
Software & Services (45-10)
United States
Industry Type (9/15/08):                           High Growth
KeyIndices:                                                      S5SFTW 

Recommendation:                                                  Buy
Top 5 Picks:                                       Microsoft (MSFT) 

                                                               Google (GOOG)

                                                                  Ebay (EBAY)
                                                      Mastercard Inc (MA)

                                                  Electronic Arts (ERTS)  
                                    







Description and Summary:

The industry is composed of three major market segments: (1) Application software, (2) Application development and deployment, and (3) System infrastructure software.  M&A activity is important.  Oracle and Microsoft lead the way in M&A activity.  Acquisitions allow the companies to diversify products and services. 

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 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.  The industry is growing.  Low component cost and high demand in the laptop market is helping spurn the growth.  2008 Q2 demand grew 16% on a year-over-year basis.  The demand for the PC markets helps demand for software. 
2.  Strong growth in internet & distribution networks.  Software firms that focus on web services will able to capture this growth.  Electronic transactions are becoming more popular.  The rise of e-Commerce will enable firms to expand their business.  Currently the larger players are looking to expand into online advertising.  Mostly notable, Microsoft put a bid of $44 billion to acquire Yahoo, to increase their online revenue.  Companies are entering the web video streaming market.  This market is currently dominated by Adobe. 
3.  Government continues to spend, even though the US economy has slowed.  In 2007 global government spending on IT topped $150 billion.  Annual compounded growth rate among government spending is expected to be 4.1 percent through 2010.  Efforts by governments to consolidate and standardize systems will result in the need for new programs.
Weaknesses:

1. High Growth is dependent on the economy.  Software vendors will feel the squeeze.  Corporations  are curbing IT budgets.  IT departments are holding big projects of upgrading software.  Mainly corporations are waiting to switch from Windows XP to Vista.

2. Smaller companies facing credit crunch.  There are fewer LBO’s and VC buyouts forcing smaller companies to look for funding.
Opportunities/Trends:
1.  Licensing renew is strong.  Corporations still need to upgrade software and renew licenses to stay competitive.  Software companies can market license renewal and software maintenance to maintain revenue stream.
2.  Consolidation in the industry among the larger players.  M&A activity will increase.  Smaller companies who are financially strapped can sell to larger companies.  Larger players can seek to expand their business geographically and increase the varied of products and services they offer.
Threats:
1.   Facing margin pressure. Indian companies are growing to 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.  Smaller companies are facing financial pressure.  Because of the credit crunch, the going for small companies is difficult. 

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,  the rupee vs the dollar, License and Maintenance revenues, and R&D expenditure
Performance versus the S&P 500 (in %):
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