BUSINESS ISSUES

Business Valuation

Two software companies sit side by side.
Each is outwardly successful, as gauged by
the “traditional" measuring sticks of
success; namely, revenues, customer
base, and growth. Each has a reputation
for providing solid product lines, guality
services, and responsive customer
support.

But, somehow, one company is worth
millions and is a target for a lucrative
takeover, while the other company
couldn't get itself acquired even if Donald
Trump promoted it on The Apprentice.

Why? What drives the valuation of
privately held software companies, and
why are seemingly identical companies
often valuated so differently? While the
answer is not simple, there are certain
rules that can help explain this phenomenon.

Rule #1: Valuation is economy-
dependent, with small to mid-size
companies losing the most wvalue

in depressed economic times.

Certain external factors drive valuations
for privately held software companies in
the United States. The first among these
is, of course, the United States economy.
In a bad economy, nothing moves.
If nothing moves, small and mid-size
companies can't sell their products, and
they get hurt. (In the world of valuation,
"hurt" means “lowered wvalue.”) Large
companies also feel the pinch, but are
often able to adjust their products and
diversify their services to avoid a head-on
collision with a stagnant market or
slumping customer demand.

Rule #2: As goes IT spending, so goes
valuation.

Another factor to consider is the amount
of information technology spending, or “IT
spending,” occurring industry-wide. When
IT spending is high or expected to go up,
we see a flurry of mergers and
acquisitions. But when IT spending is flat,
the stock market pulls back, and sales
begin to chill. When sales chill,
companies get hurt.
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According to a recent survey conducted by
Goldman Sachs, IT budgets are predicted
to increase an average of 1.8% in 2005,
with areas such as security, wireless
LAN connectivity, and web-application
software leading the way. This is good
news for the software industry, as
increased sales will likely correlate to an
increase in the value of software
companies over the next year.

Rule #3: As goes the stock market, so
goes valuation.

A third factor to look at is the
performance of the stock market and,
in particular, the technology sector
performance within NASDAQ and the SEG
100. In fact, if you track those indices
against valuations, you'll notice that
valuations of software companies have
closely followed those indices over the
past few years. For example, in the first
quarter of 2003, the stock market slid,
and so did valuations, dropping nearly
fifty percent from 2.2 EV/Rev in the
second quarter of 2002, to 1.1 EV/Rev in
the first quarter of 2003.

Rule #4: Creative payment options
reflect the economic stability of
the times.

A fourth factor, which is closely linked to
the prior three factors, is the form of
payment to investors. In undependable
markets, entrepreneurs are not interested
in getting stock in a company as the
primary return on their investment.
Instead, they want cash.

For example, in 2003 {(when the economy
was slumping) approximately two-thirds of
business acquisitions were cash deals,
with the remaining one-third split
between stock and cash/stock deals.
Skipping ahead to 2005, however, we see
that the picture is quite different.

Mow that the economy is stronger,
entrepreneurs are willing to take greater
risks with their investments. Compared to
2003 (where almost two-thirds of all
mergers and acquisitions were cash deals),
today approximately 42% of software
company acquisitions are cash, 26% are
stock, and 32% are cash/stock deals.

Rule #5: The purpose of the acquisition
drives the value of the deal.

People pay for things they like, and
the world of valuation is no different.
The stock market may be slumping,
and IT spending might be flat, but if a
big company finds a small company
irresistible, then a merger or acquisition
is likely in the cards.

So how can a small software company
make itself irresistible to a larger
company? Should it try to compete with
the larger company in the hopes that the
larger company will want to buyout its
competition? Is profitability the trait most
sought-after by larger companies?

It may surprise you to learn that neither
competition nor profitability guides
most software company merger and
acquisition decisions. In fact, the vast
majority of software industry mergers and
acquisitions over the past few years
were conducted to enable the acquiring
companies either (i} to reach into new
market areas (i.e., new products, or new
customers for existing products), or (ii)
to enhance their current product lines
{i.e., add new features or functions to
existing products). Issues of competition
and profitability had little impact in
these decisions.

The point is that while two companies may
look outwardly identical, there are many
factors that might make one company
significantly more valuable than its
counterpart. Avoid judging a company
solely on “traditional” factors, and
consider the fact that size, market
conditions, and individual value of a
company's products or services might be
the determining factors in a merger and
acquisition deal.
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