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��
Executive Summary


MicroStrategy Incorporated (Nasdaq: MSTR) offers software and personalization services to Internet based firms to aid in their marketing.  This technique is often called data-mining.  





As stated by MicroStrategy:


“Our software helps companies use technology and personal preferences to build one-to-one relationships with their customers. We deliver these e-business solutions via web, wireless, and voice.”





MicroStrategy is depicted according to Multex Investor as:


“MicroStrategy, Inc. is a worldwide provider of intelligent e-business software and related services that enable the transaction of one-to-one electronic business through Web, wireless, and voice communication channels. The Company's software platform, MicroStrategy 6, enables users to query and analyze the most detailed, transaction-level databases, turning data into business intelligence. The Company offers a comprehensive set of consulting, education and technical support services for its customers and partners.”





MicroStrategy is described by Hoover’s Online – The Business Network:


“MicroStrategy software lets companies comb their databases for sales trends, customer behavior, and other hidden patterns useful for marketing plans. Information generated by its software, which mines transaction-level databases, can be distributed over the Internet, e-mail, wireless phones, and personal digital assistants. MicroStrategy also offers consulting, training, and support services.”





MicroStrategy almost epitomized the ‘dot com’ public offering stock surge.  The company went public in June of 1998 and shot from $6 per share of common stock up to a high of $333.  However an accounting change was to trigger a plummet of their stock 62% in one day.   In March of 2000 the company changed revenue recognition for contracts involving software and services.  The impact of that accounting adjustment is shown in the graphic below.  (the green S is stock split)
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This report serves to depict the internal and external financial performance of MicroStrategy and expand on the situation that resulted in the dramatic decrease of their stock worth.


Background Information


Mission


The MicroStrategy Mission, from their website, states:


“Intelligence Everywhere.  MicroStrategy wants everyone in the world to have the right information at the right time, in order to gain insight, security, and to make better decisions.”





In an article appearing in Fast Company magazine Peter Saylor, MicroStrategy co-founder and CEO, stated their mission succinctly as “to make intelligence accessible everywhere.”


Organization


The organization at MicroStrategy is described in a Fast Company magazine article by their chief operating officer / co-founder, Sanju Bansal, as a transparent organization.  By transparent the intent is to provide any needed information to any employee in a rapid manner.  All information (intelligence) within the firm is centralized and integrated.  The company makes extensive use of their intranet.  Salter notes that at MicroStrategy “the technology lets an organization that's growing rapidly and becoming increasingly dispersed tap into its collective brainpower.”  





Other facets of the MicroStrategy organization include distinctive internal training, benefits, and other perks.   The firm conducts in-depth orientation training for new hires.  Perks include items such as an annual company sea cruise.  They have company parties with bands such as the Temptations and the Supremes.  Yearly the company holds a full week of boot-camp type training on critical topics.


Competitors


The main MicroStrategy competitors are active in the data-mining arena.  The three main competitors are Business Objects, Cognos, and Hyperion Solutions.  MicroStrategy was a pioneer in the industry, and as such has a head-start.  Some comparative notes include:





MicroStrategy.  1999 sales of $151.3 million, sales growth of 42.4%





Business Objects.  1999 sales of $241.6 million, sales growth of 44.8%





Cognos.  2000 sales of $385.6 million, sales growth of 28.1%





Hyperion Solutions.  2000 sales of $496.9 million, sales growth of 16.9%


Part of the S&P 600.  Rated #50 in BusinessWeek 100 Hot Growth Companies.





In their annual report, MicroStrategy noted that pricing policies of their competitors can have a possible impact on quarterly operations.  


Financial Report


Accounting Policies


The MicroStrategy annual report states that the company ensures “conformity with accounting principles generally accepted in the United States.”  Specifics of the MicroStrategy accounting policies include the following sections.  Only note-worthy sections are expanded-upon below to depict the particular policies.  Most sections of the accounting policy are typical.


Basis of Presentation.  This serves as an introduction by MicroStrategy on the accounting policies.  The company states:


“The accompanying consolidated financial statements include the accounts of the Company and its subsidiaries. All significant intercompany accounts and transactions have been eliminated in consolidation.”


Use of Estimates.  The important statement in this section is:


“The preparation of the consolidated financial statements, in conformity with generally accepted accounting principles, requires management to make estimates and assumptions that affect the reported amounts of assets and liabilities and disclosure of contingent assets and liabilities at the date of the financial statements and the reported amounts of revenues and expenses during the reporting period.”


Reclassification.  MicroStrategy notes that:


“Certain amounts in prior years' consolidated financial statements have been reclassified to conform to the current year presentation.”


Cash and Cash Equivalents.  *


Short Term Investments.  *


Property and Equipment.  *


Goodwill and Other Intangible Assets. 


Impairment of Long-Lived Assets.  No impairment provisions.


Software Development Costs.  These costs are expensed prior to a product being deemed technically feasible, after which the costs are capitalized.  It is interesting to note that the capital costs include “fringe labor overhead” for labor category employees related to software development.


Deferred Revenue and Advance Payments.  The important note in the annual report is “the Company discloses billable and unpaid amounts in deferred revenue as an offset to accounts receivable.”


Revenue Recognition.  This is an important topic and is discussed by itself in the next section of this paper.  


Advertising Costs.  *


Year 2000 Costs.  This work is mostly complete, any remaining costs to be expensed.


Income Taxes.  The company converted from a Subchapter S corporation to a Subchapter C corporation, and thus had to pay taxes.


Basic and Diluted Net Loss Per Share.  *


Foreign Currency Transaction.  European operations translated into local currency.


Concentration of Credit Risk.  *


Fair Value of Financial Instruments.  *


Stock Based Compensation.  *


Comprehensive Income (Loss).  *


Recent Accounting Standards.  This final section should have raised some concerns from analysts.  It will be covered in the next section of this paper.





* The MicroStrategy annual report expands on this section, but it is basic.


Revenue Recognition


The Revenue Recognition section of the MicroStrategy annual report accounting policies is important as it relates to the situation of March 2000 where the company restated revenue.  The issue of accounting standards is also critical.





The annual report accounting policies depict several Statement of Position (SOP) guidelines by which MicroStrategy conforms.  These include: SOP 97-2 Software Revenue Recognition; SOP 81-1 Accounting for Performance of Production Type Contracts; SOP 98-4 Deferral of The Effective Date of a Provision of SOP 97-2; SOP 98-9 Modification of SOP 97-2 Software Revenue Recognition with Respect to Certain Transactions.





Late in 1999 the Securities and Exchange Commission (SEC) had released a bulletin on Revenue Recognition in Financial Statements, SAB 101.  The company was not required to conform with the provisions until April 1st, 2000.  As shown earlier in this paper, MicroStrategy put out their press release on their restated earnings in late March 2000.  The Recent Accounting Standards section of the MicroStrategy annual report addressed the revenue recognition bulletin and the company stated that it “does not expect a material effect on the Company's financial position, results of operations or cash flows as a result of SAB 101.”  That was certainly not an accurate statement.


�
Statement of Cashflows Analysis


Consolidated Statement of Operations





�





Consolidated Statement of Cash Flows





�





Operating Activities 


Net cash provided by operating activities was $89 thousand in fiscal year 1999 compared to ($2.5) million in fiscal year 1998, and $4.9 million in fiscal year 1997. The most significant change in operating activities was in deferred revenue which represented a $32.9 million increase at 867% over 1998. Operating activities reflect a $31.4 million increase in loss over 1998, 1396% over 1998. Net loss from operating activities increased $32.8 million at 3813% from 1997 to 1999. 


Investing Activities


Capital investments for fiscal year 1999 of $43.2 million included $23.7 million in property and equipment purchases and $24.5 million in short term investment purchases and $5.0 million in investment maturities which represents an increase of $33.9 million over 1998. The increase is related due to purchases of short term investments and capital expenses related to acquisition of computer and office equipment required to support expansion of operations.


Financing Activities


During 1999, net cash provided by financing activities was $42.2 million, an 18% increase over 1998. Cash and cash equivalents for the beginning of 1999 represents an increase of $23.9 million, an increase of 684% over 1998. Cash and cash equivalents at year end 1999, reflected a decrease of $1.5 million, at (5.64%). 1999 represented the first year for stock received in exchange for products and service at $21.5 million. An unrealized gain on short-term investments was recognized for the first time in 1999 at 1.3 million. Cash and cash equivalents beginning 1999 were at $27.4, an increase of $23.9 million over 1998 and $25.8 over 1997. Cash at year end 1999 had reduced $1.5 million from beginning of year 1999. Cash at year end increased $22.4 million.


Inflows/Outflows


The most significant change in cash inflow were with financing activities as proceeds from Class A stock increased $6.4 million over 1998. There was no reporting of stock sales in 1997. Significant changes in cash outflows were recognized by investing activities and financing activities. As compared to 1998, purchases of property and equipment increased $14.4 million, at 155%. This represents a $17.7 million increase over 1997. Purchases of short-term investments were reported as $24.4 million with no prior reporting to this category. Payment of dividends in 1999 remained constant with 1998 at $5.0 million. There were no dividend payments in 1997. 


Supplemental Disclosure


Significant changes were recognized in cash inflow in the issuance of Class A common stock at $49.5 million as compared to $0 in 1998 and 1997. Stock received in exchange for products and services at $21.5 million increased from $0 in 1998 and 1997. Significant reductions in cash interest payments at $87 thousand represent a 87.8% reduction. Income tax payments for 1999 reduced by $883 thousand for a 29.5% reduction. 


�
Horizontal/Trend/Vertical Analysis


Consolidated Balance Sheet





�





Assets


Current assets increased $61.3 million in 1999, a increase of 102% over 1998. The largest increase of $42.4 million represents short term investments and other assets which were not recorded in 1998. Property and equipment increased $16.8 million over 98 at an increase of 122%. Goodwill and other intangible assets increased $46.1 million over 1998, at 4677%. 1999 cash and cash equivalents represented 12.8% of total assets as compared to 35.9% in 1998. Current assets made up 59.7% of all assets in 1999 as compared to 78.4% in 1998. Property and equipment and goodwill made up 38% of remaining assets in 1998 as compared to 18% in 1998. 


Liabilities


Current liabilities in 1999 increased by $32.2 million, an increase of 89% over 1999. Significant changes were in accrued compensation and employee benefits at $ 7.5 million, an increase of 19.87% from 1998 and deferred revenue and advanced payments are $25.7 million, a 209% increase over 1998. The greatest percentage of total liabilities is made up of deferred revenue and advanced payments at 33.5 million, an increase of 4358% over 1998. Long term liabilities of increased $32.5 million in 1999 represent 32.7% of total liabilities as compared to 6.9% in 1998.


Commitments and Contingencies


In 1999, Class A stock increased by 11,000, 100% over 1998 while Class B decreased 5,000 at 8.9%. Additional paid-in capital increased $96.7 million in 1999, a 229% increase over 1998. Deferred compensation reduced 23% from 1998 to 1999. Accumulated deficit increased $33.7 million over 1998. Total stockholder’s equity increased $64.0 million over 1998 at 170% while representing 50% of the total liabilities and stockholder’s equity.


Consolidated Statement of Operations


Revenues are derived from two primary sources, product support and product licenses. Total revenues from product license increased 39.2% over 1998 and 141.8% over 1997. Total revenues from product support increased 93.3% over 1998 and 283.4 % over 1997. Total combined revenues increased by $55.7 million over 1998, at 58.4% as compared to $98.7 million over 1997 at a percentage of 187.8%. Of all revenue reported, product license made up 56.7% with the remaining 43.3% in product support and other services which represents a reduction from 1998 and 1997 with product license representing 64.5% and 67.5% for 1998 and 1997 respectively. 





Total cost of revenues increased over 1998 by $38.6 million, an increase of $17.5 million at 87.2% as compared to 98 at $11 million. A significant increase is reflected in product support which increased by $16.9 million at 96.4% over 1998 and $24.9 million over 1997 at 263.4% in 1997. Product support rose slightly as a percentage of cost of revenue to 22.8% over 18.4 and 18.0 in 1998 and 1997 respectively. 





Gross profit increased over 1998 by $38.5 million at 50.8% as compared to an increase of $72.7 million over 1997 at 175.7%. In 1999, cost of revenues comprise 24.5% of revenue while gross profit comprises of 75.5% as compared to 79.2% in 1998 and 78,9% in 1997. 





Total operating expenses increased by $70.5 million over 1998 and $106.6 million over 1997, at 90% and 253% respectively. The increases are primarily due to increases in sales and marketing, research and development and general administrative expenses. Sales and marketing increased by $40.1 million at 75%, research and development increased $15.8 million at 131.2%, and general administrative increased $11.7 million at 91.8%. As compared to 1997, sales and marketing increased $63. million, 206.9% over 1999, research and development increased $22.9 million, at 454% over 199 and general administrative increased $17.8 million at 273% over 1997. Sales and marketing comprised 61.8% of operating expenses in 1999 as compared with 55.9 in 1998 and 58% in 1997. Research and development comprised 18.5% of total operating expenses as compared to 12.7 and 9.6 in 1998 and 1997 respectively. 





Net loss in 1999 increased by $31.4 million over 1998, at 93.3% as compared to an increase over 1997 at $32.8 million. The basic diluted net loss per share increased .41 in 1999 as compared to .42 when compared to 1997. The weighted average per share in 1999 increased by $10.0 million as compared to $18.0 over 1997.


Ratio Profitability, Liquidity, Solvency Analysis


Ratios shown are calculated based off the MicroStrategy 1999 Annual Report.  (all dollar amounts are in thousands)


Cash Flow Liquidity Ratio 


(Cash and Marketable Securities) + (Net Cash provided by operating activities)


(Current Liability)





($25,941 + $42,418) + $89


$101,552


= .67 times.  Based on this ratio, MicroStrategy will have to rely on some other sources of funding to pay its current liabilities.  MicroStrategy liquid current assets will only cover about two-thirds of the current liabilities. 


Accounts Receivable Turnover


(Net Sales)


(Avg. Net Accounts Receivable)





Avg. Net Accounts Receivable = $37,586/12


$151,258


$3,132


= 48.3   The accounts receivable for 1999 indicates that MicroStrategy collected or turned over its accounts receivable 48 times.


Rate of Return on Operating Assets


(Net operating income)


(Operating assets)





-$33,743


$203,368


  =  -16.59 Rate on return on operating assets


Cash Flow Margin


(Net cash by operating activities)


(Net sales)





$89


$151,258


= 5.88% Cash flow margin


Return on Sales


(Net income)


(Net sales)





-$33,743


$151,258


=  -$2.23


Equity Ratio


(Stockholders’ equity)


(Total assets)





$101,816


$203,368


=  50.0 % equity ratio





Collection of Industry Data


MicroStrategy is considered to be in the business software and services industry.  That industry consists of high technology companies, which tend to grow faster than other industry firms.  Research and development is important in that industry.  Another common situation in the industry is the acquiring of other firms.  Current ratios from reliable sources are given below.





Debt-to-Equity Ratio.  This shows if the company is constrained by interest payments.  According to Media General Financial Services, the MicroStrategy long-term debt-to-equity ratio is 100% lower than industry, at 0%, means the company is not as constrained as their competitors to pay interest.





Acid-Test (quick) Ratio.  This is a test of a the company ability to pay short-term debt.  A healthy company should have a ratio of 1 or more.  According to Quicken Excite the MicroStrategy ratio is 1.2 which indicates health.





Earnings Per Share (EPS) of Common Stock.  This shows the net income of the company divided by the current number of outstanding shares.  According to Quicken Excite the EPS of MicroStrategy is a -$0.44 which is not a good indicator.





Return on Equity (ROE).  This shows how well common stock investment is being used.  This is compared to the industry.  According to Multex Investor, the MicroStrategy ROE is –165.8% which is not good.





Rate of Return on Operating Assets (ROA).  This is a measure of profitability, higher is  better.  According to Quicken Excite, the current rate of return for MicroStrategy is –16.6% which is not good.





Price-Earnings Ratio (P/E).  This is an indicator of stock value.  A higher P/E indicates a growth stock.  According to Multex Investor, the MicroStrategy P/E is extremely low as compared to their peer group.


Assessment of Company Performance


The main problem facing MicroStrategy is the financial impact of the change to their accounting policy.  Analysis from Quicken Excite shows the basic impact, although the MicroStrategy one-year revenue growth is 11.90% higher than the industry average, their one-year earnings growth is 517.28% lower than the industry average and one-year cash flow growth is 498.88% lower than the industry average.


 


MicroStrategy financial performance overall was on a major upswing prior to the accounting change.  Due to that change, financial analysts predict a continued loss for the remainder of 2000 with reduced loss in 2001.  If the company does take in the projected earnings that they had to reclassify due to the accounting policy change, they will be back in a much better stable financial situation.   In addition the industry in which MicroStrategy operates is expected to continue to expand.


Conclusion 


This report shows the distinct impact that accounting policies can have on a publicly traded company.  A key observation here is the change to the company accounting policies, especially revenue recognition, as dictated by the SEC.  As noted in an article appearing in The Standard, the SEC bulletin “warned companies not to overstate revenue by counting money paid to them for products or services that hadn't yet been delivered”.





Had the company fully adhered to the SEC policies, the whole 1999 annual report would have been dramatically different, with loss per share instead of income.  There would have likely been an impact on the stock value of the firm, but possibly not as caustic as when the change in accounting policy was made so suddenly.  It could also be argued that the SEC bulletin was difficult to deal with since it was distributed towards the end of the calendar year.  





In March of 2000 MicroStrategy filed a Form 8-K update with the SEC that depicts the full impact of this accounting policy change.


“The Company, with the concurrence of PricewaterhouseCoopers LLP, its auditors, will reduce its 1999 reported revenue from $205.3 million to between approximately $150.0 million and $155.0 million, and its results of operations from diluted net income per share of $0.15 to a diluted loss per share of between approximately $(0.43) and $(0.51).  Correspondingly, deferred revenue at December 31, 1999 will increase from $16.8 million to between approximately $66.5 million and $76.5 million.  The Company will also reduce its reported revenues for 1998 from $106.4 million to between approximately $95.9 million and $100.9 million, and its results of operations from diluted net income per share of $0.08 to diluted net income per share of between approximately $0.04 and $0.01.”





It is important to notice the involvement of the company auditors, PricewaterhouseCoopers, LLP.  It could be argued that the auditors should have caught this problem in the timeframe of the publication of the 1999 annual report.  It can further be argued that this change in accounting policies of MicroStrategy is a negative reflection upon the auditors.





MicroStrategy is not doing well in the 2nd quarter of 2000 either.  The company has just published 2nd quarter results which show an increase in revenue but a net loss for the quarter of just over $70 million.  The company did have several key milestones reached and development achievements.  But the common stock had dropped down to $30 per share and recently in July was as low as $13 a share.  That is as compared to a high of over $330 earlier in 2000.
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PowerPoint Presentation


Attached as a separate document.


Annual Report


Available for download from http://www.microstrategy.com 





