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Price: 21.06
52-Wk High: 31.42
Float (MM): 11.7
Shares Out (MM): 18.6
Dividend: 0.00
Tr. 12 ROE: 5.30%
Trading Vol. (MM): 0.050
Institutional Own.: 14%
 
Price Target: 28.00
52-Wk Low: 17.40
Debt to Cap: 1.8%
Market Cap (MM): 392
Yield: 0.0%
Est 3-Yr EPS Gr: 20.00%
(FY Dec) 
2003A
2004E
2005E
EPS 
0.83
1.06
1.40
-- 
P/E 
25.37x 
19.87x 
15.04x 
NA 
Revenue Net (MM) 
224.30
248.80
275.40
-- 
MktCap/Rev 
1.75x 
1.58x 
1.42x 
NA 
EPS 
Q1
Q2
Q3
Q4
2003
0.04A
0.14A
0.24A
0.39A
2004
0.14A
0.24A
0.26E
0.42E
Revenue Net (MM) 
2003
51.80A
54.80A
55.80A
61.70A
2004
58.30A
61.30A
62.30E
66.90E
Pro-forma (ex. one time), diluted EPS
All values in USD unless otherwise noted.

For latest model click here. 
For required disclosures, please see Required Disclosures section at the end of this report.

	  
	NICE Systems Ltd.
(NASDAQ: NICE) 
Initiating Coverage
Sector Perform
Speculative Risk
NICE To Have... With the Right Execution 
Event
Initiating coverage of NICE with Sector Perform / Speculative Risk and $28 target . 

Investment Opinion
· We believe solid execution on NICE's promising enterprise content analysis platform is the key to outlook. Market education will likely be challenging and we do not expect 2005 to be a breakout year. Still, NICE continues to strengthen its stronghold in enterprise call recording and analysis (77% mix), where it has over a third of the market. 

.

· Rising homeland security spending and better positioning is boosting public sector sales (12% mix). We are still awaiting more consistent execution in digital video surveillance (11% mix), a market with strong potential and growth. 

.

· We expect 3Q04 numbers to at least meet the low-end of guidance. However, it is still too early to tell whether the 10% Q/Q revenue growth modeled by the street is doable, given softer IT spending in recent months. We are taking cautious stance with sub-street numbers. 

. 

· We rate NICE Sector Perform/ Speculative Risk with $28 target, based on 20x FY05E EPS, inline with IT space and a discount to peers P/E of 32x. We believe discount is warranted given its lower visibility and earnings consistency. 

.

· We are looking for more solid traction for content analysis and video, or greater conviction in outlook to turn more positive on NICE. Still, though the ride may be bumpy, shares seem attractive long term trading at 16x our FY05E EPS (half of peers) and with a third of valuation in cash. 


	

	Industry Snapshot: From Analog To Digital; From Basic Recording To Analysis

Logging of media -- primarily of voice communications as well as video and most recently data, has been in use for years in analog, tape-based systems. However, these legacy systems were cumbersome to use, as they used large, open-reel tape decks that required high maintenance, extensive storage space in climate-controlled warehouses, and offered poor audio quality. Moreover, using analog data, either for security or business needs is time consuming and labor intensive.

Digital logging and monitoring systems answered these issues, with initial market acceptance in the early 1990's, spurred by legal requirements and operational benefits, as well as technological advances. Aside from lower cost of ownership, digital systems enable instant and accurate queries of data and swift distribution. Thus, enterprises and security bodies can improve their response time to events. 


While the technology has been around for almost two decades, the market for gathering and analyzing unstructured data is still in its early stages. This is due to the complexity of the technology involved, lack of deep analysis capabilities and most importantly, rising need for tracking and analyzing communications for security and business purposes. In contrast, the adjacent markets for tapping into structured data, like Business Intelligence and Customer Relationship Management, are far more mature. BI and CRM are leveraging available enterprise databases and rising processing power, coupled with hightened competition that drives enterprise spending. If multimedia content analysis delivers as promised and gains acceptance, we envision that the opportunity for solutions as offered by NICE can grow at a far faster clip than the high single digit rate of the overall IT business.

Company Background : Leading Enterprise Recording And Analysis

Incorporating know-how in multimedia, communications, CTI (Computer Telephony Integration), Digital Signal Processing, storage and compression, NICE provides solutions for data logging, monitoring and analysis of unstructured multimedia information (voice, fax, video, email, Internet and data) transmitted over various communications networks. Digitizing the gathered information and tying it into other systems allows the Company to provide quick, automatic, useful knowledge and insight. The gathered intelligence can then be distributed to decision makers based on predefined criteria. As can be seen in the table below, NICE leverages the same core technology to serve two distinct markets with different needs, drivers, channels, customers and market players.

NICE Systems Ltd. was founded in 1986 by a team of engineers from the Intelligence unit of the IDF (Israel Defense Forces). The Company's first products were geared towards military and government agencies, and included systems for recording and extracting of intelligence data from calls, as well as products for navigation and surveillance. Management successfully leveraged NICE's core competency, and in 1994 introduced a logging and monitoring system, initially aimed at financial institutions and ATC (Air Traffic Control) sites.

After gaining a strong position in these markets, NICE focused on contact- centers, as it recognized the market's need for digital logging and monitoring solutions, and started to expand its enterprise applications offering. At the same time, NICE leveraged its multimedia capturing abilities to the video business, aiming to replace legacy analog recording with digital logging, monitoring and analysis.

A victim of its own heady growth, the Company went through restructuring in late 2000 and came out as a leaner and more focused and streamlined organization. Under the leadership of CEO Him Shani, the corporate executive team performed admirably in the past four years in turning the Company around, expanding market presence, leveraging its infrastructure and streamlining operations. The following sections discuss the markets and outlook for NICE's key divisions: Enterprise (77% mix), digital video surveillance solutions (11% mix) and public sector (12% mix).

Enterprise Solutions

2004E mix / Y/Y Growth 
Key Target Market 
Marketing Channels 
Key Competitors 
78% /

11%

· Contact -centers (CC): FedEx, Vodafone, American Express, DirectTV, British Gas, Nextel Partners, Wipro Spectramind

· Financial trading floors: Citibank, JP Morgan Chase, Goldman Sachs, Lehman Bros., Morgan Stanley, ABN AMRO BoA, Deutsche Bank, CIBC 
· CC: Avaya, Philips, IBM Siemens, Alcatel, Tata

· Financial: Etrali, IPC, BT Syntegra 
Verint (Nasdaq: VRNT; SP, $36.18, Above Average) , Witness, eTalk, ACS, Envision
Source: RBC Capital Markets, Company reports

Enterprise solution business line provides contact centers with logging, monitoring and analysis systems to improve overall customer experience and service and potentially increase revenue. The flagship NICE Log for call recording and logging and NICE Universe for call quality monitoring assurance are the culprit for the message that "this call may be recorded for quality monitoring" often heard when calling a contact center.

Key drivers for implementing recording and analysis in the enterprise include:

· Increasing customer loyalty and satisfaction. 

· Improving contact center productivity: Supervisors can use the recorded agent-client sessions (both audio and screen capturing systems) to oversee an agent's performance, and ensure customer satisfaction. In addition, agents can get better feedback and get rated by the quality of service, and not just on the amount of calls processed. 

· Legal, regulatory and organizational requirements, such as those of NASD and the SEC regulations for trading floors and CALEA, ETSI ( see Public Safety section ), FCC, and FAA procedures. Sarbanes-Oxley may also be a driver for liability recording. 

· Transaction verification, mainly with the financial services vertical and 

· Liability reduction used by enterprises to save on insurance fees. Monitoring systems can show ROI (Return On Investment) in less than two years based solely on the reduction in insurance fees. 

As companies seek ways to differentiate themselves, better customer-service is one of the main keys to obtaining and retaining consumers as it improves customer satisfaction, increases loyalty, and thus, in turn, translates into higher sales and a solid reputation in the marketplace. We note that the cost of generating a new customer is estimated to be at least five times the cost of retaining an existing customer. Yet, companies often fail to see the warning signs and end up learning about a customer's needs only when it is too late. Moreover, contact-centers are not only critically important to customer satisfaction, but are also increasingly being viewed as important revenue-generating sources.

There are an estimated 100,000 contact centers worldwide, with 2/3 in North America. Europe is the second largest geographical market with close to 30%, with APAC accounting for the largest chunk of the balance. We note that contact centers out of the US tend to be smaller, due in part to the multitude of spoken languages in Europe and APAC. In our opinion, this presents a greater opportunity for scalable, modular, products in the midrange market. With lower IT penetration and continued offshore outsourcing of call center operations, APAC clearly represents the strongest growth opportunity. 

The market is quite fragmented with only 20% of the contact center seats in the high-end ( more than 150 agents), 40% in the mid-range (50-150 agents) and 40% of contact-centers having fewer than 50 agents. Indirect channels naturally hold the key to reaching potential customers. Over the years, NICE established strong channel partnerships supported by local offices, mainly with Avaya that accounts for 20% of overall corporate revenue. Other notable PBX switch vendors and CTI (Computer Telephony Integration) partners include Alcatel, Siemens, Dimension Data, Cisco, Aspect as well as CRM players like Siebel and Amdocs / Clarify.

By now it is clear that basic logging and monitoring is past its hey-days as crowded market and waning demand keeps pushing price per channel down. Leading market players like NICE, Verint and Witness are looking to expand their offering through additional applications and features. We believe content analysis, digging deep into the mountains of unstructured data to extract business intelligence, is the key for keeping safe of commoditization.

The Company recently introduced its NICE Perform platform for unstructured multimedia content analysis. The system gathers various inputs like the interaction, screen capture, coaching software and others and then provides reports, answers specified queries and provides dashboard views on contact center operations and performance.

After a successful beta, the Company gained FedEx as one of the first NICE Perform customers. With virtually all interaction done over the phone, FedEx leveraged this content analysis system to improve performance across the enterprise

Division 
NICE Perform Use .
Marketing 
· Gauging effectiveness of campaigns

· Uncover need for new services . 
Driver relations 
Proactive issue resolution .
Finance 
Improve DSO by reducing freight re-bills .
Operations 
aid in developing new order system .
Human resources 
Identify new skill requirements to improve recruiting .
Source: Company reports

Despite these and other benefits, we believe that ramp up will be gradual. While there is wide acceptance of CRM (Customer Relationship Management), adding multimedia content analysis to the mix requires heavy market education . Furthermore, we believe that to make the sell, key players like NICE and Verint will have to address higher-level executives than the ones addressed up to date, i.e. contact center managers. At this time though, it is hard to say whether this offering is merely a "nice to have" or a true driver. 

The overall logging and monitoring market is currently estimated at roughly $700m. The contact center market holds the biggest chunk in this industry, as it amounts to ~$500m annually, with growth closely tracking IT (Information Technology) spending patterns. Current low teens growth rate is mainly driven by an upgrade cycle to expand communications logging and monitoring to VoIP systems with the backdrop of IT spending pick-up. If and when true content analysis takes off, we envision higher growth rates and possibly enhanced cooperation or even outright M&A with enterprise IT players, especially CRM vendors. 

NICE virtually dominates the adjacent financial trading floor niche, which is estimated at $40-50m. NICE secured its primacy in this niche by forging strong partnerships with the key system integrators in the space - Etrali, BT Syntegra and IPC. While normal organic growth is likely a tad lower than IT spending cycles at ~5%, NICE is enjoying an upgrade cycle as trading floors add VoIP recording to their systems and also enjoy the backwind of revived financial markets after the 2001-2002 slump.

NICE Systems is the clear leader in the contact center market (as well as the overall logging and monitoring market) with about 35% market share, according to Frost and Sullivan, with even greater share in EMEA and Europe. Witness (Nasdaq: WITS) is tracking behind at 27%, followed by Verint (Nasdaq: VRNT) with 16% slice. Other players of note that address the space include E-Talk, Mercom, ASC, Dictaphone, and Envision that account for 22% collectively.

We believe NICE edge in the enterprise sector is based on its strong recording and monitoring platform, focus, vision, channels and overall reputation. The Company is short listed for virtually every major bid it targets, and is the global logging and monitoring platform of choice. The Company also has a very strong future-proof solution, backed by its vision of becoming an integral provider of business performance management solution and provider of unstructured data analysis solutions.

Enterprise solution outlook: 
Backed by the up-tick in IT spending following the revived macro scene since early 2003, along with additional applications, we are modeling for 12% growth in 2004 (78% mix), inline with the market. As noted, we expect only modest traction in 2005 of NICE Perform as the company educates the market on this offering. Hence, we project 10% growth in this division for 2005 to $211m and 77% mix. Longer term, we believe that execution on selling unstructured data content analysis holds the key for outperforming the growth of the IT industry. 

Digital Video Solution

2004E mix / Y/Y Growth 
Key Target Market 
Marketing Channels 
Key Competitors 
11% /

0%

· Government: US Fed, Bank of England 

· Transportation: Atlanta + Nashville airport 

· Gaming: Foxwood Casino, Palace Indian 

· Correctional facilities: Brooklyn, NYC ; Rush City, MN 

· Enterprise: Sears, JP Morgan Chase, Dell, Schachter & Namdar 
IBM, Siemens,

Thales, Diebold

Verint, Dallmeier,

Pelco, Lennel, GE,

Tyco / Sensormatic,

Raytheon, Honeywell

Source: RBC Capital Markets, Company reports

The Digital Video Solution business line provides government, public related organizations (like airports, public buildings, correctional facilities), and enterprises with digital video recording and analysis solutions to improve security and prevent shrinkage in revenue. With security as the main thrust for digital video, this business line is part of the Public Security Group that was formed couple of years ago to address homeland security.

By tying in the video stream with motion sensors, access control, fire and flood alarms and other inputs, and using image processing, advanced algorithms and other technologies for content analysis, digital video surveillance can be used to analyze the data gathered from security cameras. Based on pre-defined criteria, these systems can trigger real-time alerts, thus enhancing public and enterprise security.

As noted, the main driver for harnessing digital processing behind analog video cameras is the added intelligence they provide through real-time alerts and debriefing, on top of the easier maintenance. In essence, solutions like those offered by Verint and NICE provide the brains to the hundreds of video eyes that are out there in public buildings and enterprises. 

With hundreds of cameras per site, camera management software also eases surveillance for security personnel by controlling the cameras and providing key device and site attributes (color vs. black and white, fixed vs. tilt and zoom). These systems also allow remote viewing by transmitting video over communications lines through integrated compression techniques. Examples:

· Transportations: Airports and train stations can detect suspected suitcases that were left unattended and may have a bomb. 

· Campuses: Military campuses, infrastructure facilities, hospitals, and correctional facilities can monitor individuals trying to go into unauthorized areas or take illegal actions. 

· Law enforcement agencies can use street video cameras to detect criminal activity or get evidence. 

NICE also offers enterprises in technology, retail, logistics, gaming and other verticals its digital video solutions to increase facility control and security and reduce revenue "shrinkage" - prevent theft by customers or employees. Enterprise video surveillance can be used for verticals like: 

· Retailers can cut down on shrinkage due to employee or customer theft. 

· Gaming operators can use their barrage of video cameras to prevent leakage, security threats, and problematic gamblers. 

· Financial services can improve security and lower liability against robbery and theft 

· Industrial or corporate campuses can monitor individuals trying to go into unauthorized areas. 

NICE is also looking to add more applications for this technology, like optimizing traffic flow or proactive alerts for tampering with toll booths. However, while this market segment has its promise, it currently adds up to less than $100m. Furthermore, enterprise video surveillance requires high degree of market education, and extensive distribution channels. By and large, deals are generally smaller in size when compared to government video contracts.

From virtually nil in the late 1990's, the digital logging and monitoring market grew to about $1-1.2b with expected 25-30% CAGR in the next few years. However, market watchers have different definitions and provide varying stats that oscillate widely and wildly. We estimate that the addressable market for DVR (Digital Video Recording) and related software is about half of that, or $500-600m, with the balance made in services and hardware. Stripping the roughly 40% cut that goes to channel partners, we estimate that the addressable vendor opportunity is probably closer to $300-400m.

The high-end niche, which involves large installations of hundreds of cameras, high frame rate and advanced analysis is estimated at about $120-150m, with the mid range market at $300-400m. Pricing can go from as low as $2,500-$,3000 per channel for basic recording to fully loaded systems priced at over $8,000. On a side note, we estimate that the market for legacy analog video recording for CCTV cameras is less than $500 million and shrinking, and the main vendors are the usual suspects in electronic appliances, like Sony, Siemens and Philips.

We believe that this market is headed for continued growth with the rise of security threats and higher market awareness. Vendors will likely find new growth avenues as the technology matures and gains higher accuracy with lower false positives, added features, lower price points and widens channels. In the long run, market potential can reach as high as $3-5b.

In this security driven market, the channels naturally hold the real power as this market is fragmented and customers tend to rely on partners that have the experience, reputation and relationship in place. Key system integrators (which may also have homegrown point products) include IBM, Tyco / Sensormatic division, Raytheon, Siemens, Honeywell and others. We highlight that IBM chose NICE as its global video solution provider in early 2004. NICE has passed the introductory stage with IBM and the Company is building its pipeline with this important channel. Still, it may take a while to realize the full potential with Big Blue.

We believe Verint is the largest player in this fragmented market, with mid 20's market share of the vendor addressable market and high teens share of the overall market. We estimate that the overwhelming majority of Verint's ~$90-95m FY04 annual revenue is driven by government and public organizations. Verint achieved its leadership through superb leverage and execution of its acquisition of Loronix in 2000.

We estimate that NICE has less than 10% of the direct addressable vendor market and 6% of the overall video market. The Company mainly targets the higher end of the market as its fully featured systems fit organizations looking for advanced recording and analytics. The Company is currently working on a stripped down version to be released in the next few quarters after previous versions that were directed to the mid-market could not be competitively priced.

Other key players include Lennel (Private, NY-based security company), Dallmeier (private, German-based), Pelco (private, CA-based), VisioWave (private, Switzerland), ObjectVideo (private, Virginia-based) and many other vendors with limited solution scope. Competition is likely to intensify due to its size and expected growth. Still, Aside from high logging density and other hardware features, we believe that Verint and NICE edge is mainly within their content analysis capabilities, channel partnerships, larger resources and overall integrated security approach.

Video Solutions Outlook: 
Following solid 20% growth in 2003 to $27m in revenue / 12% mix, it appears that NICE's momentum slowed in 1H04. And while we expect a stronger 2H04, we are modeling for essentially flat year for NICE Video solution. With the expected introduction of the mid-market video solution at the turn of 2005 and continued channel support, we expect NICE to grow more closely with the market at 18% Y/Y to $32m and account for 12% of the mix.

Public Safety Solutions

2004E mix / Y/Y Growth 
Key Target Market 
Marketing Channels 
Key Competitors 
11% /

17%

· Public: NY Police Department , LA PD, US Department 

of Defense, Seattle Fire Department

· Transport: Singapore transit, Railtrack UK 

· Air Traffic Control : US Federal Aviation Agency, Canada, 

Japan, China, Norway, Hungary, Turkey, Israel

· Intelligence agencies using recording in >20 counties 

· Telecom surveillance 
Public: Motorola, Nokia, Siemens,

Marconi, BT, Siemens, Alcatel, EADS

ATC: Denro / Northrop Grumman

Dictaphone,

Mercom,

CVDS, Verint

VoicePrint

Source: RBC Capital Markets, Company reports

NICE's public safety business line, that forms the second leg of the Public Sector division, targets first response teams (like 911 emergency calls, police departments, fire alarms, hospital), transportation authorities, intelligence agencies and Air Traffic Control sites with systems to record, replay and analyze incidents. These organizations are often required to record ongoing communications data for future reference and debriefing. Logged information is used to construct interactions during an incident, improve ongoing response times and operations and verify that the department meets prescribed processes. In addition, recordings are also used as evidence in the court of law. Specific examples include:

· Police department that wants to improve response time to future events or review how an emergency call was handled. 

· Air Traffic Control that wants to review how the command center handled an aerial traffic jam in the busy holiday season. 

The public sector market is going through a solid replacement cycle driven by the increased awareness to homeland security needs and the relevant regulation. Seeking to exploit this opportunity, NICE has increased its focus on this vertical and successfully leveraged the TCS (Thales Contact Solution, a subsidiary of Thales Group, an established pre) acquisition it made in late 2002 for $55m. The following paragraphs discuss the key segments within the public sector market.

Public Safety and transportation: 
Based on its flagship NICE Log and the platforms gained from TCS (Tienna, Wordnet and Mirra), the Company is providing logging and monitoring solution to public safety and transportation organizations. Many of these bodies use Trunk Radio for command and control of field personnel. Tapping these platforms is not an easy fit, as Trunk Radio technology sends each interaction between the terminals through a randomly selected frequency.

NICE expanded its relationship with Motorola, which were inherited through the TCS deal, and will market together a joint Trunk Radio recording system. Partnering with Motorola in this niche in highly valuable to NICE as Motorola is one of the primary providers of Trunk Radio worldwide. In addition, NICE has a preferred vendor status with other key market players like Siemens, Marconi, Nokia, and EADS. We believe NICE has decent traction in this niche with wins like the NY Police Department, LA Police Department, London Underground Rail System and Singapore Mass Transit Authority.

NICE is looking to up sell additional applications to this segment by porting its developed content analysis technology , currently targeted at enterprises to the needs of the public sector. For example:

· Analyzing voice stress level when a person dials the emergency service can help in setting the priority.

· Tracking police radio communications, real-time word spotting can immediately alert officers of a reported highjack.


Though promising, our notion is that adding analysis layer to help in pro-active public safety may be challenging as decision makers in this market tend to be conservative and sales cycles are long. 

The market for public safety logging systems is currently estimated at over $110m. As noted, demand in this niche picked up of late with estimated growth of ~8%, yet excluding the impact of analytics, long term growth is likely closer to the 5% bar. Based on the TCS move, NICE is leveraging the current upgrade cycle to up sell its advanced application and gain a solid foothold in public safety interaction logging.

Privately held Dictaphone is the leader in the public safety niche thanks to a strong legacy installed base, especially in the US. Other players include Mercom, ACS and VoicePrint (all private), as well as Verint, though it does not actively pursue this market.

Air Traffic Control: 
NICE is the clear leader in the ATC niche with over 60-70% share. The Company gained this position by winning the US FAA (Federal Aviation Agency) contract in the mid 1990's through a joint bid with Denro (a division of Northrup Grumman). This niche is estimated at $40-50m and has fairly low growth rates of sub 5%, as this segment was one of the first to deploy digital recording due to regulation. Aside from the FAA, NICE ATC systems are installed worldwide with airports in Canada, Japan, China, Hong Kong, the Netherlands, Austria, Norway, Hungary, Turkey, Cyprus, Israel and others.

Lawful interception , intelligence agencies and telecom players: 
The heightened awareness to security has spurred the implementation of policies to ensure homeland security. This includes the Communications Assistance for Law Enforcement Act (= CALEA) that was enacted in 1994 yet was fully enforced at the turn of 2002. CALEA requires communications service providers to follow specific standards with respect to the treatment and transmission of intercepted communications to and from suspected targets. The implementation of CALEA, along with similar requirements for European countries undertaken by the European Telecommunications Standards Institute (ETSI) boosted demand for communications interception equipment in recent years.

The acceptance of the USA Patriot Act in late 2001 following 9/11 terror attacks gave another push to security solutions as it allows easier access to wiretapping warrants for law-enforcement agencies. Aside from rising security threats and subsequent regulation, demand for recording of public safety interaction solutions is further driven by the increasing complexity of communications networks and the rise in data volume.

NICE launched its communications interception solution tagged NICE Track in late 2001, as part of its effort to boost its security exposure. NICE Track is an integrated solution with monitoring, recording, information management, system administration, and reporting. Complying with recent government standards, (CALEA and ETSI), the system can track various communications sources-cellular, fixed line, SMS, fax and IP.

In essence, these solutions are designed to help governmental entities, law enforcement agencies and communications service providers to listen and extract critical information from suspected communications and promptly take action to safeguard against threats to homeland security. This is done through the use of network know-how, speaker identification (regardless of availability of Call ID data), Language and Accent Identification, word and phrases spotting, and Speech Categorization based on content. The system has advanced operational tools with bi-directional language identification and translation as well as can report generation and remote access for field agents. By crossing caller data with mapping tools, NICE Track can help in locating specified individuals. This is much like how Will Smith was targeted in the movie "Enemy of The State". 

NICE Track has a wide range of wiretapping options:

· Trace communications for specified targets, mainly used by law enforcement agencies to prevent crime or collect evidence 

· Scan communications lines for mass interaction by using various keywords or patterns to monitor for possible security threats to the public, a method mainly employed by intelligence agencies. 

The Company announced several multimillion-dollar deals for NICE Track with law-enforcement agency and it continues to selectively pursue lawful interception deals. the most recent couple valued at close to $5m with internal security agencies in EMEA. Still, it appears that the ramp up is slower than we hoped for NICE in this niche: despite the promise, we estimate that 2003 revenue from this segment is less than $4m. So why are we focusing on this segment?

Over $550 billon is spent on security worldwide, and given the rise in terror threats, this pie is likely to rise with increasing share of spending going to homeland security related solutions, as evidenced by various anecdotal data. For example, US Office of Management and Budget, federal IT security funding jumped from $2.7 billion in 2002 to $4.2 billion in 2003.

NICE is yet to execute on the opportunity and if it does, this can prove to be a major prize. With high barriers to entry in lawful interception, our notion is that management is focusing its efforts on the enterprise side as it has better leverage and greater recognition. While stats on this hush hush business are naturally hard to come by, our checks with a number of industry players suggest that the overall communications surveillance market could be as large as $1-$1.5b and could grow by a 20-30% rate over the next few years.

With global presence, reputation, security clearance and experience, we believe that Verint is the most dominant player in the space with ~25% share of the vendor opportunity. However, the market is quite fragmented with many homegrown solutions. Furthermore, some of the systems are bundled into the switch fabric, and thus, we estimate that the direct addressable vendor opportunity is roughly $300-400m.

Other notable players include Raytheon (NYSE: RTN, premier defense technology provider), GE Interlaid (a division of General Electric), NICE (NASDAQ: NICE), JSI Telecom and SS8 (both privately held). As noted, some communications equipment vendors like Siemens, Nokia and Cisco also developed their own proprietary software to collect and analyze data transmission, mainly for CALEA and ETSI compliance.

Public Safety Outlook: 
Given the nature of this business line, there is fairly limited insight into the market dynamics, and with very long sales cycles and project-based deals, performance in this business line may be lumpy for NICE. And while we expect this market to experience steady growth, the magnitude of this growth will depend on decision made at the legislative and regulatory levels and will be phased over a long period.

Nonetheless, this business is a solid cash-cow and as this is more of a project-based business and it provides better visibility than NICE's other divisions. Furthermore, this unit smoothes-out the impact of the more volatile enterprise IT spending patterns.

With a significant installed base to date, ATC, military and government agency market is more of a replacement market and we believe that the this division will grow nominally at about 5% longer term. As noted, the public safety and law-enforcement niche may present somewhat higher growth of about 8%-10% in the near to intermediate term as these bodies are upgrading their systems to provide a more comprehensive answer to security needs.

We expect public safety revenue to grow 17% Y/Y in 2004, driven by the market upgrade cycle and improved traction, and this segment should account for 12% of overall revenue. Indeed, though 1H04 was quite lumpy, run rate is still 30% higher Y/Y, and even if division revenue grow modestly in 2H04, we believe our estimates for revenue of $30m are achievable. thanks to a strong 1Q04, We expect additional 8% growth in 2005 thanks to continued rise in market demand and the strengthened relationship with Motorola and other players.

Financials and Operations

Product/ Service mix : With expected 12% growth in 2004, we project that NICE will derive 72% of its overall revenue from products, down from 75% in 2003; Given the expected growth of public safety solution and increased number of turnkey projects, we project that NICE service revenue will grow somewhat faster than product sales at 13% vs. 12% respectively.

With rising volume and greater software content, we project product revenue gross margin to rise by 280 bps in 2004 to 64.6%. As service cost base is fairly stable, the growth in service revenue should translate to gross income, and we are looking for 400bps rise in service margin to 29%.

Geo Breakdown : NICE derives 48% of its 1H04 revenue from the Americas, 38% from EMEA (Europe, Middle East & Africa), and 14% from APAC (Asia Pacific), similar to Verint. With continued traction in EMEA public safety, financial institutions and contact centers, EMEA revenue grew 25% Y/Y while the Americas were flat.

Employees : Led by Mr.. Haim Shani, the Company employs over 1,000 people worldwide of which 220 in sales and marketing, 320 in professional services, 260 in R&D and the balance in SG&A. Close to half of NICE's employees are based in Israel, a third in North America, 18% in Europe and the balance in APAC.

Recent results : On July 26, 2004 NICE reported inline 2Q04 numbers with revenue of $61.3m (+5% Q/Q) and EPS of $0.24 (+73% Q/Q). Enterprise sector 16% Q/Q growth offset strong drops in the lumpy video and public safety business. Gross margin edged higher by 50bps to 54.3% from the March quarter thanks to higher volume and greater portion of enterprise sales (80% of 2Q04 mix). With flat OpEx, operating income rose 74% Q/Q to 5.1m and operating margin almost doubled to 6.4%. Higher interest revenue Q/Q pushed net margin to 7.4% of revenue.

NICE boasts a strong balance sheet with equity at 73% of total assets and $128m in net cash. DSO in 2Q04 was flat Q/Q at 69 days while invenory levels dropped 10% and thus turns increased 15% Q/Q to 5.6x based on products and 10x on overall revenue. NICE is a solid cash generator, and made close to $16m in 1H04 in operating cash flow, or 13% of revenue, and we expect higher cash production in 2H04. As reference, NICE turned 17% of its 2003 revenue into cash.

Outlook

We believe NICE is the strongest player in the enterprise logging and monitoring space and has a compelling vision and offering. However, we are too early in the game to predict how its analytics solution will pan out and whether it can execute on the promise. Also, while the video and public safety business is on a growth track, we are yet to see consistent execution and business tend to be quite lumpy.

Guidance : NICE Management guided for 3Q04 revenue of $62-64m and EPS of 25-27 cents, while maintaining overall 2004 guidance for 10-15% top line growth and $1.10-1.15 EPS. It appears that management is looking for a back-end loaded year, similar to the patterns in previous years as management stated that they see strong demand for analytics ad other new applications, and that the availability of new security-related products and strengthening channel relationships will lead to higher sales in 2H04.

Our estimates : While budget flush can boost year-end spending and NICE's reported solid pipeline may materialize into revenue, we prefer to take a cautious stance given the softer spending patterns seen in the IT industry of late. The recent pre-announcements from IT security names suggest that demand is waning even for mainstream mission critical systems such as those.

Our numbers are at the low end of guidance and the street. We expect 3Q04 numbers to at least meet the low-end of guidance.. We believe that 3Q04 revenue will come in at $62m and EPS at $0.26. However, it is still too early to tell whether the 10% Q/Q revenue growth modeled by the street is achievable, given softer IT spending in recent months. We are taking cautious stance with sub-street numbers. We are looking for FY04 revenue to grow 11% to $249m and EPS of $1.06. We are looking for similar top line growth in 2005 to revenue of $275m.

With a top-heavy business model, at current levels additional $1m can add 3.5c to EPS. In other words, a mere 1.4% change in 4Q04 revenue can drive a 17% variance in net income and EPS as 65% of every incremental dollar at these levels flows directly into the bottom line. Clearly, NICE's performance can be quite volatile, yet on the flip side, the Company has strong operational leverage and can show strong earnings growth if execution was consistent. Thus, we expect the 11% revenue growth in 2005 to translate into a 30% Y/Y EPS hike to $1.40. 

	

	Valuation

	Though the ride may be bumpy, NICE shares seem attractive long-term as it is trading at 16x our FY05 EPS estimate and P/S of 1.4x FY05E revenue. NICE's closest peers, namely Verint and Witness trade at 32x FY05E EPS and at a P/S 3.5x FY05 revenue. The Company's valuation seems even more attractive when considering that a third of valuation is backed by cash and the Company keeps generating more.

We assign a $28 target based on 20x our FY05 estimates, inline with other IT names and at a discount to peers. The discount is due to lower earnings consistency and visibility. Our applied P/E also assumes a PEG of 1, below peer average of 1.6, as we project 3-5 year EPS growth of over 20%, just below peers.

We are initiating coverage of NICE with a Sector Perform / Speculative Risk rating. We will be looking for more solid traction for content analysis and video, or greater conviction in outlook to turn more positive. Realization of the IBM and Motorola deals, or material pullback in valuation may provide investors good triggers for building positions..and strengthen our overall favorable bias.

	

	Price Target Impediment

	· IT cycle and the extent of acceptance of advanced multimedia content analysis. 

· Channel dependency on Avaya (20% of 2003 revenue) as well as other smaller indirect channels. 

· Macro backdrop, competition, pricing, technology shifts, execution, and other usual suspects. 

· Change in government budgets for homeland security, and related changes in regulation. 

	

	Company Description

	NICE Systems is a leading provider of multimedia logging and monitoring solutions. Its Enterprise division (78% of FY04E revenue) helps enterprises improve and leverage contact-center interaction. NICE's Security Group includes its digital video logging business (11% of rev.) and its multimedia logging for government, law-enforcement, and aviation bodies (11% of rev.). 
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	Explanation of RBC Capital Markets Rating System
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Ratings
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