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	EPS(Diluted)
	Mar. 
	Jun.
	Sept.
	Dec.
	Year
	P/E

	2008A
	$0.06
	$0.08
	$0.02
	$0.07
	$0.23
	35.0x

	2009E
	(0.02)
	0.03
	0.05
	0.07
	0.13
	62.0x

	2010E
	0.06
	0.07
	0.03
	0.07
	0.23
	35.0x

	2011E
	0.07
	0.08
	0.05
	0.08
	0.28
	28.8x


BITS:  Solid Value with a Growth Option

· Strong Fundamentals, Limited Downside Risk & Steady Cash Flow from Core Businesses: Our analysis shows the Fonts/Font Technology, and Publishing businesses alone are worth at least $7.32/share. We believe the market has not yet recognized the true cash-generating potential of the firm from the BOLT segment. With $3M in 2010 EBITDA forecast for these divisions, zero debt, strong brands in Pageflex and MyFonts, and unique intellectual property, we see limited risk at the current market price.
· Recent BOLT Revenue Deals Provide Short-Term Upside and Potential Long-Term Growth: We believe the recent focus on emerging market OEM and operator revenue deals is the right strategy given BOLT’s strengths, and that the market has underpriced the short-term and long-term growth of the firm. Our projections show an 85% CAGR in users over 2010-2014 and positive cash flow by 2012 based largely on advertising and search revenue resulting from continued user growth. Beyond 2012, BOLT growth and revenue are far less certain due to the device convergence trend, but if BOLT can create partnerships for its browsing technology beyond the mobile space, we see significant upside for BITS.
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Proprietary Technologies Make BITS Attractive Acquisition Target: The current trend in the mobile technology space to buy rather than build technologies means the time is right for strategic M&A. We see an opportunity for Bitstream shareholders to capitalize on the merger trend while BOLT is still a hot best-of-breed mobile technology and feature phones are still the mobile browsing device of choice. Bitstream’s three mobile technology patents, $17M in cash and lack of debt may make the company attractive to the right strategic acquirer. Our best case scenario projects a stock price of $11.52, implying significant premium over today’s close, while our downside estimate of $6.57 is slightly higher than BITS historical price over the last year.

Investment Summary
Our target price of $9.17 is a probability-weighted price based on a sum of the parts approach using separate valuations of the core (Fonts/Font Technology, and Publishing) businesses and the new Mobile Browsing division. Our value of $7.32 for the existing businesses is based on our DCF, and public comparables within the application software industry. The difference of $1.85 is the unrealized value of the mobile browsing segment.

BITS has a strong core business – Fonts/Font Technology revenue growth will correlate with GDP growth over the next 5 years as these products are in the mature stage of development, and licensing revenue is realized on end user shipments. Future growth of the Publishing business will depend on the overall size of corporate and small business technology expenditures and the ability of the BITS sales and marketing staff to expand market share. Collectively, the existing businesses – which we predict will generate upwards of $2 million in cash flow in each of the next five years – are a cash cow. The value of these stable businesses forms the foundation of our valuation range for BITS overall.

The future for Mobile Browsing (BOLT) is far less certain given the competitive landscape and lack of revenue up to this point. Even so, we believe BOLT’s competitive advantages in device versatility, user interface, and superior and patented rendering technology will continue to generate strong end-user demand and land Bitstream additional revenue deals with small and midsize OEMs and network operators over 2010-2011. BOLT’s ability to work on over 80% of the world’s mobile phones broadens the potential reach of the product and should translate to even faster user growth than the 41% CAGR enjoyed by industry-leader Opera Mini in the 21 months after its launch.
Nevertheless, we addressed this uncertainty by performing a probability weighted scenario analysis for BITS. In our worst case, we anticipated a slow pace of additional OEM and mobile network operator revenue deals, tightening margins as BITS is forced to compete on price to land new deals, and a cratering user growth rate. In our base case, BOLT achieves slow but accelerating revenue growth as BOLT establishes itself in the market with margins similar to other BITS product lines. Our best case scenario includes rapid revenue growth in 2010, wide profit margins accompanying market adoption and potential revenue from alternative devices. Although the window of opportunity for BOLT is approximately three years, we believe the firm will achieve critical mass and contribute to cash flow by Q4 2011.
The fiscal discipline BITS has followed over the last few years has paid off and positioned the company well to take advantage of the expanding mobile browsing market, or appear attractive as a strong acquisition target in the core publishing/fonts business. Bitstream has maintained a very conservative balance sheet over the recent past. The company has over $16 million in cash, no debt, and a current ratio approaching 5.0x in 2009. Cash flow has declined over the last two years along with revenue but we project it to rebound and grow at a 12% CAGR thru 2012 as the economy recovers, and as additional mobile browsing revenue deals are signed.

Figure 1:  BITS Five-Year Performance

[image: image1.png]KCWobile Desl

e





Source: Google Finance
Valuation
DCF Analysis Share Price Target: $9.17/share

Our analysis of BITS included the construction of a fully-integrated sum of the parts DCF model to predict revenue, cash flow, and expenses by product lines. The model includes a best/base/worse case scenario analysis based on our from 2010-2014. The model also considers the predicted business environment, BITS competitive position across its several product lines, and changes in the microeconomic environment as well as the mobile communications industry.

Although the company now reports income and expenses as one unit, segment information was available until 2003. We used historical proportions and management commentary to interpolate breakdown of segment revenue and expenses from 2003-2009, then projected each segment’s contribution to income and cash flow forward from 2010-2014 (Appendix 1). Our terminal valuation is based on a perpetuity growth rate of 6.0%. In addition, we valued the share price using an 11.5x exit multiple of forward EBITDA from our comparable companies analysis. Figure 2 shows our implied value unadjusted for the base case scenario. After running best/worst/base case scenarios for both the perpetuity growth and exit multiple share prices, we applied weighted average probabilities (Appendix 4) to arrive at the highlighted prices in Figure 3 and averaged these values to reach our target of $9.17/share.

Figure 2. Unadjusted Valuation

[image: image2.emf]Perpetuity Growth Method

EBITDA Multiple Method

Weighted average cost of capital: 9.9%

Net present value of free cash flow (b) $13,488.4

Growth rate of FCF after 2014 6.0%

Terminal value $110,010.2

Present value of the terminal value (c) 71,935.5

Enterprise value $85,423.9

 LESS: net debt (d) (e) $17,266.0

Equity value $102,689.9

Diluted shares: 10,248.000

Equity Value Per Share (f) $10.02

[image: image3.emf]EBITDA Multiple Method

Weighted average cost of capital: 9.9%

Net present value of free cash flow (b) $11,734.7

Exit multiple 11.5x

Terminal value $96,012.3

Present value of the terminal value (c) 59,887.8

Enterprise value $71,622.5

 LESS: net debt (d) (e) 17,266.0

Equity value $88,888.5

Diluted shares: 10,248.000

Equity Value Per Share (e) $8.67


Figure 3. Probability Adjusted Valuation
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6.0% Worst Base Best

Worst $6.57 $7.41 $8.62

BOLT Base $9.18 $10.02 $11.23

$9.85 Best $9.47 $10.31 $11.52

 [image: image5.emf]MULTIPLE FONTS/PUBLISHING

11.5x Worst Base Best

Worst $5.83 $6.46 $7.37

BOLT Base $8.05 $8.67 $9.59

$8.49 Best $8.28 $8.90 $9.81


Industry research suggests a cost of capital of 8.88%. We conducted a “reference” DCF without BOLT to uncover the intrinsic value of the existing businesses. The WACC for the existing businesses as a standalone would be lower, to a value of 8.1%, with investors accepting a lower return on capital without the riskier mobile browsing segment. Based on this DCF we reached our BOLT-less value per share of $7.32. 

Our “working” DCF included BOLT as well as all of our scenario projections. We used a CAPM model to calculate the cost of capital. When factoring the cost of capital including BOLT development, revenue and projections, BOLT’s comparables are closer to technology growth companies and the WACC calculates higher to 9.9%, based on a risk-free rate of 3.62%, a beta of 0.82, a market premium of 6.38% and a size premium of 1.1%.

Scenarios

As a technology company, BITS’ lifeblood depends on innovation for growth, and cash flow from its existing segments allows it to fund new R&D. On this assumption, we created a best/base/worst case model for the existing lines of businesses: the worst case of slow economic recovery had flat sales growth in each segment until 2014. The base case suggests revenues peaking in 2012 and then following the macroeconomic business cycle. Our best case scenario shows a long lasting recovery through 2014. For the BOLT segment, because it is a riskier play, our best/base/worst case scenarios were based on varying: the growth rate of the number of users; the “stickiness” (defined as the number of reported users that we believe actually use the software regularly) of these users; and the revenue/user from advertising and partnerships.

Limited Downside Risk and an Option for Growth

The model suggests that under a worst case scenario, where sales growth in the font/publishing business tracks GDP, and the BOLT segment does not monetize advertisements or build a user base, under the growth method, the stock price is $5.83/share. This value is 27% lower than the stock close on 1/27/09, but 2% above where it was trading on 7/31/09. However, the model also shows significant cash buildup, suggesting that the company could pay a dividend, or buyback more shares. In our best case scenario of the existing businesses and BOLT, our sensitivity analysis showed a target price between $9.81 and $11.52, implying that there is unrealized value for BOLT, when compared to our base case scenario of the firm including just the existing businesses suggested a stock price between $7.09 and $7.32/share.

Transaction Comparables Valuation
While it would be attractive for the company to hold these businesses indefinitely, we believe there to be a significant possibility of a divestiture of one or all of these divisions within the next five years based on CEO Anna Chagnon’s comments at our face-to-face meeting. Recent transactions such as Google’s purchase of AdMob and Apple’s acquisition of Quattro Wireless suggest that companies are willing to pay a premium for mobile play options. In the existing lines of business, we refer to Xerox’s purchase of BITS competitor XMPie for $54 million cash in 2006.  (Appendix 8)
 
Public Comparables Valuation Price Target $8.87/share 

On this basis we came up with a short term price target of $8.44/share and a medium term target of $8.87 (a 10% premium over the price on January 27, 2010. We used the following companies as public company comparables: ACCESS, Adobe, Corel, Monotype, On2, Opera, and Myriad Group AG. Given that many of the company’s direct competitors are private, industry, size and product lines were the main criteria used to evaluate the suitability of public comparables. We added Adobe, Corel and Monotype to reflect the existing businesses, and ACCESS, On2, Opera and Myriad Group for valuing the browser segment. Figure 4 shows the range of prices using three different multiples.

Figure 4. Forward Comparables Valuation 
[image: image6.emf]Median Multiples LTM 2010E 2011E LTM 2010E 2011E

Price/Sales

3.5x 3.2x 2.8x $6.94 $7.02 $7.33

EV/Sales

3.2x 3.1x 2.7x $8.04 $8.44 $8.87

EV/EBIT

13.4x 14.2x 12.0x $3.49 $5.29 $7.16


Figure 5. BITS Forecast Valuation 
[image: image7.emf]BITS Forecast LTM 2010E 2011E

Price Sales

4.0x 3.7x 3.0x

EV/Sales

3.1x 2.9x 2.4x

EV/EBIT

45.9x 24.5x 13.7x


We feel that sales multiples are a suitable metric for technology companies because top line revenue is less susceptible to accounting adjustments, and ultimately drives growth. Further, as Figure 5 shows above, BITS projections are much more variable in Price/Sales and in EV/EBIT. Since BITS is an all equity company, EV/EBIT rations are skewed upwards and are not an accurate estimate of value. (Appendix 5)
Risks to Our Price Target

Large scale, global adoption of smartphones and the speed at which the population switches to these phones could have a significant negative impact on revenue projections for the browser segment. However, we believe that feature phones will still be the majority of all mobile shipments globally, and by 2014, the company may leverage new alternative markets for the browser.

The lack of pureplay competition makes it difficult to create an ideal set of comparables. Our model pulled comparables from font companies, publishing companies as well as software companies. Each of these companies faces different risks, competition and capital structure, and although we normalized their data for purposes of our valuation, averaging our comparable-based stock price with the implied price from our growth rate model may undervalue the company. Because the company relies heavily on licensing revenue, delays in deals can significantly affect comparable sales based ratios.
Business Description

Bitstream is a software development company established in 1981 and operates in three segments: mobile browsing technology, fonts and font rendering technology, and data/web-to-print publishing. We posit that for the fonts/font technology business, the company operates in mature markets, and thus growth and decline correlate with GDP. Based on management commentary, the firm expects its publishing business to grow at a CAGR of 9.1% until 2012. Even though our research suggests that most of BITS revenue is from the US, growth in revenue and users for the mobile browsing segment is concentrated in international markets, and can be monetized by operator/OEM contracts, advertising deals or partnerships. (Appendix 6)

Fonts/Font Technology

Fonts and font rendering technology is the core business segment of the company and contributed 58% of revenues in 2008. Bitstream has developed technologies to provide readability of fonts on different screen sizes based on proprietary technologies of scalability, cross-platform portability, and high typographic quality. The font segment also includes the MyFont website, which sells font and font related products developed and designed by international third party foundries and designers. According to management commentary, MyFont's growth has exceeded all expectations and is marketed as “the world’s largest collection of fonts” with over 62,000 fonts.

Publishing

Bitstream’s data/web-to-print publishing segment consists of its Pageflex software, and we estimate in 2008 contributed almost 42% to total revenue in 2008. Before the economic downturn, the average license was $100,000 and a revenue stream of 20% per license was added to services. Revenues have declined over the last few years as new customers have been working with the base solution (estimated value $36,000 including services contract). As the economy rebounds, we expect to see higher revenues as companies start purchasing customizations on top of the base package. We see expansion into foreign markets as the company signed a Pageflex deal in China in Q109.
Mobile Browsing

The company has recently moved its mobile browsing technology into a distinct business unit. Previously, Thunderhawk technology was a part of the company’s font segment, but as of 2005 became its own segment. The segment also includes the recently released BOLT web browser, a thin-client solution that can be installed on mobile phones. BOLT uses Thunderhawk technology to load pages on a user’s device utilizing low data sizes to maximize speed and delivery. The browser has three custom patents (Appendix 7) which leverage the company’s core competency of scaling text in different sizes and rendering to display desktop web pages on small screen devices. 

Management
Bitstream occupies an odd position in the sandbox. Most of its direct competitors are private companies, and public comparables are much larger in terms of market capitalization. As a result, to maintain its competitive position, the company must manage between conforming to public disclosure regulations and protecting sensitive intellectual properties and development. Further, the technology industry requires companies to consistently innovate, or risk losing share to its competitors. As a result, it is critical for the firm to retain its top R&D talent. MyFonts, which was launched in 2001 is still run by the same team that was responsible for its inception, suggesting that the firm is doing a good job at holding onto intellectual capital while investing and recruiting talent for new development. We were surprised to find that the company has no full time marketing VP, as we feel that there is a need for focused senior leadership in this critical area. 
Industry Overview and Competitive Positioning
Bitstream operates in two distinctly different businesses within the software industry:  enterprise software and mobile software development. We have analyzed each separately because the dynamics of each environment and Bitstream’s competitive positioning within each vary considerably. We elaborate in greater detail on mobile browsing as we feel it offers the more significant potential for long term growth in the stock. 

Mobile Browsing Industry Analysis

We view the mobile browser environment today as similar to that of the desktop browser wars of the late 1990s: hyper-competition, a multitude of product offerings, bandwidth delivery limitations, and a lack of technical standards. Our research shows that mobile data consumption trends are also similar to those of the desktop internet era but this time have the potential to grow much quicker as already established internet services migrate to the mobile web devices in the market number in the billions rather than hundreds of millions. Although smartphones are consuming a larger portion of total mobile shipments, it is feature phones that still represent 2/3 of the market.

The mobile browsing revenue model has evolved from the desktop era. While licensing, development and support fees continue to present stable cash flows to help cover fixed costs, advertising and search engine royalties represent far more significant opportunities for revenue growth and scale efficiencies. The difference is that license revenue is based on the number of users sourced through OEM and network operator deals while advertising and search royalties are a function of total users, regardless of their origin. Business partnerships, which typically involve a collaborative attempt at cross-selling synergies, with search engine firms and mass retailers, represent a more likely opportunity to monetize their product for companies like Bitstream.

While the promise of monetizing total user growth is quite alluring, it has proven elusive for even industry leader Opera, which recently chose to buy mobile-advertising firm AdMarvel rather than attempt to develop the technology itself. Opera instead decided to focus on operator licensing deals, which are more predictable and leverage its already-strong user base. These types of contracts are important for smaller deal-hungry operations such as BOLT; smaller competitors will have to fight over the table scraps of regional operator and small manufacturer accounts until they have substantial user bases and global distribution. 

We believe the trend toward device convergence represents a double-edged sword for mobile browser developers: on one hand it expands the number of devices that will compete to access the internet, but on the other it highlights the inevitability of the head-to-head competition with desktop equivalent browsers (such as on Apple’s just released iPad). Mobile browsers also face the threat of substitution by native applications, which can provide more targeted content and potentially a superior vehicle for advertising. However, as HTML5 standards mature, the need for customized applications will diminish as applications will be designed and run natively on the web.

Industry experts suggest R&D spend equal to 10-20% of total revenue is necessary to maintain high levels of innovation, code quality, and short software development cycles. Further, complementary software developers also are crucial to product development and can create a virtuous circle. As content providers develop for mobile users, mobile browser developers can create scale and efficiencies by developing for content tailored for display on a small screen.
Mobile browsing equities have enjoyed higher multiples over the last year resulting in part from resurgence in M&A activity. We interpret the Opera/AdMarvel deal and others as clear indications that buying existing and successful mobile technologies is the preferred approach to vertical and horizontal integration. We view this environment as highly favorable for a Bitstream acquisition.

Power of the Buyers

Network operators and OEMs are the gatekeepers of browser licensing deals. Our research shows that operators in more developed countries are emphasizing fixed-rate data plans in part to increase their average revenue per user (ARPU) amid downward pressure on traditional voice rates and in part because of increasing user demand for content delivery. We believe this trend will increase operators’ and OEMs’ interest in technologies that will take full advantage of the data service and can be marketed as a competitive advantage. 

Behavior of Consumer

Our informal survey of graduate students and young professionals in the New York region showed that end users expect the mobile web to deliver the same full internet functionality they experience on their personal computers. This demand paired with minimal switching costs places considerable pressure on developers to constantly innovate to keep users engaged. We believe the ability to differentiate a mobile browser from the end user’s perspective depends on the user interface, loading speed and rendering accuracy. 

BOLT Competitive Positioning
We believe BOLT’s competitive advantages in platform compatibility, superior and patented rendering technologies, superior feature phone split-screen user interface, and availability of BOLT Lite for resource-limited basic phones give Bitstream a clear edge in developing markets and a strong position in developed markets. BOLT should be an attractive product for users, OEMs and operators worldwide, but Bitstream’s ability to monetize BOLT through advertising royalties and business partnerships will continue to be limited until its user count is more comparable to Opera’s.
 

Speed, device resource consumption, rendering quality and interface are all key value drivers for a software program on a mobile device. Bitstream has been able to leverage its font technology to render pages more quickly and accurately than competitors. The browser was named the best mobile browser at the 2009 Mobile Star Awards and scored 100% against the World Wide Web Consortium’s rendering standards as measured by the Acid3 web benchmark.  

With a recent Cisco study suggesting that 64% of data traffic will be video by 2013, we believe BOLT’s ability to deliver faster streaming video with less artifact using proprietary compression techniques will give BOLT an edge over competitors.  We believe BOLT may have a potential market-insight advantage over all of its competitors in that its full-time development staff is located in one of its fastest growing markets:  India. We believe this cultural immersion will enable developers to be more responsive to local feedback. 
  

Recent OEM deals signed with K-Touch, Allview, and KC Mobile are evidence that BOLT is viable as a license revenue source and highlight the competitive strengths of the product in less developed markets. We believe BOLT revenue growth will come from Asia, Africa and South America, where our research shows accelerating mobile penetration and device growth rates but limited smartphone adoption. Small-screen mobile phones are end-users’ primary method of internet access in these markets, so BOLT’s patented split-screen technology and ability to run on 80% of the world’s mobile phones give BOLT a clear competitive advantage in these fragmented OEM markets. 

 

Fonts/Font Technology, and Publishing Competitive Positioning
Bitstream’s Font Technology division is an established player in its fields with a carved-out market niche. Although Bitstream is not the market leader, we believe the company has established a defensible competitive moat by building customer loyalty though responsive customer service and a commitment to innovation through R&D.  MyFonts is transaction rather than relationship based, but by offering over 62,000 fonts in one centralized portal the company has established itself among customers as an equal to main competitor Monotype. Although barriers to entry are low in this space, we believe the low gross margins of the business and broad product offerings already available from existing players will deter significant new competition. 

We see significant growth prospects for Pageflex based on the publishing industry trend away from traditional media and toward direct marketing. There are significant cost savings to be realized by clients switching to a full publishing suite rather than buying a la carte. Some of these programs can be implemented to minimize administrative costs, by providing print and supply management solutions. This space is partially fragmented with larger (Xerox) and smaller (MindFire) competitors in the market, but we believe the company’s existing relationships should translate to Bitstream reaching beyond its client’s shrinking publishing budgets to capture a greater portion of total marketing expenditures. 
We believe that the strong competitive positioning and intrinsic value of these core businesses add to Bitstream’s attractiveness as an acquisition candidate. We view the Font Technology and Fonts businesses as relatively mature in their life cycles and believe recent deals including Xerox’s 2006 purchase of previous publishing competitor XMPie for $54 million indicate the industry is headed for further consolidation in the near future.  
Financial Analysis
Our analysis included normalizing and disaggregating company financial statements from the most recent five fiscal years to estimate the current product line revenue, cost structures, margins, and current rate of R&D expenditure, each of which has been consolidated since 2004. We estimated the 2009 revenue composition by combining the results of single-variable regressions of existing business segments from prior financial statements against corresponding total revenue and U.S. GDP with actual subsequent GDP and reported total corporate I.T. expenditure growth. Our model showed a coefficient of determination of 0.921 between Font revenue and US GDP from 1999-2008. Year over year growth rates were also similar. We estimated the 2009 cost structure by product line based on the stage in the product life cycle at which each existing business was at the time when the division totals were aggregated.
Earnings 
Bitstream has generated Return on Equity and Return on Assets greater than the mean and median of its industry peers for the last twelve months and just slightly below industry leader Opera. With the exception of Apple and Google, Bitstream ROA has exceeded those of even Adobe and Corel, which are major competitors in the web publishing business with access to significantly more resources. In addition, with the exception of the last twelve months, Bitstream has consistently managed to produce double-digit ROE and ROA since 2005, when the company returned to profitability. 
Font/Font Technology Revenue Projection (Appendix 1)
We project 1.5% growth in Font Technology revenue in 2010 followed by 2.5% in 2011 and 4.5% in 2012 as new sales lag global economic growth by roughly 6 months. Although competition in this market is somewhat limited as evidenced in our projected 92.5% gross margin for 2010, the revenue impact of any Bitstream grab for market share is trivial relative to that of incremental commercial I.T. expenditure. Our base case, consistent with IMF predictions of a late 2010 global recovery, projects revenue growth peaking in 2012 which is trending toward the U.S. historic average of 1.1% per year. Our base case has MyFonts revenue continuing to expand at 10.0% in 2010. CEO Chagnon told us at the Sidoti Microcap Investor conference on January 11th that she anticipates positive but decelerating MyFonts growth in the near term. However, we see sustainable growth stemming from the high volume / small transaction model and a customer base we believe is less price sensitive and more willing to pay a premium for the convenience of one-stop-shopping. We consider the 9.1% CAGR MyFonts has seen over the last 5 years to be a floor on 2010 growth and that economic recovery should add 1% before growth regresses back towards average GDP. 

Publishing Revenue Projection (Appendix 1)
We believe Pageflex revenue will rebound by 11% in 2010 and 14% in 2011 as a result of the economic recovery but primarily as a result to the emerging trend toward direct electronic marketing. From our conversation with management, the company expects a CAGR of 9% over the next 3 years, which is based on a rebound in average contract size from $30K to the pre-recession $100K level. However, we are more bullish on this technology and anticipate additional growth as marketing budgets are redirected from conventional media to direct marketing technologies. Further, we also see opportunities for international expansion, as the company has just signed deals in China for its print software. 

Mobile Browsing Revenue Projection (Appendix 1 and Appendix 9)
BOLT revenue presents the growth option component for BITS. Because this revenue stream carries the most uncertainty relative to the mature businesses, we performed a scenario analysis focusing on the three outcomes we believe to be most likely based on BOLT’s competitive positioning and the rapidly expanding (85% 5-year CAGR) mobile browser market. Key themes for our revenue projections are concentrated growth in Asia, where we anticipate small-screen feature phones continuing to dominate the market, and operators seeking to increase their ARPU from data offerings.

BOLT will generate revenue from two main sources:  OEM/operator revenue “paying” deals and advertising and search royalties. We believe Bitstream will struggle to achieve significant scale through OEM/operator deals but will experience continuing rapid growth from direct downloads. Our base case anticipates revenue per user rising from $0.10 in 2010 to $0.50 in 2014 based on our projection of total user count and analysis of online advertising competitors. We predict this growth in users and revenue per user will easily outpace the decline in revenue per shipped device that results from compressed margins as Bitstream is forced to compete on price in OEM/operator deals.

In our base case, BOLT revenue grows from $304K in 2010 to $10.3M in 2014, almost entirely from advertising and search royalties beginning in 2011. We have adjusted the reported 3.1 million BOLT user count downward based on a 30% “stickiness factor” to calculate the true number of unique downloads in use to be closer to 1 million. We project rapidly expanding market potential and user growth from 2.3M in 2010 to 20.1M in 2014, of which 78% is based in emerging markets. Although we think most of the growth will come from direct downloads we still anticipate 36 additional OEM and operator revenue deals which preload BOLT onto the device. Our projection of faster growth in emerging markets is based partly on BOLT’s split screen technology, which provides an edge in regions where users own smaller-screen feature phones, and partly on BOLT’s device versatility, which makes it more attractive to operators in Asia, where our research shows that users cycle through handsets more quickly than in other parts of the world. 
In our worst case, Bitstream continues to throw good money after bad as revenue deals become smaller and take longer to materialize, BOLT’s moat of competitive advantage erodes as R&D fails to generate a new differentiating feature, and device convergence contracts the potential market for BOLT utility. In our best case scenario, BOLT establishes itself on equal footing with Opera Mini leading to higher user “stickiness”, strategic partnerships lead to a compounding rate of OEM and operator deal growth, digital eyewear and gaming systems present new market opportunity, and momentum helps BOLT capture more revenue per user. 

Gross Margins
We project significant improvement in gross margin for Bitstream as it increases from 59.8% to 66.9% over the next five years as software license growth exceeds that of services and as compressed-margin MyFonts constitutes a smaller portion of total firm revenue. Reported gross margin has been declining since 2001 due to Pageflex, because this part of the business derives significant revenues from services, and from the growing contribution of MyFonts, which sends the majority of sales proceeds directly to the foundry that created each font. Resulting economies of scale and projected growth in revenues for BOLT are so significant they will drive up gross margins for Bitstream overall.

Research & Development (Appendix 1)
3-year average R&D expenditure as a percentage of revenue has trended downward from 58% to 21% since 2001. We attribute this decrease primarily to the maturation of MyFonts, which we believe is now in maintenance mode. Our analysis shows that the trend would have been even more significant if not for the $7M BITS has invested in BOLT (a.k.a. Thunderhawk) R&D over the same period. Going forward, we project total R&D % in the low 20% range over the next 5 years consisting mainly of BOLT and Pageflex, the latter of which requires ongoing investment to satisfy a demanding customer base. 

In Fonts/Font Technology, we project R&D equal to management’s stated long term expectation of 20% for the firm overall and consistent with a software product entering the mature stage of its life cycle. MyFonts’ website exchange is already up and running and most of the font development is performed by third party foundries so future R&D should be limited to approximately what it has been in the past. We extrapolated our current estimate and adjusted for growth equal to our estimate of 2010 annual compensation raises for the 5 employees management told us were dedicated to this division. For Publishing, we anticipate ongoing high levels of R&D for each of the next 5 years based on management comments continued heavy spend on Pageflex due to ongoing customer demands for product enhancements.

We estimated the amounts Bitstream has invested in BOLT through 2009 by examining reported breakdowns through 2003 and then disaggregating the reported totals from 2004-2009 to estimate revenues and expenses for each product line. We estimated 2001 to be the initial year of substantial development, identified the amount allocated to Thunderhawk (BOLT’s predecessor) at the time, and extrapolated the spend of each division based on historic R&D percentages of product line revenue. We allocated any excess reported R&D expenditure beyond this baseline to BOLT.
Marketing & Sales (Appendix 1)
We project overall marketing and sales expense of 17-18% over the next five years, which is at the lower end of what Bitstream has been able to achieve from 2004-2009. For Fonts and Font Technology, we project Marketing and Sales to remain at historic average spend levels and do not anticipate significant savings from scale in the future because of the significant amount of sales originating from indirect sources. Publishing doesn't incur the same commissions, however, and we project annual spend declining as a percentage of revenue as the company gains scale. We believe this savings from Publishing will be offset by Mobile Browsing, which will require an increasing allocation over 2010-2012 as BITS pushes for market share.

General & Administrative (Appendix 1)
General and administrative expenses have been trending downward from 21% of revenues in 2003 to 13% in 2009 as low-maintenance MyFonts has become a larger revenue contributor. We project a slight improvement to 11% in 2010 as BOLT revenue surpasses its G&A expense allocation. With the Mobile Browsing operation projected to grow considerably in 2010 and 2011, we project similar efficiencies to the firm’s current average and then marginal efficiency gains over 2012-2014. For the other three divisions, we have extrapolated the historic average G&A amount ($) for each and adjusted it for inflation at 1.5% per year.
Taxes (Appendix 1)
We project Bitstream’s effective tax rate rising to approximately 12% over 2010-2012 as foreign income constitutes a greater portion of pre-tax earnings. Bitstream has paid an effective tax rate of just 8.1% over the last five years, almost all of which came from foreign taxation as the company enjoyed offsetting current income with net operating losses from prior periods. We believe all of Bitstream’s $12.6M in federal and state NOLs will be used to offset earnings over 2010-2012. We anticipate a dramatic rise in the effective tax rate in 2013 as Bitstream approaches a full tax-paying position, creating drag on EPS growth beyond 2012.

Cash Flow (Appendix 2)
We project $3.0M of EBITDA from the core businesses and ($314K) from BOLT for net EBITDA of $2.7M in 2010. The Fonts, Font Technology, and Publishing businesses are already in or entering the mature stage of their life cycles and will continue to generate excess cash for the next 5 years. Our analysis shows that BITS cash flow over the last 5 years has been considerably stronger than suggested in its reported results. We show EBITDA ranging from $1.9M in 2005 to $2.7M in 2009 after normalizing the income statement and removing the $4.9M we calculate Bitstream has invested in BOLT over that same period. We believe BOLT will finally be cash flow positive on a standalone basis by 2012 when the number of revenue-generating users reaches 14.3M. Beyond 2014, we project free cash flow growth of 6.0%, equal to our projected 3.0% revenue growth rate times the historic ratio of revenue to FCF growth of 2.0x.

Balance Sheet & Financing (Appendix 3)
We see Bitstream’s $17.6M of cash as one of the main reasons to expect a suitor in the next two years.  Bitstream management’s conservatism over the last few years appeared quite prudent in the financial market chaos of 2008-2009, but we believe the cash level to be far beyond the firm’s liquidity needs. Bitstream has bought back shares in each of the last two years as part of two stock repurchase plans, partially offsetting the dilution from new employee stock options. We view this activity as accretive to shareholder value as average cost disclosures exhibit management’s opportunistic buying habits. Based on management’s commentary, we did not model further share repurchases, but doing so would serve to increase the EPS of the firm.

Nontraditional Indicators of BOLT Potential

We feel that a traditional approach to analyzing Bitstream does not fully capture BOLT’s potential value for shareholders.  To reach a more holistic assessment we performed additional research to identify qualitative factors we believe to be indicative of BOLT’s future potential.

To assess growth in the general public awareness to BOLT and Opera, we performed an analysis of Google’s search result archives by the date the hit was identified by Google’s web crawlers.

	Google “Hits”
	“BOLT Browser”
	“Opera Browser”

	1/1/09 – 3/31/09
	0.597 million
	2.27 million

	4/1/09 – 6/30/09
	0.503 million
	2.36 million

	7/1/09 – 9/30/09
	1.180 million
	2.52 million

	10/1/09 – 12/31/09
	1.150 million
	2.53 million

	Growth Rate
	43% / quarter
	4% / quarter


The growth in the number of hits for BOLT is approximately 4.0x that of Opera.  We believe this observable difference supports of our thesis of high BOLT user growth for the immediate future.

We also researched BOLT and Opera connections on a number of social networking sites to gauge BOLT’s popularity among what we, and Opera according to a recent company presentation, believe to be an accurate proxy for the mobile browser target audience.  On FaceBook.com we found that BOLT had 17,520 friends while Opera had just 6,082 between both Opera and Opera Mini products.  We interpret this difference as further supportive of our projections. (Appendix 10)

Conversations with an engineer that recently left BITS implied a great product, but stressed a need for a Marketing Team to establish the company’s brand.  Another conversation with a native application developer suggested that BITS server load for BOLT in the cloud costs much less than that of his product.
Investment Risks 
Slow or Nonexistent Economic Recovery
We predict global economic recovery in late 2010 followed by a robust 2011 and 2012 with revenues following 3-6 months later.  We believe the combination of countercyclical monetary policies and accommodative fiscal policies by the world’s major governments and central banks, respectively, will successfully generate positive and sustainable global growth in Q4 2010.  If recovery was to drag out longer or a change in monetary policy was to cause a second recession, core Bitstream revenue would certainly suffer.  However, we believe our base case to be conservative in light of the consensus outlook by bank economists.
 
BOLT User Growth Slower than Expected
Our revenue projections for BOLT are predicated on significant growth in BOLT users beginning in 2010.  We believe the growth rate reported by the company in 2009 will continue into 2010 and then trend toward the growth rate of worldwide mobile phone subscriptions.  If user is growth is slower than anticipated due to product stagnation, the failure to land more OEM/operator deals, or slower global growth, BOLT may not achieve the critical user mass it needs to effectively monetize the product through advertising and partnership deals.  We believe our research shows our OEM/operator deal projections to be conservative and our user growth projections to be reasonable.
 
Emerging Technology Could Make BOLT Obsolete
We project the feature and basic phone market for BOLT to continue to grow over 2010-2014.  If smartphones were to gain share in emerging markets faster we anticipate, device convergence were to replace mobile phones as the main browsing device in these markets, or a disruptive technology emerges rendering mobile browsers in their current form obsolete, BOLT will not achieve our projected revenue.  We recognize the omnipresence of this last risk, but place a low probability on either of the first two events occurring in the next 5 years. 
Patents may not be sufficient to differentiate BOLT from competing browsers

Currently, Bitstream has patents filed with the US Patent and Trademark Office. Opera, one of Bitstream’s direct competitors in the mobile browser market has filed  more. This illustrates the significant level of resources already available to entrenched competitors. We believe a potential acquisition by a firm with access to the same levels of capital could further refine BOLT into an even stronger brand. The existing business lines could also be spun off to fund more intensive R&D at lower labor costs.  
 
Negative Change in M&A Environment
We anticipate the current trend to buy rather than build technologies will continue in 2010-2011.  If the industry, economy or financial markets were to suffer a set-back or Bitstream were to suffer a loss of key personnel in that span it is possible that Bitstream would not receive the attention from perspective acquirers we anticipate.  However, our research indicates the current M&A environment will continue for the duration of 2010 in anticipation of the global economic recovery.
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Appendix 1: Income Statement, Combined and by Segment

$ in thousands
[image: image8.emf]Bitstream Income Statement

(all figures in 000s)

LTM

2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014

Revenue:

     Software Licenses: $9,805  $13,156  $16,910  $19,229  $18,868  $16,666  $18,102  $20,456  $23,676  $27,871  $33,441 

     Services: 1,827  2,497  3,338  4,389  5,140  4,882  5,324  5,885  6,324  6,726  7,028 

Total Revenue 11,632  15,653  20,248  23,618  24,008  21,548  23,426  26,342  30,000  34,597  40,469 

Cost of Revenue:

     Software Licenses: 3,196  4,321  6,022  6,939  7,018  6,409  6,711  7,417  8,229  9,169  10,271 

     Services: 829  1,223  1,557  1,863  2,408  2,248  2,435  2,670  2,856  3,022  3,142 

Cost of Revenue 4,025  5,544  7,579  8,802  9,426  8,657  9,146  10,087  11,084  12,191  13,413 

          Gross Profit 7,607  10,109  12,669  14,816  14,582  12,891  14,280  16,255  18,916  22,406  27,056 

Operating Expenses:

     Marketing and Selling 2,644  2,936  3,442  3,949  4,389  3,809  4,107  4,542  5,122  5,825  6,673 

     Research and Development 3,914  3,929  4,397  4,739  5,181  4,774  4,853  5,539  6,005  7,032  8,176 

     General and Administrative 1,784  2,206  2,344  2,686  2,713  2,836  2,918  3,095  3,371  3,781  4,392 

Remove D&A from "dirty SG&A" (260) (264) (256) (309) (338) (326) (322) (306) (358) (426) (534)

Total Operating Expenses 8,082  8,807  9,927  11,065  11,945  11,093  11,556  12,871  14,139  16,212  18,707 

Operating Income / EBITDA (475) 1,302  2,742  3,751  2,637  1,798  2,724  3,384  4,777  6,194  8,349 

Depreciation 170  185 198  265  301  284  300  288  347  423  521 

Amortization 90 79 58  44  37  42  22  18  11  3  14 

EBIT (735) 1,038  2,486  3,442  2,299  1,472  2,402  3,078  4,418  5,769  7,815 

Legal Fee Reimbursement 0 0 464  0  0  0  0  0  0  0  0 

Investment in DiamondSoft, Inc. 91 0 0  0  0  0  0  0  0  0  0 

Remove Non-Recurring Items Above (91) 0  (464) 0  0  0  0  0  0  0  0 

Interest Expense 0  0  0  0  0  0  0  0  0  0  0 

Interest and Other Income, Net 71 52 267  570  177  (12) (411) (527) (655) (789) (931)

Income Before Provision for Income Taxes (664) 1,090  2,753  4,012  2,476  1,460  2,813  3,606  5,073  6,558  8,745 

Provision for (Benefit from) Income Taxes 5 56 (204) 21  108  148  281  433  710  2,643  3,524 

Net Income ($669) $1,034  $2,957  $3,991  $2,368  $1,312  $2,532  $3,173  $4,363  $3,915  $5,221 

Basic Net Income per Share ($0.08) $0.12  $0.33  $0.41  $0.25  $0.13  $0.24  $0.29  $0.39  $0.34  $0.45 

Diluted Net Income per Share ($0.08) $0.11  $2.77  $0.36  $0.23  $0.13  $0.23  $0.28  $0.38  $0.33  $0.43 

Basic Weighted Average Shares Outstanding (thousands) 8,524  8,663  9,052  9,824  9,596  9,799  10,553  10,844  11,135  11,426  11,717 

Diluted Weighted Avg. Shares Outstanding (thousands) 8,524  9,514  1,066  10,975  10,254  10,248  11,002  11,293  11,584  11,875  12,166 



Projected


[image: image9.emf]Font Technology

(all figures in 000s)

2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014

Revenue:

     Software Licenses: $3,973  $4,568  $5,208  $5,833  $6,475  $6,151  $6,243  $6,399  $6,687  $6,888  $6,964 

     Services: 441  508  579  648  719  683  694  711  743  765  774 

Total Revenue 4,414  5,076  5,787  6,481  7,194  6,834  6,937  7,110  7,430  7,653  7,737 

Cost of Revenue:

     Software Licenses: 424  487  555  622  690  656  666  676  700  714  715 

     Services: 325  373  425  477  529  503  510  522  545  560  566 

Cost of Revenue 748  860  981  1,099  1,219  1,158  1,176  1,198  1,245  1,274  1,281 

          Gross Profit 3,666  4,216  4,806  5,383  5,975  5,676  5,761  5,912  6,186  6,379  6,457 

Operating Expenses:

     Marketing and Selling 1,324  1,523  1,736  1,944  2,158  2,050  2,081  2,133  2,229  2,296  2,321 

     Research and Development 883  1,015  1,157  1,296  1,439  1,367  1,526  1,564  1,635  1,684  1,702 

     General and Administrative 927  1,066  1,215  1,361  1,511  1,435  1,457  1,479  1,501  1,523  1,546 

Remove D&A from "dirty COGS" (93) (85) (75) (87) (102) (103) (96) (83) (89) (94) (104)

Total Operating Expenses 3,041  3,519  4,034  4,515  5,006  4,749  4,968  5,093  5,275  5,408  5,466 

Operating Income / EBITDA 625  696  772  867  969  927  793  820  911  970  991 

Depreciation 65  60  57  73  90  90  89  78  86  94  100 

Amortization 28  25  18  14  12  13  7  6  3  1  4 

EBIT 532  612  697  781  867  824  697  736  821  876  887 



Projected


[image: image10.emf]MyFonts

(all figures in 000s)

2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014

Revenue:

     Software Licenses: $2,984  $4,015  $4,946  $5,243  $5,515  $5,680  $6,248  $6,867  $7,539  $8,271  $9,065 

     Services: 0  0  0  0  0  0  0  0  0  0  0 

Total Revenue 2,984  4,015  4,946  5,243  5,515  5,680  6,248  6,867  7,539  8,271  9,065 

Cost of Revenue:

     Software Licenses: 2,417  3,252  4,006  4,247  4,467  4,601  4,748  5,212  5,715  6,261  6,853 

     Services: 0  0  0  0  0  0  0  0  0  0  0 

Cost of Revenue 2,417  3,252  4,006  4,247  4,467  4,601  4,748  5,212  5,715  6,261  6,853 

          Gross Profit 567  763  940  996  1,048  1,079  1,500  1,655  1,825  2,010  2,212 

0.19 0.19 0.19 0.19 0.19

Operating Expenses:

     Marketing and Selling 90  120  148  157  165  170  187  206  226  248  272 

     Research and Development 535  535  535  535  535  535  583  636  693  755  823 

     General and Administrative 239  321  396  419  441  454  461  468  475  482  490 

Remove D&A from "dirty COGS" (44) (47) (48) (59) (69) (75) (80) (75) (87) (101) (117)

Total Operating Expenses 820  929  1,031  1,053  1,072  1,085  1,152  1,235  1,307  1,385  1,468 

Operating Income / EBITDA (253) (166) (91) (57) (25) (6) 348  420  518  625  744 

Depreciation 44  47  48  59  69  75  80  75  87  101  117 

Amortization 0 0 0 0 0  0  0  0  0  0  0 

EBIT (296) (214) (139) (116) (94) (81) 268  345  430  524  627 



Projected
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(all figures in 000s)

2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014

Revenue:

     Software Licenses: $2,848  $4,573  $6,756  $8,153  $6,879  $4,835  $5,319  $5,904  $6,376  $6,822  $7,163 

     Services: 1,386  1,989  2,759  3,741  4,421  4,199  4,618  5,126  5,537  5,924  6,220 

Total Revenue 4,234  6,562  9,515  11,894  11,299  9,040  9,944  11,037  11,920  12,755  13,392 

Cost of Revenue:

     Software Licenses: 355  582  1,460  2,070  1,861  1,152  1,268  1,401  1,507  1,605  1,679 

     Services: 504  850  1,132  1,386  1,879  1,745  1,920  2,126  2,291  2,445  2,561 

Cost of Revenue 860  1,432  2,592  3,457  3,740  2,898  3,188  3,527  3,797  4,051  4,240 

          Gross Profit 3,374  5,131  6,923  8,437  7,560  6,142  6,756  7,510  8,123  8,704  9,153 

Operating Expenses:

     Marketing and Selling 1,230  1,293  1,558  1,847  2,065  1,588  1,747  1,829  1,856  1,858  1,817 

     Research and Development 1,705  1,747  1,791  1,836  1,882  1,929  2,287  2,539  2,742  2,934  3,080 

     General and Administrative 618  819  733  906  761  946  961  975  990  1,004  1,020 

Remove D&A from "dirty COGS" (124) (132) (133) (164) (167) (148) (142) (133) (145) (158) (182)

Total Operating Expenses 3,430  3,727  3,949  4,425  4,541  4,315  4,852  5,210  5,442  5,639  5,736 

Operating Income / EBITDA (55) 1,404  2,975  4,012  3,019  1,826  1,904  2,300  2,681  3,066  3,417 

Depreciation 62  78  93  133  142  119  127  121  138  156  172 

Amortization 62  54  40  30  25  29  15  12  8  2  9 

EBIT (179) 1,272  2,842  3,849  2,852  1,678  1,761  2,168  2,535  2,908  3,236 



Projected


[image: image12.emf]BOLT (Thunderhawk)

(all figures in 000s)

2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014

Revenue:

     Software Licenses: $0  $0  $0  $0  $0  $0  293 1,287  3,073  5,890  10,250 

     Services: 0  0  0  0  0  0  12  48  45  36  34 

Total Revenue 0 0 0  0  0  0  305  1,335  3,118  5,927  10,283 

Cost of Revenue:

     Software Licenses: 0  0  0  0  0  0  29  129  307  589  1,025 

     Services: 0  0  0  0  0  0  5  22  20  16  15 

Cost of Revenue 0  0  0  0  0  0  35  150  328  605  1,040 

          Gross Profit 0  0  0  0  0  0  270  1,185  2,791  5,321  9,243 

Operating Expenses:

     Marketing and Selling 0 0 0 0 0 0  91  374  811  1,422  2,262 

     Research and Development 792  632  914  1,072  1,326  944  457  801  935  1,659  2,571 

     General and Administrative 0 0 0  0  0  0  40  174  405  770  1,337 

Remove D&A from "dirty COGS" 0 0 0 0 0 0  (4) (15) (36) (72) (132)

Total Operating Expenses 792  632  914  1,072  1,326  944  584  1,334  2,115  3,780  6,038 

Operating Income / EBITDA (792) (632) (914) (1,072) (1,326) (944) (314) (149) 675  1,541  3,206 

Depreciation 0 0 0  0  0  0  4  15  36  72  132 

Amortization 0 0 0  0  0  0  0  0  0  0  0 

EBIT (792) (632) (914) (1,072) (1,326) (944) (318) (164) 639  1,469  3,073 



Projected


Source: Company Documents, Student Estimates

Appendix 2: Pro Forma Cash Flow

$ in thousands

[image: image13.emf]Projected Cash Flow Statement for Bitstream

Dollars in thousands, except per share data

Projected Year Ending December 31,

2010 2011 2012 2013 2014

Operating activities

Net income $2,531.9 $3,172.9 $4,363.2 $3,914.9 $5,221.0

Stock-based compensation expense 864.0 864.0 864.0 864.0 864.0

Depreciation 300.0 287.7 347.1 422.8 520.8

Amortization 22.0 18.0 11.0 3.0 13.5

Minority interest expense / (income) 0.0 0.0 0.0 0.0 0.0

(Increase) / Decrease in working capital 562.2 (35.5) (85.8) (140.7) (222.9)

Change in other long-term assets and liabilities 0.0 0.0 0.0 0.0 0.0

Cash flow from operating activities 4,280.0 4,307.0 5,499.5 5,064.0 6,396.5

Investing activities

Capital expenditures (330.0) (342.4) (390.0) (449.8) (526.1)

Additions to definite life intangibles (28.0) (28.0) (28.0) (28.0) (28.0)

Cash flow from investing activities (358.0) (370.4) (418.0) (477.8) (554.1)

Cash Flow Available for Financing Activities 3,922.0 3,936.6 5,081.5 4,586.3 5,842.4

Financing activities

Issuance / (repayment) of revolver 0.0 0.0 0.0 0.0 0.0

Issuance of long-term debt 0.0 0.0 0.0 0.0 0.0

(Repayment) of long-term debt 0.0 0.0 0.0 0.0 0.0

Repurchase of equity 0.0 0.0 0.0 0.0 0.0

Dividends 0.0 0.0 0.0 0.0 0.0

Option proceeds 1,871.1 1,871.1 1,871.1 1,871.1 1,871.1

Cash flow from financing activities 1,871.1 1,871.1 1,871.1 1,871.1 1,871.1


Source: Company Documents, Student Estimates

Appendix 3: Pro Forma Balance Sheet

$ in thousands
[image: image14.emf]Balance Sheet for Bitstream

Dollars in thousands, except per share data

Historical Year Ending December 31, Projected Year Ending December 31,

2007 2008 2009 2010 2011 2012 2013 2014

Cash $16,420.0 $16,162.0 17,673.0 $23,466.2 $29,273.9 $36,226.5 $42,683.9 $50,397.4

Accounts receivable, net 2,245.0 1,827.0 1,399.0 1,283.6 1,443.4 1,643.9 1,895.7 2,217.5

Inventories 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Other current assets 465.0 677.0 950.0 702.8 790.3 900.0 1,037.9 1,214.1

Total current assets 19,130.0 18,666.0 20,022.0 25,452.6 31,507.5 38,770.4 45,617.5 53,828.9

PP&E, net 569.0 427.0 630.0 660.0 714.8 757.7 784.7 789.9

Definite life intangibles 67.0 81.0 68.0 74.0 84.0 101.0 126.0 140.5

Indefinite life intangibles 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Goodwill 727.0 727.0 727.0 727.0 727.0 727.0 727.0 727.0

Other long-term assets 150.0 0.0 136.0 136.0 136.0 136.0 136.0 136.0

Total assets $20,643.0 $19,901.0 $21,583.0 $27,049.6 $33,169.3 $40,492.1 $47,391.2 $55,622.4

Accounts payable $1,137.0 $832.0 $1,479.0 $1,052.5 $1,160.7 $1,275.5 $1,402.8 $1,543.4

Salaries & wages 1,232.0 1,057.0 380.0 1,006.1 1,109.6 1,219.3 1,341.0 1,475.5

Accrued liabilities 2,247.0 2,520.0 2,122.0 2,122.0 2,122.0 2,122.0 2,122.0 2,122.0

Total current liabilities 4,616.0 4,409.0 3,981.0 4,180.6 4,392.3 4,616.8 4,865.8 5,140.9

Revolver 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Long-term debt 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Deferred income taxes 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Other long-term liabilities 40.0 0.0 407.0 407.0 407.0 407.0 407.0 407.0

Total liabilities 4,656.0 4,409.0 4,388.0 4,587.6 4,799.3 5,023.8 5,272.8 5,547.9

Total equity attributable to equity holders of Bitstream 15,987.0 15,492.0 17,195.0 22,462.0 28,370.0 35,468.3 42,118.4 50,074.5

Minority interest 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Total equity 15,987.0 15,492.0 17,195.0 22,462.0 28,370.0 35,468.3 42,118.4 50,074.5

Total liabilities and equity $20,643.0 $19,901.0 $21,583.0 $27,049.6 $33,169.3 $40,492.1 $47,391.2 $55,622.4


Source: Company Documents, Student Estimates

Appendix 4: Probability Table for Scenarios

$ In thousands

[image: image15.emf]Probabilities FONTS/PUBLISHING 

Worst  Base  Best 

Worst  3.13% 11.25% 10.63% 25.00%

BOLT  Base  6.25% 22.50% 21.25% 50.00%

Best  3.13% 11.25% 10.63% 25.00%

12.50% 45.00% 42.50%


[image: image16.emf]Discounted Cash Flow Analysis for Bitstream

Dollars in thousands, except per share data

mid-period 0.5 1.5 2.5 3.5 4.5

Historical Year Ending December 31, Projected Year Ending December 31,

2007 2008 2009 2010 2011 2012 2013 2014

Sales $23,618.0 $24,008.0 $21,548.0 $23,426.4 $26,341.9 $30,000.4 $34,597.1 $40,469.2

EBITDA 3,751.0 2,637.0 1,798.0 2,723.8 3,383.8 4,776.6 6,194.3 8,348.9

Less:  depreciation (265.0) (301.0) (284.0) (300.0) (287.7) (347.1) (422.8) (520.8)

Less:  amortization (44.0) (37.0) (42.0) (22.0) (18.0) (11.0) (3.0) (13.5)

EBIT 3,442.0 2,299.0 1,472.0 2,401.8 3,078.1 4,418.5 5,768.6 7,814.6

Less: taxes @ 40.3% (21.0) (108.0) (148.0) (281.3) (432.7) (710.3) (2,642.7) (3,524.4)

Tax-effected EBIT 1,324.0 2,120.5 2,645.5 3,708.2 3,125.8 4,290.2

Plus:  depreciation 284.0 300.0 287.7 347.1 422.8 520.8

Plus:  amortization 42.0 22.0 18.0 11.0 3.0 13.5

Less:  capital expenditures (417.0) (330.0) (342.4) (390.0) (449.8) (526.1)

Less:  additions to definite life intangibles (9.0) (28.0) (28.0) (28.0) (28.0) (28.0)

 + / -  Changes in working capital (273.0) 562.2 (35.5) (85.8) (140.7) (222.9)

 + / -  Changes in other assets and liabilities 271.0 0.0 0.0 0.0 0.0 0.0

Unlevered free cash flow $1,222.0 $2,646.6 $2,545.2 $3,562.5 $2,933.2 $4,047.5

Unlevered free cash flow growth rate (3.8%) 40.0% (17.7%) 38.0%

2570.636425 2332.1775 3079.560224 2392.024809 3113.97615

Perpetuity Growth Method EBITDA Multiple Method

Weighted average cost of capital: 9.9% Weighted average cost of capital: 9.9%

Implied Perpetuity Growth Rate

Net present value of free cash flow (b) $13,488.4 Net present value of free cash flow (b) $11,734.7

Growth rate of FCF after 2014 6.0% Exit multiple 10.5x

Terminal value $110,010.2 Terminal value $87,663.4

Present value of the terminal value (c) 71,935.5 Present value of the terminal value (c) 54,680.1

Enterprise value $85,423.9 Enterprise value $66,414.9

 LESS: net debt (d) (e) $17,266.0  LESS: net debt (d) (e) 17,266.0

Equity value $102,689.9 Equity value $83,680.9

Diluted shares: 10,248.000 Diluted shares: 10,248.000

Equity Value Per Share (f) $10.02 Equity Value Per Share (e) $8.17


Source: Company Documents, Student Estimates

Appendix 5: Key Ratios/BITS & Comparables

[image: image17.emf]Market Valuation LTM Financial Statistics LTM Profitability Margins

Gross Net

Equity  Enterprise Gross Net Profit EBITDA EBIT Income

Company Ticker Value Value Sales Profit EBITDA EBIT Income (%) (%) (%) (%)

Bistream BITS $86.26         $68.59         $21.55         $12.89        $1.79         $1.47         $1.39         59.8% 8.3% 6.8% 6.5%

Apple AAPL $180,929     $157,465     $36,537       $13,140      $703          $7,658       $5,704       36.0% 22.9% 21.0% 15.6%

Adobe ADBE 18,144         17,240         2,945.85      2,649.12     282.42       731.77       409.27       89.9% 34.4% 24.8% 13.9%

Google GOOG  176,294       154,299       22,677.64    14,051.92 1,544.31    8,786.17    5,719.35    62.0% 45.6% 38.7% 25.2%

Monotype TYPE 325              385              96.26           86.19          9.44           29.41         14.36         89.5% 40.4% 30.6% 14.9%

Corel CREL 103              203              223.38         138.45        30.35         15.09         (2.68)           62.0% 20.3% 6.8% -1.2%

On2  ONT $123.53       $124.73       $17.85         $15.68        $1.96         ($4.38)         ($4.51)         87.8% -13.5% -24.5% -25.3%

ACCESS  4813 ¥60,606 ¥47,889 33,033.70    15,673.10 2,478.20    564.50       1,048.30    47.4% 9.2% 1.7% 3.2%

Opera  OPERA NOK 2,214 NOK 1,633 627.12         623.94        12.43         80.57         55.84         99.5% 14.8% 12.8% 8.9%

Myriad Group AG MYRN.S 216.48         200.38         63.00           36.50          14.10         (7.30)           (17.58)         57.9% 10.8% -11.6% -27.9%

Mean 70.2% 20.5% 11.1% 3.0%

Median 62.0% 20.3% 12.8% 8.9%


[image: image18.emf]Return on Investment LTM Leverage Ratios  LTM Coverage Ratios

Implied Debt / Debt /  Net Debt /  EBITDA / EBITDA EBIT /

ROIC ROE ROA Div. Yield Tot. Cap. EBITDA EBITDA Int. Exp. - Cpx/ Int. Int. Exp.

Company (%) (%) (%) (%) (%) (x) (x) (x) (x) (x)

Bistream -256.4% 8.5% 6.7% 0.0% 0.0% 0.0x -9.9x -25.5x -19.1x -21.0x

Apple 175.3% 20.5% 10.6% 0.0% 0.0% 0.0x -2.8x -25.6x -22.1x -23.5x

Adobe 18.5% 8.4% 5.6% 0.0% 17.1% 1.0x -0.9x -92.1x -81.3x -66.5x

Google 72.9% 18.5% 16.5% 0.0% 0.0% 0.0x -2.1x 9.9x 9.0x 8.4x

Monotype 14.8% 11.2% 5.2% 0.0% 42.2% 2.6x 1.6x 6.1x 6.0x 4.7x

Corel 16.0% 29.2% -1.2% 0.0% 109.3% 2.6x 2.2x 2.9x 2.7x 1.0x

On2  -38.2% -35.5% -18.0% 0.0% 16.7% -0.9x 0.0x -18.0x -19.7x -32.7x

ACCESS  3.2% 3.4% 2.6% 0.0% 7.0% 0.7x -4.2x 3.8x -1.7x 0.7x

Opera  292.1% 9.3% 6.8% 8.7% 0.0% 0.0x -6.2x -19.9x -14.5x -17.3x

Myriad Group AG -11.2% 0.0% 0.0% 0.0% -236.8% -22.7x -23.3x 24.3x 0.0x 0.0x

Mean 60.36% 7.21% 3.13% 0.97% -4.95% -1.9x -4.0x -12.1x -13.5x -13.9x

Median 16.0% 9.3% 5.2% 0.0% 7.0% 0.0x -2.1x 2.9x -1.7x 0.0x

High 292.08% 29.16% 16.47% 8.74% 109.28% 2.6x 2.2x 24.3x 9.0x 8.4x

Low -38.20% -35.55% -17.99% 0.00% -236.76% -22.7x -23.3x -92.1x -81.3x -66.5x


[image: image19.emf]Enterprise Value / LTM Total Price / Price/

LTM 2010E  2011E LTM 2010E  2011E LTM 2010E  2011E EBITDA Debt / LTM 2010E  2011E LTM 2010E  2011E

Company Sales Sales Sales EBITDA EBITDA EBITDA EBIT EBIT EBIT Margin EBITDA EPS EPS EPS Sales Sales Sales

Bistream 3.2x 2.9x 2.4x 38.4x 22.3x 13.0x 46.6x 24.9x 13.9x 8.3% 0.0.x 58.3x 33.5x 24.4x 4.0x 3.7x 3.1x

On2  7.0x NA NA -51.6x NA NA -28.5x NA NA -13.5% -0.9.x -26.2x NA NA 6.9x NA NA

Adobe 5.9x 4.8x 4.4x 17.0x 11.5x 10.5x 23.6x 13.8x 12.0x 34.4% 1.0.x 44.6x 19.0x 16.5x 6.2x 5.0x 4.6x

Monotype 4.0x 3.9x 3.7x 9.9x 9.3x 8.0x 13.1x 14.2x 12.2x 40.4% 2.6.x 22.6x 14.9x 12.7x 3.4x 3.3x 3.1x

Corel 0.9x NA NA 4.5x NA NA 13.4x NA NA 20.3% 2.6.x -38.5x NA NA 0.5x NA NA

ACCESS  1.4x 1.5x 1.4x 15.7x 9.6x 7.0x 84.8x NA NA 9.2% 0.7.x 57.8x 33.5x 16.2x 1.8x 1.9x 1.8x

Opera  2.6x 2.3x 1.8x 17.6x 17.5x 8.4x 20.3x 23.3x 9.9x 14.8% 0.0.x 39.4x 34.4x 16.3x 3.5x 3.1x 2.5x

Myriad Group AG 3.2x NA NA 29.5x 18.0x NA -27.4x NA NA 11% 0.9.x -9.3x NA NA

Mean 3.6x 3.1x 2.8x 6.1x 13.2x 8.5x 14.2x 17.1x 11.4x 16.6% 1.0x 12.9x 25.4x 15.4x 3.7x 3.3x 3.0x

Median 3.2x 3.1x 2.7x 15.7x 11.5x 8.2x 13.4x 14.2x 12.0x 14.8% 0.9x 22.6x 26.2x 16.2x 3.5x 3.2x 2.8x

High 7.0x 4.8x 4.4x 29.5x 18.0x 10.5x 84.8x 23.3x 12.2x 40.4% 2.6x 57.8x 34.4x 16.5x 6.9x 5.0x 4.6x

Low 0.9x 1.5x 1.4x -51.6x 9.3x 7.0x -28.5x 13.8x 9.9x -13.5% -0.9x -38.5x 14.9x 12.7x 0.5x 1.9x 1.8x


Source: Company Documents, Student Estimates

Appendix 6: Business Description and Font Growth

[image: image20.emf]Business Product Name Description

Font Tech

Font Fusion Text rendering solution on digital devices 

Panorama Text composition and font rendering engine for universal text layout

Font 

MyFonts Website to sell 62,000 fonts from more than 500 foundries

WhatTheFont Web-based service that identify the font being uploaded by customers

Publishing

PageFlex Storefront online site for creating, customizing, & distributing documents

PageFlex Campaign Manager Multiple-channels (print, email, online) marketing software

PageFlex Server Variable data composition engine that can be plugged into workflow solutions

PageFlex Studio ID Plug-in to Adobe InDesign CS4 to produce rich variable data documents

PageFlex Persona Cross Media Suite Software for personalized and customized print and HTML email documents

Mobile Browsing

Bolt Mobile browser for basic/feature/smartphone 

Bolt Lite Mobile browser for low-end phone
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Source: Company Documents, Student Estimates

Appendix 7: List of Bitstream Patents vs. Opera patents
[image: image22.emf]Bitstream

Date Business PAT. NO. Title

10/23/2007 Browser 7,287,220 Methods and systems for displaying media in a scaled manner and/or orientation

5/22/2007 Browser 7,222,306 Methods, systems, and programming for computer display of images, text, and/or digital content

5/15/2007 Browser 7,219,309 Innovations for the display of web pages

2/8/2005 Font 6,853,980 System for selecting, distributing, and selling fonts

11/30/2004 Publishing 6,826,727 Apparatus, methods, programming for automatically laying out documents

8/20/2002 Font 6,437,793 System for rapidly performing scan conversion with anti-aliasing upon outline fonts and other graphic elements

7/14/1998 Font 5,781,714 Apparatus and methods for creating and using portable fonts

12/10/1996 Font 5,583,978 Apparatuses and methods for creating and using portable fonted texts with embedded automatically-created font descriptions

11/19/1996 Font 5,577,177 Apparatus and methods for creating and using portable fonts

3/24/1992 Font 5,099,435 Method and apparatus for conversion of outline characters to bitmap characters

9/25/1990 Font 4,959,801 Outline-to-bitmap character generator

11/15/1988 Font 4,785,391 Automated bitmap character generation from outlines

Opera

Date Business Publication No. Title US Application

12/23/09 Browser WO2009153650 METHODS, SYSTEMS AND DEVICES FOR TRANSCODING AND DISPLAYING ELECTRONIC DOCUMENTS  No

10/22/09 Browser WO2009128728 METHOD AND DEVICE FOR DYNAMICALLY WRAPPING TEXT WHEN DISPLAYING A SELECTED REGION OF AN ELECTRONIC DOCUMENT  Yes

4/23/09 Browser WO2009051494 METHOD AND DEVICE FOR PROVIDING EASY ACCESS TO PRE-SELECTED DATA RESOURCES Yes

3/27/08 Browser EP2074497 METHOD AND DEVICE FOR SELECTING AND DISPLAYING A REGION OF INTEREST IN AN ELECTRONIC DOCUMENT  Yes

4/28/05 Browser EP1685502 PRESENTING HTML CONTENT ON A SCREEN TERMINAL DISPLAY No

4/7/05 Browser WO2005031568 PRESENTING REMOTE AND LOCAL INFORMATION IN A WEB BROWSER  No

3/17/05 Browser EP1668536 DISTINGUISHING AND DISPLAYING TABLES IN DOCUMENTS  No

3/8/04 Browser EP1543494 PRESENTING HTML CONTENT ON A SMALL SCREEN TERMINAL DISPLAY  No


Source: US Patent Office, EU Patent Office 

Appendix 8: Recent Transaction Overview
[image: image23.emf]Date Acquirer Target Price Description

1/19/2010 Opera AdMarvel $8 million + potential $15 million helps mobile publishers and operators track advertising from any ad network.

1/5/2010 Apple Quattro Wireless $275million mobile advertising

11/9/2009 Google AdMob $750million mobile advertising

8/24/2009 Research In Motion Torch Mobile -- open-source web browser layout engine WebKit to develop web applications for mobile phones

8/5/2009 Google On2 $134 million video-compression technology maker

2/13/2009 Esmertec  Purple Labs

MERGER

Myriad was created from the combination of industry-leading companies

6/30/2008 Purple Labs Openwave browser $32million mobile phone client software division,  which develops browser and messaging client technologies


Source: Company Documents, Student Estimates

Appendix 9: Bolt Revenue Model

	 
	2008 
	2009 
	2010 
	2011 
	2012 
	2013 
	2014 

	Revenue from OEM/Operator:
	
	
	
	
	 

	200,000 
	
	
	
	
	
	
	 

	# of deals
	
	2 
	8 
	8 
	7 
	7 
	6 

	Total Shipment
	
	400,000 
	1,600,000 
	1,600,000 
	1,400,000 
	1,400,000 

	$ per shipment
	
	0.15 
	0.15 
	0.14 
	0.13 
	0.12 

	License Revenue 
	
	60,000 
	240,000 
	224,000 
	182,000 
	168,000 

	Dev&Support Revenue
	12,000 
	48,000 
	44,800 
	36,400 
	33,600 

	Total Revenue 
	
	72,000 
	288,000 
	268,800 
	218,400 
	201,600 

	Revenue from Ad & Search & Service:
	
	
	
	 

	# of Users (emerging)
	2,600 
	6,500 
	14,950 
	26,910 
	39,020 
	52,676 

	# of Users (develop)
	500 
	1,250 
	2,500 
	4,750 
	8,550 
	14,535 

	Total User
	
	3,100 
	7,750 
	17,450 
	31,660 

	sticky users
	930 
	2,325 
	5,235 
	9,498 
	14,271 

	$ per user 
	
	0.10 
	0.20 
	0.30 
	0.40 
	47,570 
	67,211 

	Total Revenue (thousand)
	232.50 
	1,047.00 
	2,849.40 
	5,708.34 
	10,081.70 
	20,163 

	 
	
	
	
	
	
	0.50 

	Overall BOLT Revenue (thousand)
	304.50 
	1,335.00 
	3,118.20 
	5,926.74 
	10,283.30 
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Source: International Telecommunication Union, Student Estimate





Source: Company Documents, Student Estimates

Appendix 10: Social Marketing

[image: image25.emf]Products Bolt

Opera 

Mobile Opera Mini Skyfire

Facebook User

17,520 11 6071 4,824

Last Posted Date

1/19/2010 1/10/2010 12/2/2009 1/19/2010

Twitter

(1/19/2010)

6036

12.527

(Opera)

12.527

(Opera)

4.348


Source: Company Documents, Student Estimates

Disclosures:

Ownership and material conflicts of interest:

The author(s), or a member of their household, of this report holds a financial interest in the securities of this company. 

The author(s), or a member of their household, of this report knows of the existence of any conflicts of interest that might bias the content or publication of this report. The conflict of interest is…

Receipt of compensation:

Compensation of the author(s) of this report is not based on investment banking revenue.

Position as an officer or director:

The author(s), or a member of their household, does serves as an officer, director or advisory board member of the subject company.

Market making:

The author(s) does not act as a market maker in the subject company’s securities.

Ratings key:

Banks rate companies as either a BUY, HOLD or SELL. A BUY rating is given when the security is expected to deliver absolute returns of 15% or greater over the next twelve month period, and recommends that investors take a position above the security’s weight in the S&P 500, or any other relevant index. A SELL rating is given when the security is expected to deliver negative returns over the next twelve months, while a HOLD rating implies flat returns over the next twelve months.

Disclaimer:

The information set forth herein has been obtained or derived from sources generally available to the public and believed by the author(s) to be reliable, but the author(s) does not make any representation or warranty, express or implied, as to its accuracy or completeness. The information is not intended to be used as the basis of any investment decisions by any person or entity. This information does not constitute investment advice, nor is it an offer or a solicitation of an offer to buy or sell any security. This report should not be considered to be a recommendation by any individual affiliated with NYSSA or the Investment Research Challenge with regard to this company’s stock. 
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Market Profile

		Market Profile

		52 Week Price Range		$20-$50

		Average Daily Volume		1.3m

		Beta		1.1

		Dividend Yield (Estimated)		2.60%

		Shares Outstanding		100m

		Market Capitalization		$12,938m

		Institutional Holdings		40%

		Insider Holdings		2%

		Book Value per Share (12/31/96)		$10.40

		Debt to Total Capital		50%

		Return on Equity		15%
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Average Daily Volume 12,0000
Beta 082
Dividend Vield (Estimated) 0.0%
Shares Outstanding (dihuted) 10248000
Market Capitalization 581,266,640
Institutional Holdings 13.0%
Insider Holdings 180%
Book Value Per Share (127/10) sL68
Debt To Total Capital 00

ROE $.1%
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Market Profile

		Market Profile

		52 Week Price Range		$20-$50

		Average Daily Volume		1.3m

		Beta		1.1

		Dividend Yield (Estimated)		2.60%

		Shares Outstanding		100m

		Market Capitalization		$12,938m

		Institutional Holdings		40%

		Insider Holdings		2%

		Book Value per Share (12/31/96)		$10.40

		Debt to Total Capital		50%

		Return on Equity		15%
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