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Achieving Strategic Value in the Sale of an Information Technology Company
Summary By Dave Kauppi, CBI, President MidMarket Capital

One of the most challenging aspects of selling an information technology company is coming up with a
business valuation. Sometimes the valuations provided by the market (translation — a completed
transaction) defy all logic. In other industry segments there are some pretty handy rules of thumb for
valuation metrics. In one industry it may be 1 X Revenue, in another it could be 7.5 X EBITDA.

Since it is critical to our business to help our information technology clients maximize their business selling
price, I have given this considerable thought. Why are some of these software company valuations so high?
It is because of the profitability leverage of technology. A simple example is what is Microsoft’s
incremental cost to produce the next copy of Office Professional? It is probably $1.20 for three CD’s and
80 cents for packaging. Let’s say the license cost is $400. The gross margin is north of 99%. That does not
happen in manufacturing or services or retail or most other industries.

One problem in selling a small technology company is that they do not have any of the brand name,
distribution, or standards leverage that the big companies possess. So, on their own, they cannot create this
profitability leverage. The acquiring company, however, does not want to compensate the small seller for
the post acquisition results that are directly attributable to the buyer’s market presence. This what we refer
to as the valuation gap.

What we attempt to do is to help the buyer justify paying a much higher price than a pre-acquisition
financial valuation of the target company. In other words, we want to get strategic value for our seller.
Below are the factors that we use in our analysis:

1. Cost for the buyer to write the code internally — Many years ago, Barry Boehm, in his book,
Software Engineering Economics, developed a constructive cost model for projecting the programming
costs for writing computer code. He called it the COCOMO model. It was quite detailed and complex,
but I have boiled it down and simplified it for our purposes. We have the advantage of estimating the
“projects” retrospectively because we already know the number of lines of code comprising our
client’s products. This information is designed to help us understand what it might cost the buyer to
develop it internally so that he starts his own build versus buy analysis.

2. Most acquirers could write the code themselves, but we suggest they analyze the cost of their time to
market delay. Believe me, with first mover advantage from a competitor or, worse, customer
defections, there is a very real cost of not having your product today. We were able to convince one
buyer that they would be able to justify our seller’s entire purchase price based on the number of client
defections their acquisition would prevent.

3. Another arrow in our valuation driving quiver for our sellers is we restate historical financials
using the pricing power of the brand name acquirer. We had one client that was a small IT
company that had developed a fine piece of software that compared favorably with a large,
publicly traded company’s solution. Our product had the same functionality, ease of use, and open
systems platform, but there was one very important difference. The end-user customer’s
perception of risk was far greater with the little IT company that could be “out of business
tomorrow.” We were literally able to double the financial performance of our client on paper and
present a compelling argument to the big company buyer that those economics would be

102 S Quincy Street Hinsdale, IL 60521
PH: 630-325-0123 « FAX: 630-325-9879 « Mobile: 630-215-3994
davekauppi@midmarkcap.com www.midmarkcap.com




¢®

MidMarketCapital Inc.

immediately available to him post acquisition. It certainly was not GAP Accounting, but it was
effective as a tool to drive transaction value.

4. Financials are important so we have to acknowledge this aspect of buyer valuation as well. We
generally like to build in a baseline value (before we start adding the strategic value components)
of 2 X contractually recurring revenue during the current year. So, for example, if the company
has monthly maintenance contracts of $100,000 times 12 months = $1.2 million X 2 = $2.4
million as a baseline company value component. Again, this financial analysis is to establish a
baseline, before we pile on the strategic value components.

5. Finally, we try to assign values for miscellaneous assets that the seller is providing to the buyer.
Don’t overlook the strategic value of Blue Chip Accounts. Those accounts become a platform for
the buyer’s entire product suite being sold post acquisition into an “installed account.” It is far
easier to sell add-on applications and products into an existing account than it is to open up that
new account. These strategic accounts can have huge value to a buyer.

After reading this you may be saying to yourself, come on, this is a little far fetched. These components do
have real value, but that value is open to a broad interpretation by the marketplace. We are attempting to
assign metrics to a very subjective set of components. The buyers are smart, and experienced in the M&A
process and quite frankly, they try to deflect these artistic approaches to driving up their financial outlay.
The best leverage point we have is that those buyers know that we are presenting the same analysis to their
competitors and they don’t know which component or components of value that we have presented will
resonate with their competition. In the final analysis, we are just trying to provide the buyers some
reasonable explanation for their board of directors to justify paying 8 X revenues for an acquisition. A more
detailed analysis is contained on the White Paper on our Web site.

David Kauppi is a Merger and Acquisition Advisor with Mid Market Capital, Inc. MMC
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Corporation), IT Services (IBM's Service Bureau Corp. and Comdisco Disaster
Recovery), Software (Metaphor Computer Systems), computer leasing (Bell Atlantic
Systems Leasing), datacom (Paradyne Corp.), and Internet (DigitalCars.com). The firm
counsels clients in the areas of merger and acquisition and divestitures, succession
planning, valuations, corporate growth and turnarounds. Dave is a Certified Business
Intermediary (CBI), a licensed business broker, and a member of IBBA (International
Business Brokers Association) and the MBBI (Midwest Business Brokers and
Intermediaries). For more information or a free consultation please contact Dave Kauppi
at (630) 325-0123, email davekauppi@midmarkcap.com or visit our Web page
http://www.midmarkcap.com
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