Software and Money

We all know that a business exists to make a profit. It is the way of capitalism, although most businesses would like us to focus on the goods or services they trade for our money. Their goal is to get as much money for as little effort as possible.  Most businesses in the USA are small businesses with only a few employees. The news media carries stories about the bigger corporations because they make more news, but they are really a minority.  

The software industry is a fairly recent phenomenon, growing dramatically over the twenty or so years, when compared to the automobile or telephone industries. Like these industries software is a creative force that gets work accomplished. Unlike these industries, software does not require factories or large plants. Anyone who wishes to write software needs only expertise, a computer and some software. The use of trucks, plows, cranes and other large physical tools is replaced by software tools for the mind. All of the tools have their place, of course, but they are different in many important ways.

 One of the most important differences is startup costs. Buying, renting or leasing large physical machines is costly, as is manufacturing and maintaining them. On the other hand, writing software is cheap, as is manufacturing and distributing it. This gives rise to an interesting consequence, the huge profit. As an example, a product know as VMWare, which allows virtual machines to inhabit your computer, was written at some cost, basically some programmers. It is sold for between $100 and  $300 per machine depending on academic and other discounts. They claim to have sold about 2 million copies, a total revenue of about 400 million dollars (using an average cost of $200) in just a few years. The software is distributed by the purchaser downloading it from the VMWare website. They have some staff to handle sales, customer support and the running of the company. If you wish to get a CD, you pay extra for it. They have effectively eliminated the distribution channel, saving enormous amounts of money. The software is simply copied each time it is purchased so manufacturing costs are almost nil. The supply chain of raw materials is also not a factor because it all about the bits.

Without knowing their true revenue or their costs, fair estimates are still possible. For example, if you use $100 million dollars of revenue per year and $20 million for operating costs, you still have a rather large profit margin.  Even if you push the operating costs up to unreasonable levels for this sort of company, the profits are still very large. VMWare is only one example. Microsoft’s Bill Gates is still the richest man in the world, and he is not the only billionaire at Microsoft. Moreover, many of the world’s recent billionaires were made in software and related technology. 

As everyone must know by know, the search engine company, Google, is on the verge of an IPO. Once their stock hits the market, the two thirty-something founders become billionaires overnight. Many of their employees will become instant millionaires. To be fair, their startup costs and maintenance costs are higher than might be obvious. They have a computer installation of 15,000 to 20,000 computers providing the search services with a good size staff. Their investment has to be in the millions. Again, if they put $30 million dollars into the company each year, how does that compare to a billion in revenue? I would say favorably.

Why is this so lucrative? For starters, computers are everywhere, in homes, schools, businesses, automobiles, appliances, and who knows where else they will show up? All of these computers need software to not only run, but to accomplish tasks. We are still inventing new tasks for computers. Just look at what has happened to music and movies in just a few short years. If we estimate conservatively that there are 50 million computers in the country, which need software, then the market is a big market. Thus we have the source of the wealth of successful software producers. Naturally, many software packages are not successful. This is not a get rich quick scheme. The amount of expertise and work is substantial, but if you are successful, then you can be really successful.

As with all success, there comes a different kind of price. A large pile of cash draws people who want some of it. Microsoft has been fined by the European Union to the tune of $650 million dollars. MS has just settled a long running dispute with Sun Microsystems for $2 billion, which will help Sun with its sagging bottom line. There have been a few other settlements as well making it appear that Microsoft has turned a corner in how it deals with the rest of the world, perhaps a kinder, gentler Microsoft. 

 In addition, Bill Gates has been fined by the SEC for failing to report that he was selling shares of Microsoft stock over the past two years. While there is nothing wrong with him selling stock, anyone with enough shares to influence the stock price of company has to tell the SEC when they are selling off any of their stock. 

Even a company with a reported $70 billion in assets and annual revenues of over $9 billion, these costs, coupled with rising expenses, are forcing Microsoft to reduce spending within the company. They have instituted a thirteen-point plan, including reducing travel and changing how stock options are granted to employees. With the company concerned about the delivery schedule for Longhorn, the next Windows release and the failure of XP to end up on everyone’s desktop, Microsoft has to change how they operate.  Belt tightening is the new paradigm.

The bottom line is that there is serious money to be made if you are lucky, but then you might have to share it with unexpected ways.
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