Deal Exposes Bleak Future Of PC Business 
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Abstract:

Compaq and H-P also are in the uncomfortable position of not being the low-cost supplier in the industry. That title belongs to Dell Computer,

which is still making money on its PCs, though its growth rate has slowed considerably. So unless the combined H-P-Compaq could beat Dell at the

cost game -- a tall order -- any major benefits from the merger wouldn't hold up over the long term.

Winning, of course, may mean surviving rather than thriving. The problems in the PC business are well known and are why both H-P and Compaq

have tried to diversify their operations away from it. Compaq did diversify somewhat by in 1998 buying Digital Equipment Corp., with its high-end

offerings and computer-services business. H-P has sought to build up its services business both internally and through acquisitions, though two of

its recent planned deals have fallen apart.

If such a deal were done, H-P would essentially sell printers, high-end computers and services, while another company, call it Son of Compaq,

would make PCs. Sure, Son of Compaq might not be so attractive to investors, but given the right balance sheet, a strong corporate focus and a

willingness to innovate, it could be successful. Consider how well Lexmark, a spinoff from International Business Machines, has done by focusing

only on printers. Lexmark is one of H-P's biggest printer competitors. Lexmark shares have more than quadrupled in the past five years, while

those of H-P have dropped 18%.
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It is a rare admission when a major owner of a company says that a business he is in stinks. And it is a clear signal to investors to stay away.

But that's just what Walter Hewlett did when he said that the addition of Compaq Computer's personal-computer business to Hewlett-Packard's operation would

reduce the value of the company. Other members of the families of H-P's two founders also oppose the merger.

Ultimately the debate over this deal comes down to the future of the PC business. That future is bleak, particularly for Compaq, which gets about half its revenue

from PCs, but also for H-P, which is less exposed to the business.

The problem is that as the growth in PCs has slowed. They have become a commodity business, and in some ways they are the worst kind of commodity business

because the barriers to entry are low. Few people can go out and build an aluminum smelter or drill for oil, but anyone with a little cash can start churning out cheap

PCs. And while they may not survive, they could bring down several industry players with them.

The difficulty of turning a profit when selling a commodity product generally leads to consolidation. "Every time you ratchet down the growth rate, you have a wave

of consolidation," says Bear Stearns analyst Andrew Neff, who called for this merger and several other deals in the industry early this year. "That's not just PCs. It's

airlines and every other industry."To be sure, there are still profits to be made in personal computers, but for the most part it isn't the builders of the boxes who are

making them. Not surprisingly, profits are more commonly found where value is being added. That, according to Merrill Lynch technology-stock strategist Steve

Milunovich, is at companies that make components such as semiconductor chips or offer the services that allow computers to be connected more easily. This merger

"doesn't address the issue of where value is shifting, and, therefore, profits in the industry," he says.

Compaq and H-P also are in the uncomfortable position of not being the low-cost supplier in the industry. That title belongs to Dell Computer, which is still making

money on its PCs, though its growth rate has slowed considerably. So unless the combined H-P-Compaq could beat Dell at the cost game -- a tall order -- any

major benefits from the merger wouldn't hold up over the long term.

Mr. Neff points out that consolidation can happen several ways, not just the coming together of two big players. "There's the

company-blowing-up-in-the-middle-of-the- night-and-disappearing, and there's the air-coming-out-of-the-tire consolidation," he says. "The basic point is you have

an industry with commoditylike products, and you have a situation where one of the major vendors has a cost advantage. If you extrapolate that out, the low-cost

vendor in a commodity business will win."

Winning, of course, may mean surviving rather than thriving. The problems in the PC business are well known and are why both H-P and Compaq have tried to

diversify their operations away from it. Compaq did diversify somewhat by in 1998 buying Digital Equipment Corp., with its high-end offerings and

computer-services business. H-P has sought to build up its services business both internally and through acquisitions, though two of its recent planned deals have

fallen apart.

Indeed, some analysts believe that H-P agreed to buy Compaq because services companies had rejected its overtures and the only way it could get a decent-sized

services operation was to take Compaq's PC business along with it.

That leads to one potential solution to the impasse, which might not only get the deal done, but might actually help the PC industry. Mr. Neff suggests that if the two

companies restructure the deal so that they somehow merge the companies and dump the combined PC businesses, it might win the support of the H-P founders.

"That's a scenario that would address a lot of the objections," Mr. Neff says.

Mr. Neff, who spoke to H-P officials yesterday, says the company told him "everything's on the table; their goal is to get this done in some fashion." He adds, "The

interesting thing is everyone has left a little wiggle room in this."

If such a deal were done, H-P would essentially sell printers, high-end computers and services, while another company, call it Son of Compaq, would make PCs.

Sure, Son of Compaq might not be so attractive to investors, but given the right balance sheet, a strong corporate focus and a willingness to innovate, it could be

successful. Consider how well Lexmark, a spinoff from International Business Machines, has done by focusing only on printers. Lexmark is one of H-P's biggest

printer competitors. Lexmark shares have more than quadrupled in the past five years, while those of H-P have dropped 18%.

The alternative for the two companies could be ugly. Corporate managements always lose credibility when big deals fall apart, but these two may be hurt more than

usual. Both stocks are down 26% on the year while Dell is up 66% (though still far below its all-time high), a clear signal that investors see Dell as the long-term

winner in the industry. For Compaq, the fact that it agreed to sell itself while trading near a 52-week low means the company doesn't see many alternatives.

On the positive side, the company's book value is $6.64, which could act as a floor for the price of its shares, which were down 14%, or $1.62, to $9.70 at 4 p.m.

yesterday in New York Stock Exchange composite trading. Compaq management has already moved to show investors that, if it is left at the altar, it won't just sit by

as its PC business deteriorates. Instead, executives say, it will focus on big corporate customers and will try to sell packages of hardware, software and services,

instead of just unprofitable PCs.

An H-P that goes it alone may also be risky for investors. The company trounced analysts' fourth-quarter "pro forma" earnings estimates. But the future may not be

as bright. For its fiscal year ending next October, Wall Street analysts believe H-P will report 89 cents a share in such pro forma earnings (which in the past have

excluded such things as inventory write-downs and restructuring charges). With its shares at $23, down 52 cents, at 4 p.m. yesterday on the Big Board, that gives

the stock a price-to-earnings ratio of 25.8, about as expensive as the shares ever get.

But given the doubts that a failed merger will create in the minds of investors and the cost savings that can be squeezed out of a combined company, Merrill's Mr.

Milunovich believes the companies are probably better off together than apart. "I still think the benefits of the merger probably outweigh the costs," he says.
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