Oracle:

Regarding Oracle, our team of technology analysts have been pitching this to me in recent weeks. I dug deeper and got my confidence (and competence) up enough to put it in the Hare. In a nutshell, Oracle holds approximately 45% of the worldwide database market, more than double the share of competitors Microsoft MSFT and IBM IBM. Within the company's wide economic moat we find a business with very significant customer switching costs; beyond the technological challenges involved with switching providers, once a database is deployed, it usually becomes essential to a customer's operations, making downtime unacceptable. I imagine switching would be a bit like the 1994 movie Speed: Trying to swap vehicles while both are in motion is nearly impossible. It is little wonder that Oracle routinely operates with enviable 35% operating profit margins, 25% returns on equity, and free cash flow exceeding 30% of revenue. 

What really attracted me, however, was the valuation. The stock trades at less than 11 times estimated forward consensus earnings, which is roughly less than half the multiple it has traded at over the past two decades. The company also sports a free cash flow yield in excess of 9%. I'm guessing the stock may be so cheap because Oracle has run into some problems integrating recent acquisitions, but we view the overall economic moat as being stable at this point in time. (This is significantly better than, say, Microsoft, whose moat is clearly eroding.) I'm glad to have Oracle join the portfolio, especially at these prices.
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Oracle has astutely leveraged its dominance of the database software industry to become a major provider of enterprise software solutions. The recent acquisition of Sun has enabled the firm to further its strategy of providing complete IT solutions to its clients. We believe the firm has the scale, resources, and expertise to remain at the forefront of the consolidation of the enterprise software industry. 

Oracle is the leading provider of database software and has successfully capitalized on its strong competitive position to enter new enterprise software markets. Database software provides the foundation for every information system; once installed, customers depend on databases to store, access, and secure all sorts of critical information for business operations. Meanwhile, enterprise software includes a wide collection of integrated applications designed to support and streamline business activities across the organization. Customers are often unwilling to switch database or enterprise software providers because it entails not only new software costs and installation expenses, but also operational disruptions and downtime costs. 

Oracle has been extending its clout in the database market to the enterprise software industry. Building on the ubiquitous deployment of its database systems, the company has spent nearly $36 billion since 2005 acquiring and integrating dozens of enterprise software providers such as BEA, PeopleSoft, and Siebel. 

We believe the key to Oracle's competitive advantage rests on its ability to cross-sell and upsell a wide range of enterprise software solutions bundled and well integrated with its pervasive database products. In contrast to IBM IBM and SAP SAP, its closest competitors, Oracle strives to be a one-stop shop for all the enterprise IT requirements of its clients. The firm offers a broad set of flexible software solutions tightly integrated with high-end hardware systems that require minor customizations and thus can be easily tailored to fulfill its customers' information technology requirements at a lower overall cost. 

The crucial element behind Oracle's highly profitable operations stems from its software license updates and product support revenue. This segment, which accounts for about 42% of total revenue, provides Oracle with a stable and profitable source of revenue; gross margins from this segment hover around 90%. Moreover, the dozens of recent acquisitions not only provide additional sources of profitable software maintenance streams, but also give access to a loyal and substantial customer base, which represents an attractive opportunity to sell additional products and services. 

Despite Oracle's enviable competitive position, we have a few concerns. While Oracle's maintenance fees provide customers with frequent enhancements and updates to their products, customers may grow weary of paying such fees. Moreover, some competitors provide support for Oracle's products at competitive prices. In addition, the open-source software model, while still a distant menace, remains a credible threat to the company's core database business. Lastly, the emergence of cloud computing represents a new set of challenges to the firm. Small providers of software-as-a-service solutions, such as Salesforce.com CRM, have proved highly popular among certain customer segments. While Oracle is now offering a growing range of its applications under the SaaS model, it has largely adopted a wait-and-see approach while the economics of this new paradigm--which at this point aren't necessarily stacked in Oracle's favor--evolve. 

We believe the maturity of the database market will prevent Oracle from experiencing any sizable expansion in this segment. However, the firm will benefit from new growth opportunities as it acquires niche competitors to penetrate large and fragmented industries such as insurance, health care, telecom, and retail. 

Valuation 
Our fair value estimate is $41 per share, which implies a forward fiscal 2012 price/earnings of 17.5 times, an enterprise value/EBITDA of 12.8 times, and free cash flow yield of 8.3%. 

Oracle's strategy of providing complete IT products featuring tightly integrated software and hardware components is yielding positive results. We expect this strategy to generate solid new software license growth and steady margin improvement in the hardware business. Our updated assumptions reflect 7% average annual software growth and 1.6% average annual hardware growth over the next five years. We expect additional acquisitions and maintenance revenue to contribute to high-single-digit long-term revenue expansion. Operating margins have declined now that Sun's hardware business is part of Oracle. We model operating margins to remain in the low 30s through fiscal 2016 as the lower profitability of the hardware segment coupled with pricing pressures on maintenance contracts will slightly dent the benefits of Oracle's operational leverage. We incorporate about $17 billion in expenditures for acquisitions during the next five years. We use a 9.2% average cost of capital to discount our projected future cash flows.

