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Would EDA firms and the customers they serve be better of if EDA vendors went private? In the last decade, the

three major EDA companies (Synopsys Inc., Cadence Design Systems Inc., and Mentor Graphics Corp.) have had a
combined market capitalization which has stayed largely flat (approx $9.5 billion). In this same time period, the leading
hamburger manufacturer, MacDonalds, grew shareholder value by 3X (from $28 billion to $99 billion) and the leading
household goods manufacturer, Proctor and Gamble, grew shareholder value by over 50 percet (from $121 billion to $185
billion). This situation is obviously not good for shareholders, but the relatively stagnant state of the industry is also negative
for customers and employees. 

Is this systemic to the industry?

In a word: No. EDA companies have three significant advantages in comparison with any hard goods manufacturer. 

1. As largely software companies, the cost of inventory is essentially zero.

2. EDA software is notoriously difficult to displace because of switching costs. The largest software platforms in EDA

have had productive lifecycles well over a decade.

3. EDA software requires a great deal of effort to build, but once built, the maintenance cost is relatively muted.

Indeed, the large EDA companies have historically operated with very high margin and generated excellent cash flow.
However, despite these significant advantages, EDA companies have not been able to thrive in the public capital markets.
Why ?  

Almost all the ills of the industry stem from the lack of acknowledgment to the investor community that the end market for
EDA is inherently low growth. 

Thus, driven by growth expectations in the context of the public equity markets, executive management of EDA companies
have often driven behavior that has had the effect of destruction of shareholder and customer confidence. 

The "point of the spear" of this wasted motion is the process of making the revenue number for the current quarter. In order
to demonstrate a higher growth rate vs the natural one, EDA management has sought to accelerate the software
commitment level from customers at an unnaturally accelerated rate using excessive discounting for current and future
products.  This whole process has had massive consequences for shareholders and customers including:

1. High sales expense: Given the high switching costs, a well serviced customer has a high motivation to renew their

contracts. However, high priced sales talent and rich commission structures have been used to induce the customer

base to accelerate their contracts.

2. Highly ineffective M&A: When required, M&A is used to fill revenue holes caused by the accelerated commitment

process. EDA is rife with M&A where companies are buying other companies within their own core market.

3. Stifling innovation: From the point-of-view of an innovator inside one of the big companies, the incremental revenue

from a new product is not easy to monetize in the context of large corporate contracts with discounting for future

products. This leads to the wasted motion of starting and killing many internal projects.

The result of the above behavior has led to a pattern where a company shows high growth for a number of years until the
market capacity to absorb more EDA software is exhausted. At the point of exhaustion, the revenue model is reset (with
accompanying drop in shareholder confidence), and the cycle is restarted. Beyond the strategic inefficiencies discussed

above, this behavior has led to investor distrust of the whole market segment.
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In general, the CEOs of the large EDA companies are very competent and have operated in the best interests of their
company. However, admitting that the market is slow growth but high cash flow to the investment community can be a career
limiting move. This begs the question whether everyone would be better served if EDA companies operated in the private
markets. 

Why would a private ownership structure change anything ?
In the private markets, much of the "wasted motion" which chases artificial revenue growth could be minimized. In such a
model, the focus of any of the large companies could shift from growth to cash flow optimization. In this shift in model, there
would be significant cost synergies in the sales force and optimization of the product portfolio. The benefits would be
significant for all parties:

1. For shareholders/owners, the combination of these two actions would dramatically raise cash flow and have the

ability to return much more equity back to the owners. In addition, this much more sane behavior would lead to better

pricing over time.

2. For innovation/entrepreneurs, the optimization within the large companies would free capital and again introduce an

incentive to build innovative products.

3. Customers would face stiffer pricing, but there would be a better support for the large mission critical platforms. In

addition, there would be an increased availability of innovative products.  

Why is this not already done ? 

None of the above observations would be a surprise to most of the senior executives in these companies. However, despite
being public companies, the three EDA companies have more of a look-and-feel of family businesses. With the recent
exception of Mr. Ichan's moves with Mentor Graphics, the boards of all three companies have been largely stagnant over this
last decade. Thus, this situation is unlikely to change significantly until there is an epiphany at the board level in one of the
large companies or an activist shareholder such as Mr. Ichan forces the issue.   
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