider to the collective funds, insurance, and retirement industries,
for $141.0 million. Additionally, we acquired from our IFDS L.P. joint venture both the equity interest in IFDS Realty
U.K. LLC (“IFDS Realty U.K.”), which holds certain real estate utilized by the U.K. business, and the equity interest in
IFDS Percana Group Ltd. (“IFDS Percana”) for total cash consideration of $68.0 million. As a result of DST’s 50%
ownership in IFDS L.P., approximately half of the cash consideration DST paid to IFDS L.P. was distributed to DST
in the form of a distribution, resulting in net cash paid for the acquisition, after cash distributions of approximately
$175.0 million. The acquisition was funded through cash on hand and our existing debt facilities. In addition,
concurrent with the acquisition of the remaining interests in IFDS U.K., we also purchased State Street’s notes
receivable from IFDS U.K. for cash consideration of $25.9 million, which approximated the fair value of the note at
the acquisition date. We will continue to service offshore and cross-border markets in Canada, Ireland and
Luxembourg through IFDS L.P., our 50/50 joint venture with State Street. IFDS U.K., IFDS Realty U.K. and IFDS
Percana are included within the International Financial Services segment.

The acquisition of State Street’s 50% equity interest in IFDS U.K. was accounted for as a step-acquisition.
Accordingly, we remeasured our previously held non-controlling equity interest in IFDS U.K. to the estimated fair
value of $136.8 million, resulting in a loss of $12.2 million at the acquisition date, which is included in Other income,
net in the Condensed Consolidated Statement of Income.

The factors described above, combined with the benefits expected from the opportunities for enhanced efficiencies in
our delivery model, are the basis for the acquisition price paid resulting in $195.9 million of goodwill recorded, of
which $18.9 million is expected to be deductible for tax purposes.

The transaction was accounted for using the acquisition method of accounting, and as such, assets acquired, liabilities
assumed, and consideration transferred were recorded at their estimated fair values on the acquisition date. During the
second quarter 2017, our initial purchase price allocation and estimate of fair value for certain intangible assets and
related income tax effects were adjusted based on facts and circumstances existing at the acquisition date. Future
adjustments to the purchase price allocation could be significant as valuations for certain tangible assets, intangible
assets and contingent liabilities are finalized and associated income tax impacts are determined.
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The following table summarizes the aggregate acquisition-date fair value of the consideration transferred for the
acquisition of the remaining interests in IFDS U.K. and the amounts recognized as of the acquisition date for the
assets acquired and liabilities assumed (in millions):

Consideration

Cash paid to acquire the remaining equity interests in IFDS U.K. and other related interests (1)  $234.9
Estimated fair value of previously-held equity interests (2) 136.8
Effective net settlement of pre-existing relationships 54.5
Total consideration transferred $426.2

Recognized amounts of identifiable assets acquired and liabilities assumed

Cash and cash equivalents $99.2
Accounts receivable 101.7
Other current assets 14.4
Properties (3) 95.6
Intangible assets 104.0
Goodwill 195.9
Deferred income taxes 11.5
Other assets 2.1
Total assets 624.4
Current portion of long-term debt 2.8
Accounts payable 29.1
Accrued compensation and benefits 23.6
Deferred revenue 31.1
Other current liabilities 61.7
Long-term debt 26.3
Other liabilities 23.6
Total liabilities 198.2
Net assets acquired $426.2

(1) Cash paid is comprised of cash payments to acquire State Street’s equity interest in IFDS U.K. and a note
receivable from IFDS U.K., as well as IFDS L.P.’s equity interests in IFDS Percana and IFDS Realty U.K.

(2) Equals the estimated fair value of DST’s previously-held equity interest in IFDS U.K. valued at $136.8 million,
which represents an approximate 3.0% discount to the acquisition price for State Street’s equity interests in IFDS U.K.
prior to the acquisition date. The difference between the $141.0 million of cash paid to acquire State Street’s equity
interests in IFDS U.K. and the $136.8 million represents an estimate of a control premium, which has not been
included in the valuation of DST’s previous non-controlling interest.

(3) Includes $21.9 million of acquired software with a weighted-average useful life of 6 years.

The following table summarizes the intangible assets acquired and estimated weighted-average useful lives as of the

acquisition date (in millions):
Fair
Value

Customer relationships $104.0 10 years

Weighted-Average Useful Life
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The operating results of IFDS U.K. were combined with our operating results subsequent to the acquisition date.
Approximately $200.2 million and $206.2 million of revenues and $60.8 million and $60.7 million of pretax income
of the acquired business is included in the Condensed Consolidated Statement of Income for the three and six months
ended June 30, 2017, respectively.

13

22



Edgar Filing: DST SYSTEMS INC - Form 10-Q

Table of Contents

DST Systems, Inc.

Notes to Condensed Consolidated Financial Statements (continued)
(unaudited)

The following table summarizes the unaudited pro forma results of operations for the three and six months ended
June 30, 2017 and 2016 as if the BFDS and IFDS U.K. acquisitions had occurred on January 1, 2016 (in millions,
except per share amounts):

Three Months

Ended Six Months Ended

June 30, June 30,

2017 2016 2017 2016
Total revenues $656.2 $581.9 $1,209.8 $1,143.2
Net income attributable to DST Systems, Inc. 75.4  43.0 143.3 87.6
Diluted earnings per share .21 0.64 227 1.29

The pro forma financial information adjusts the actual combined results for items that are recurring in nature and
directly attributable to the acquisitions of the remaining interests in BFDS and IFDS U.K., including intangible asset
amortization and fair value adjustments for property, plant and equipment, deferred revenue and other transaction
related items. The six months ended June 30, 2017 pro forma information was reduced by the net gains resulting from
the transaction of $188.6 million. The unaudited pro forma amounts have been prepared based on estimates and
assumptions, which we believe are reasonable, and are not indicative of what actual consolidated results of operations
might have been if the acquisitions had been effective at the beginning of 2016, nor is it reflective of our expected
actual results of operations for any future period.

We incurred approximately $5.1 million of pretax costs from 2015 through the second quarter 2017 in connection
with our acquisitions of the remaining interests in BFDS and IFDS U.K., which are included in Costs and expenses in
our Condensed Consolidated Statement of Income.

Significant contractual matters

In April 2017, we signed an amendment to an existing servicing agreement which extends in excess of ten years with
one of IFDS U.K.’s existing wealth management platform clients. As part of this amendment, we made an up-front
payment of £30.0 million to the client during the second quarter 2017. We also agreed to pay them an additional £30.0
million during the fourth quarter of 2017. These payments are expected to be recovered over the term of the revised
contractual arrangement.

Additionally, on June 30, 2017, a formal termination agreement was reached with a wealth management platform
client for which we were completing multi-year development and implementation efforts. As a result of this
agreement, during the second quarter 2017, DST recognized previously deferred revenue and termination payments
received totaling $93.2 million as incremental operating revenue. DST also incurred bad debt expense of $34.5 million
for previously invoiced services for which payment will now not be collected and $5.2 million of other
termination-related charges.

3. Discontinued Operations
On July 1, 2016, pursuant to the Purchase Agreement dated June 14, 2016, we completed the sale of our North
American Customer Communications business for cash consideration of $410.7 million after giving effect to a $0.7

million adjustment
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agreed upon in December 2016 to settle working capital and other matters under the terms of the agreement. We
recorded a pretax gain of $341.5 million on the sale during 2016. Additionally, on May 4, 2017, we completed the sale
of our United Kingdom Customer Communications business for cash consideration of approximately $43.9 million,
subject to customary post-closing working capital adjustments. We recorded a pretax gain of $2.9 million on the sale
during the second quarter 2017. We have classified the results of the two businesses sold as well as the gain realized
upon sale as discontinued operations in our Condensed Consolidated Statement of Income and Statement of Cash
Flows for all periods presented. Additionally, the related assets and liabilities associated with our discontinued
operations were classified as held for sale in our Condensed Consolidated Balance Sheet at December 31, 2016 prior
to the sale of our United Kingdom Customer Communications business.
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Pursuant to the terms of the North American transaction, we will continue to provide certain information technology
and operations processing activities to the North American Customer Communications business for an estimated
period of up to 18 months from the transaction date. Additionally, we will continue to incur costs for certain
print-related services provided by the disposed business for an estimated period of 3 to 5 years following the
transaction. The information technology and operations processing activities we performed after the sale of the
business resulted in approximately $4.9 million and $12.5 million of continuing cash inflows from the business sold
and the costs incurred for certain print-related services provided by the business sold resulted in continuing cash
outflows of approximately $14.3 million and $23.7 million for the three and six months ended June 30, 2017.

The revenues previously eliminated in consolidation that have continued post-transaction were approximately $7.4
million and $14.5 million for the three and six months ended June 30, 2017, respectively, as compared to $4.0 million
and $8.1 million for the three and six months ended June 30, 2016, respectively. The expenses previously eliminated
in consolidation that have continued post-transaction were approximately $13.4 million and $28.7 million for the three
and six months ended June 30, 2017, respectively, as compared to $3.0 million and $8.5 million for the three and six
months ended June 30, 2016, respectively. The revenues and expenses associated with these continued activities have
been classified within continuing operations for all periods presented. The offsetting costs and 