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Unique issues arise when valuation analysts value a software company. An understanding
of these issues is critical to analysts’ ability to analyse the value of a company and to help client
executives and owners understand the uniqueness of the industry in which they participate. This
understanding also helps valuation analysts and their clients to recognize business risks and capitalize
on market opportunities.

Every business owner believes his or her company is unique. This is right up to a point, but
most businesses are not unique in terms of their basic economic operation. Software companies are
an exception. Jim Catty, a Canadian financial analyst who specializes in software, started a list of
unique characteristics of software companies, which he offered in his presentation entitled “Valuing
Software and Internet Companies,” at the 1999 High Tech Industries Conference of the

California CPA Education Foundation. Our firm, the Financial Valuation Group, has continued

adding to and refining the list over the years.

The software industry’s many unique characteristics include:

¢ Limited market life. The market life of a software program is limited. Generally, investors
and tax authorities expect software to have a life of two to three years. However, established
programs have core technology, which often can be enhanced to prolong their lifespan
through several versions. Such programs have greater value because successive versions
increase and extend the cash flow generated. In some cases, new versions are almost new

products and extend product life significantly.
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o Economic scalability. Software is the ultimate intellectual property. After it is created,
making and selling an infinite number of copies is easy and cheap with few costs other than
copyright and marketing expenses. This cost structure (its “‘economic scalability”) is
different from that of most products and services. Thus, software can generate higher profit

margins than traditional products.

e Barriers to entry due to market forces. Market forces, not difficulty in creating program
code, are usually the primary barriers to entry for software companies. Therefore, a
company must first find out if a market for the software exists and what advantage it can

offer to any group or market sector.

e Standards. Most industries have standards, such as the layout of computer keyboards and
electric line voltage (different standards in the U.S. and Europe). Standards exist for certain
aspects of software, but innovation is moving so rapidly that the market determines most

standards and agreement on these standards follows.

e Value driven by future prospects. The level of shareholders’ equity (book value) has less
impact on value than in traditional companies. The reason is most of a software company’s
assets are intangible assets, which for the most part are not included on their balance sheets
and in book value. Similarly, historical losses tend to have less predictive value for future
earnings in a software company than in a traditional company because of shorter product
lives and rapidly changing markets. Thus, the value of a software company depends almost

exclusively on investor expectations for future earnings and risks.
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e Contribution of research and development to value. A software company expends large
sums on research and development, which accounting standards usually require to be
expensed as they are incurred but may help the company generate earnings in the future. For
valuation purposes, to the extent that the research and development resulted in the creation
of software that is expected to result in future earnings, these costs represent assets that
should be recorded on the company’s balance sheet rather than recorded as expenses on the

Income statement.

e Unrecorded assets. Distribution channels and the installed base of users are also important
intangible assets of a software company, which do not normally appear in the company’s
financial records. Nevertheless, because they are essential to the generation of future

earnings, they are assets that must be considered for valuation purposes.

e Distribution through the Internet. Distribution of software has progressed from a stack of
floppies to a CD-ROM to a quick and simple download from the Internet. This latest
distribution channel has substantially lowered costs and selling prices, while at the same

time making it possible to conveniently generate sales from a worldwide market.

e Some software programs becoming commodities. Some types of software, such as
“search and retrieval engines,” are turning into commodities and are available on the
Internet, sometimes they are even free. Thus, profits from some software has plummeted

or disappeared.
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e Increasing complexity. Computer software is constantly becoming more complex, as
developers integrate more and more functions into products, such as Supply Chain
Management systems, which cover the critical path from ordering components to

delivering the finished product.

¢ Young employees. Because their products often are based on newer technologies learned
by young people in school, many software companies tend to have a much younger group of

employees than traditional companies.

¢ Young companies. The average age of software companies is much lower than traditional
companies. Therefore, the typical software company executive has less management

experience than in traditional companies.

e Frequently sold for liquidity purposes. Traditional companies typically sell because
owners seek retirement or must withdraw for health reasons. Software companies, however,
often sell for liquidity reasons because of their need for investment capital to fuel continued

high growth.

¢ Difficulty obtaining financing because of dependence on intangible assets. As
previously discussed, software companies have a much greater dependence on intangible
assets than do traditional companies. Most of these assets are not recorded on the balance
sheets. Therefore, asset lenders such as banks may be reluctant to provide financing to

software companies.
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o Fast changing technological base. The technological base of a software company changes
at a much faster pace than the technological base of traditional companies. This rapid pace

of change creates employee training and marketplace positioning issues.

o Different approach to advertising. Small software companies must have a different
approach to advertising than traditional small companies. They cannot confine their
advertising to the yellow pages, local newspapers, or trade associations. Instead, they must
advertise on a national or an international scale as do large companies. In addition, the
advertising methods used by software companies evolved significantly over the last decade

to become much more internet based.

These characteristics contributed to the business environment in which many of the best-known
software companies failed. We are all familiar with the fate of such software as Lotus 123,
WordPerfect, D Base (Ashton Tate), and Netscape. A company can face the same situation,
unless owners and managers understand the unique characteristics of the software industry and
know how to deal with the business risks confronting software companies. The valuation analyst
who doesn’t consider these issues in his or her valuation analysis risks developing a flawed

valuation conclusion.

Jim Rigby, CPA/ABV, ASA at jrigby@fvginternational.com and Terry Allen, CPA/ABV, ASA
at tallen@fvginternational.com, are Managing Directors with the Financial Valuation Group.
They specialize in valuations, expert testimony and consulting for software and high technology
companies.

Page 5 of 5
% 900 Wilshire Blvd. e Suite 514 o Los Angeles, CA ¢ 90017
FINANCIAL VALUATION Voice (213) 362-9991 e Fax (213) 623-4809 e www.fvginternational.com

¢ 2 Atlanta e Boston ¢ Chicago ¢ Des Moines ¢ Ft. Lauderdale e Great Falls
RoVY Kansas City e Los Angeles e Saint Louis e Silicon Valley ¢ Tampa



