


VMware's early start pays off

Company saw market before the big players, and now its software is on servers around the world 
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With a stranglehold on a growing market and a big market capitalization, VMware Inc. is drawing comparisons to other tech stock success stories such as Research In Motion Ltd. and Google Inc.

The Palo Alto, Calif.-based company specializes in software that allows companies to harness computer server power they never thought they had.

VMware went public a little more than a month ago, and already the firm's value has skyrocketed to $30-billion (U.S.). On the stock's first day of trading in mid-August, the shares rose 76 per cent to $51 from $29. Since then the stock has continued to climb and yesterday reached $77.60.

VMware's software performs a process known as virtualization, which enables a single computer server to function as multiple machines running multiple applications. 

It is not a new idea - International Business Machines Corp. was doing something similar with mainframes as far back as the 1960s. But before VMware, no company had attempted to employ the same processes on the x86 computer hardware developed by Intel Corp. - which has become the standard in the server industry.

Traditional servers typically use only about 10 per cent of their available capacity because running more than one application per server often causes technical problems. By creating multiple virtual machines inside a single server, each application is allowed to operate on a single platform, dramatically reducing downtime, conserving hardware and lowering cooling costs.

"If you work for a manufacturer and they're only using 10 per cent of their manufacturing capability, you're going to wonder how fast they'll go out of business," said John Humphreys, an analyst with IDC.

The company was founded in 1998 by chief executive officer Diane Green, her husband and Stanford Prof. Mendel Rosenblum - now the company's chief technology officer - as well as three other software engineers. 

In the first half of 2007, VMware posted revenue of $555-million, nearly double last year's total for the same period. Profit more than doubled to $75.3-million or 23 cents a share, from $35.6-million or 11 cents in the same period.

The company boasts 25,000 customers worldwide, its technology has been adopted by every company on the Fortune 100 list and more than 80 per cent of the Fortune 1000. EMC Corp. purchased the company in 2004 and owns 87 per cent of the shares, while Cisco Systems Inc. and Intel have also signed on as investors.

However, the real upside to VMware is its relatively unchallenged dominance of the virtualization markets. "Competition just hasn't shown up," said Tom Bittman of research firm Gartner Inc. "This is an area where Microsoft has absolutely dropped the ball and now VMware has become a huge threat to them."

Analysts estimate VMware has cornered anywhere between 85 and 95 per cent of the available market since launching the first versions of their software in 2001. Analysts estimate that VMware has reached only 6 per cent of the potential market, which includes companies that have servers but haven't yet installed vitualization software. 

The challenge will be to maintain that advantage as the market expands. When Microsoft releases its own updated virtualization software in the second half of 2008 - tentatively titled Viridian - it is expected to drive down the price of VMware's products.

"I give VMware a solid successful two years, beyond that that, all bets are off," Mr. Bittman said.

But VMware's seven-year head start could make it difficult to catch.

"They're constantly moving the ball down the field while the competition tries to catch up," said Yankee Group analyst George Hamilton. "They've got a pretty considerable gap that they've created for themselves ... they have a nice market position right now. Over the next 18-24 months, it's certainly going to get tighter."

Expensive Stock
VMware has lots of growth potential, but it isn't a cheap stock. RBC Dominion Securities estimates that revenue will rise to $1.26-billion (U.S.) this year and $1.65-billion next year, from $703.9-million in 2006. It also estimates that profit will rise to 62 cents a share in 2007 and 84 cents next year, from 36 cents last year. Based on RBC's forecasts, that puts the price-to-earning ratio at 190 times for 2006, 110 times this year and 81 for 2008.

Using various valuation methods, VMware is trading well above other companies that RBC analyst Thomas Curlin follows. "We believe that the premium reflects the company's strong competitive advantage and healthy revenue growth rate, profitability and free cash flow (to the firm) generation," he said.

