
45-10 Software & Services
United States
Industry Type (1/7/10):                           High Growth
Key Indices:                                                     S5SFTW 

Recommendation:                                                   Buy
Top 5 Picks:           CTSH, CSC, FISV, JKHY, ORCL  

Description and Summary:

The software & services industry within the information technology industry is composed of three major segments: (1) IT Services with 47% of industry’s revenue, (2) Internet software and services with 37%, and (3) Software with 16%. Due to heavy competition, M&A activity is essential in this industry. Oracle and Microsoft lead the way in M&A activity.  Acquisitions allow companies to diversify products and services as well claim more market share. 

International Competitive Structure:
The industry is highly competitive and is expected to become more competitive in the future. Indian companies are becoming major players in outsourcing.  The top three Indian companies are Tata, Infosys, and Wipro. All three companies are still relatively small compared to US corporations. Intense competition for outsourcing is expected to increase.  Companies will have to lower costs and prices to gain contracts.  Domestic layoffs are occurring, as of a result to international outsourcing.
Strengths:

1.  Despite the economic downturn, information systems and software services have become integral enough in the business environment that revenue wasn’t hit too severely.  In fact, some companies that significantly cut back on operating expenses were able to show bottom-line progress—leaving the industry with a 29.5% operating margin, 1% higher than the previous year.
2.  Strong growth in internet & distribution networks.  Software firms that focus on web services will able to capture this growth. Access to the internet has increased to about 1.66 billion users worldwide. Electronic transactions are becoming more popular.  The rise of e-Commerce will enable firms to expand their business through. Currently the larger players are looking to expand into online advertising. Mostly notable, Oracle had a massive acquisition of Sun Microsystems for $7.4 billion, and Microsoft sealed a 10-year online search deal with Yahoo.  Companies are entering the web video streaming market.  This market is currently dominated by Adobe. 
3.  US Government continues to spend, even though the US economy has slowed. 2007 government spending internationally on IT topped $150 billion. Annual compounded growth rates among government spending are expected to be 4.1 percent through 2010.  Efforts by governments to consolidate and standardize systems will result in the need for new software and programs.
Weaknesses:

1. Growth and expansion are dependent on the economy. Companies capable of weathering poor macro conditions will be able to invest in new software and projects. Small cap firms will likely lose to bigger firms with larger market share and greater economies of scale.
2.    Smaller companies facing credit crunch.  There are fewer LBO’s and VC buyouts forcing smaller companies to look for funding when funding is difficult to come by.
Opportunities/Trends:
1.   Licensing renewals are strong. Competition will fuel the need for firms to upgrade their software to provide newer technology demanded by customers.  
2.  Consolidation in the industry among the larger players will continue. M&A activity may increase until industry leaders arise or antitrust laws block M&A. Smaller companies who are financially strapped can sell to larger companies.  Larger companies in the meantime can tap international markets and gain market share.
3. Cyclical companies have been hard hit by the global financial crisis. This is apparent when compared to the economic downturn of the tech-bubble bursting in late 1999 where all technology stocks dropped dramatically. Currently, small-cap software companies seem to be declining faster than during the previous downturn.

Threats:
1. Constant margin pressure. Indian companies are growing too fast, making it difficult to find qualified people.  Salaries in India are increasing rapidly, putting more pressure to cut cost to keep margins ups.
2. Contract work will suffer.  If there is sufficient pressure to cut costs among IT budgets, contract work will go.  
3. Financing for smaller companies is hard to come by. Those companies with better economies of scale will survive the harsh macro environment. 

Key Valuation Ratios to Watch:
Operating Margin, Market Share, FCFF, FCFE, and PE
Key Items to Watch:

Corporate capital spending, currency exchange rates, market share, interest expenses, the rupee vs. the dollar, license and maintenance revenues, and R&D expenditure
Performance versus the S&P 500 (in %):
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