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“Thank Goodness 2009 Is Finally Here!”  
— Xen Master Says, “We’ll See…” 
Software Represents the Least-cyclical IT Segment. We expect the current 
downturn in software spending to be shallower as compared with other 
technology sectors, given the high percentage of recurring revenue and flexible 
cost structures that characterize the industry. For example, aggregate 2009 
revenue estimates across software have declined by only 9.0% since June of 
last year, as compared with the declines of 28.0%, 21.2%, and 20.3% in the 
semiconductor, IT services, and telecom equipment sectors, respectively. 
Furthermore, consensus estimates for the CSTI Software Index suggest a 
revenue increase of 5.2% in 2009 compared to the preceding ten-year average 
revenue increase of 12.3%, and revenue results for the CSTI Software Index 
only increased by smaller percentages twice in the past ten years, beginning 
with the downturn in 2001 at 3.9% and then the following year at 3.1%.  
Still Playing Defense... In a year when the S&P 500, NASDAQ, and CSTI 400 
Index fell by 38.5%, 40.5%, and 44.5%, respectively, the CSTI Software Index 
decreased by 37.1% during 2008. Although software slightly outperformed the 
market in 2008, we maintain an Overweight rating on the software industry 
relative to other technology sectors at this point in the current uncertain 
macroeconomic cycle, given that software (although a late-cycle spending 
segment) represents one of the least-cyclical technology sectors.  
…But Avoid Applications and Database Exposure. Although we view 
software spending in aggregate as less cyclical, our channel checks indicate 
that the economic downturn has dramatically slowed sales of new enterprise 
applications licenses in recent months, and we believe that a weak pipeline 
exists for new applications deployments heading into the first half of 2009, 
which in turn negatively influences demand for database and middleware 
products, on which these types of enterprise applications are deployed. As such, 
our estimates for both Oracle and SAP remain below consensus.  
What to Own When Switching to Offense? Although the software industry 
represents a late-cycle but also less-cyclical segment of IT spending, investors 
will eventually seek sectors with greater revenue beta than software, as 
evidenced by the aforementioned estimate reductions. In terms of higher-beta 
investments within software, while we believe that application software markets 
will be more affected in a downturn than other segments of software (which 
results in our currently cautious thesis on stocks exposed to this vertical), we 
eventually expect application spending to accelerate out of the current 
economic cycle, as the replacement cycle for application deployments 
commences into the end of the decade. 
Stock Picks for 2009. Microsoft represents our top pick among large-cap 
software stocks, while our favorite small- and mid-cap software stocks include 
Check Point Software Technologies, Citrix Systems, CA, BMC, Omniture, and 
DemandTec. Conversely, we maintain our Underperform rating on VMware. 
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2009 Investment Summary 
2008 Year in Review  

Stock Price Performance 
In 2008, the S&P 500 and NASDAQ fell by 38.5% and 40.5%, respectively. In comparison, 
while the CSTI 400 Index declined 44.5%, the CSTI Software Index decreased by 
37.1%—with large-cap software stocks declining 37.9%, mid-cap software stocks declining 
30.0%, and small-cap software stocks declining 43.4%. Small-cap software stocks account 
for the only segment in which software did not meaningfully outperform the CSTI 400 
Indexes. (See Exhibit 1.)  

Exhibit 1: CSTI 400 Index Stock Performances by Sector and Market Capitalization 
 1Q '08 2Q '08 3Q '08 4Q’08 2008 

Hardware -12.8% 4.4% -15.0% -28.3% -44.4% 

Large-cap -12.8% 4.5% -15.5% -27.6% -44.3% 

Mid-cap -12.8% 6.1% -11.9% -30.4% -43.3% 

Small-cap -12.1% -5.8% -6.8% -42.6% -55.7% 

Software -15.0% 2.5% -4.3% -24.5% -37.1% 

Large-cap -16.1% 2.2% -3.6% -24.9% -37.9% 

Mid-cap -7.5% 5.0% -10.2% -19.7% -30.0% 

Small-cap -17.3% 0.5% -3.8% -29.1% -43.4% 

Telecom Eqpt. -14.5% -4.7% -14.9% -24.5% -47.7% 

Large-cap -13.5% -5.6% -15.2% -24.6% -47.8% 

Mid-cap -25.4% 8.5% -15.7% -23.2% -47.6% 

Small-cap -27.2% 8.9% -1.3% -25.3% -41.5% 

Semiconductors -17.5% 2.6% -19.6% -26.7% -50.1% 

Large-cap -17.2% 2.3% -19.8% -25.2% -49.2% 

Mid-cap -19.7% 4.7% -18.3% -33.6% -54.3% 

Small-cap -16.6% 1.5% -20.3% -35.1% -56.2% 

Internet / Ent. -21.8% 3.8% -17.7% -30.2% -53.4% 

Large-cap -23.1% 1.6% -18.4% -29.3% -54.9% 

Mid-cap -15.9% 14.8% -16.3% -34.8% -47.3% 

Small-cap -16.8% 4.7% -9.4% -28.4% -43.5% 

IT Services -13.4% 6.6% -8.8% -19.5% -32.3% 

Large-cap -13.3% 9.1% -12.1% -16.8% -30.9% 

Mid-cap -14.2% -2.0% 2.5% -28.8% -38.6% 

Small-cap -10.5% -2.5% 11.8% -23.3% -25.2% 

CSTI 400 -15.4% 2.1% -13.1% -26.0% -44.5% 

Large-cap -15.5% 1.6% -13.4% -25.5% -44.7% 

Mid-cap -14.5% 6.1% -12.0% -28.5% -42.9% 

Small-cap -16.9% 0.7% -6.8% -32.0% -47.0% 

NASDAQ -14.1% 0.6% -8.8% -24.6% -40.5% 

S&P 500 -9.9% -3.2% -8.9% -22.6% -38.5% 

Source: FactSet, Credit Suisse. 

In 2008, the security segment outperformed the rest of software and showed the best 
performance within the sector, declining 23.8%, while infrastructure demonstrated the 
worst performance with a 57.7% decline. (See Exhibit 2.) 
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Exhibit 2: Software Stock Performance by Segment 
 1Q '08 2Q '08 3Q '08 4Q '08 2008 

Security -7.4% 3.9% -0.6% -20.3% -23.8% 

On Demand -19.2% 2.0% -10.3% -34.0% -51.2% 

Mainframe -18.3% 9.4% -18.1% -10.7% -34.7% 

Applications -20.6% 0.0% -4.8% -26.5% -44.4% 

Infrastructure -29.0% 10.2% -33.4% -18.9% -57.7% 

Systems/Storage Management -14.0% 7.7% -9.8% -17.7% -31.2% 

CSTI Software Index -15.0% 2.5% -4.3% -24.5% -37.1% 

Source: Factset, Credit Suisse. 

For a stock specific perspective, Concur Technologies and Symantec exhibited the best 
price performance within software, declining 8.3% and 7.8%, respectively, while NetSuite 
and VMware demonstrated the worst stock performances, declining 78.6% and 72.1%, 
respectively. (See Exhibit 3.) 

Exhibit 3: Software Stock Performance by Company 
 1Q '08 2Q '08 3Q '08 4Q '08 2008 

Winslow Coverage   

Adobe -16.7% 11.8% -0.8% -41.7% -46.1% 

Akamai -28.2% 22.7% -49.5% -9.7% -59.9% 

Autodesk -33.1% 8.1% -1.4% -38.4% -56.1% 

BMC Software -7.0% 12.0% -21.4% -3.4% -20.9% 

CA -11.7% 3.5% -14.3% -5.3% -25.8% 

Check Point -1.1% 7.0% -5.1% -13.2% -12.8% 

Citrix -23.9% 1.6% -15.2% -3.6% -36.8% 

CommVault -41.5% 37.5% -29.3% 12.6% -35.9% 

Digital River -15.8% 26.5% -17.3% -21.0% -30.4% 

McAfee -16.8% 3.9% -1.2% 2.0% -12.9% 

Microsoft -20.3% -2.6% -3.4% -23.8% -42.9% 

NetSuite -45.0% -6.0% -11.0% -53.4% -78.6% 

NeuStar -7.7% -18.1% -8.3% -1.3% -31.5% 

Oracle -13.4% 8.8% -4.6% -9.4% -18.5% 

Quest Software -29.1% 14.2% -15.0% 1.6% -30.1% 

Salesforce.com -7.7% 18.6% -29.5% -29.7% -45.7% 

Symantec 3.0% 17.2% 0.5% -24.4% -8.3% 

VeriSign -17.0% 15.0% -31.8% -20.9% -48.5% 

Vmware -49.6% 19.2% -47.8% -10.9% -72.1% 

Websense 10.9% -8.6% 30.4% -33.8% -12.5% 

McGrath Coverage   

Concur Technologies -14.3% 10.4% 11.6% -12.8% -7.8% 

Deltek -14.8% -35.7% -27.2% -20.1% -68.1% 

DemandTec -47.1% -22.3% 13.6% -4.3% -55.3% 

Kenexa -4.8% 6.7% -19.9% -51.8% -60.8% 

Blackboard -17.2% 18.1% 2.4% -34.4% -34.4% 

Omniture -30.3% -14.2% -7.8% -40.0% -66.9% 

Balasubramanian Coverage   

Autonomy 3.7% -3.6% 3.6% -20.5% -17.6% 

Dassault Systemes -1.6% 3.5% -12.4% -15.5% -24.6% 

Sage -18.3% 10.8% -16.0% -27.5% -44.9% 

SAP -4.0% 5.6% 0.4% -31.7% -30.5% 

CSTI Software Index -15.1% 2.5% -4.3% -24.5% -37.1% 

Source: Company data, Credit Suisse. 
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Revenue and Net Income Performance 
In 2008, revenue for the CSTI 400 Index declined 7.4% in the March quarter. While the 
calendar first quarter is typically challenging for many technology companies given that 
seasonal IT spending patterns are skewed to the last months of the year, the CSTI 400 
Index experienced a decline of a similar magnitude of 7.0% in the September 2008 
quarter. While a modest sequential increase in revenue is still expected in the calendar 
fourth quarter, the CSTI average increase of 5.4% is significantly less than historical 
averages in the low teens. While software experienced greater sequential declines than 
the CSTI 400 Index in the calendar first and third quarters of -9.7% and -10.4%, 
respectively, the sector also experienced a higher sequential growth rate in the second 
quarter of 8.5% and is expected to post a sequential increase of 11.9% in the fourth 
quarter. (See Exhibit 4.) 

Exhibit 4: Sequential 2008 Revenue Growth by Technology 
 1Q 2Q 3Q 4Q 

Hardware -2.0% -12.2% 1.7% 1.0% 

Semiconductors -7.3% 1.4% 1.8% -10.5% 

Telecom Eqpt. -8.3% 5.1% -18.5% 14.1% 

Software -9.7% 8.5% -10.4% 11.9% 

IT Services -0.7% 7.6% -17.3% -0.9% 

Internet / Ent. -16.6% 6.4% 0.5% 16.6% 

CSTI 400 -7.4% 2.8% -7.0% 5.4% 

Source: Company data, FactSet, Credit Suisse.  

Exhibit 5: Sequential 2008 Net Income Growth by Technology 
 1Q 2Q 3Q 4Q 

Hardware -22.4% 13.3% -36.2% 57.0% 

Semiconductors -28.3% 3.7% 6.5% -8.3% 

Telecom Eqpt. -24.5% 0.0% -9.2% 13.4% 

Software -12.1% 5.5% -13.0% 35.0% 

IT Services 50.6% 16.9% -17.3% 26.3% 

Internet / Ent. 29.6% -18.9% -19.8% 88.9% 

CSTI 400 -1.2% 3.4% -14.8% 35.4% 

Source: Company data, FactSet, Credit Suisse.  

Net income for the CSTI 400 Index declined 1.2% and 14.8% in the calendar first and third 
quarters. In the second and fourth quarters, net income for the CSTI 400 index will also 
move directionally with revenue, increasing 3.4% and 35.4%, respectively. While the 
software industry net income declined significantly more than the CSTI 400 index in the 
March quarter, the sector is generally inline with the overall technology industry for the 
remainder of the year. Specifically, software experienced sequential declines in the 
calendar first and third quarters of -12.1% and -13.0%, respectively. The software sector 
experienced a sequential growth rate in the second quarter of 5.5% and is expected to 
post a sequential increase of 35.0% in the fourth quarter. (See Exhibit 5.) 

“Thank Goodness 2009 is Finally Here!” — Xen 
Master says, “We’ll see…” 

Sector Thesis Review/Update 
As investors attempt to quantify the possible economic ramifications of recession in the 
United States and the global economic downturn, the stock market’s performance remains 
volatile, and increasing evidence has emerged that the crisis is having a meaningful 
negative impact on technology industry fundamentals. Within this uncertain market 
outlook, we continue to believe that software represents one of the least-cyclical 
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technology sectors, and we expect a software spending downturn to be shallower 
compared with other technology sectors.  

Despite near-term economic uncertainty, we maintain a positive long-term outlook for the 
industry, and, as such, our recommendation remains Overweight on the software sector, 
based on a four-pillared analysis of the industry. (See Exhibit 6.)  

Exhibit 6: Sector Thesis Summary Analysis 
Secular Thesis: Software Continues to Gain Share of the IT Budget  

■ Current macro level business requirements are driving management to readdress their companies’ fundamental IT 
strategies, with the focus on cost and efficiency. Software plays a critical role in both reducing costs and improving 
efficiency and productivity through the automation or elimination of manual processes—factors that we believe will 
drive above-average growth for the sector relative to the other technology segments.  

■ Software spending is forecast to grow at a compound annual growth rate of 6.2% from 2007 through 2012, 
compared with the expected CAGR of worldwide IT spending of 4.6%.  

  
Cyclical Thesis: Software is a Late-Cycle Technology Segment with Less Cyclical Variability  

■ We view software as one of the later-cycle segments of IT spending, as well as one of the least-cyclical 
technology sectors, and we, therefore, expect a software spending downturn to materialize later and be shallower 
as compared with other technology sectors.  

■ Given the uncertain macroeconomic outlook, we recommend that investors focus on software stocks exposed to 
security (e.g., Check Point), which remains among the most sheltered subsegments of IT budgets, as well as 
companies with highly recurring revenue streams (e.g., Microsoft) or with potential for margins expansion (e.g., 
Citrix Systems). Conversely, we view large-scale, “big-ticket” application software (e.g., SAP and Oracle) as the 
most negatively leveraged subsegment to slower IT spending. 

 
Seasonal Thesis: Revenue Growth and Stock Price Performance Weighted to Second Half  

■ Consensus estimates for the CSTI Software Index suggest a first quarter sequential revenue decline of 5.8%, as 
compared to software’s 5.5% average sequential revenue decline over the past ten years and the largest 
sequential decline during a March quarter in the past ten years of 9.7% in 2008.  

■ Over the past ten years, software has outperformed the S&P 500 60% of the time by an average of approximately 
1520 basis points, during the December quarter, whereas software has underperformed the S&P 500 80% of the 
time by 4.5% on average during the March quarter, representing the sector’s worst relative price performance 
period. 

 
Product Cycle: Windows 7 Represents the Major Product Release for 2009; Oracle Fusion Application to be Previewed 

■ Microsoft’s newest version of its Windows operating system, Windows 7 is expected to be generally available 
during 2009. Although Windows 7 will not be released until mid-to-late 2009, we believe the anticipation of the 
new product launch will have implications to Microsoft and other segments within technology throughout 2009.  

■ Although our channel checks suggest that Oracle will not make Fusion Applications generally available in 2009, 
the company will provide beta versions of Fusion Applications to selected customers in mid-2009, and Fusion 
Applications will serve as a key marketing theme for Oracle OpenWorld 2009. 

 
Valuation: Attractive Valuation Relative to Growth Outlook 

■ The software sector currently trades at a NTM P/E multiple of 12.0, a significant discount to the sector’s 15- and 5-
year average multiples of 31.1 and 21.8, respectively. Additionally, software in aggregate trades more than one 
standard deviation below the industry’s 15- and 5-year next-12-months (NTM) P/E averages.  

■ Software currently trades at a 13.9% discount to the S&P 500 on a NTM P/E multiple basis—near one standard 
deviation below the sector’s 15- and 5-year averages. 

■ Despite trading at a discount to the S&P 500, software’s next-12-months earnings growth rate is forecast to 
increase 31.0 percentage points more than the S&P 500, as compared with the five-year average of 16.4 
percentage points. 

 

Source: Credit Suisse.  

2009 Estimates 
Where are Consensus Estimates? And, How do Estimates Compare to Historicals?  

Consensus estimates for the CSTI Software Index suggest a revenue increase of 5.2% in 
2009 compared to the previous ten year average revenue increase of 12.3%. When 
compared to the previous ten years, the software index only increased by a smaller 
percentage twice beginning with the downturn in 2001 at 3.9% and then the following year 
at 3.1%. (See Exhibit 7.)  
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Exhibit 7: CSTI Software Index Year-over-year Revenue Growth  
 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

Revenue 35.1% 13.8% 3.9% 3.1% 7.0% 12.7% 8.7% 11.0% 16.2% 11.2% 5.2%

Source: Company data, Credit Suisse estimates. 

Not surprisingly, consensus estimates for revenue have been lowered significantly over 
the last year. In the beginning of 2008, expectations for 2008 year-over-year revenue 
growth for the CSTI 400 index was at 13.5%. Current consensus estimates for 2008 are 
for 5.5% year-over-year growth. The aggregate decline in 2008 revenue estimates from a 
year ago across the CSTI 400 index is equal to 7.1%. For software companies, sales 
estimate cuts for 2008 were more tempered with current estimates only 4.1% lower than 
the year-ago estimates. For 2009, revenue estimates declined at a significantly faster pace 
in the last six months. Specifically, six months ago, the overall CSTI 400 index was 
forecasted to grow revenue 15.6% in 2009, but consensus estimates currently call for a 
1.7% decline in 2009. While software estimates were in line with overall technology growth 
forecasts six months ago, the sector is currently expected to increase sales by 5.2% in 
2009. The aggregate change in revenue estimates across the software space in this six 
month time period was -9.0%, compared to the CSTI 400 index at -15.0%. (See Exhibit 8.) 

Exhibit 8: CSTI Software Index Change in 2008 and 2009 Revenue Forecasts by Technology 
  2008    2009  

 
Estimates as 

of January 2008 
Current

estimates
% change in 

sales est.
Estimates as 
of June 2008

Current
estimates

% change in 
sales est.

Hardware 9.2% 6.5% -2.5% 9.3% -0.7% -9.1%

Semiconductors 9.5% -5.4% -13.6% 18.0% -15.1% -28.0%

Telecom Eqpt. 13.4% 3.2% -9.0% 17.9% -6.1% -20.3%

Software 16.0% 11.2% -4.1% 15.6% 5.2% -9.0%

IT Services 32.8% 8.3% -18.4% 31.5% 3.6% -21.2%

Internet / Ent. 20.9% 13.8% -5.8% 27.5% 8.1% -15.2%

CSTI 400 13.5% 5.5% -7.1% 15.6% -1.7% -15.0%

Source: Company data, Credit Suisse estimates 

When analyzing the quarterly sequential revenue growth for 2009, the CSTI Software 
Index follows typical seasonality although understandably expectations are more tempered 
than the previous ten-year and five-year averages. (See Exhibit 9.) Specifically, for the 
difficult March quarter, CSTI Software Index revenue is expected to decline 5.8% 
sequentially, compared to the ten-year average of a 5.5% decline and the five-year 
average of a 6.3% decline. While the March quarter may not diverge too much from 
previous averages, for the seasonally strong December quarter, revenue for the CSTI 
Software Index is expected to increase 11.9% sequentially, compared to the ten-year 
average of 16.0% and the five-year average of 17.0%.  

Exhibit 9: Sequential Revenue Growth by Technology  
 2009 Estimates 10-Yr Avg Q/Q Growth 5-Yr Avg Q/Q Growth 

 1Q 2Q 3Q 4Q 1Q 2Q 3Q 4Q 1Q 2Q 3Q 4Q

Hardware -8.9% 2.8% 2.5% 7.1% 2.2% -7.7% 11.1% 2.4% -3.8% -3.4% 4.3% 7.5%

Semiconductors -6.9% 1.3% 6.0% 4.5% -4.0% 1.4% 5.4% 3.4% -4.5% 1.7% 5.4% 0.9%

Telecom Eqpt. -13.3% 4.5% 2.0% 8.4% -16.9% 12.4% -1.5% 14.2% -13.3% 8.5% -1.9% 15.3%

Software -5.8% 7.9% -6.4% 11.9% -5.5% 4.1% -4.0% 16.0% -6.3% 4.3% -4.6% 17.0%

IT Services -1.6% 0.5% 0.7% 2.6% -0.7% 2.8% 3.4% 3.2% 0.0% 3.1% -3.3% 3.2%

Internet / Ent. -19.8% -0.4% 5.3% 28.0% -17.1% 7.1% 6.1% 36.3% -20.1% 10.0% 3.3% 32.1%

CSTI 400 -9.4% 2.8% 1.7% 10.4% -7.0% 3.3% 3.4% 12.6% -8.0% 4.0% 0.5% 12.7%

Source: Company data, FactSet, Credit Suisse.  

From a seasonal perspective, while the calendar first quarter is typically the most 
challenging for software companies given that seasonal IT spending patterns skew to the 
last months of the year, the question for the upcoming March 2009 quarter has become, 
“How bad will Q1 be?” Specifically, for the March 2009 quarter, revenue for the companies 



 08 January 2009 

Software Decoded 2009 8 

comprising the CSTI Software Index is expected to decline 5.8% sequentially, compared 
to the ten-year average of a 5.5% decline and the five-year average of a 6.3% decline. 
The largest sequential decline in revenue for the first quarter over the last ten years was in 
the March 2008 quarter at -9.7%. (See Exhibit 10.) 

Exhibit 10: CSTI Software Index Sequential Revenue Growth in Q1 
 1Q '99 1Q '00 1Q '01 1Q '02 1Q '03 1Q '04 1Q '05 1Q '06 1Q '07 1Q '08 1Q '09

Revenue -1.9% -2.3% -5.4% -6.2% -7.8% -7.7% -9.4% -5.2% 0.6% -9.7% -5.8%

Source: Company data, Credit Suisse estimates. 

Credit Suisse versus Consensus  

Across the entire software coverage space, Credit Suisse revenue estimates are below 
calendar year 2009 consensus estimates for 13 out of the 29 companies under coverage, 
while our EPS estimates for 2009 are below consensus for 17 out of the 29 companies 
under coverage. On a market capitalization weighted average basis, our 2009 revenue 
estimates are 0.1% below consensus, while our 2009 EPS estimates are 1.0% higher than 
consensus. (See Exhibit 11.)  

Exhibit 11: Credit Suisse vs. Consensus Estimates, Calendar Year 2009  
US$ in millions, unless otherwise stated 

 Revenue EPS 

 Credit Suisse Consensus Credit Suisse Consensus 

Winslow Coverage   

Adobe $3,327.0 $3,350.9 $1.73 $1.81 

Akamai $889.2 $874.1 $1.74 $1.71 

Autodesk $2,082.6 $2,203.9 $1.31 $1.64 

BMC Software $2,050.8 $1,948.7 $2.48 $2.33 

CA $4,472.8 $4,457.2 $1.66 $1.62 

Check Point $847.6 $846.3 $1.84 $1.86 

Citrix $1,727.4 $1,723.6 $1.85 $1.76 

CommVault $273.8 $272.6 $0.74 $0.75 

Digital River $389.4 $402.7 $1.94 $1.95 

McAfee $2,074.6 $1,800.2 $2.28 $2.22 

Microsoft $67,011.9 $66,427.6 $2.18 $2.09 

Netsuite $186.8 $187.9 $0.00 $0.01 

NeuStar $537.8 $524.7 $1.68 $1.49 

Oracle $23,754.6 $24,563.0 $1.47 $1.49 

Quest Software $803.5 $783.9 $1.20 $1.14 

Salesforce.com $1,206.2 $1,315.4 $0.47 $0.49 

Symantec $6,394.3 $6,244.7 $1.54 $1.48 

VeriSign $1,036.3 $1,056.2 $1.31 $1.39 

VMware $2,164.2 $2,201.0 $1.11 $1.11 

Websense $353.8 $354.7 $1.44 $1.40 

McGrath Coverage   

Concur Technologies $284.1 $284.3 $1.19 NA 

Deltek $298.9 $289.0 $0.74 $0.69 

DemandTec $87.2 $85.8 $0.20 $0.20 

Kenexa $182.9 $191.6 $0.98 $1.13 

Blackboard $365.7 $371.8 $1.10 NA 

Omniture $394.7 $389.5 $0.70 $0.62 

Balasubramanian Coverage   

Autonomy £593.3 £578.3 £0.80 £0.81 

Dassault Systemes €€  1,470.9 €€  1,451.1 €€  2.10 €€  2.29 

Sage £1,363.2 £1,390.6 £0.14 £0.15 

SAP €€  12,436.2 €€  12,192.0 €€  1.92 €€  1.98 

Source: Factset, Varaestimates.com, Company data, Credit Suisse. 
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What Segments of Software Are the Most Cyclical? 
Macroeconomic Fluctuations Directly Impact Application Deployments 

As previously stated, our analysis suggests that software tends to be one of the later cycle 
segments of IT spending, as well as one of the less-cyclical components of technology 
from a revenue variability perspective. However, within software, some segments are 
more exposed to macroeconomic trends than others. Specifically, we view applications 
markets, such as CRM, ERP, and SCM, as more directly impacted by macroeconomic 
fluctuations than other infrastructure software segments, and these segments often exhibit 
a decline three to nine months after the beginning of macroeconomic weakness.1 (See 
Exhibit 12.) In fact, our channel checks indicate that new software license deployments 
have slowed dramatically in recent months as a result of an economic downturn, driving 
overall activity down and creating less short-term demand for new enterprise applications.4 

We have viewed the applications market as the most negatively leveraged segment of 
software to slower IT spending during economic slowdowns, as evidenced by the 
downturn experienced in 2001. However, in 2001, a substantial number of unused 
licenses or excess capacity in the enterprise application areas (e.g., CRM and ERP) 
needed to be used prior to new license deployments. For example, Exhibit 12 illustrates 
the outperformance in terms of growth of applications license sales by SAP and Oracle 
(pro forma for the company’s numerous acquisitions) in the late 1990s through 2000, as 
well as the resulting underperformance of applications license revenue lasting beyond the 
economic recession in the United States, as the lack of returns from the late 1990s 
applications binge, combined with significant shelfware, prompted companies to focus 
spending on integrating disparate application silos and consuming excess shelfware, as 
opposed to investing in new applications, broadening existing deployments, or purchasing 
additional features, which pressured license growth.  

Exhibit 12: Year-over-year Growth in Combined Applications License Revenue of Oracle and SAP (pro forma for 

acquisitions and in constant currency) vs. ISM New Orders Index 
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Source: ISM, Company data, Credit Suisse. 

Unlike the previous cycle earlier this decade, in which software licenses were bought in 
anticipation of an increase in usage, little evidence exists today of a substantial “inventory” 
of applications software licenses yet to be deployed, owing to the more efficient 
deployment of software licenses. Nonetheless, our channel checks suggest that new 
software license deployments have slowed significantly as a result of an economic 
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downturn, which will drive overall activity down, creating less short-term demand for new 
software, especially in the enterprise application area.2 Although the overhang of excess 
supply (i.e., shelfware) does not currently exist even close to the same degree as the 2001 
downturn after the applications binge of the 1990s, the macroeconomic environment 
appears meaningfully worse. Specifically, the ISM New Orders Index reached 27.9 in 
November 2008, which represents the lowest level 27.3 during the second quarter of 
1980. (See Exhibit 13.)  

Exhibit 13: ISM New Orders Index 
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Source: ISM, Credit Suisse. 

SAP generates the most revenue from the sale of application software, although the 
company controlled only 11.3% market share in 2007. Oracle is the second-largest 
applications vendor, with 7.5% market share, an increase from 7.1% in 2006 and 6.7% in 
2005. Because the applications market is so broad, with multiple different segments and 
niche vendors, the four largest vendors only account for 24.2% of the total market during 
2007. (See Exhibit 14.) 

Exhibit 14: Enterprise Applications Market Share 
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Source: IDC, Credit Suisse. 

Both SAP and Oracle have historically focused on enterprise customers, and competition 
between the two vendors has been fierce for years. SAP recently expanded its strategy to 
address more on small to medium-sized businesses, whereas Oracle continues to focus 
on large, enterprise customers. Other application competitors include Microsoft Dynamics, 
Deltek, Lawson, Info, Sage, Epicor, Ariba, i2, Amdocs, and many others. From a 
technology perspective, a number of On Demand companies now compete in the 
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enterprise applications market, including Salesforce.com, NetSuite, Kenexa, and 
DemandTec.  

Ultimately, we view the application market as the most negatively leveraged to slower IT 
spending in the event of an economic slowdown—a similar scenario to the downturn 
experienced in 2001. Based on our channel checks, weakness has already materialized 
around large-scale, big-ticket software purchases, which could jeopardize and/or delay 
major application projects that would likely require CFO approval. Vendors most at risk will 
be those that have significant exposure to major deals (e.g., SAP and Oracle) and rely 
heavily on a single vertical, geography, and/or narrow customer base. For example, we 
believe that many organizations have delayed new applications rollouts or upgrades, while 
others have downsized the scale and scope of the purchases.2 

Database & Middleware Licenses More Tied to Applications Than You Think 

While the database market represents one of the most mature segments within the 
software industry, the market has exhibited steady growth in recent years. At a base level, 
databases are software programs that manage how data are structured, stored, and 
retrieved. Database technology first emerged in the 1960s, and a variety of different types 
of databases have been tried and tested since then. The relational database ultimately 
emerged as the most commercially successful database technology, and Oracle was one 
of the early pioneers of relational database technology and has emerged as the dominant 
vendor in the market today. In fact, Oracle accounted for approximately 44.3% of the 
relational database management systems (RDBMS) market in 2007, as compared with 
IBM’s and Microsoft’s market shares of 21.0% and 18.5%, respectively, according to IDC. 
(See Exhibit 15.) 

Exhibit 15: Relational Database Management Systems Software Market Share 
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Source: IDC, Credit Suisse. 

Oracle’s database serves as the foundation to the majority of enterprises’ IT 
infrastructures and most enterprise applications. Applications from SAP and Oracle 
primarily use the Oracle database as the underlying technology, and, in fact, we estimate 
that Oracle provides the underlying database in approximately 75% of SAP deployments. 
As a result, sales of Oracle’s and SAP’s applications indirectly lead to a pull-through in 
sales of Oracle’s database. While database business has its own natural growth, we 
believe that the slowdown in applications sales both in SAP and Oracle could potential 
hurt Oracle’s database license growth as well.  

According to IDC, the relational database market reached more than $18.8 billion in 2007, 
and given the overall size of the database market, macroeconomic trends and their impact 
on IT budgets are the biggest factors influencing fluctuations in database spending. In 
addition, one of the primary determinants of database growth is the deployment of new 

Based on our channel 
checks, weakness has 
already materialized around 
large-scale, big-ticket 
software purchases, which 
could jeopardize and/or 
delay major application 
projects that would likely 
require CFO approval. 
Vendors most at risk will be 
those that have significant 
exposure to major deals 
(e.g., SAP and Oracle) and 
rely heavily on a single 
vertical, geography, and/or 
narrow customer base. 
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applications (both internally developed and packaged) and the expansion of existing 
systems, which drives capacity growth of underlying databases.  

Although database spending tends to be less discretionary compared with enterprise 
applications, as delaying the purchase of new licenses proves difficult for businesses if 
their existing systems are reaching capacity, we believe that slowing investments by 
enterprises in new business applications (e.g., ERP, SCM, and CRM), which tend to have 
large upfront investments, with an ROI recognized over a multiyear period, will eventually 
result in slowing growth in sales of databases and middleware solutions used for deploying 
these applications. More specifically, we believe that a meaningful relationship exists 
between database and middleware solutions and applications deployments, making 
Oracle’s database and middleware business susceptible to delays in additional software 
application purchases by end users.3 To determine the relationship between applications 
license revenue and database and middleware license revenue, we aggregated the 
financial data for public software companies acquired by Oracle and SAP since 2000, 
including each individual company’s reported license revenue growth, and we then 
combined these datasets and translated reported results into constant currency.  

We calculated the coefficient of determination (r2) between the year-over-year growth of 
application licenses revenue from Oracle and SAP (pro forma for acquisitions and in 
constant currency) and Oracle’s database and middleware license revenue (pro forma for 
acquisitions and in constant currency) to equal 0.96 since 2000 on a calendar annual 
basis, which suggests a statistically meaningful relationship between the two software 
segments—an outcome that goes against consensus beliefs on Wall Street, which argue a 
much more limited relationships. (See Exhibit 16 and Exhibit 17.) 

Exhibit 16: Year-over-year Growth in Combined Applications License Revenue of Oracle and SAP (pro forma for 

acquisitions and in constant currency) vs. Oracle Database & Middleware License Revenue (pro forma for acquisitions 

and in constant currency) 
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Source: Company data, Credit Suisse estimates. 
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and Exhibit 17.) 
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Exhibit 17: Year-over-year Growth in Combined Applications License Revenue of Oracle and SAP(pro forma for 

acquisitions and in constant currency) vs. Oracle Database & Middleware License Revenue (pro forma for acquisitions 

and in constant currency) 
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Source: Company data, Credit Suisse estimates. 

Ultimately, based on our analysis suggesting a negative impact to application license 
revenue growth rates due to slowing macroeconomic conditions, we believe that the 
slowdown in applications sales at both SAP and Oracle could potentially hurt Oracle’s 
database license growth. (Please compare Exhibit 18 and Exhibit 19 for concerns 
regarding a lagged economic impact to both applications and database and middleware 
license revenue growth.) In fact, our channel checks indicate that new software license 
deployments have slowed dramatically in recent months as a result of an economic 
downturn, driving overall activity down and creating less short-term demand for new 
enterprise applications,2 which in turn negatively influences demand for database and 
middleware products, on which these types of enterprise applications are deployed.   
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Exhibit 18: Year-over-year Growth in Combined 

Applications License Revenue of Oracle and SAP (pro 

forma for acquisitions and in constant currency) vs. ISM 

New Orders Index 

 Exhibit 19: Year-over-year Growth in Combined 

Applications License Revenue of Oracle and SAP(pro 

forma for acquisitions and in constant currency) vs. 

Oracle Database & Middleware License Revenue (pro 

forma for acquisitions and in constant currency) 
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What Segments of Software Could Be Sheltered?  
Current macro level business requirements are driving a fundamental readdressing of IT 
strategy, with the focus on cost and efficiency. While information technology budget 
growth has been constrained over the past several years, budgetary dollars spent on 
maintenance of corporate systems continues to grow unabated. In fact, the majority of IT 
spending is now deployed for just “keeping the lights on.” An estimated 75-80% of the IT 
budget is spent on supporting existing IT investments, leaving a dwindling amount of funds 
available for strategic initiatives.  

As such, IT organizations must first reduce the cost of owning and maintaining technology 
systems in order to eventually redeploy those funds to business-enabling IT projects—
especially given the uncertain macroeconomic environment and the ripple effect to IT 
budgets. Therefore, we expect enterprises to continue to increase their relative spending 
on software solutions that (1) enhance the performance and flexibility of IT systems, (2) 
reduce the overall cost of ownership of the IT infrastructure, (3) enable proactive versus 
reactive management, (4) improve business productivity and cost controls, and/or (5) 
provide for secure but “accessible” computing environments. 

We surveyed 50 CIOs from IT departments of Fortune 1000 or equivalent companies 
regarding their IT budgets and spending priorities. The results of our survey and our 
channel checks reinforce our thesis that security and virtualization software solutions 
remain critical components of most companies’ IT budgets, regardless of the 
macroeconomic cycle. (See Exhibit 20.) 
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Exhibit 20: CIO Survey—“If IT budgets are cut, what one technology or area of IT spending will not be cut?” 
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Specifically, we asked CIOs, “If IT budgets are cut, what one technology or area of IT 
spending will not be cut?” Security received far and away the greatest number of 
responses from CIOs—with 31.6% suggesting that security would be the last area of IT 
spending to be reduced, a level double the next-closest spending segments. Additionally, 
15.8% of the CIOs participating in our survey indicated virtualization and storage as the 
last areas of IT spending to be cut. 

Security 

Over the past decade, as the value of digital assets has increased dramatically, so, too, 
has the urgency to protect those assets. The value at risk is significant and increasing, 
owing to the proliferation of information-intense business models, emergence of remote 
access solutions, and the adoption of Internet-based technologies. Because IT security 
technologies can reduce the potential financial losses stemming from those risks (i.e., the 
cost of potential disruptions to vital IT-based business processes), we believe that security 
software spending will remain on a secular upward trend.  

Data from our CIO survey reinforce our belief that security remains a top spending priority 
and is poised to continue to gain a higher percentage of overall IT budgets in 2008 and 
beyond. Our channel checks have confirmed our belief that IT security remains a solid 
defensive play and that IT managers continue to view security as a “must have” versus 
“nice to have” solution.  

In our opinion, IT security spending will remain on a secular upward trend owing to an 
increasing awareness of the near-term risk mitigation for protecting digital assets in 
corporate networks. Whether or not the United States economic growth remains stagnant 
or reaccelerates, billions of dollars worth of corporate communications, medical records, 
credit card numbers, and Internet content will be stolen—largely from unprotected 
businesses around the globe. Whether businesses are growing revenue or experiencing 
declines in revenue, the cost of not having security will continue to exceed the cost of 
leading security solutions.  

Therefore, even if overall IT spending were to remain flat or decline in 2008, we continue 
to believe that IT security software solutions will still experience positive year-over-year 
growth. Ultimately, the relative importance of information security to enterprises continues 
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to grow, and we continue to believe fundamental performance in the security sector should 
remain healthy during 2008 compared with the broader technology universe. 

Virtualization 

The availability of low-cost commodity x86 servers in the 1990s created a one-to-one 
implementation approach for IT departments in which each application was deployed on a 
dedicated server—an approach that led to massive increases in server infrastructures but 
also resulted in low utilization rates, greater physical space needs, more human 
administration, and higher energy costs. Given the need to reduce ongoing IT 
maintenance costs in the current macroeconomic environment, the ROI for server 
virtualization is easily justified as server utilization rates alone can be raised from 
approximately 10-15% to up to 80%. With higher utilization rates, physical space needs, 
energy costs, and labor costs also decline.4 

IDC estimates that approximately $140 billion in excess server capacity is currently 
deployed in the market. Server virtualization solutions enable organizations of all sizes to 
increase IT resource utilization and to reduce associated capital and operating costs. The 
physical separation of operating system software from hardware enables IT departments 
to optimize operations, since hardware and software can be added or subtracted based on 
a corporation’s needs. Virtualization reduces both the amount of physical space needed to 
run a data center as well as the hardware and labor costs, since fewer hardware systems 
need to be deployed and less human administration is required.4 

Using virtualization, servers can be consolidated and run multiple applications on a single 
server. Reliability increases because resources can be shifted as needed or in response to 
hardware failures. Server consolidation yields additional economic benefits, since fewer 
servers mean that the storage infrastructure needed to connect servers to the storage 
network can also be reduced. Server consolidation also reduces the network switch 
infrastructure needed to connect servers to the data network.4 

With virtualization, IT departments can work much more efficiently and reduce labor costs, 
since fewer servers are being added. Also, virtualization solutions offer more automated 
maintenance, as applications are no longer developed as part of a fixed stack. A fixed 
application stack typically includes an application server, database server, operating 
system, and server hardware. Managing the fixed stack includes adding physical hardware, 
providing software patches, migrating versions, and replacing failed hardware. The 
management of the fixed stack is time consuming and accounts for about 80% of IT efforts.  

Since virtualization allows capacity additions without increasing the number of physical 
machines, data centers can reduce floor space and leasing costs, electricity, cooling, and 
ventilation. In addition, fewer servers result in lower maintenance costs. In addition, IDC 
estimates that $0.40 is spent on power and cooling servers for every $1 in server spending 
today. With average server utilization at 15-30%, the majority of an IT department’s energy 
costs are spent on unused capacity.4 

In addition to enterprise server infrastructures, the corporate desktop represents a serial 
cost offender, as desktop hardware and software acquisition costs typically account for 
only 20-30% of the total cost to the customer over the life of that device, while the 
remaining 70-80% consists of IT maintenance costs, such as moves/adds/changes 
(MACs) of employees, repairs and fixes, and upgrades.5 According to a Gartner study, the 
five-year total cost of ownership (TCO) for a PC averages more than ten times the original 
purchase price. Furthermore, inside large enterprises, server utilization levels range from 
15-30%—a level of inefficiency that has driven many organizations to purchase and 
deploy software solutions that enable server virtualization and consolidation (e.g., 
VMware). In comparison, average resource utilization rates for PCs have been estimated 
at less than 5%.6 Although “thin” computing models have failed to gain significant traction 
in the past, we believe that virtualization technologies have matured to the point at which 
they can now be applied to the corporate desktop environment to improve performance, 
increase flexibility, and reduce operating and capital expenses—just as virtualization 
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technologies have been increasingly deployed to improve the performance and cost 
efficiencies in data centers’ server environments.  

Stock Picks 
Based on our positive long-term expectations for the software industry, combined with an 
attractive valuation relative to historical valuation multiples and growth rates, we maintain 
our Overweight recommendation on the software sector. Microsoft represents our top pick 
in large-cap software stocks, while our favorite small- and mid-cap software stocks include 
Check Point Software Technologies, Citrix Systems, CA, BMC Software, Omniture, and 
DemandTec. We rate each of the aforementioned companies Outperform. Conversely, we 
maintain Underperform ratings on VMware and Sage. (See Exhibit 21.) 

Exhibit 21: Credit Suisse Global Software Coverage Universe and Ratings 
Outperform Neutral Underperform 

Adobe Akamai Dassault Systemes * 

BMC Software Autodesk Sage * 

CA Autonomy * VMware 

Check Point Software Technologies Blackboard **  

Citrix Systems CommVault  

DemandTec ** Concur Technologies  

Microsoft Deltek **  

Omniture ** Digital River  

SAP * Kenexa **  

Symantec McAfee  

 NetSuite  

 NeuStar  

 Oracle  

 Quest Software  

 Salesforce.com  

 VeriSign  

 Websense  

Source: Credit Suisse.  

* Primary coverage by Rajesh Balasubramanian. 

** Primary coverage by Bryan McGrath. 

Large-cap: 

■ Microsoft (MSFT): Although we expect near-term revenue results for Microsoft’s Client 
division to be pressured by the deteriorating PC demand environment, our estimates 
for this division remain below consensus and the company’s guidance for the fiscal 
second quarter and fiscal 209. In our opinion, the dominant market positions that 
Microsoft possesses, particularly in respect to office productivity suites, provide 
Microsoft with defensive characteristics within the current uncertain macroeconomic 
outlook given the company’s stability of revenue streams and consistently solid cash 
flows. We believe that the market has meaningfully undervalued not only the long-term 
sustainable growth but also the near-term defensive characteristics of Microsoft’s 
dominant market positions. Microsoft’s stock performance in 2008 of a decline of 
42.9% underperformed the CSTI Software Index and the S&P 500, which declined 
37.1% and 38.5%, respectively.  

Small- and Mid-cap: 

■ Check Point Software Technologies (CHKP): With six consecutive quarters of double-
digit year-over-year revenue growth in its core business, a stabilizing pricing 
environment in the firewall/VPN market, and strong traction with the UTM appliance, 
we believe Check Point’s core business has improved versus continued cautious 
consensus expectations, and we expect core firewall/VPN revenue to continue to 



 08 January 2009 

Software Decoded 2009 18 

exceed estimates. Furthermore, on December 23, 2008, Check Point announced that 
the company had signed an agreement to acquire Nokia’s security appliance division 
for an undisclosed sum. Given that the company would need to disclose the amount 
based for the acquisition if more than 10% of cash balances, we estimate that Check 
Point paid less than $140 million for Nokia’s security appliance, which we estimate 
generated $190-200 million in revenue in 2008. Given the price paid for the 
acquisition, combined with the synergies between the two companies, we believe that 
Check Point’s acquisition of Nokia’s security appliance division will represents a 
meaningfully accretive event to cash flow and earnings not reflected in consensus 
expectations.  

■ Citrix Systems (CTXS). After increasing its annual operating expense run rate by 
nearly $375 million over the past two years, which resulted in operating margins 
declining from 27.0% in 2006 to an estimated 22.1% in 2008, we believe that the 
company is focused on making significant progress in improving its cost structure and 
enhancing operational efficiency heading into 2009. Therefore, while we forecast an 
operating margin of 23.8% in 2008 (consensus of 23.6%), we believe that the 
company will focus on returning its operating margin toward its target range of 25%, 
which could result in upside to our and consensus margin forecasts. Furthermore, 
given that Citrix’s product portfolio is not lacking any major “missing pieces,” we 
anticipate the company being increasingly focused on share repurchase, and as such, 
we view the consensus share count as too high for 2009. Ultimately, given the 
sizeable market opportunity offered by desktop virtualization longer-term, combined 
with our expectation for margin improvements near-term, we recommend that 
investors capitalize on the weakness in the stock to invest in one of the better 
positioned companies in software over the next three to five years. 

■ BMC Software (BMC): We maintain our Outperform rating on BMC based on an 
improving mainframe software pricing environment, our expectation for growth in 
mainframe software over the next several years, as well as the opportunity to expand 
operating margins above consensus expectations, which we expect to be driven by 
structural changes underway to boost the company’s efficiency and productivity. 

■ CA (CA): In addition to benefiting from an improved mainframe environment, we 
expect CA to exhibit continued improvements in sales force productivity, which we 
expect to benefit both bookings and margins, as well as continued progress in 
lowering the company’s general and administrative costs to be more inline with 
comparable software vendors. Based on these drivers, we expect continued 
improvements in operating margins, bookings, and cash flow over the next several 
quarters. 

■ DemandTec (DMAN): We continue to believe that DemandTec represents an 
attractive investment opportunity. The company maintains a core installed base of 
marquee retailers which should provide for relatively stable financial performance in 
the near-term and cross selling opportunities into the CPG manufacturing industry 
over time. In addition, the company’s price optimization technology differentiates 
DemandTec from other application vendors which should enable the company to 
continue growing its retail customer base. We continue to believe that penetration 
rates for DemandTec’s price, promotion, and markdown technologies are relatively 
low, which should provide the company with incremental demand in the coming years 
regardless of how IT budgets trend within the retail and CPG industries.   

■ Omniture (OMTR): Omniture has secured its leadership position in Web analytics, 
and, through a number of strategic acquisitions, the company is transforming itself into 
a broader provider of online business optimization technologies. Despite the recent 
economic uncertainty, we believe the advantage of Omniture’s recurring revenue 
model should enable the company to continue growing revenue while delivering 
incremental margin and cash flow leverage throughout the next few years. In addition, 
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while we are somewhat frustrated by the capital expenditure overruns in 2008, the 
company has an established track record of effectively leveraging its capex 
investments to drive future revenue growth, and we continue to believe these 
investments will provide an attractive return to long term investors.  

Product Cycles  

Windows 7 
We expect Microsoft’s newest version of its Windows operating system, Windows 7, to be 
generally available in mid-to-late 2009. Windows 7 was first unveiled at Microsoft’s 
Professional Developers Conference (PDC) on October 28, 2008, we believe the 
anticipation of the new product launch will have implications to Microsoft and other 
segments within technology throughout 2009.  

As far as the specific release time frame, Microsoft Senior Vice President Bill Veghte sent 
a letter in June to enterprise and business customers saying, “Our plan is to deliver 
Windows 7 approximately three years after the January 2007 general availability launch 
date of Windows Vista.” 7 While Microsoft does not have the best track record for shipping 
new versions of Windows on time, we believe that Windows 7 will be released to 
manufacturing in the June to October timeframe, as Windows 7 represents more of a 
“polishing release” of Windows Vista, just as Windows XP was a polishing release of 
Windows 2000. More specifically, both Windows 2000 and Vista, which were major 
releases, were extremely late, while Windows XP, which represented a minor release, was 
on time. 8  

Reinforcing our channel checks that suggest Windows 7 will be released to manufacturing 
in the June to October timeframe, Microsoft’s Website for the 2008 Windows Hardware 
Engineering Conference (WinHEC) suggested that Windows 7 would be released before 
the next annual WinHEC, stating “WinHEC is the only chance for you to engage with the 
team at this level - there is not another WinHEC planned before Windows 7 is released.” 
Microsoft held WinHEC 2008 on November 5-7, 2008. Additionally, ASUS Chief Executive 
Officer Jerry Shen said in an interview with Laptop magazine that Eee PCs should be 
running Windows 7 by the second half of 2009. 9 

Regardless of the exact release date, a significant hurdle Microsoft has to accomplish with 
Windows 7 is to undo the mindset behind the negative sentiment on Windows Vista. 10 
While not architecturally different than Vista, Windows 7 is expected to build on the 
significant investments Microsoft has made in Windows Vista—with the primary goal being 
to improve security, reliability, and performance, while remaining compatible with the same 
applications, hardware, and drivers as Windows Vista. Windows 7 will offer a new taskbar, 
a streamlined user interface, and improved navigation. In addition, the company believes 
that Internet Explorer 8 will allow for a safer and more productive Web experience. 

Ultimately, Windows Vista has not served as an accelerator to client operating 
environment deployments or replacements of existing Windows operating system versions 
as compared with previous Windows release cycles. While many of the Vista features 
have failed to meaningfully motivate customers to upgrade earlier than the normal PC 
refresh cycles,11 we believe that further enhancements in Windows 7 could generate user 
interest. While still too early to tell, as we receive user feedback about features, 
performance, and hardware requirements, we will attempt to determine if Microsoft has 
improved its execution and Windows functionality with Windows 7 where Vista fell short. 
However, early indications from a leaked copy of Windows 7 reinforce our optimism.   

Analysis of Leaked Window 7 Beta Suggests Improved Performance vs. Vista 

On December 27, 2008, a beta version of Windows 7 beta leaked onto the Internet, 
creating significant chatter among technology analysts and bloggers. The test version has 
been accessible across peer-to-peer file sharing sites, and according to industry trackers, 
over 5,000 complete copies of Windows 7 were downloaded in the first week of availability. 12  

While Microsoft does not 
have the best track record 
for shipping new versions of 
Windows on time, we 
believe that Windows 7 will 
be released to 
manufacturing in the June to 
October timeframe, as 
Windows 7 represents more 
of a “polishing release” of 
Windows Vista, just as 
Windows XP was a 
polishing release of 
Windows 2000. 
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In addition to creating buzz, the Windows 7 leak also helps Microsoft set expectations 
about the first beta. Users writing and blogging about the leaked build are reporting some 
user interface specifics and modest performance improvements—but no shocking 
changes from Windows Vista. However, we have noted performance improvements in the 
leaked beta of Windows 7 compared to both Windows Vista and Windows XP. 

For example, according to eWeek, the operating system seems to perform much better 
than Vista primarily due to code enhancements and less bloated code. Time to boot and 
shutdown has also been improved, and time to install has improved, as most systems can 
go from an install disk boot to fully running the OS in under a half hour. 10 In regards to 
performance improvements, tech journalist Adrian Kingsley-Hughes of ZDNet contributed 
his performance test results of Windows 7 relative to Windows XP and Windows Vista by 
comparing some typical computing tasks across the different operating systems across 
two different hardware configurations. The two desktop systems used as the test 
machines were an AMD Phenom 9700 2.4GHz system fitted with an ATI Radeon 3850 
and 4GB of RAM and an Intel Pentium Dual Core E2200 2.2GHz fitted with an NVIDIA 
GeForce 8400 GS and 1GB of RAM. The results of the tests are detailed in Exhibit 22.13 

Exhibit 22: Windows 7 Beta 1 Performance Compared to Windows XP and Windows Vista  
 AMD Phenom 9700 /  

Radeon 3850 / 4GB RAM 
Intel Pentium Dual Core /  

GeForce 8400 GS / 1GB RAM 
 Windows XP Windows Vista Windows 7 Windows XP Windows Vista Windows 7

Install OS 3 2 1 3 2 1

Boot up 3 2 1 2 3 1

Shut down  2 3 1 2 3 1

Move 100MB files 3 2 1 1 3 2

Move 2.5GB files 2 3 1 3 2 1

Network transfer 100MB 2 3 1 2 3 1

Network transfer 2.5GB 3 2 1 3 2 1

Move 100MB files under load 2 3 1 2 3 1

Move 2.5GB files under load 3 2 1 3 1 2

Network transfer 100MB under load 3 2 1 3 2 1

Network transfer 2.5GB under load 3 2 1 3 2 1

Compress 100MB files 2 3 1 2 3 1

Compress 1GB files 3 2 1 3 2 1

Extract 100MB files 3 2 1 3 2 1

Extract 1GB files 3 2 1 2 3 1

Install Office 2007  3 1 2 3 2 1

Open 10 page Word document 2 3 1 2 3 1

Open 100 page Word document 3 2 1 3 2 1

Open simple Excel document 2 3 1 2 3 1

Open complex Excel document 3 2 1 2 3 1

Burn DVD 3 1 2 2 3 1

Open 10 page PDF 2 3 1 2 3 1

Open 100 page PDF 3 2 1 3 2 1

Score (less is better) 61 52 25 56 57 25

Source: ZDNet 

The series of tests detailed in Exhibit 22 ranked the operating system in time to complete a 
computing task with the winner scoring a one, the runner-up a two and the loser a three. 
Although the Windows 7 build used was a beta version, and much could change from now 
until the final release date, the overall performance was significantly better with Windows 7 
than the previous two operating systems according to the ZDNet test results. 13  

In addition to performance improvements, the leaked software features some of the visual 
enhancements demonstrated at PDC. Some other changes come from the addition of 
Internet Explorer 8 and a new media player. Additionally, Notepad and WordPad have 
been revamped to look more like Office applications and now feature the ribbon interface. 14 
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According to eWeek, the new task bar in Windows 7 seems more intuitive than in previous 
versions of Windows. The task bar offers large icons that launch applications directly, so 
users no longer have to navigate through menus and create desktop short cuts to access 
their favorite applications. (See Exhibit 23.) Also contributing to ease of use is the “Jump 
List,” which offers a context-sensitive menu to launch applications or open recently 
accessed files. 10 

Exhibit 23: Windows 7 Desktop Screenshot  

Source: engadget 

In addition, a major goal of Windows 7 is to offer more options to customize the Windows 
PC with styles matching varying personalities. Developers also have the opportunity to be 
more productive with their applications by utilizing new APIs in Windows 7. In addition to 
Touch Gestures and Device Stage, Windows 7 enables users to get more out of their 
digital cameras, mobile phones, and printers and makes it more convenient to play music, 
watch videos, and display photos on a PC. 

Some of the major features that Windows 7 will offer include15: 

■ A streamlined user interface incorporating improvements in discoverability, personal 
files, and media15  

■ BitLocker To Go, which enterprises can enforce via policy to enable encryption on 
removable devices15  

■ AppLocker group policies that allow better control application installation and 
execution15 

■ Improved diagnostics and PowerShell scripting tools15  

■ BranchCache, which improves network performance by using peer systems or local 
servers in a branch office to cache information15  

■ Hard Links, which delivers a fresh operating system image without having to wipe and 
restore data15  

■ Federated Search enables searching on remote repositories from the Windows 
desktop, which may mean less browser-based searching16. 
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Exhibit 24: Windows 7 Screenshots  Exhibit 25: Windows 7 Screenshots 
 

Source: Company data.  Source: Company data. 

Exhibit 26: Windows 7 Screenshots  Exhibit 27: Windows 7 Screenshots 
  

Source: Company data.  Source: Company data. 

Exhibit 28: Windows 7 Screenshots  Exhibit 29: Windows 7 Screenshots 
 

Source: Company data.  Source: Company data. 
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Improved Functionality, But Similar Architecture to Vista  

Windows 7 will offer improved usability and functionality when compared to Windows 
Vista, and we believe many organizations could opt to skip Windows Vista in favor of 
Windows 7. Microsoft released Windows Vista in fiscal year 2007, and the release 
concluded a major development phase that resulted in major changes to Windows’ 
architecture when compared to previous versions. Windows Vista included advances in 
security, digital media, user interfaces, and other areas that enhance the user and 
developer experience.17 Despite Microsoft’s intent for Windows Vista to drive a more 
manageable and powerful PC operating system compared with prior releases, the public 
perception of Vista can generally be characterized as negative. 

In comparison, Windows 7 is shaping up to be a “polishing release” just as Windows XP 
was a polishing release of Windows 2000. Windows 7 builds on the architectural 
improvements in Windows Vista but improves on the usability and functionality of the 
operating system.  

The early adoption of Windows Vista has not been as robust as Microsoft and many 
investors had hoped for, and even with Windows Vista Service Pack 1 (SP1) available, 
many enterprises have not established near-term roadmaps for the migration to Vista. In 
addition to perception issues of the operating system, Windows Vista has been impacted 
by the traditional early adopter barriers, related largely to the application installation 
process and driver, hardware, and software compatibility.18 Given the relative lack of 
interest in Vista when compared to initial expectations, Gartner believed that Microsoft’s 
choice of the Windows 7 moniker is more of a marketing statement to distance the new 
release from Vista rather than a marker of major architectural changes, as Windows 7 
would more aptly be described as Windows 6.x. 15 

In our opinion, many enterprises will view the refinements in Windows 7 as a reason to 
skip Windows Vista. However, many of the improvements target personalized experiences, 
improved access to information and services, and improvements in device handling will 
not significantly improve compatibility or testing over current Vista versions. As such, with 
Windows 7 likely shipping in the second half of 2009, and most organizations will need at 
least a year to ensure application compatibility and software vendor support for 
applications. 15 

To help address application compatibility in Windows 7, Microsoft is inserting another 
round of application shims, not unlike what the company did eight years ago with Windows 
XP to make Windows 9x apps install and run. These shims provide a work-around that 
mitigates some of the application issues, but Microsoft is not saying that these will work in 
every situation. The message to developers remains to update their applications to work 
natively with Windows Vista and Windows 7. 19 

However, applications that install on Windows Vista should also work on Windows 7, 
which is a key point where Microsoft is making a commitment to ensure precious few 
Windows Vista applications are broken by Windows 7. Only the lowest-level kernel mode 
apps have the potential to be impacted here, although at this point it is not clear how wide 
of a concern this will or will not be. The impact for corporate customers does not change 
dramatically for Windows 7 as application compatibility issues remain of concern, and the 
problem has to be addressed ultimately at the application level rather than work-arounds 
after the fact. 19 

Windows 7 More Netbook-Friendly  

We believe one of the most significant improvements of Windows 7 over Windows Vista 
lies in Microsoft’s recognition of the potential of the netbook market. Probably the greatest 
testament to the potential of netbooks is Microsoft’s adjustment to the nascent market in 
regards to Windows XP support. Microsoft was in the process of phasing Windows XP out 
of the market to focus the company’s efforts and those of PC manufacturers onto Windows 
Vista. Given signs that the netbook market could potentially take off, Microsoft rethought 
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the retirement of Windows XP. On April 3, 2008, the company announced that it would 
offer the operating system to netbook manufacturers and extend the availability of 
Windows XP Home Edition until mid-2010, or one year after the release of the follow-up to 
Windows Vista (i.e., Windows 7), whichever comes first. 

While Windows Vista may be too demanding to run properly on these lightweight 
netbooks, Microsoft has not ignored the upgrade path from Windows XP given the 
popularity of these devices. In fact, the successor to Vista, Windows 7, is suggested to be 
more netbook-friendly and less resource intensive than its hefty predecessor. Windows 7 
will likely be a direct path from Windows XP as many manufacturers opt to bypass Vista 
and move straight to Windows 7 when available.  

During the Windows Hardware Engineering Conference Microsoft confirmed a special 
version of Windows 7 designed for ultra low-cost PCs with limited performance and 
capabilities that will be able to run on a netbook or nettop equipped with 1GB of RAM and 
a 16GB solid-state drive. However, it is still unknown whether Windows 7 will help 
netbooks become more advanced or perform better than current solutions.20   

Some manufacturers plan to unveil touch-screen laptops early in 2009 that would take 
advantage of Window’s support for a multi-touch user interface when the OS is released, 
however, this is not the first time that Microsoft had tried to optimize its operating system 
to the smaller-sized notebook market. Two and a half years ago, Microsoft launched 
Origami, or ultra-mobile PC, which came with great anticipation with the use of viral 
marketing but failed to generate meaningful sales as pricing was a major hurdle. 
Microsoft’s goal was for a $500 or less touch-screen, sub-tablet ultra-mobile PC positioned 
for a different category market than a traditional notebook. However, OEMs at the time 
delivered devices that cost at least $300 more than Microsoft’s intended selling price.21  

The physical similarities between UMPCs and netbooks are striking with comparable 
screen sizes, weight and size, but the difference in price leads many to believe that 
netbooks will garner much more interest and take off where UMPCs fell flat, although 
whether it truly attacks a separate segment is debated. Additionally, while netbooks have 
traditional notebook-style keyboards, UMPCs typically use non-traditional, or touch-screen 
keyboards, underscoring the significance of familiarity with the end consumer, even at low 
price points.21   

Microsoft’s update to its initial Origami project, Origami Experience 2.0, was released in 
June 2008 and was meant to make ultra-Mobile PCs running Windows Vista even easier 
to use. Origami Experience 2.0 contains four programs: 

■ Origami Central. Origami Central gives instant touch-screen access to the user’s 
media, programs, and the Internet. 

■ Origami Now. This program provides touch-screen access to the most important 
information to the user, such as e-mail, calendar, RSS feeds, weather, to-do lists—all 
of it organized into one screen that changes according to the time, day, and current 
location.  

■ Origami Picture Password. With the picture password, a user can log on to Windows 
and unlock their computer by tapping a sequence of targets on a picture instead of 
typing a password.  

■ Touch Settings. Touch settings combine several settings into one place to make it 
easier to customize a touch screen.  
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Exhibit 30: Origami Picture Password  Exhibit 31: Origami Central  Exhibit 32: Origami Now 

  

Source: Microsoft.   Source: Microsoft.   Source: Microsoft.  

Although Origami Experience 2.0 is available for use with Vista, the previously mentioned 
barriers to adoption for Vista on netbooks, limit Oragami’s penetration in the netbook 
market. However, when Windows 7 becomes available, with the OS’s more netbook-
friendly resource requirements, the software package will have an increased chance for 
success. Additionally, while Windows 7 is going to support multi-touch natively, more 
netbooks with multi-touch displays will be widely available.  

Microsoft Office Web Applications  
At Microsoft’s Professional Developers Conference 2008, when Microsoft previewed the 
first full public demo of Windows 7, the company also demonstrated its new Web 
applications for Microsoft Office, which are lightweight versions of Microsoft Office Word, 
Excel, PowerPoint, and OneNote that are used from within standard Web browsers. 
Microsoft demonstrated how a person can use all of the Web, phone, and PC versions of 
Office to edit the same rich document, switching seamlessly among them without losing 
file compatibility. This move marks an acceleration of Microsoft’s “software plus services” 
strategy, which maintains that while Microsoft will continue to sell software, the company 
will also provide concurrent Web-based services.22 

Microsoft’s Office Web applications are intended to help improve productivity and enhance 
the desktop user experience by enabling users to access, create, edit, share, and 
collaborate on Office documents across multiple devices. The applications will be available 
to individuals through Office Live, which is a consumer service with both ad-funded and 
subscription offerings, and to businesses through a hosted subscription and existing 
volume licensing programs.22   

We believe Microsoft’s Office Web applications could be an answer to limitations with 
running Office on netbooks due to resource constraints as a local copy of Office need not 
be installed on the netbook in order to access Office documents through the Internet. 
Additionally, operating system dependency is less of an issue as the Office web 
applications will be compatible with familiar Web browsers, such as Internet Explorer, 
Firefox, and Safari.  

Exhibit 33: Web Office  Exhibit 34: Web Excel  Exhibit 35: Web PowerPoint 

 

  

Source: Microsoft.   Source: Microsoft.   Source: Microsoft.  
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Oracle Fusion Applications 
Oracle Fusion Applications is one of the largest, most complex product development 
endeavors in the history of the software industry. While our checks suggest that Fusion 
Applications is now under development, the company is expected to provide early version 
of Fusion Applications to few selected customers through an early adopters program. 
Although we expect that the first version of Oracle Fusion Applications will not be released 
to general customers until 2010, we anticipate Oracle to make announcement of Fusion 
Applications in the Oracle OpenWorld 2009 and deliver customer testimonials as well.  

As a result of its aggressive M&A strategy and acquisition of large enterprise applications 
vendors, such as PeopleSoft, JD Edwards, and Siebel etc., Oracle is nearing the 
conclusion of the Fusion Applications project to develop the next generation enterprise 
applications that will consolidate the best of breed features and functionalities of all the 
acquired applications. Specifically, the company is pursuing a dual-mode strategy of 
continuing to support and extend disparate application brands (e.g., E-Business Suite, 
PeopleSoft, JD Edwards, and Siebel Systems) and vertical industry applications (e.g., 
Retek, Portal Software), while developing a next-generation applications suite under the 
company’s Fusion brand. That way, the company would continue to sell and support 
application customers and slowly migrate them to Fusion release when customers are 
ready to uptake Fusion Applications. Additionally, Oracle developed Application Integration 
Architecture (AIA)—process-based integration packages that connect Oracle's existing 
application product lines and with Fusion Applications in future.  

Exhibit 36: Oracle Applications Roadmap 

 
Source: Forrester 

Fusion Applications will represent an entirely new, integrated suite of applications, with the 
product footprint similar to all the different applications combined, and the goal is for the 
different modules within Fusion to interoperate with each other as well as with Oracle’s 
middleware and database technology platforms. In order to accomplish this, Oracle is 
essentially rewriting all of its different applications using modern technologies, including 
SOA, BPEL, etc.  
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Exhibit 37: Path To Fusion  

 
Source: Oracle, Credit Suisse. 

Oracle Fusion Applications are being developed by a separate engineering team, using 
SOA technology and modern industry standards. Fusion Applications will incorporate the 
best functionality and features of Oracle’s internally developed and acquired applications 
with modern UIs for rich user experience and embedded analytics. The company plans to 
incrementally roll out components of Fusion as opposed to releasing the entire suite all at 
once. Some of the key modules within horizontal applications, such as basic CRM, Human 
Capital Management, and Financials, will be available in the first release of Fusion 
Applications.  

Our channel checks suggest that the company has adopted a pillar-based approach where 
Oracle has developed different pillars of applications, such as CRM, Financials, HCM etc. 
That way, customers would be able to migrate to any one of the pillar in Fusion. For 
example, Fusion CRM can still integrate with existing E-Business Suite Financial or 
PeopleSoft HRMS applications using SOA technology. However, due to the scale and 
complexity of this effort, we believe most customers will delay adoption until the second 
release where the product is stable and includes advanced features. Moreover, given the 
sizeable technical differences and the difficulty of migrating customized ERP instances, we 
believe, customers might re-implement Fusion Applications rather than migrating from any 
of Oracle's existing ERP applications.  

The enormous scale and complexity of this project introduces tremendous opportunity for 
mistakes. While Fusion will not materially impact revenue until fiscal 2010, the new 
application suite will likely be a pillar to the growth strategy beyond 2010 and serve as a 
key marketing theme for Oracle during the second half of 2009.  

What to Own Coming out of the Cycle? 
Legacy systems, patched together over years of acquisitions and growth, are creaky, 
inflexible, and redundant, and these application infrastructures simply cannot keep pace 
with velocity of product and service creation over multiple channels.23 Because of the 
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inflexibility and age of these legacy applications, we believe that one of the most 
significant trends in the enterprise software industry over the next five to ten years is 
application modernization, as the use of service-oriented architectures (SOA), Web 
services, and Web 2.0 continues to expand as organizations and vendors modernize 
technologies.23  

The average life of an enterprise system is 7 to 15 years, and given that most enterprises 
updated their enterprise systems during the period between 1997 through 2001, we 
believe that the industry stands near the early stages of a potential replacement cycle for 
large-scale application deployments, which should begin more in earnest at the end of this 
decade.2 (See Exhibit 38.)  

Exhibit 38: Software License Revenue Relative to 20-year Trend Line 
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Source: Credit Suisse, Gartner. 

During the past five years, companies have added applications to augment underlying 
infrastructures, which have only seen investment in areas of perceived strategic value 
(e.g., data warehousing, business intelligence, and regulatory and compliance 
technologies). Because the last major infrastructure overhaul occurred during the 1998 
through 1999 period in preparation for Y2K, many organizations began a new cycle of 
infrastructure investment in 2006.1  

Although we anticipate that short-term macroeconomic conditions will undoubtedly slow 
the early stages of applications upgrades and overall spending on applications, we expect 
pent-up demand to eventually lead to a more robust recovery than in infrastructure 
software spending, which we expect to be more resilient to the current macroeconomic 
environment. In general, we believe that replacement cycles are more relevant to 
application vendors than infrastructure vendors, and applications vendors are also more 
exposed to macroeconomic conditions than infrastructure vendors. As such, while we 
believe that application software markets will be more affected in a downturn, we expect 
application software spending to accelerate out of the current economic cycle, as the 
replacement cycle for large-scale application deployments advances into the end of the 
decade.2 
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Sector Thesis Review/Update 
Secular Thesis 

Software Continues to Gain Share of the IT Budget 
The software industry comprises businesses involved in the development, maintenance, 
and publication of computer software. The software industry started in the mid-1970s at 
the time of the personal computer revolution, and since this time, the evolution of the 
industry has been characterized by rapid innovation. In our opinion, the reason for the 
constant innovation is that software is inherently the value-adding component of the IT 
budget. In other words, without the application software to process information and to 
automate procedures, or the infrastructure software to deploy those applications and to 
store and deliver associated data, what is the purpose of IT?  

Current macro-level business requirements are driving a fundamental readdressing of IT 
strategy, with the focus on cost and efficiency. While information technology budget 
growth has been constrained over the past several years, budgetary dollars spent on 
maintenance of corporate systems continues to grow unabated. As buyers have struggled 
in recent years to manage shrinking budgets, the vendor community responded with new 
products and technologies, such as open source, service-oriented architecture (SOA), 
virtualization, On Demand, etc., all of which promised savings, flexibility, and improved 
deployment time.24 

During the last several years, as a direct result of the IT spending bubble in the late 1990s, 
IT investments have become aligned with the value they provided to businesses, resulting 
in a decreased emphasis on investment in initiatives that offer little incremental value to 
the business and an increase in IT investments that create value for the business.2 

Software plays a critical role in reducing costs and improving efficiency and productivity 
through the automation or elimination of manual processes. Software also enables more 
leveraged operating costs through the use of unified communications, IP, and 
virtualization, thus reducing hardware and physical expenses. In our opinion, cost 
reduction will remain a primary driver of software growth for the near future. On the 
strategic front, we continue to expect a steady modernization of application software 
technologies to increase the effectiveness of business processes with a focus on solutions 
that improve the analysis of customer information through business intelligence and that 
optimize investments through corporate performance management.2 

As a result of this innovation and focus on value creation, enterprise customers are now 
rewarding the software industry for its innovation.24 In our opinion, these attributes have 
contributed to the strong software growth experienced during the last several years and 
are still relevant to achieve the continued growth we expect from the software industry.2 
Therefore, we believe software stands to gain market share at the expense of networking 
equipment and IT services, as software’s share of the IT budget pie expands. 

Specifically, a new study of technology buyers from McKinsey & Co. and the SandHill 
Group suggests that software will account for an increasing portion of IT budgets. Despite 
a slowing economy, customers estimated that software would represent 35% of enterprise 
IT spending by 2010—an increase from 30% of IT budgets in 2006.24 (See Exhibit 39.) 
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Exhibit 39: CIO Survey—“Approximately what percent of your organization’s total IT 

budget is dedicated to software? What percent do you expect this will be in two years?” 
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Source: McKinsey & SandHill Enterprise Software Customer Survey, 2008 

Furthermore, IDC forecasts software spending will increase from 19.3% of total IT 
expenditures—both consumer and enterprise—in 2007 to 20.8% in 2012, which 
represents the greatest share gain by any of the four primary subsegments of consumer 
and enterprise IT spending. (See Exhibit 40 and Exhibit 41.) 

Exhibit 40: Worldwide IT Spending by Technology, 2007  Exhibit 41: Worldwide IT Spending by Technology, 2012 

Software
19.3%

Services
38.8%

Hardware
31.6%

Networking 
Equipment

10.2%

 

Software
20.8%

Services
39.3%

Hardware
30.9%

Networking 
Equipment

9.1%

Source: IDC.  Source: IDC. 

We believe that the critical, value-adding nature of software also drives the above-average 
growth expectations for the sector relative to worldwide IT spending. Specifically, software 
spending is forecast to grow at a compounded annual growth rate of 6.2% from 2007 
through 2012. (See Exhibit 42.) In comparison, worldwide IT spending is expected to grow 
at a compounded annual growth rate of 4.6% over the next five years—with networking 
equipment representing the slowest-growing sector, with an anticipated five-year 
compounded annual growth rate of only 2.3%. 
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Exhibit 42: Worldwide IT Spending Forecast by Technology 
US$ in millions, unless otherwise stated 

 2007 2008 2009 2010 2011 2012
2007-2012 
CAGR (%)

Appl. Development and Deployment 59,981 64,728 67,167 70,800 75,933 82,229 6.5%

Applications 127,865 135,335 140,098 146,786 155,455 165,487 5.3%

System Infrastructure Software 75,181 81,501 85,928 91,835 98,845 106,824 7.3%

Software 263,027 281,564 293,194 309,421 330,234 354,540 6.2%

--year-over-year growth (%)  7.0% 4.1% 5.5% 6.7% 7.4%
   

Services 529,389 558,615 579,493 605,135 635,469 670,794 4.8%

--year-over-year growth (%)  5.5% 3.7% 4.4% 5.0% 5.6%
   

Servers 58,248 56,205 55,317 56,812 58,224 59,622 0.5%

Clients 232,069 243,772 240,674 246,811 258,203 271,183 3.2%

Storage 30,627 31,006 31,246 31,997 33,292 34,808 2.6%

Peripherals 110,171 119,264 126,936 137,910 150,666 161,730 8.0%

Hardware 431,114 450,247 454,173 473,530 500,385 527,344 4.1%

--year-over-year growth (%)  4.4% 0.9% 4.3% 5.7% 5.4%
   

Networking Equipment 139,249 143,488 142,575 146,677 151,685 155,701 2.3%

--year-over-year growth (%)  3.0% -0.6% 2.9% 3.4% 2.6%
   

Worldwide IT Spending $1,362,779 $1,433,913 $1,469,434 $1,534,763 $1,617,773 $1,708,378 4.6%

--year-over-year growth (%)  5.2% 2.5% 4.4% 5.4% 5.6%

Source: IDC, Credit Suisse. 

In addition to the strong demand environment for the value-added effects of technology, as 
evidenced by the fact that software investments’ share of GDP is almost unchanged over 
the past five years (see Exhibit 43), we believe that software’s growth profile also benefits 
from the most robust pricing power in the technology vertical. Specifically, the price 
deflator as calculated by the Bureau of Economic Analysis suggests that software 
maintains relative pricing power—especially compared with IT hardware. (See Exhibit 44.) 

Exhibit 43: Software Investment as a Percentage of United 

States GDP 

 Exhibit 44: Price Deflators by Technology 
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Ultimately, we believe, the value of enterprise software in terms of its contribution to 
productivity and cost savings, combined with a stable pricing environment, should continue 
to position the software industry for strong, continued growth with less cyclicality than 
other technology sectors. Especially in recessionary times, software’s “spend to save” 
message resonates with lines of business managers and IT professionals—even if closing 
software deals requires more time to sell and/or a few more layers of management 
signoffs to grant the approval.25 
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Share Gaining Subsegments of Software  
While we expect the software industry to gain the largest share of IT spending over the 
next five years relative to other sectors in technology, several subsegments of software 
stand out as among the fastest-growing components of IT budgets and fit into several of 
the long-term technology themes and trends that are shaping the overall IT industry. We 
believe that strong secular growth themes should continue to dominate the software 
landscape for the next several years and to drive above-average growth rates for specific 
subsegments of the market. (See Exhibit 45.) 

Exhibit 45: Worldwide Software Spending Forecast by Technology 
US$ in millions, unless otherwise stated 

 2007 2008 2009 2010 2011 2012
2007-2012 
CAGR (%)

Application Development Software 6,155 6,391 6,424 6,541 6,844 7,237 3.3%

Application Server Middleware 5,574 5,820 5,867 5,987 6,201 6,467 3.0%

Data Access, Analysis, and Delivery 9,321 10,151 10,813 11,654 12,681 13,847 8.2%

Information & Data Management 26,996 29,137 29,971 31,392 33,638 36,532 6.2%

Integration/Process Automation Middleware 7,926 8,976 9,713 10,631 11,687 12,935 10.3%

Other Development Tools 1,007 1,003 963 949 959 965 -0.8%

Quality & Life-Cycle Tools 3,001 3,250 3,417 3,646 3,925 4,245 7.2%

Appl. Dev. and Deployment 59,981 64,728 67,167 70,800 75,933 82,229 6.5%

--year-over-year growth (%)  7.9% 3.8% 5.4% 7.3% 8.3%  

  

Collaborative Applications 6,369 6,844 7,112 7,481 7,955 8,505 6.0%

Consumer Applications 5,904 5,906 5,782 5,728 5,805 5,904 0.0%

Content Applications 22,125 23,924 25,075 26,526 28,422 30,648 6.7%

CRM Applications 14,843 15,813 16,566 17,543 18,734 20,099 6.3%

Engineering Applications 12,192 12,804 13,134 13,701 14,447 15,379 4.8%

ERM Applications 31,244 33,291 34,663 36,498 38,848 41,474 5.8%

Operations and Manufacturing Applications 28,062 29,253 30,013 31,196 32,671 34,379 4.1%

SCM Applications 7,126 7,499 7,753 8,112 8,573 9,100 5.0%

Applications 127,865 135,335 140,098 146,786 155,455 165,487 5.3%

--year-over-year growth (%)  5.8% 3.5% 4.8% 5.9% 6.5%  

  

Operating System & Subsystem 32,152 33,719 34,447 35,802 37,745 40,107 4.5%

Security 15,133 17,125 18,736 20,659 22,812 25,140 10.7%

Storage Software 11,068 11,960 12,693 13,646 14,783 16,089 7.8%

System and Network Management  13,613 14,521 15,151 16,103 17,193 18,416 6.2%

Virtualization Software 3,215 4,177 4,901 5,624 6,313 7,072 17.1%

System Infrastructure Software 35,367 37,896 39,348 41,426 44,058 47,179 5.9%

--year-over-year growth (%)  7.2% 3.8% 5.3% 6.4% 7.1%  

  

Worldwide Software Spending  $263,027  $281,564  $293,194  $309,421  $330,234  $354,540 6.2%

--year-over-year growth (%)  7.0% 4.1% 5.5% 6.7% 7.4%  

Source: IDC, Credit Suisse estimates. 

Specifically, one of the most significant drivers in the enterprise software industry is 
application modernization. The use of service-oriented architectures (SOAs), Web 
services, and Web 2.0 continues to expand as organizations and vendors modernize 
technologies.23 The average life of an enterprise system is 7 to 15 years, and given that 
most enterprises updated their enterprise systems between 1997 through 2001, we 
believe that the industry stands at the early stages of a potential upgrade cycle, which 
should begin more in earnest at the end of this decade. IDC forecasts the integration and 
process automation middleware market, which includes the process automation 
middleware and enterprise service bus subsegments—two of the primary subsegments of 
the software industry that we expect to benefit from increasing adoption of service-oriented 
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architectures—to grow at a compounded annual growth rate of 10.3% over the next five 
years. 2 

Furthermore, virtualization has been one of the biggest buzzwords in the IT community, 
and many organizations continue to invest in virtualization technologies to improve the 
operations and services provided by their data centers. These solutions improve IT 
environments in terms of security, resiliency, disaster recovery, and manageability, and, as 
such, various virtualization strategies have garnered a lot of interest. To date, the majority 
of the adoption has occurred in the server operating system and presentation virtualization 
space with virtual desktop solutions primarily deployed in testing environments.26 The 
virtualization subsegment is forecast to grow at a compounded annual growth rate of 
17.1% through 2012—among the highest growth rates of any area of IT spending. 

Over the next five years, we believe the market for On Demand software and services will 
continue to grow at a rapid rate. On Demand companies are leveraging the progress in 
broadband, communication standards, and open-source concepts to define the latest 
phase of computing that industry guru, Tim O’Reilly, refers to as “Web 2.0.” Ultimately, the 
Internet has changed the structure of the software industry, and we believe that On 
Demand models—supported by broadband and widely adopted technology standards—
will continue to transform the structure of the software industry. IDC forecasts the On 
Demand software vertical to grow from $5.7 billion in 2007 to $16.9 billion in 2012, 
representing a compounded annual growth rate of 24.4%. 

Finally, over the past decade, as the value of digital assets has increased dramatically, so, 
too, has the urgency to protect those assets. The value at risk is significant and increasing, 
owing to the proliferation of information-intense business models, the emergence of 
remote access solutions, and the adoption of Internet-based technologies. Because IT 
security technologies can reduce the potential financial losses stemming from those risks 
(i.e., the cost of potential disruptions to vital IT-based business processes), we believe that 
security software spending will remain on a secular upward trend. The security 
subsegment is forecast to grow at a compounded annual growth rate of 10.7% over the 
next five years, continuing this software market’s above-average growth rates. 

Cyclical Thesis 

Software Is a Late-cycle Technology Segment with Less 
Cyclical Variability than Other Technology Sectors 
Analyzing technology in the context of the broader economy is difficult because of the lack 
of a consistent historical correlation between technology and most economic indicators. 
However, our analysis suggests that software tends to be one of the later-cycle segments 
of IT spending, as well as one of the less cyclical components of technology from a 
variability perspective. Although software is exposed to discretionary corporate spending, 
the sector has historically outperformed hardware when lead indicators in the United 
States have decelerated. (See Exhibit 46.) 
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Exhibit 46: Year-over-Year Revenue Growth by Technology versus ISM New Orders Index 
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Source: FactSet, ISM, Credit Suisse. 

While we view remaining cautious on software spending in a contracting economy as 
prudent, given that the software industry is not immune from sustained macroeconomic 
weakness, downturns in software spending driven by macroeconomic cycles tend to be 
more shallow and the recovery tends to materialize more quickly as compared with other 
technology sectors.2 (See Exhibit 47 to Exhibit 50.) For example, after the ISM New 
Orders Index fell below 50.0 during the fourth quarter of 2000, telecom equipment revenue 
declined year over year the following quarter and hardware revenue began to decline year 
over year during the second quarter of 2001. Both of these two technology sectors 
exhibited year-over-year declines in revenue upward of 20% within two to three quarters of 
the ISM New Orders Index’s initial drop below 50.0, and the telecom equipment and 
hardware sectors experienced 5 and 7 quarters, respectively, of declining revenue year 
over year. Conversely, supporting our thesis of software as a late-cycle sector with lower 
cyclical variability in revenue, the software industry experienced a decline in revenue three 
quarters after the ISM New Orders Index’s initial drop below 50.0 in the fourth quarter of 
2000. Furthermore, software revenue never declined more than 3% during the downward 
cycle in 2001 and only exhibited three quarters of declining revenue. (See Exhibit 47). 

Exhibit 47: Software Year-over-Year Revenue Growth 

versus ISM New Orders Index 

 Exhibit 48: Hardware Year-over-Year Revenue Growth 

versus ISM New Orders Index 
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Exhibit 49: IT Services Year-over-Year Revenue Growth 

versus ISM New Orders Index 

 Exhibit 50: Telecom Equipment Year-over-Year Revenue 

Growth versus ISM New Orders Index 
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Based on this empirical evidence, we believe that software experiences less cyclicality 
than other technology sectors and gains relative share of enterprise IT budgets during 
challenging economic periods, as corporations look to software as a means to sustain 
margins and to drive productivity and revenue growth. For example, if inflation and/or 
wages increase, software benefits as businesses substitute capital for labor.  

Furthermore, during the later stages of an economic cycle, IT departments focus on 
solutions that retain and attract customers as well as cut costs. As such, collaboration, 
productivity, and customer facing applications as well as IT systems automation tools, 
represent late-cycle spending priorities—compared with networking and hardware 
expenditures, which are viewed as more discretionary. However, applications markets, 
such as customer relationship management (CRM), enterprise resource planning (ERP), 
and supply chain management (SCM), are eventually affected by GDP fluctuations—with 
these segments often exhibiting a decline in three-to-nine months after the beginning of 
macroeconomic weakness.1 

Additionally, although the software industry has matured considerably since the late 1990s 
and growth rates in aggregate have slowed compared with the 1990s and 2000, as 
technology has achieved broader adoption and increased as a percentage of corporate 
investment, maintenance revenue has also increased as a percentage of overall software 
revenue, providing less variability in revenue compared with other sectors of technology. 
Specifically, while license revenue can fluctuate considerably, maintenance revenue 
remain predictable and sticky,27 and the increasing percentage that maintenance 
represents of overall software industry revenue has created even greater revenue stability 
than in past recessionary periods.27 Furthermore, the value of enterprise software in terms 
of its contribution to productivity and cost savings—especially in recessionary times—also 
results in a higher level of late-cycle spending and less cyclicality than other technology 
sectors.  

In the end, although software investment can be negatively affected by extended 
macroeconomic weakness, we expect software to outperform other technology segments 
in a softening demand environment—with the magnitude and duration of a downturn 
having varying effects on different software markets and vendors. 

Software Is Less Exposed to Consumer Downturns 
Software is much less reliant on consumer spending than most other areas of technology, as 
approximately 15% of global software demand is derived from consumers, and consumers in 
the United States account for only 6% of global software demand. (See Exhibit 51.) 
Additionally, software’s correlation to consumer spending has remained stable during the 
past 12 years compared with 1981-1995; whereas the correlation of software spending to 
corporate investment has increased meaningfully, as software has grown significantly as a 
percentage of corporate investment since the early 1990s. (See Exhibit 52.) 
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Exhibit 51: Consumer Demand as a Percentage of Total Demand 
 U.S. Demand, 

% of Total Global 
Consumer Demand,

 % of Total Global
U.S. Consumer, 

% of Total Global 
Software 40% 15% 6% 

Telecom Eqpt. 31% 10% 3% 

LCD TVs 30% 90% 27% 

PCs 25% 27% 7% 

Handsets 16% 85% 14% 

Source: Company data, Datastream, Credit Suisse.  

Exhibit 52: Software Spending Correlation with Consumer Spending versus Corporate 

Investment 
 Consumer Spending Corporate Investment 

1981 to 1995 0.53 0.35 

1995 to 2007 0.59 0.61 

Source: Bureau of Economic Analysis, Datastream, Credit Suisse. 

Digital River’s exposure to consumer spending is the highest among the covered 
companies in our analysis, followed by McAfee, Microsoft, and Symantec. We estimate 
consumer spending represents approximately 84% of Digital River’s revenue over the past 
four quarters as compared with the software industry average of less than 20%. (See 
Exhibit 53.)  

Exhibit 53: Consumer Revenue as a Percent of Revenue by Software Vendor, Last Twelve Months 
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Software’s Performance in Past Economic Cycles 
Revenue Growth 

As previously stated, we believe that software’s contribution to productivity and cost 
savings results in less cyclicality than other technology sectors in terms of revenue and 
profitability, as corporations look to software as a means to sustain margins and drive 
productivity and revenue growth. For example, during the recession in the United States 
that officially lasted from March 2001 until November 2001, software revenue never 
declined more than 3% during the downward cycle and only exhibited three quarters of 
declining revenue. In comparison, the telecom equipment and hardware sectors 
experienced five and seven quarters, respectively, of declining revenue year over year—
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with the year-over-year declines exceeding 20%. (See Exhibit 54.) In our opinion, software 
represents a later-cycle technology sector as compared with hardware and telecom 
equipment, and we believe that IT services serves as a lagging indicator to software 
revenue growth. (See Exhibit 55 to Exhibit 58.)  

Exhibit 54: Year-over-Year Revenue Growth by Technology 
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Exhibit 55: Software Versus Total Technology Year-over-

Year Revenue Growth 

 Exhibit 56: Software Versus Hardware Year-over-Year 

Revenue Growth 
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Exhibit 57: Software Versus IT Services Year-over-Year 

Revenue Growth 

 Exhibit 58: Software Versus Telecom Equipment Year-

over-Year Revenue Growth 
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Based on historical trends, certain planned software upgrades are delayed if an economic 
downturn appears imminent and/or protracted, particularly for application and operating 
system software upgrades. However, infrastructure software spending (e.g., database, 
systems management, and security) often cannot be postponed entirely if the business is 
to keep running. As such, a certain amount of nondiscretionary spending will continue in 
software even during protracted macroeconomic downturns.1 

Ultimately, given the combination of relatively nondiscretionary infrastructure software 
expenditures with application software solutions focused on productivity and cost-savings, 
as well as recurring maintenance spending—which now constitutes more than 50% of 
some software vendors’ revenue—we continue to expect software’s revenue growth to 
outperform other technology sectors.1 

Stock Price Performance 

During the recessions beginning in 1981 and 1990, publicly traded software companies 
actually exhibited positive stock price performance, increasing 69.8% and 21.2%, 
respectively. Furthermore, software stocks relatively outperformed the Credit Suisse 
Technology Index as well as each sector of technology during the 1981 and 1990 
recessions in the United States. (See Exhibit 59.) We do not, however, view these 
increases as holding predictive value, given that the industry remained in its nascent 
stages during these periods. For example, in the 1990-1991 recession, software 
companies continued to hire new workers almost without interruption, even as the rest of 
the job market contracted.28 In the current recession, while software has declined 
significantly on an absolute basis, the industry has performed relatively well at -35.1% 
when compared to the overall technology sector at -44.7% since the start of the recession 
in December 2007. Software has only lagged IT services in terms of performance in the 
current recession, similar to the recession of 2001. 

Exhibit 59: Stock Price Performance from the Beginning to the End of United States 

Recessions, by Technology 

 Hardware 
Telecom 

Equipment Software IT Services CSTI 400 
July 1981 - November 1982  18.4% 35.6% 69.8% 2.3% 21.9% 

July 1990 - March 1991  8.8% -9.7% 21.2% 3.2% 1.7% 

March 2001 - November 2001  -19.9% -37.2% -6.9% 0.8% -15.4% 

March 2001 - November 2001  -44.3% -49.6% -35.1% -33.0% -44.7% 

Source: FactSet, Credit Suisse.  
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Exhibit 60: Stock Price Performance by Technology 

 Hardware 
Telecom 

Equipment Software IT Services CSTI 400 
Jul-1981 -3.2% -1.3% -6.6% -4.8% -3.5% 

Aug-1981 -3.9% -6.5% -18.0% -4.1% -5.6% 
Sep-1981 -1.3% 2.5% 2.3% -11.9% -1.5% 
Oct-1981 8.7% 7.8% 4.4% 11.1% 8.8% 
Nov-1981 -1.6% 1.1% 16.7% -6.1% -1.7% 
Dec-1981 -1.0% -3.3% -1.6% -0.8% -1.5% 
Jan-1982 1.0% -0.6% -3.4% 0.5% 1.2% 
Feb-1982 -4.6% -5.9% -4.0% -2.7% -4.5% 
Mar-1982 -6.6% 0.1% -1.7% -3.7% -3.9% 
Apr-1982 4.3% 3.4% 23.5% -3.7% 4.7% 
May-1982 -4.9% -9.4% 1.6% -5.0% -5.5% 
Jun-1982 -4.9% -3.2% -2.8% 0.6% -3.6% 
Jul-1982 -0.6% 2.1% -11.4% -2.1% 0.0% 
Aug-1982 14.2% 13.2% 16.8% 6.6% 13.4% 
Sep-1982 -1.5% 0.6% 6.3% 3.0% -1.7% 
Oct-1982 12.0% 23.3% 27.7% 19.0% 15.5% 
Nov-1982 14.3% 12.0% 16.1% 10.9% 13.2% 

Source: FactSet, Credit Suisse. 

Exhibit 61: Stock Price Performance by Technology 

 Hardware 
Telecom 

Equipment Software IT Services CSTI 400 
Jul-1990 -6.1% -1.1% -14.4% -8.8% -7.9% 

Aug-1990 -12.0% -12.0% -11.0% -9.0% -14.5% 

Sep-1990 -4.6% -11.9% -9.8% -7.2% -9.0% 

Oct-1990 -1.8% 7.0% -0.6% -3.4% 0.5% 

Nov-1990 10.3% -5.8% 16.9% 10.6% 6.1% 

Dec-1990 4.2% 4.6% 7.5% 3.4% 5.0% 

Jan-1991 17.1% 5.5% 23.2% 12.4% 15.9% 

Feb-1991 4.5% 4.8% 9.3% 1.3% 4.9% 

Mar-1991 0.0% 1.2% 4.6% 5.6% 1.1% 

Source: FactSet, Credit Suisse. 

Exhibit 62: Stock Price Performance by Technology 

 Hardware 
Telecom 

Equipment Software IT Services CSTI 400 
Mar-2001 -13.6% -22.7% -16.8% -16.1% -15.4% 

Apr-2001 17.4% 16.8% 25.4% 8.5% 20.0% 

May-2001 -7.1% -7.1% -1.7% 1.9% -5.7% 

Jun-2001 -1.2% -15.7% 4.5% -1.9% -2.4% 

Jul-2001 -9.2% -3.4% -10.4% 0.3% -6.0% 

Aug-2001 -13.3% -16.8% -17.7% -4.6% -13.3% 

Sep-2001 -19.8% -20.4% -9.4% -13.4% -19.9% 

Oct-2001 16.7% 24.5% 5.6% 9.4% 15.9% 

Nov-2001 18.6% 18.5% 13.0% 13.9% 17.8% 

Source: FactSet, Credit Suisse. 
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Exhibit 63: Stock Price Performance by Technology 

 Hardware 
Telecom 

Equipment Software IT Services CSTI 400 
Dec-2007 1.0% -2.4% 4.3% 0.4% 0.9% 

Jan-2008 -14.1% -8.6% -8.3% -10.7% -12.1% 
Feb-2008 0.6% -2.1% -9.6% -1.1% -3.7% 
Mar-2008 1.0% -4.4% 2.5% -2.0% 0.0% 
Apr-2008 7.7% 5.8% 3.6% 8.0% 7.0% 
May-2008 7.5% 4.9% 5.5% 6.9% 5.9% 
Jun-2008 -9.8% -14.2% -6.2% -7.7% -10.0% 
Jul-2008 0.5% 6.0% -1.0% -1.4% -0.4% 
Aug-2008 0.2% 1.0% 3.4% 4.3% 1.6% 
Sep-2008 -15.6% -20.5% -6.4% -11.3% -14.1% 
Oct-2008 -19.2% -19.8% -19.2% -17.4% -18.7% 
Nov-2008 -11.8% -9.0% -8.8% -4.0% -11.3% 
Dec-2008 0.6% 3.4% 2.5% 1.5% 2.6% 

Source: FactSet, Credit Suisse estimates 

Despite the strong absolute and relative stock price performance during the 1981 and 
1990 recessions, software stalled with the rest of the technology sector during the 2001 
recession, which was coincident with the bursting of the dot-com bubble and hangover 
from the late 1990s’ application spending binge. (See Exhibit 60 to Exhibit 62.) Indeed, 
employment at companies providing computer programming services declined in October 
2001 from the year before, the first such decline since the government started tracking the 
industry in 1988.28 More specifically, software stocks declined 6.9% from the beginning to 
the end of the post-dot-com bubble recession in 2001. Despite the sector’s absolute 
decline in share price, software stocks again relatively outperformed the Credit Suisse 
Technology Index as well as each sector of technology, except for IT services, during the 
current and the 2001 recession.  

What’s Different about This Cycle? 
Although the fear created by the bursting of the dot-com bubble and its effect on software 
stock performance during the early years of this decade lingers in investors’ minds, we 
expect the enterprise software segment to weather the current economic downturn better 
than in 2001, as market conditions are dramatically different in terms of competitive 
landscape, importance of IT in business processes, geographic revenue contributions, 
rational spending patterns following the dot-com bubble, and sources of revenue. 4 

In our opinion, likening the excess of the dot-com boom to the current IT and economic 
environment would ignore the subtleties of what has been a major shift in IT spending and 
software utilization. To a large degree, the overindulgence of IT spending during the late 
1990s until 2001 actually heralded in a period of fundamental change at software vendors 
and enterprise IT buyers that promises to lessen the potential negative impact of the 
current economic crisis on the enterprise software industry.29 More specifically, although a 
general recession in the United States economy characterized by negative trends in GDP 
growth, wages, and unemployment, etc., undoubtedly dampened the sector’s growth 
prospects, the enterprise software market was more impacted by sector-specific factors:  

(1) Y2K. In the late 1990s, IT departments were concerned about potentially serious 
glitches if/when older computer systems were not able to properly recognize the year 
2000. To head off the concern, companies interrupted their normal upgrade cycles and 
bought newer “Y2K-ready” systems and software ahead of schedule, producing a 
flood of infrastructure spending. For example, the Office of Management and Budget 
estimates that the U.S. government and businesses spent approximately $100 billion 
for Y2K compliance, while Newsweek suggested that global Y2K spending exceeded 
$500 billion. The U.S. Department of Commerce stated in November 1999 that 
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“[s]ome of the Y2K spending may involve ‘shifting forward’ new, productive, software 
and hardware investments, which would have occurred eventually.” 

(2) Dot-com. The dot-com boom, in particular, caused many companies to buy an 
exorbitant amount of excess capacity—purchasing large quantities of software 
development and testing tools as well as the necessary application deployment 
infrastructure to design, deploy, and manage applications for what was assumed to be 
a tidal wave of upcoming traffic. For example, unlike the architecture of traditional 
online transaction processing (OLTP) applications that were designed for excess 
capacity on the order of 20-30%, many dot-coms built their systems to run 100-200% 
above normal capacity, because Internet users were viewed as inherently random and 
unknown, so workload spikes coming in at random from the Internet could cripple 
applications.30 As such, dot-coms produced an enormous glut of application and 
infrastructure software, and as a result of the failure of many of the these companies’ 
business models, a meaningful amount of capital spending also vanished, which 
compounded the potential drop-off in spending. 

(3) Shelfware. In the late 1990s and early 2000, enterprises had purchased thousands of 
seats of customer relationship management (CRM), supply chain management (SCM), 
enterprise resource planning (ERP), and e-commerce software solutions in the fervent 
hope that software buying alone would be a competitive advantage—ultimately 
creating a glut of unused software licenses, known as shelfware, as not enough 
business or new employees materialized to utilize the purchased software.29 
Aggressive sales policies by software vendors focused on closing large deals, in which 
customers bought licenses ahead of deployment requirements for significant 
discounts, compounding the effect of the difficulties that enterprises faced in deploying 
these applications. For example, CRM solutions were notoriously difficult to 
implement—with some estimates suggesting that the percentage of CRM licenses 
relegated to shelfware reached 50-75% at the beginning of this decade.31 In addition, 
workforce rationalizations resulted in spare “seat-capacity” for widely used enterprise 
applications, including ERP systems and CRM applications, in particular. As a result of 
the excess capacity, CIOs began to successfully renegotiate their maintenance 
contracts with software vendors to adjust for the smaller deployment scale or scope, 
which compounded the lack of new license sales with a reduction in recurring 
revenue.32 Lack of returns from the late 1990s application binge, combined with 
significant shelfware, prompted companies to focus spending on integrating disparate 
application silos, as opposed to investing in new applications, broadening existing 
deployments, or purchasing additional features. This created an “air bubble” in 
application spending as legacy deployments were properly integrated and excess 
shelfware was slowly consumed, and spending shifted from software vendors to IT 
services companies, which experienced a later cycle but a shallower downturn in 
revenue as compared with the software industry. 

Unlike the beginning of the decade, when the IT market came off a period of overextended 
spending because of Y2K, the Internet boom, and the enterprise applications binge, the 
impact of the present economic downturn on the software industry should be less severe. 
Namely, we view the negative ramifications of the massive investments on Y2K 
compliance combined with the immense buildup in software spending by doomed dot-
coms as one-time events. Furthermore, while the late 1990s application binge echoed 
across the majority of the first half of this decade in lackluster license growth, markets 
currently are in a period of expansion resulting from the maturity of the systems, and we 
believe that corporations have become increasingly dependent on IT for customer 
retention and productivity gains.  

Specifically, we believe that enterprise buyers are beginning to replace aging systems that 
are no longer proving a good return on investment or value, resulting in the beginning 
stages of a period of application modernization driven increasingly by business-unit 
leaders as opposed to being centrally controlled by IT4—which we anticipate will drive 



 08 January 2009 

Software Decoded 2009 42 

sustained, above-average growth in business-analysis software and enterprise service bus 
(ESB), business process automation, and event-driven middleware solutions as well as 
increased adoption of On Demand applications, including conferencing, collaboration, and 
customer-related software solutions. In addition, we expect software to benefit from the 
excesses of hardware and IT labor that have built up over the 10-15 years since the 
beginning of the adoption of the distributed computing and client/server paradigms—
driving continued, robust growth for data center software products, such as storage 
management, virtualization, security, and compliance tools.33 

In addition to the aforementioned one-time effects of the dot-com bubble and Y2K 
compliance spending as well as the growing understanding of importance of software in 
business processes and cost savings, the software industry has also matured since the 
late 1990s market in terms of geographic revenue contributions (i.e., more international 
exposure), competitive landscape (i.e., fewer vendors), and sources of revenue (i.e., 
increasing levels of recurring maintenance revenue). 

International/Globalization 

Not only have many software vendors realized significant savings by moving software 
support and some levels of R&D offshore (e.g., China, India, and Eastern Europe), but 
these countries have also provided new market opportunities.23 Specifically, the United 
States accounted for less than 45% of software spending in 2007 as compared with 50-
60% at the end of the 1990s and early 2000s. (See Exhibit 64 and Exhibit 65.) Europe, the 
Middle East, and Africa now account for nearly 40% of the global software market versus 
25-30% in the late 1990s.2 Latin America, Central and Eastern Europe, Asia and Pacific 
(not including Japan), and the Middle East and Africa in 2008 will represent approximately 
16% of worldwide total software spending, with their growth rates exceeding those of 
North America and Western Europe. (See Exhibit 66.) 

Exhibit 64: Worldwide Software Spending by Geography, 

2001 

 Exhibit 65: Worldwide Software Spending by Geography, 

2007 
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Source: IDC.  Source: Gartner. 

Exhibit 66: Enterprise Software Revenue Growth by Geography 
 2006 2007 2008 2009 2010 2011 2012 

Americas 9.8% 10.0% 7.5% 8.0% 7.5% 7.5% 7.1%

EMEA 8.9% 18.0% 12.7% 7.2% 6.5% 6.4% 6.2%

Asia Pacific and Japan 10.1% 12.7% 12.6% 10.4% 9.9% 9.6% 9.2%

Source: Gartner. 

Within the S&P 500, the information technology sector has the highest percent of sales 
outside the United States at approximately 51.3%, while the S&P 500 average 
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international sales as a percentage of total revenue equals approximately 27.5%. (See 
Exhibit 67.) 

Exhibit 67: Foreign Sales of S&P 500 Sectors 
S&P 500 companies most recent reporting period 
Sector Average International Sales % of Total Sales 

Information Technology 51.3% 

Materials 39.6% 

Industrials 33.6% 

Energy 32.2% 

Consumer Staples 31.9% 

S&P Average 27.5% 

Health Care 27.2% 

Consumer Discretionary 21.1% 

Financials 13.0% 

Utilities 4.6% 

Telecommunication Services 1.9% 

Source: Credit Suisse Quantitative Research, WorldScope. 

In our opinion, the shift in geographic contribution to overall software revenue to 
international markets lessens the negative potential impact of a U.S. slowdown in software 
spending in 2008 on the global software market, as compared to previous economic 
cycles.2 These regions are now establishing some economic clout as their regional 
economies expand at rates well exceeding Western Europe’s and the United States’—
providing new market opportunities as multinational software vendors similarly extend into 
these geographies.23 (See Exhibit 68.) 

Exhibit 68: Worldwide Real Gross Domestic Product Growth by Geography 
 2006 2007 2008 2009 2010 2011 2012

North America 2.9% 2.2% 0.9% 1.5% 2.7% 2.5% 2.5%

Western Europe 2.9% 2.6% 1.8% 2.0% 2.1% 2.2% 2.2%

Asia/Pacific 5.7% 5.6% 4.7% 4.6% 4.7% 4.4% 4.6%

Latin America 5.2% 5.2% 3.7% 3.8% 3.9% 3.9% 3.8%

Eastern Europe 6.5% 6.7% 6.1% 5.1% 4.9% 4.5% 4.2%

Middle East and Africa 5.9% 4.8% 5.2% 5.8% 5.6% 5.5% 5.4%

Source: IDC and EIU, 2008. 

With international locations increasingly representing higher percentages of the software 
industry’s revenue and given that most software companies price in local currency, the 
depreciating dollar has boosted the reported revenue growth of software vendors over the 
past several years. However, since its March trough, the dollar has rallied approximately 
14% against the Euro, which closed at 1.39 at the end of December. (See Figure 69.) If 
the dollar continues to rally, the positive impact on reported revenue growth rates would 
reverse and begin to hinder reported growth. 
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Figure 69: Analysis of Trade Weighted Dollar Index (TWDI) 
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Furthermore, based on the Credit Suisse foreign currency team’s fair value model, which 
is based on PPP, interest rate differentials, and growth differentials, the Euro is overvalued 
against the dollar, while the sterling is slightly undervalued against the dollar. Specifically, 
our colleagues estimate that the Sterling-dollar is trading 10% or 1 standard deviation 
below its fair value, while the Credit Suisse foreign currency team’s model suggests that 
the Euro-dollar is trading 11% or almost 0.9 standard deviation above its fair value. (See 
Figure 70 and Figure 71.) 

Figure 70: Credit Suisse Foreign Currency Euro-Dollar 

Fair Value Model Suggests Dollar is Undervalued 

 Figure 71: Credit Suisse Foreign Currency Sterling-Dollar 

Fair Value Model Suggests Dollar is Undervalued 
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Of software companies that report financials in dollars, Autodesk, McAfee, Symantec, and 
Adobe experienced the greatest boosts to overall reported revenue growth over the past 
four quarters. (See Exhibit 72.)  
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Exhibit 72: Incremental Growth from Foreign Currency by Software Vendor, Last Twelve Months  
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Of software companies that report financials in dollars, foreign currency benefits 
represented 42% of reported revenue growth for Symantec, while Check Point Software 
Technologies, Citrix Systems, Autonomy, and VMware all price their products in dollars 
and, therefore, reported no benefit to revenue growth due to foreign currency benefit over 
the past four quarters. (See Exhibit 73.)  

Exhibit 73: Foreign Currency as a Percent of Reported Revenue Growth by Software Vendor, Last Twelve Months  
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Maintenance Revenue Dampens Volatility  

While license revenues can fluctuate considerably, maintenance revenues remain 
predictable and sticky,27 and given that maintenance revenues achieve the highest 
operating margins for software companies (albeit at lower gross margins), the increasing 
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percentage that maintenance represents of overall software industry revenue creates 
greater stability in operating margins—even during recessionary periods.27  As a result, we 
encourage investors to look for pockets of relative strength—namely, in renewable 
nondiscretionary maintenance contracts (e.g., security).2 

While perpetual licenses continue to represent the majority of software sales, growing 
annuity streams from maintenance contracts represent a meaningfully higher portion of 
revenue, thus changing the revenue volatility dynamics and risk balance of the software 
industry as compared with the previous economic downturn.23 For example, AMR 
Research estimates that maintenance revenue as a percentage of software spending in 
the ERP vertical has increased from 39.9% in 2000 to 53.5% in 2007. (See Exhibit 74.) As 
a result, we expect the software industry and the stock market’s perception of the sector to 
continue to evolve—with an anticipation of more stable revenue and earnings and more 
consistent margin expansion, rather than the spikes or sharp downswings in sales and 
profitability experienced in the past.2 

Exhibit 74: Software Maintenance Spending History for ERP Software 
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Source: AMR Research. 

For example, while software license revenue forms an undulating curve with upticks in 
revenue driven by functionality updates/upgrades as well as economic cycles, software 
maintenance spending follows a completely different pattern throughout the product life 
cycle, as maintenance revenue is more linear.34 (See Exhibit 75.) 

Exhibit 75: Simplified Trend of Software License Revenue Growth versus Software 
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Additionally, maintenance contracts often incorporate an annual increase of approximately 
3% for inflation. This increase, along with the base value of maintenance contracts, is 
justified by expected improvements to the underlying software throughout the lifetime of 
the contract. For example, customers continue to use many versions of products well 
beyond their expected software product’s lifetime, and as a result, Microsoft, Oracle, and 
SAP have been increasing the length of their support policies (e.g., Microsoft Windows 
NT, Oracle’s PeopleSoft, and SAP’s R3). Most support providers maintain support policy 
models that provide full support for a product for five years, followed by extended support 
for approximately two years, and followed by a possible phase of custom support. Some 
support policies extend out ten years before a product fully retires. However, in these 
extended support phases, the vendor typically no longer provides software license 
updates for new features of the product—which actually results in not only annuity-like 
revenue streams but also in a degree of license revenue growth for many years, as any 
given product has a number of successive releases.34 

In the past, Wall Street rewarded software vendors predominantly for license revenue 
growth, often ignoring and/or undervaluing the potential long-term value creation driven by 
the high-margin, recurring revenue and operating profit that software maintenance 
contracts produce. Recently, software investors and software vendors have recognized 
the high unpredictability, high volatility, and high vulnerability of business models driven by 
a high percentage of license revenue, and they have begun to place increasing value on 
the sustainability and value generation of software maintenance revenue.23 Oracle’s 
success in its acquisitions of PeopleSoft, Siebel Systems, Retek, etc., has further changed 
investors’ perceptions of software maintenance revenue, given the company’s impressive 
ability to maintain high renewal rates on those contracts while simultaneously increasing 
operating margin through economies of scale in its support organization.  

Furthermore, as a result of the excess capacity created by the application spending binge 
of the late 1990s, enterprises successfully renegotiate their software maintenance 
contracts downward to adjust for the smaller deployment scale.32 Presently, the potential 
negative effects of “shelfware” on the renewal rates of software maintenance contracts 
have been reduced, as most of these agreements were already on the downside during 
2002-04 and/or the software that many of these contracts would have covered has been 
retired by software vendors. As such, we expect there to be less room for negotiating 
maintenance rates downward and sustainably higher renewal rates as compared with the 
recession earlier this decade. 

Ultimately, the growing annuity streams from maintenance contracts, which currently 
represent a meaningfully higher portion of revenue for the industry as compared with the 
dot-com bubble, should reduce revenue volatility versus the downturn earlier this decade. 

Consolidation = Fewer Vendors = Fewer Viability Concerns = Less Competition = 
Better Pricing 

In a cyclical downturn, shrinking discretionary spending budgets heighten competition for 
new maintenance and license revenue streams, and macroeconomic concerns typically 
place a renewed emphasis on vendor viability.2 When a software vendor stops supporting 
a particular market or product or goes out of business, the result usually spells disaster for 
affected customers—especially for such critical enterprise applications as accounting, 
financial, tax, supply chain management, human resources, and other back-office 
applications. Many organizations have constantly changing services, staff, and operations 
and need ongoing vendor training, support, consulting on best practices as well as 
software enhancements to meet evolving needs. Without these vendor services, software 
can become functionally stagnant and increasingly difficult to use. As such, the expense of 
the purchase and implementation of the software represents a sunk cost for an enterprise, 
and these companies will require another major new investment in replacement 
software—with all the associated pain and expense of selecting and implementing a new 
system.35 
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Since 2004, the software industry has experienced an increased level of M&A activity, 
driven in particular by larger software vendors looking to acquire key product functionality, 
establish market breadth via geographic, industry, and/or market coverage, obtain new 
R&D resources, and remove direct competitors. The end result of much of the recent 
market consolidation has been the rise of software conglomerates (e.g., Oracle) that seek 
to provide a more complete and integrated software stack to enterprise customers.23 

During the software downturn in the early 2000s, software vendor viability delayed 
purchases, as enterprises were concerned about new or continued investment in software 
platforms with uncertain futures given certain vendors’ unstable financial performance. 
Since this time, many of the financially challenged vendors or vendors with uncertain 
strategic outlooks have been acquired by the larger software conglomerates. We believe 
larger vendors will be less vulnerable to spending delays caused by vendor viability 
concerns simply because of the relative size and financial viability of these software 
companies. Additionally, we expect these larger software conglomerates to bundle and 
aggressively price their broad product portfolios in order to gain a greater share of IT 
budgets. In addition, these vendors derive the majority of their revenue from maintenance 
contracts versus new license sales and they are, therefore, less exposed to massive 
revenue swings per quarter than in the past.2 

Furthermore, consolidation-oriented M&A mergers, such as Oracle’s acquisition of 
PeopleSoft, drove not only scale, operating efficiencies, and financial leverage, but also 
decreased competitive alternatives and customer choice. For example, one survey 
discovered that more than 400 ERP providers existed in 1995, but consolidation has 
whittled that figure down to fewer than 20 vendors in business today.36 Since the 
applications binge of the late 1990s, CIOs have sought to reduce the number of vendors 
that they do business with, favoring the stability and continuity of service that a larger 
vendor can offer, which we believe should result in less variability in larger vendors’ 
revenues versus the previously more fragmented software market of the previous 
macroeconomic downturn. Additionally, we believe that the consolidation experienced in 
the software industry over the past several years has resulted in a more stable price 
environment as compared with earlier this decade. In fact, the price deflator as calculated 
by the Bureau of Economic Analysis suggests that software maintains relative pricing 
power—especially compared with IT hardware. (See Exhibit 76.) 

Exhibit 76: Price Deflators by Technology 
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Ultimately, we believe that the increased size and relative importance of the remaining 
large software vendors after several years of increased M&A activity as compared with the 
more fragmented competitive landscape of the late 1990s and early 2000s position the 
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software industry’s revenue to be more stable in comparison with the downturn 
experienced earlier this decade.  

Growing Importance of IT in Business Processes and Productivity 

While the late 1990s’ application binge echoed across the majority of the first half of this 
decade in lackluster license growth, vendors’ claims that enterprise software was a 
measurable contributor to overall productivity were starting to be recognized as fact. For 
example, Alan Greenspan observed in 1999 that technology spending correlated with 
overall productivity. Since the downturn in software spending during the early 2000s, more 
and more evidence has emerged that IT spending could drive greater productivity across 
all sectors of the economy.29 

In our opinion, the recognition that IT increased productivity heralded the start of a 
significant shift in IT buying patterns—particularly for enterprise software.29 Specifically, 
business decision makers have shown growing awareness about the potential benefits of 
software solutions to their organizations’ productivity and financial success—a trend 
signaling the beginning of a broader shift in decision-making power for software purchases 
from IT to business.37  

While software vendors also continue to face buying decisions that are overwhelmingly 
centralized in the IT department, the importance of the individual business unit in decision 
making is growing at the largest companies—i.e., those with more than 25,000 
employees.4 For example, in the annual Enterprise Software Survey conducted by 
McKinsey and SandHill in early 2008, 33% of enterprises in the survey suggested that the 
business unit would control more of the decision-making process in IT purchases two 
years from now versus today versus 21% that suggested more centralized IT control of 
purchase decisions. In comparison, in the 2006 survey, 38% of respondents expected 
more centralized IT decision making as compared with only 23% anticipating increasing 
control by the business unit. (See Exhibit 77.)  

Exhibit 77: CIO Survey—“Estimate what portion of final software purchase decisions (specific software brand/product 

selections) are centrally controlled versus controlled by business units, today and two years from now.” 
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Source: McKinsey & SandHill Enterprise Software Customer Survey, 2008. 

Furthermore, the importance of the individual business unit in decision making at the 
largest companies with more than 25,000 employees is particularly higher than at smaller 
organizations.38 Therefore, while the CIO and IT professionals remain the ultimate 
software decision makers in more than half of all enterprises, we expect formal 
consultations to be increasingly spread across an array of corporate and business unit 
functions—from finance and risk management to compliance and even users themselves. 

In our opinion, the emerging line-of-business buyer opens new revenue sources as 
compared with the slowdown during the early 2000s, as well as new opportunities for a 
software market that had traditionally sold much larger and often bloated software projects 
to IT managers.29 As such, we expect healthy demand for innovative applications that can 
be justified with respect to improving revenues or lowering costs, including business 
intelligence software that has become increasingly attractive for business unit managers. 
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While certain sectors of the U.S. economy, such as financial services and retail, could 
experience a significant slowdown in IT spending, we believe that line-of-business buyers 
increasingly recognize that enterprise software can increase productivity and improve 
competitive advantage—resulting in a positive ROI and positive net effect on the 
business.29 

Ultimately, the market recovery that started in 2004 after an abrupt decline in the early part 
of the decade has transitioned into a pivotal period for the enterprise software 
marketplace. New technologies, user demands for higher levels of collaboration and 
personalization, and a combination of economic and business forces have merged into a 
whirlwind of change for software vendors, the enterprise software marketplace, and the 
emerging class of line-of-business IT buyers—which we believe could result in greater 
stability in software spending as compared with the post-1990s application spending 
hangover.23 

Seasonal Thesis 

Software Spending Patterns 
Over the last few years, IT spending has been skewed to the last months of the year. CIOs 
have been spending IT budgets on a much more real-time basis congruent with short-term 
fluctuations in business—making spending more unpredictable and weighted toward the 
back-end of the year. Specifically, sequential software revenue growth/decline equaled  
-5.5%, 4.1%, -4.0%, and 16.0% on average, by quarter, over the past ten years; but 
sequential growth has skewed more toward the fourth quarter over the past five years, as 
the average sequential software revenue growth/decline by quarter over the past five 
years equaled -6.3%, 4.3%, -4.6%, and 17.0%. (See Exhibit 78.) Similarly, sequential 
growth/decline in net income across the software industry has been historically weighted 
toward the third and fourth quarters. Furthermore, the software industry’s average 
sequential revenue growth during the fourth quarter of 17.0% over the past five years is 
the second-highest growth rate by technology and exceeds technology’s five-year average 
sequential growth of 12.7%. 

Exhibit 78: Sequential Revenue Growth by Technology 
 2009 Estimates 10-Yr Avg Q/Q Growth 5-Yr Avg Q/Q Growth 

 1Q 2Q 3Q 4Q 1Q 2Q 3Q 4Q 1Q 2Q 3Q 4Q

Hardware -8.9% 2.8% 2.5% 7.1% 2.2% -7.7% 11.1% 2.4% -3.8% -3.4% 4.3% 7.5%

Semiconductors -6.9% 1.3% 6.0% 4.5% -4.0% 1.4% 5.4% 3.4% -4.5% 1.7% 5.4% 0.9%

Telecom Eqpt. -13.3% 4.5% 2.0% 8.4% -16.9% 12.4% -1.5% 14.2% -13.3% 8.5% -1.9% 15.3%

Software -5.8% 7.9% -6.4% 11.9% -5.5% 4.1% -4.0% 16.0% -6.3% 4.3% -4.6% 17.0%

IT Services -1.6% 0.5% 0.7% 2.6% -0.7% 2.8% 3.4% 3.2% 0.0% 3.1% -3.3% 3.2%

Internet / Ent. -19.8% -0.4% 5.3% 28.0% -17.1% 7.1% 6.1% 36.3% -20.1% 10.0% 3.3% 32.1%

Total -9.4% 2.8% 1.7% 10.4% -7.0% 3.3% 3.4% 12.6% -8.0% 4.0% 0.5% 12.7%

Source: Company data, FactSet, Credit Suisse.  

As software’s revenue growth has increasingly shifted to the second half of the year, the 
average second half revenue growth versus the first half has equaled 5.6% over the past 
five years as compared with 5.8% during the past ten years, while the average first half 
revenue growth versus the second half has equaled 4.0% in the past five years as 
compared with 3.6% during the past ten years. (See Exhibit 79.)  



 08 January 2009 

Software Decoded 2009 51 

Exhibit 79: First Half versus Second-Half Revenue Growth by Technology 
 2009 Estimates 10-Yr Avg H/H Growth 5-Yr Avg H/H Growth 

 1H 2H 1H 2H 1H 2H 

Hardware -7.1% 7.6% -1.6% 7.2% -1.2% 6.4% 

Semiconductors -11.5% 9.1% -0.6% 8.0% -1.1% 6.8% 

Telecom Eqpt. -5.5% 8.6% -6.7% 11.2% -2.2% 9.8% 

Software 3.4% 2.9% 3.6% 5.8% 4.0% 5.6% 

IT Services -1.9% 2.3% 2.4% 5.9% 4.5% -0.2% 

Internet / Ent. -13.8% 19.8% -0.1% 29.5% -3.5% 25.3% 

Total -6.1% 8.4% -0.5% 11.3% 0.1% 8.9% 

Source: Company data, FactSet, Credit Suisse. 

Seasonal Trading Patterns 
Recent history shows that investing in the seasonal spending uplift into the fourth quarter 
represents one of the best ways to make money in the software industry. Specifically, the 
best time to own technology stocks as well as software stocks historically has been 
September through January. Over the past ten years, software has outperformed the 
broader market 60% of the time by an average of approximately 1520 basis points during 
this period. In our opinion, two factors have contributed to this outperformance: 
(1) software has a perceived leverage to year-end seasonality both at the consumer level, 
with the important holiday selling season, and at the corporate level, with the always 
predictable end-of-year budget flush; and (2) money managers have a need to add beta to 
match market returns (i.e., performance begets performance). Exhibit 80 details 
technology’s relative performance by sector to the broader market by using our proprietary 
Credit Suisse Technology Index (CSTI 400) versus the S&P 500 and the S&P 500 
Information Technology segment index.  

Exhibit 80: September through January Stock Price Performance by Technology 
 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 *2008

Hardware 60.7% 11.5% -31.5% 13.0% 7.7% 15.0% 17.6% 8.4% 9.4% -12.5% -28.3%

Internet/Ent. 158.6% 62.7% -81.4% 19.3% 17.6% 16.5% 20.2% 16.0% 22.8% -9.2% -30.2%

IT Services 40.6% 23.4% 5.1% 11.8% -7.4% 7.8% 7.1% 10.4% 13.6% -16.8% -19.5%

Semiconductors 90.4% 36.9% -45.5% 19.0% 1.8% 19.2% 14.1% 6.1% 6.2% -25.6% -26.7%

Software 56.1% 36.8% -20.5% 17.3% 11.2% 10.1% 7.4% 6.6% 16.9% -4.8% -24.5%

Telecom Eqpt. 73.9% 32.0% -82.0% -6.8% -1.6% 42.3% 1.5% 11.1% 18.8% -19.1% -24.5%

      

CSTI 59.1% 22.9% -34.4% 8.1% 3.5% 18.4% 11.9% 6.1% 13.8% -14.7% -28.7%

      

SPX Info. Tech 58.8% 27.4% -33.7% 5.7% 7.8% 14.9% 7.3% 5.7% 11.5% -9.3% -26.0%

      

S&P 500 29.9% 6.0% -10.0% 0.4% -5.4% 11.8% 6.9% 4.9% 9.7% -6.5% -22.6%

Source: FactSet, Credit Suisse.  

* Stock price performance through December 31, 2008 

Over the past ten years, software has exhibited the best absolute and relative returns to 
the S&P 500 and the Credit Suisse Technology Index (CSTI 400) during second and 
fourth quarters—increasing 2.1% and 9.1% on average. (See Exhibit 81.) 
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Exhibit 81: Average Quarterly Stock Price Performance by Technology 
 1Q 2Q 3Q 4Q 

Hardware -2.5% 3.8% -2.2% 5.9% 

Large-cap -1.7% 2.4% -3.4% 5.6% 

Mid-cap -10.0% 6.1% -4.9% 9.6% 

Small-cap -4.0% 2.5% -2.0% 5.3% 

Internet/Ent. -0.8% 6.4% -7.6% 13.6% 

Large-cap 0.3% 7.7% -6.1% 12.8% 

Mid-cap 16.6% 11.4% -10.6% 2.3% 

Small-cap -6.4% 0.4% -4.7% 20.4% 

IT Services -3.8% 1.5% -5.5% 10.1% 

Large-cap -3.6% 1.1% -3.5% 10.5% 

Mid-cap -4.7% 2.5% -7.8% 9.0% 

Small-cap -4.3% 5.3% -9.5% 9.9% 

Semiconductors 2.4% 3.3% -8.9% 6.0% 

Large-cap 2.8% 3.2% -8.8% 7.1% 

Mid-cap 6.7% 4.9% -9.5% 6.5% 

Small-cap -2.3% 8.2% -10.7% 7.5% 

Software -4.0% 2.1% -3.4% 9.1% 

Large-cap -3.7% 3.4% -4.2% 7.1% 

Mid-cap -6.5% -1.0% -1.2% 16.0% 

Small-cap -6.8% 0.6% 1.0% 18.9% 

Telecom Eqpt. -3.9% -1.1% -5.2% 10.4% 

Large-cap -2.9% -0.8% -4.7% 10.2% 

Mid-cap -4.6% 2.0% -10.3% 14.4% 

Small-cap -10.0% 5.2% -4.7% 10.4% 

CSTI -1.8% 3.2% -5.0% 5.6% 

Large-cap -2.2% 2.2% -5.9% 6.6% 

Mid-cap -3.6% 3.3% -8.6% 10.1% 

Small-cap -6.6% 3.7% -3.1% 13.1% 

   

SPX Info. Tech -3.1% 1.4% -6.0% 6.6% 

   

S&P 500 -1.6% 1.3% -4.0% 2.6% 

Source: FactSet, Credit Suisse.  

** Averages based on market cap-weighted index performance between 1999 and 2008. 

During the months from September to January, software has, on average, experienced 
positive stock performance during each month over the past ten years, with average 
increases ranging between 3.0% and 1.8%. (See Exhibit 82.) Conversely, except for the 
month of June, February to July represent the months during which software exhibits the 
worst absolute stock price performance. Specifically, the software industry has declined 
4.6%, 0.7%, 0.7%, 1.0%, and 4.0% on average during those months but has increased 
2.1% on average in the month of August between 1999 and 2008. 
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Exhibit 82: Average Monthly Stock Price Performance by Technology 
 Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec

Hardware 2.3% -4.2% 0.1% 1.7% 2.0% 0.2% -0.7% 2.4% -4.6% 3.1% 2.0% 0.0%

Large-cap 2.6% -4.8% 1.1% 1.1% 1.5% -0.2% -0.8% 2.3% -5.3% 3.1% 1.9% -0.2%

Mid-cap -1.2% -4.6% -3.9% 2.4% 2.6% 1.4% -2.3% 2.0% -5.6% 4.0% 3.3% 1.5%

Small-cap 2.6% -3.8% -1.6% 1.7% 0.4% 0.3% -2.4% 4.6% -5.1% 3.3% 2.3% -1.8%

Internet/Ent. 0.8% -5.1% 2.7% 3.5% 0.5% 2.4% -7.0% 2.2% -3.1% 4.9% 1.8% 2.6%

Large-cap 1.2% -5.0% 3.9% 4.3% 1.6% 1.4% -5.6% 0.4% -0.8% 4.2% 2.5% 3.5%

Mid-cap 11.2% -4.9% 6.8% 8.5% 2.3% 0.4% -5.0% -0.3% -6.0% 1.2% -0.5% -1.8%

Small-cap -0.4% -8.7% 1.5% -1.2% -3.0% 5.8% -8.1% 6.9% -4.3% 6.3% 3.7% 3.3%

IT Services -1.9% -1.4% -0.5% 1.6% 1.8% -2.0% -2.5% 1.1% -4.2% 2.4% 3.6% 3.4%

Large-cap -1.3% -1.3% -1.0% 1.9% 1.0% -1.9% -1.8% 1.4% -3.2% 3.7% 3.1% 3.1%

Mid-cap -2.8% -1.0% -0.9% 1.3% 3.3% -2.4% -4.5% 1.0% -4.5% -0.2% 5.5% 3.8%

Small-cap -2.6% -4.7% 3.9% 1.9% 3.3% -0.6% -3.1% -0.4% -6.8% 1.8% 0.9% 5.4%

Semiconductors 4.0% -1.3% -0.1% 2.5% 0.5% 0.2% -1.6% 3.0% -11.0% 4.1% 3.5% -1.9%

Large-cap 4.5% -2.0% 0.7% 3.0% 0.7% -0.5% -0.7% 2.9% -11.4% 5.8% 2.9% -1.9%

Mid-cap 6.1% 0.2% 0.6% 2.4% 2.1% -0.2% -2.6% 3.2% -10.8% 2.6% 3.0% 0.6%

Small-cap 2.0% -2.0% -0.6% 4.5% -1.5% 4.2% -6.3% 2.4% -7.6% 2.1% 4.4% -0.5%

Software 1.8% -4.6% -0.7% -0.7% -1.0% 4.1% -4.0% 2.1% -1.7% 3.0% 1.4% 3.7%

Large-cap 2.9% -5.5% -0.3% -0.3% -0.7% 4.6% -3.9% 1.6% -2.3% 3.8% -0.1% 2.7%

Mid-cap -1.0% -1.5% -3.9% -2.0% 1.4% 0.0% -4.5% 1.2% 2.2% 1.0% 5.5% 8.6%

Small-cap -1.0% -3.8% -1.6% -3.4% 1.0% 3.5% -6.0% 6.4% -1.1% 5.5% 7.3% 3.3%

Telecom Eqpt. 2.1% -4.9% -1.5% -0.1% 0.6% -1.8% -1.6% 1.3% -5.3% 4.0% 4.2% 0.5%

Large-cap 1.8% -4.7% -0.6% 0.4% 0.3% -1.6% -1.6% 1.7% -5.1% 4.3% 4.4% 0.0%

Mid-cap 4.5% -5.6% -3.9% -0.2% 2.9% -0.8% -3.6% -0.8% -7.2% 6.3% 4.3% 0.7%

Small-cap 3.8% -7.8% -4.4% 0.3% 2.3% 1.9% -3.4% 4.8% -7.9% 2.9% 5.0% 1.5%

CSTI 1.2% -2.7% -0.1% 0.7% 1.2% 1.4% -2.6% 2.5% -5.1% 1.1% 3.0% 0.3%

Large-cap 1.9% -4.1% 0.3% 1.3% 0.5% 0.5% -2.4% 1.8% -5.7% 2.9% 2.1% 0.6%

Mid-cap 1.5% -3.2% -1.7% 0.9% 2.3% -0.1% -3.5% 1.2% -7.0% 3.4% 3.5% 1.5%

Small-cap -0.2% -5.3% -0.8% 0.4% -0.6% 4.0% -4.3% 5.8% -5.6% 2.6% 5.3% 2.0%

      
SPX Info. Tech 1.8% -5.0% 0.8% 0.8% 0.2% 0.3% -2.1% 1.6% -5.9% 4.0% 2.1% -0.3%

      
S&P 500 -0.5% -2.1% 1.0% 1.7% 0.5% -0.9% -1.6% 0.5% -3.0% 0.9% 0.5% 1.0%

Source: FactSet, Credit Suisse.  

** Averages based on market cap-weighted index performance between 1999 and 2008. 

Additionally, software has exhibited negative price performance between five to eight of 
the years in each respective month over the past decade—with June being the only month 
to experience positive stock performance in more than half of those years, increasing in 
eight of the ten years. (See Exhibit 83.) February and July represent the software 
industry’s worst stock price performance months—declining in eight of the past ten years, 
with average monthly declines of 4.6% and 4.0%, respectively.  
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Exhibit 83: Average Monthly Stock Price Performance by Technology and Company 
 Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec

Adobe -5.3% 4.8% 11.0% 7.1% 0.7% -0.9% -4.8% 4.5% 2.9% 6.7% 1.1% -2.2%

Akamai -0.8% -2.5% -6.3% 0.1% 6.2% 9.1% -12.6% -9.7% -5.8% 12.7% 27.9% 0.2%

Autodesk 1.3% 2.1% -0.2% 0.6% -1.7% 1.5% -8.2% 10.2% -2.1% -4.5% 14.0% 5.9%

Autonomy 17.6% 11.8% 1.3% -6.2% -1.4% -4.2% -2.1% 10.8% 2.4% 12.7% 9.8% 2.6%

BMC Software 7.3% -1.0% -3.2% 0.5% 5.7% -0.9% -11.7% 5.0% -2.5% 8.4% 2.2% 1.1%

Blackboard -0.6% 0.3% 1.8% 1.3% 2.9% 3.4% 0.3% -0.5% -0.1% -1.0% -2.2% 0.6%

CA 7.7% -7.9% 0.0% 3.2% 2.3% 2.0% -10.6% 6.8% -4.4% 8.6% -0.8% 1.0%

Check Point Software 6.6% 0.8% -3.2% -0.8% 4.2% 0.0% 2.5% 1.2% -2.8% 9.6% 4.8% 2.8%

Citrix Systems 5.2% -0.2% -2.0% 5.1% 1.7% -7.8% -7.7% 8.1% -0.9% 10.8% 8.6% 1.3%

CommVault -2.3% -3.2% -1.4% 0.4% 4.1% -0.2% -1.0% 2.3% -4.1% -0.2% 1.7% 2.6%

Concur Technologies 9.4% -1.7% 1.5% 13.4% 2.0% 5.9% -2.1% -2.0% -3.2% 0.6% 18.9% 1.2%

Dassault Systemes 0.4% 1.2% -2.7% 2.8% -0.5% 2.2% -1.1% -0.3% -7.0% 9.4% 3.7% 0.3%

DemandTec -3.3% -2.1% 0.0% -2.4% 1.4% -1.4% 3.3% -4.6% 2.9% 1.2% -0.8% 2.9%

Digital River 32.3% -11.3% 5.1% -6.2% 2.0% 2.9% -1.1% 2.8% 3.5% 12.0% 1.9% -4.1%

Deltek 7.8% -2.7% -3.1% -3.5% -0.8% -1.0% 2.9% 2.1% -2.8% -4.6% -1.0% -4.6%

Kenexa 1.5% 1.7% -0.1% 0.2% 3.2% -0.5% -3.4% 1.6% -3.1% 1.3% -6.9% 6.5%

McAfee 5.1% -3.9% -0.5% -8.9% 10.0% -2.5% 0.7% 8.9% -4.2% 12.9% 3.6% -4.4%

Microsoft 4.1% -7.3% 3.1% -2.1% -1.7% 5.8% -3.8% 1.2% -3.0% 6.1% -1.4% 0.1%

NetSuite -3.0% -2.4% 0.2% -0.8% 1.5% -1.0% -1.6% -0.3% 0.7% -4.5% -1.2% -0.3%

NeuStar -0.6% -1.1% 0.0% 1.8% -2.2% -0.3% -0.2% 1.4% 0.6% 0.0% 0.3% -1.2%

Omniture -1.8% -0.5% 1.8% 0.2% 0.1% 0.6% -0.8% 0.4% 4.4% -1.0% -0.6% 4.9%

Oracle 5.3% -1.7% -6.3% 0.4% -1.3% 10.6% -1.4% -1.0% 0.5% 4.3% 2.8% 8.9%

Quest Software 3.3% -5.1% -4.7% 4.4% 4.1% 5.2% -11.0% -1.2% 2.0% 12.9% 5.6% 1.2%

Sage 4.6% -1.9% -3.5% 1.4% 0.9% -3.1% -0.8% 0.3% -5.4% 7.4% 3.9% 6.2%

Salesforce.com 1.2% 1.6% -0.6% 0.6% 4.5% -2.3% -2.3% 0.8% 5.7% 2.1% 0.6% 1.3%

SAP 3.9% 0.1% -4.5% 5.8% -1.5% 1.6% 0.0% 1.1% -4.3% 4.2% -0.8% 4.1%

Symantec 7.1% -2.0% 1.1% 4.1% 9.4% -7.8% 5.6% 0.1% 4.6% 6.8% -0.1% 0.0%

VeriSign 1.1% 0.9% 1.4% -0.6% 8.5% 5.1% -11.1% 7.3% -3.9% 8.1% 11.0% 4.3%

VMware -3.3% 0.4% -2.7% 5.6% 0.3% -2.2% -3.3% 1.1% -1.0% 6.3% -6.4% 1.5%

Websense 0.5% -5.3% -1.5% -2.5% 0.9% 0.5% -2.4% 4.5% -4.4% 20.2% 1.8% 2.1%

      

Software 1.8% -4.6% -0.7% -0.7% -1.0% 4.1% -4.0% 2.1% -1.7% 3.0% 1.4% 3.7%

Large-cap 2.9% -5.5% -0.3% -0.3% -0.7% 4.6% -3.9% 1.6% -2.3% 3.8% -0.1% 2.7%

Mid-cap -1.0% -1.5% -3.9% -2.0% 1.4% 0.0% -4.5% 1.2% 2.2% 1.0% 5.5% 8.6%

Small-cap -1.0% -3.8% -1.6% -3.4% 1.0% 3.5% -6.0% 6.4% -1.1% 5.5% 7.3% 3.3%

      

CSTI 1.2% -2.7% -0.1% 0.7% 1.2% 1.4% -2.6% 2.5% -5.1% 1.1% 3.0% 0.3%

Large-cap 1.9% -4.1% 0.3% 1.3% 0.5% 0.5% -2.4% 1.8% -5.7% 2.9% 2.1% 0.6%

Mid-cap 1.5% -3.2% -1.7% 0.9% 2.3% -0.1% -3.5% 1.2% -7.0% 3.4% 3.5% 1.5%

Small-cap -0.2% -5.3% -0.8% 0.4% -0.6% 4.0% -4.3% 5.8% -5.6% 2.6% 5.3% 2.0%

      

SPX Info. Tech 1.8% -5.0% 0.8% 0.8% 0.2% 0.3% -2.1% 1.6% -5.9% 4.0% 2.1% -0.3%

      

S&P 500 -0.5% -2.1% 1.0% 1.7% 0.5% -0.9% -1.6% 0.5% -3.0% 0.9% 0.5% 1.0%

Source: FactSet, Credit Suisse.  

** Averages based on market cap-weighted index performance between 1999 and 2008. 
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Exhibit 84: Software Absolute Stock Performance by Month 
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Source: FactSet, Credit Suisse.  

** Averages based on market cap-weighted index performance between 1999 and 2008. 

Additionally, except for the month of June, February to July represent the months during 
which software exhibits the worst relative stock price performance to the S&P 500. (See 
Exhibit 85.) The software industry has underperformed the S&P 500 on average in 90%, 
60%, 70%, 60%, and 70% of the time in the months of February, March, April, May, and 
July, respectively. During the month of June, however, software has outperformed the 
S&P 500 in eight of the past ten years, which is the highest level of outperformance by 
month over the past decade. 

Exhibit 85: Software Stock Performance Relative to S&P 500 by Month 
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Source: FactSet, Credit Suisse.  

** Averages based on market cap-weighted index performance between 1999 and 2008. 

We have also included the range of software’s absolute stock performance by month and 
the sector’s relative stock price performance range to the S&P 500 in Exhibit 86 and 
Exhibit 87, respectively.  
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Exhibit 86: Software Absolute Stock Performance: Range and Average by Month  
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Source: FactSet, Credit Suisse.  

** Averages based on market cap-weighted index performance between 1999 and 2008. 

Exhibit 87: Software Stock Performance Relative to S&P 500: Range and Average by 

Month 
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Source: FactSet, Credit Suisse.  

** Averages based on market cap-weighted index performance between 1999 and 2008. 

 

Valuation 

Historical Valuation Analysis  
The software industry currently trades at a NTM enterprise value to unlevered free cash 
flow multiple of 9.0, which represents a meaningful discount to the sector’s 15-year 
average multiple of 20.9, which excludes the “technology bubble,” as well as the 5-year 
average of 17.1 times. Additionally, software, in aggregate, trades more than one standard 
deviation below the industry’s 15- and 5-year NTM EV/UFCF averages, approaching 
lowest multiples achieved since 1994. (See Exhibit 88 and Exhibit 89.)  
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Exhibit 88: Software Industry NTM EV/UFCF Multiple, 15-Year Trend 
US$ in millions, unless otherwise stated 
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Source: FactSet, Credit Suisse.  

** Average and standard deviation exclude “technology bubble” period 

Exhibit 89: Software Industry NTM EV/UFCF Multiple, Five-year Trend 
US$ in millions, unless otherwise stated 
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Source: FactSet, Credit Suisse. 

Excluding Microsoft, the software industry currently trades at a NTM enterprise value to 
unlevered free cash flow multiple of 9.5, which represents a meaningful discount to the 
sector’s 15-year average multiple of 19.0, excluding Microsoft and the “technology 
bubble,” as well as the five-year average of 16.9. Additionally, the software sector 
(excluding Microsoft and the “technology bubble”) trades more than one standard 
deviation below the industry’s 15- and 5-year NTM EV/UFCF averages. (See Exhibit 90 
and Exhibit 91.)  
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Exhibit 90: Software Industry (ex-Microsoft) NTM EV/UFCF Multiple, 15-Year Trend 
US$ in millions, unless otherwise stated 
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Source: FactSet, Credit Suisse.  

** Average and standard deviation exclude “technology bubble” period 

Exhibit 91: Software Industry (ex-Microsoft) NTM EV/UFCF Multiple, Five-Year Trend 
US$ in millions, unless otherwise stated 
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Source: FactSet, Credit Suisse. 

The software sector also currently trades at a NTM price to earnings multiple of 12.0, a 
significant discount to the sector’s 15-year average multiple of 31.1 (which excludes the 
“technology bubble”) as well as the five-year average of 21.8. Additionally, software, in 
aggregate, trades more than one standard deviation below the industry’s 15- and 5-year 
NTM P/E averages. (See Exhibit 92 and Exhibit 93) 



 08 January 2009 

Software Decoded 2009 59 

Exhibit 92: Software Industry NTM P/E Multiple, 15-Year 
US$ in millions, unless otherwise stated 
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Source: FactSet, Credit Suisse. 

** Average and standard deviation exclude “technology bubble” period 

Exhibit 93: Software Industry NTM P/E Multiple, Five-Year Trend 
US$ in millions, unless otherwise stated 
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Source: FactSet, Credit Suisse. 

When excluding Microsoft, the software industry currently trades at a NTM price to 
earnings multiple of 13.8—a meaningful discount to the sector’s 15-year average multiple, 
which excludes Microsoft and the “technology bubble,” of 31.7, as well as the five-year 
average of 24.8. Additionally, the software sector (excluding Microsoft) trades more than 
one standard deviation below the industry’s 15- and 5-year NTM P/E averages and at the 
lowest price to earnings multiple in the past 15 years. (See Exhibit 94 and Exhibit 95.) 
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Exhibit 94: Software Industry (ex-Microsoft) NTM P/E Multiple, 15-year Trend 
US$ in millions, unless otherwise stated 
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Source: FactSet, Credit Suisse.  

** Average and standard deviation exclude “technology bubble” period 

Exhibit 95: Software Industry (ex-Microsoft) NTM P/E Multiple, Five-Year Trend 
US$ in millions, unless otherwise stated 
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Source: FactSet, Credit Suisse. 

In addition, the software industry currently trades at a 13.9% discount to the S&P 500 on a 
NTM price to earnings multiple basis—more than one standard deviation below the 
sector’s 15- and 5-year averages. Specifically, software’s relative premium to the S&P 500 
equalled 43.8% and 33.9% on average over the past 15 and five years, respectively, 
excluding the “technology bubble.” One standard deviation below these averages equates 
to 16.9% and 19.1%, respectively. (See Exhibit 96 and Exhibit 97.) 
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Exhibit 96: Software Industry NTM P/E Multiple Discount/Premium to S&P 500, 15-Year 

Trend 
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Source: FactSet, Credit Suisse. 

** Average and standard deviation exclude “technology bubble” period 

Exhibit 97: Software Industry NTM P/E Multiple Discount/Premium to S&P 500, Five-Year 

Trend 
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Source: FactSet, Credit Suisse. 

Despite its trading at a discount to the S&P 500, software’s NTM earnings growth rate is 
forecast to increase 31.0 percentage points more than the S&P 500, as compared with the 
five-year average of 16.4 percentage points, and one standard deviation above the 
average of 27.5 percentage points. Additionally, the software industry has grown earnings 
per share over the past 15 years at an average annual rate of 25.6 percentage points 
greater than the S&P 500, excluding the “technology bubble.” (See Exhibit 98 and Exhibit 
99.)  
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Exhibit 98: Software Industry NTM EPS Year-over-Year Growth Discount/Premium to  

S&P 500, 15-Year Trend 
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Source: FactSet, Credit Suisse. 

** Average and standard deviation exclude “technology bubble” period 

Exhibit 99: Software Industry NTM EPS Year-over-Year Growth Discount/Premium to  

S&P 500, Five-Year Trend 
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Source: FactSet, Credit Suisse. 

When excluding Microsoft, the software industry currently trades at a 1.3% discount to the 
S&P 500 on a NTM price to earnings multiple basis, a relative discount well below the 
sector’s 15- and 5-year averages. Specifically, the software’s relative premium to the S&P 
500 equalled 48.9% and 52.3% on average over the past 15 and five years, respectively, 
excluding the “technology bubble.” One standard deviation below these averages equates 
to 24.6% and 34.7%, respectively. (See Exhibit 100 and Exhibit 101.) 
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Exhibit 100: Software Industry (ex-Microsoft) NTM P/E Multiple Discount/Premium to S&P 

500, 15-Year Trend 
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Source: FactSet, Credit Suisse. 

** Average and standard deviation exclude “technology bubble” period 

Exhibit 101: Software Industry (ex. Microsoft) NTM P/E Multiple Discount/Premium to 

S&P 500, Five-Year Trend 
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Source: FactSet, Credit Suisse. 

Despite its trading at a discount to the S&P 500, the software industry, excluding 
Microsoft, is forecast to grow earnings per share over the next 12 months at a rate 26.6 
percentage points higher than the S&P 500, as compared to the five-year average of 21.2 
percentage points and one standard deviation below that average of 8.3 percentage 
points. Additionally, when excluding Microsoft, the software sector has grown earnings per 
share over the past 15 years at an average annual rate of 26.7 percentage points greater 
than the S&P 500, when excluding the “technology bubble.” (See Exhibit 102 and Exhibit 
103.)  
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Exhibit 102: Software Industry (ex-Microsoft) NTM EPS Year-over-Year Growth 

Discount/Premium to S&P 500, 15-Year Trend 
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Source: FactSet, Credit Suisse. 

** Average and standard deviation exclude “technology bubble” period. 

Exhibit 103: Software Industry (ex-Microsoft) NTM EPS Year-over-Year Growth 

Discount/Premium to S&P 500, Five-Year Trend 
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Source: FactSet, Credit Suisse. 
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