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What are
Technology Companies?
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When we think about the technology sector,
this is very much a recent phenomenon
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Competition Technology Customer preferences

COMPAQ

»
1982 - 2013 1992 - 2011 1995 - 2013
Many technology companies Most of the companies sell
don't sell physical products software, a service or content
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Media Technology
G
’ 3
Ehe New Hork Times  Davilyy o Wil @ & spotiy amazon
Two of the biggest players Used the internet to transform the
in the online news sector music, film, and book sectors
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Some companies make one off sales, while others use the
subscription model and software as a service.

CHARGE PREMIUM PRICES

B2B B2C

Business to business Business to customer
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FREEMIUM APPROACH
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Saas is growing rapidly
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Shape of companies financial statements & prospects } m

()
0 Cannot apply multiples from one company to another o
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What Makes The Technology
Sector Different?
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Heterogenous A range of subsectors and revenue streams; including
Sector subscriptions, license revenues and hardware sales.
J
)
Asset Light They rely on intangible assets, such as content, software and
Business other IP. Some of these may be off balance sheet.
J
)
Investment Most costs are up front and variable costs are low,
& Growth need to build volumes quickly.
J
)
Many customer related KPIS— Customer acquisition cost, MRR,
ARR, churn, revenue per customer, customer lifetime value.
J
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¥

MRR ARR CLV

Monthly recurring revenue Annual recurring revenue Customer lifetime value

Average number for a company's How much revenue each Measure of the total income a

recurring monthly revenue year is from ongoing regular business can expect to bring in
subscription contracts from a typical customer

How much revenue is locked in
by contracts each month

SaaS companies that
generate revenues using a
subscription-based model
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Different Patterns of
Revenue Recognition
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Revenues are recognized when services and goods
are delivered to the customer

o°
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IP
rol 1] 2
Recognize revenue . .
Recognize revenue Recognize revenue
TR radually over when IP available
transferred to grad y o

service period for use by customer

customer

HARDWARE SERVICES LICENSES

Contracts for bundled services, licences, and hardware are carved up

based on the relative standalone values of each deliverable
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Right to use the
software in a
licensing
agreement

License ---------

Right to use the
software as a

The difference between a license and software as a service is subtle

Can use that
for a certain
length of time

Bought from
the hosted service,

The revenue is
recognized in full
at the beginning

The revenue
is spread over

service but it stays on that the period of
agreement hosted service the license
FINANCIALEDGE'
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Balance Sheet
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Due to high number of
acquisitions, rapid
change puts carrying
value at risk

4+
INTANGIBLE ASSETS CURRENT LIABILITIES

Rely on intangible assets,
such as content, software and
other IP. Some of these may be

off balance sheet

Prepayments and
accounts recoverable
on contracts

Deferred revenue
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Media: Amortizing
Content Assets
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Technology companies have significant media
content that is delivered through their platforms
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Balance
Sheet

How these assets
are held on the
balance sheet

Content assets relate to both
developed and acquired
broadcasting or streaming rights

. _—4

How these assets
are amortized through
the income statements

Income
Statement

Amortization of content assets
varies depending on the program
type and the method of delivery
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PROGRAMME TYPE TYPICAL AMORTIZATION PATTERN

' N p
e ENTERTAINMENT Expense in full at first transmission
\ J L J
( N 7 N\
P SPORTS — PAY PER VIEW Expense in full at transmission
\ J L J
( N 7 N\
= SPORTS — MULTI-YEAR Amortize over expected number of transmissions
. J L J
( N A
FILM AND DRAMA (BROADCAST) Typlcolly, 50-80% expensed at first tronsm'lssilon,
with residual expensed at second transmission
. J . J
N\ 7 )
Amortize over period of availability,
((('J FILM AND DRAMA (STREAMING) accelerated to reflect viewing patterns
. J L J/
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Intangible Assets
— Research & Development

FINANCIALEDGE!

A lot of spend in technology businesses is upfront
(J

( A\
€ © o= &
Sgﬁ\:{or,l:\s Platforms Products Services Websites ;

Accounting rules prescribe whether...

These costs are posted immediately They can be capitalized and
to the income statements as costs held on the balance sheet
FINANCIALEDGE!
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IFRS

Development costs only can be
capitalized, not research

MUST BE ABLE TO DEMONSTRATE:

US GAAP

Research AND development
costs are expensed unless
covered by specific codes

SOFTWARE TO BE SOLD

+ Technical feasibility
+ Intention to complete & sell/use
* Future economic benefits

« Ability to measure development
spend reliably

All development costs can be capitalized
after technical feasibility demonstrated

INTERNAL USE SOFTWARE

Development costs only can be capitalized

Internally generated brands, mastheads, titles, customer lists, etc. are not recognized as intangible assets
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Holding Intangible Assets
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Patents ..... .....
It's worth looking
in detail at how
Content dev. Q|- = 0 c O these assets
are treated
over time
&muchmore.. @-{--

\ J =

Risky balances Rapid changes in technology Customer trends
FINANCIALEDGE!

IFRS US GAAP

Entity must choose cost
or revaluation basis

Cost basis only

Intangible assets with finite lives are
amortized over their useful lives

L 2

Intangible assets with indefinite lives are not amortized
but are subject to impairment testing at least annually

¥

Goodwill always has an indefinite life and is subject
to impairment testing at least annually
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Valuing Tech Companies
T \/
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Multitude of May have no Future profits & Sector failures
different revenue and be cash flows make valuation
business models loss-making difficult to predict highly uncertain
FINANCIALEDGE!
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DISCOUNTED CASH FLOW

McKinsey — favor DCF approach Scrutinized due to Appropriate to
a DCF approach is the most the reliance on high- add a risk element
to valuation reliable method growth assumptions to the WACC
FINANCIALEDGE'
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MULTIPLES

PE ratio or Difficulty here is finding
EV to EBITDA similar comparison
multiple companies

Firm figure, not
distorted by early
investment costs

Revenue
multiple
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ENTRY VALUATION

Cost of establishing similar business

Employing & Developing products Building assets Unique sector -
training people & services & a client base difficult to forecast
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RULE OF THUMB

Number of Stickiness of Uniqueness Size and prospects
customers or customer of the IP or of the markets in
subscribers retention patents which it operates

CEZD

FINANCIALEDGE!

© 2023 Financial Edge Training 15



FINANCIALEDGE!

FINANCIALEDGE!

www.FE.training

Please do not redistribute these materials without the
express permission of Financial Edge Training.
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