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NUANCE: WILL IT EVER BE THE YEAR OF THE DRAGON?
Nuance Communications is a sell because of its poor track record of integrating acquired
companies, lack of organic growth, misaligned incentive structure, and the overstated potential of
its mobile business.

Poorly integrated acquisitions will result in higher costs, not sustainable growth.
Nuance relies heavily on M&A activity to increase market share and fend off new
competitors. This is primarily financed through increased leverage, creating a serious
liquidity concern. This is evidenced by coverage ratios such as EBIT/Interest below
1.5x and Debt/EBITDA projected at 7.0x for FY12. Additionally, the poor integration
of acquisitions prevents Nuance from achieving synergies and inflates its cost structure.
Nuance alluded to this in their Q3 earnings call, stating that FY13 margins are likely to
disappoint.
Management has not demonstrated ability to achieve organic growth. With
personal incentive packages tied to top-line, non-GAAP targets, management has been
focused on growth through aggressive acquisitions. Accordingly, organic growth has
slowed dramatically over the past three years. This has been fuelled by a combination of
a negative sales team culture and an unsuccessful international strategy, evidenced by
non-US sales continuing to contribute less than 1/3 of total sales.
The mobile market’s potential has been severely overstated. The street is overemphasizing mobile to justify Nuance’s bullish valuation. Our global survey of 560
mobile consumers from 20 countries indicates that 89% of users rarely use their voice
recognition smartphone applications and are unsatisfied with current accuracy levels.
Without a major technological breakthrough this technology will never reach more than
“gimmick” status. Furthermore, Nuance faces fierce competition is on the horizon, as
Google has been investing heavily in voice recognition technology. With Android
accounting for 61% of the US smartphone market, Google has huge incentives to
continue developing this technology in-house.
Technological innovation is at a standstill. Voice Recognition technology in its
current form has been around for decades. The underlying statistical model used to
squeeze incremental accuracy improvements out of databases has reached its peak, with
a 15% word error rate. Our interviews with computational linguistics experts and
industry professionals suggest that there will be no groundbreaking technological
advancements before 2016.
Valuation – Nuance is significantly overpriced: Nuance is priced for explosive
growth, but lacks the fundamentals to support this premium. Our target price of $16
represents a downside potential of 21%.
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BUSINESS DESCRIPTION
Exhibit 1: 2011 Revenue by
Business Segment

Nuance Communications, founded in 1994 and based in Burlington, MA, leverages the world’s largest speech
database to offer speech recognition solutions to customers in the Healthcare, Mobile, and Enterprise sectors, along
with operating a small imaging division. Its products are primarily used in call center technology, voice
transcription in healthcare, and voice recognition and search in the mobile sector.
Nuance generated $1.3 billion of revenue in FY2011, an 18% increase from FY2010. The growth in revenue is
driven primarily by the Mobile and Consumer segment with a 40% increase in revenue over the same time period.
2011 was the first year that Nuance reported positive earnings with $38.2 million in net income. (Appendix 3)
Nuance generates 27% of its revenue abroad and maintains principal offices in Australia, Belgium, Canada,
Germany, Hungary, India, Italy, Japan, and the United Kingdom.

Exhibit 2: 2011 Revenue by
Market:

BUSINESS SEGMENTS
Healthcare
The healthcare segment provides dictation and transcription solutions to automate input and documentation of
medical records through products such as Dragon Medical 360 and Power Scribe 360. Customers range from major
hospitals such as Mayo Clinic and Cleveland Clinic, to mid-sized practices. Nuance partners with Electronic Health
Records (EHR) providers such as GE and Cerner and employs a sales team to address the market. Nuance generates
the majority of revenue through perpetual licensing, but also charges subscription fees on certain services.
Healthcare contributed $527M (38%) to sales in FY11 and is Nuance’s largest business segment. Government
regulation is a catalyst for this sector, as EHR adoption is partially driven by federal requirements.
Mobile and Consumer
This division offers voice control related services such as dictation, web-search, and mobile messaging to
individual consumers on their phones, cars, tablets, and TVs. Nuance powers many of the most popular mobile
voice recognition applications, such as Siri and Samsung S-voice. Main products are Dragon 12 and Dragon
NaturallySpeaking for PC, Dragon Dictate for Mac, and Dragon Go for phones and tablets. Revenue is generated
through royalties and licensing. The Mobile and Consumer segment generated FY11 sales of $393M and accounted
for 28% of total sales. The long-term success of this segment is highly dependent on consumer perceptions, as
social trends dictate adoption.

Source: 2011 10k

Enterprise
Enterprise delivers business intelligence and authentication solutions to help businesses better serve their customers.
Customers come from industries such as automobile, financial services, and travel. Key customers include GM,
Bank of America, and US Airways. Revenue comes from both perpetual licensing and subscription. This is
Nuance’s least profitable segment and revenue has stagnated at around $300M over the past 3 years with a CAGR
of -2%. Nuance’s attempt to introduce its own Siri-like application (“Nina”) has not moved the needle in this
segment thus far.
Imaging
The imaging segment offers optical character recognition technology in the world of scanning and storage.
Nuance’s major customers are multifunction printer manufacturers such as Brother, Dell, and HP, where revenue is
generated through perpetual licensing. The Imaging segment is Nuance’s oldest and smallest revenue segment,
comprising 13% of total revenue. Though small and dominated by Adobe (86% market share), the segment is
profitable, contributing 10% more profit than the much larger Enterprise division.
PRODUCT UNIVERSE
Branded

Embedded
In addition to its own branded products, Nuance also embeds its solutions into customer product lines across all
four business units. The revenue stream for embedded technology is either licensing or royalty based. Siri is the
most well-known embedded product, but it should be noted that according to our interviews with industry experts
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this is not a major revenue stream, as Nuance is providing their platform in exchange for database collection, rather than
a significant licensing fee.
Exhibit 3: Do you own a
smartphone? (Survey)

Exhibit 4: Does your
smartphone have VR
technology? (Survey)

MANAGEMENT
Management has been achieving its growth targets for the past several years, and the board of directors has been
rewarding them generously, placing them among the highest paid Tech executives, despite Nuance’s low profitability.
For a detailed discussion about executive compensation, please refer to our Investment Summary. For detailed
information about executives, please refer to Appendix 20
Chairman and CEO Paul Ricci has been chairman since 1999 and CEO since 2000. Prior to Nuance, he spent 10 years at
Xerox as president of the Desktop System division. Mr. Ricci recently re-signed his contract through 2014.
President of Sales Steve Chambers has been with the company since 2003 and has held several executive roles. Prior to
Nuance he held CMO roles at SpeechWorks, Arbortext, Inc., and VDOnet.
Executive VP and CFO Tom Beaudoin has been with Nuance since 2008. Prior to Nuance Mr. Beaudoin was at
Polaroid, where he held President, CFO, and COO roles.

INDUSTRY OVERVIEW & COMPETITIVE POSITIONING
Nuance operates in the voice recognition (VR), medical transcription, and imaging industries. Nuance is a market leader
in medical transcription, and with the spread of Apple’s Siri application, VR has become an alternative for texting,
scheduling, and emailing. Further development of the industry depends on three major drivers: technological
advancement, market adoption, and competition.
VOICE RECOGNITION TECHNOLOGICAL ADVANCEMENT
Largest voice database
Nuance supports 70+ languages and dialects with a speech database claimed to be more comprehensive than that of the
U.S. federal government. The only other company with a similarly rich database is Google. Database size is a huge
competitive advantage in this industry, as statistical analysis of the voice database is the foundation of future
technological advancement.
“All is not well in the
Land of Speech
Recognition. Machine
error rates on natural
speech are still very high
(around
15%)…Moreover,
although there has been
some progress in the last
decade…gains obtained
in this manner seemed to
have slowed down and
may well have run their
course.”- Why has
(reasonably accurate)
Automatic Speech
Recognition been so hard
to achieve? (Steven
Wegman & Larry Gillick
/ Nuance
Communications Mobile
Research. 2010)

Inherent Flaws of Voice Recognition
The major issue with voice and language technology is that it does not approach the capability of human processing,
leading to low accuracy. Accuracy improvements have plateaued, with word error rates hovering at 15%, according to a
2010 research paper by Wegmann and Gillick (sponsored by Nuance). Our interview with Dr. Meteer, Executive
Director of the Speech Technology Consortium, confirmed this view. Dr. Meteer states: “What makes this so damaging
for the industry overall is that virtually all speech recognizers in use today are based on HMMs and the issues Wegmann
and Gillick bring up are deeply embedded in the technology. No simple patch will fix them. But there is so much
invested already in this approach that the cost of making a major change in direction and implementing that change in
software would be huge. It’s also not clear anyone
Exhibit 5: How concerned are you about each of the
has come up with an alternative path that has
enough promise that they could execute on it.”
following? (Survey)
A slightly more optimistic view was expressed by
Adam Cheyer, co-founder of Siri. In our interview
with Mr. Cheyer, he agreed that there will be no
overnight revolution, but “we will see a technology
leap in five years”.
The inherent flaws in VR coupled with the plateau
in accuracy advancement will limit Nuance’s ability
to maintain its current growth momentum.
Additionally, with other competitors such as Siri,
Google, and Microsoft investing in speech as well,
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there is no guarantee that Mr. Cheyer’s predicted technology leap will originate with Nuance.
Exhibit 6: How
Comfortable are you
with using VR in public?
(Survey)

“We experimented with
integrating speech
recognition in ATMs, but
there were big issues.
Security was a huge
concern, and from a
technology standpoint, if
someone had a different
dialect or voice inflection,
the machine didn’t pick it
up and would lock them
out of their account.”
-Our interview with
Sitanshu Singh, Sr.
Manager
RBC Business Banking

“I don’t see this happening
in India in the next decade.
We were barely able to get
access to basic supplies,
we depended on a Diesel
generator, and there were
huge sanitation issues.
EHR are so far down the
list of priorities that this is
not even on the horizon.”
- Our interview with
Dr. William Wrobel
Steward Healthcare Group

MARKET ADOPTION
Mobile & Consumer
Nuance has been agressively pursuing market share in
this $5 billion industry since 2001 and is currently the
dominant player. Nuance has invested and continues to
invest in R&D (FY11: 13% of Sales) and acquisitions (57 deals annually) to expand its IP portfolio. Market
perception of the current products is not promising
however. In a survey we conducted involving 560 people
from 21 different countries we learned that 64% of
phones now have VR technology. 55% of these devices
used Siri, 32% used Google Voice, 6% used Samsung Svoice, and only 2% used Dragon Go. We found that
52% of consumers with VR technology embedded in
their mobile devices used it less than once per month,
and only 11% used it daily. In addition, the survey
results showed that 30% of consumers are mildly
concerned about the accuracy of their VR application,
and 50% of consumers were extremely concerned about
this. It also appears that public use of this technology has
not yet gained social acceptance, as 60% of respondents
claimed to feel uncomfortable speaking to their mobile
devices in public. (Appendix 1)
Privacy becomes an intuitive concern for consumers
when downstream businesses such as Samsung and
Apple are extracting and decoding voices from the
database. This is supported by our survey results,
showing that there are significant fears of identity theft
with 52% of respondents raising concerns about this
issue. (Appendix 1) With Nuance’s database continuing
to grow, the company may have to increase its
contingency capital to cope with potential legal issues
regarding to privacy and identity theft, cutting into its
bottom line.

Exhibit 7: How often do you use your mobile voice
application? (Survey)

Exhibit 8:ICD-10 Adoption by Healthcare Providers indicates
4% annual adoption pace to Stage 3 or higher

Healthcare
Nuance estimates that they have penetrated only 3.5% of
the global $15 billion addressable market for their
portfolio of healthcare products. One of the major trends
in healthcare is compliance with ICD-10 regulation. Year
to date adoption rates (Exhibit 7, Stage 3 and higher),
indicate a 4% annual upgrade pace to advanced stages.
We project this trend to continue until the current ICD-10
deadline at the end of 2014.
Nevertheless, to take advantage of a potentially firm
regulatory enforcement of the 2014 deadline, Nuance has
recently carried out three healthcare sector acquisitions
(Quantim, Transcend, and J.A. Thomas). Though these
acquisitions enhanced Nuance’s ICD-10-related
technology portfolio, we doubt these acquisitions
occurred early enough in the adoption cycle to take full
advantage of the potential rush to comply with the 2014
deadline in a firm enforcement scenario.
To get a better understanding of the challenges in EHR software adoption we reached out to more than 50
professionals in the healthcare field. Over 80% of the professionals we contacted use EHR software at their facilities,
but only 12% of them use VR technology. For those who do not currently use VR systems, 74% indicated they would
consider it. As legacy EHR systems are replaced, this provides an opportunity for Dragon products. Some of the
concerns raised include privacy, accuracy rate, and time spent editing errors. (Appendix 2)
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COMPETITION
Exhibit 9: Segment Positioning Overview: For further detail refer to SWOT analyses in Appendices 12-15

- Former Nuance
Employee
Source: Glassdoor.com

“Acquisitions seem to be
for IP and also for hiding
systemic financial
problems. It is very odd
timing indeed that the
company acquires a new
company either right
before financials are
released or right after.
The stock seems to
languish mid-quarter and
then is boosted again via
a well-timed acquisition.”
– Former Nuance
Employee
Source: Glassdoor.com

“Optimizing for shortterm results at the
expense of longer-term
investment is not a
particularly sustainable
strategy. For example,
disincentivizing
employees for time spent
on training and
mentorship will erode the
company's accumulated
knowledgebase and
hamper integration of
new employees.” –
Current Employee
Source: Glassdoor.com

“Nuance does not really
integrate most of these
companies it buys. I like
to call it ‘The Land of
Lost Toys’”.
– Our interview with an
industry expert

Domestic Competition
Nuance faces fierce competition from Medquist, Cerner and Allscript within the healthcare segment. While the
competition has an advantage in their core business of transcription, Nuance is the leader in voice dictation, and some
of its transcription competitors are also its customers in the dictation segment.
Mobile and Consumer face a similar overlap between customers and competitors nonetheless. While neither Nuance
nor Apple will confirm this, most industry experts acknowledge that Siri runs on a Nuance platform. Google is
Nuance’s fiercest competitor with its Google Voice application, and built its own database through the data collected
with the Google 411 service. Other competitors include Microsoft, AT&T, and several smaller players.
International Competition
Nuance expressed in their 10-K as well as the company presentation that it is focusing on emerging markets for further
development, particularly China (PRC). This market remains particularly challenging to penetrate, as local competitor
Iflytek has achieved market dominance through direct government backing and China Mobile, the world’s largest
mobile phone operator, as a 15% stakeholder. Iflytek has been in the market since 1999 and has become PRC’s primary
development center for this technology, attracting 5,000 corporate partners, as well as PRC’s most accomplished speech
recognition researchers. Estimates put Iflytek’s market share in Mandarin voice technology at 70%. Our view is that
PRC will remain off limits for Nuance, as the government will be reluctant to allow entry to a foreign company in this
data sensitive area.

INVESTMENT SUMMARY
M&A ACTIVITY
Acquisitions are Expensive
Of the 14 acquisitions from 2011 to present, two companies (Ditech Networks, Transcend) were public. Nuance paid
79% premium above Ditech Networks’ share price and 41% premium above Transcend’s share price in cash, despite
being the only bidder. Eight months and two months into the acquisitions of Transcend and Ditech Network, neither
share price has reached the target value. A similar trend is evident in the acquisitions of private companies. Nuance paid
53x Vlingo’s revenue and 11x SVOX’s revenue. As discussed in its Q3 conference call however, Nuance still does not
generate significant revenue from these acquisitions. (Appendices 26 & 27)
Organic Growth Slowing
While Nuance has managed to grow its revenue at
double digit rates, organic growth rate has been
dropping consistently from 30.4% in 2008, to 12.2%
in 2011. Meanwhile, the share of the growth rate
contributed by acquisitions has been rising, picking up
pace between 2010 (2.8% out of total revenue growth
of 17.7%) and 2011(5.6% of total revenue growth rate
of 17.9%). Decreasing organic growth and increasing
acquisition growth signal Nuance’s declining ability
to grow internally, and the appetite for acquisitions
implies a high degree of uncertainty of Nuance’s
growth abilities. (Appendix 3)

Exhibit 10: Organic Revenue Growth

Failure to Deliver Synergies
Synergies either come from revenue generation,
margin improvement, or improvement in returns. Past acquisitions fail to demonstrate convincing evidence that Nuance
is achieving positive impact on the following metrics:
Nuance’s past acquisition have not delivered operating synergies, as operating margins decreased over the past three
years. Gross margin has been flat for the past three years and the company expressed that the gross margins will
disappoint investors for FY12. Additionally, Nuance’s EBITDA margin has decreased from 19.9% in 2009 to 16.9% in
2011. Assuming it takes two years to successfully integrate a company, acquisitions completed in 2009 and 2010 should
have started to generate synergies through cost reduction, but none of the major performance ratios demonstrate this.
With more acquisitions in the pipeline, estimated at 5-7 per year by Investor Relations, Nuance will increasingly
struggle to realize synergies, continuing to drag down earnings performance.
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Cost Drivers: Poorly integrated acquisitions are bloating the organizational structure and keeping productivity
low. Total headcount has reached 7,300, up from 5,800 for FY09, and has been inflated through a string of acquisitions.
Although Nuance is known for conducting performance based semiannual headcount reductions, productivity has not
shown improvement. At $0.2M sales/head, the productivity of the company remained unchanged YoY for 2011 and is
48% below the industry standard of over $0.4M/head. (Exhibit 11) (Data: Appendices 24 & 25)
Financial health deteriorating as result of acquisition spree: With Nuance financing acquisitions through debt
issuance, the Debt/EBITDA ratio has spiked over the past year, and the likelihood of missing obligations to creditors has
risen, as interest coverage has fallen below 1.5x. While Nuance’s debt rating was confirmed in October 2012, there are
contingencies to reduce Debt/EBITDA to below 4.0x to maintain the rating. Based on our current FY2012 EBITDA
projection, and taking the recent debt issuance into account, Nuance is on pace to end the fiscal year at 7.0x
Debt/EBITDA, indicating a strong possibility of a 2013 downgrade. (Appendix 10)
MANAGEMENT AND CORPORATE CULTURE
Misaligned Incentives
In 2011 management’s bonuses were tied to a combination of
non-GAAP revenue of $1.37Bn, as well as non-GAAP EPS of
$1.30. We believe that management performance targets to
achieve non-GAAP sales and earnings growth have led to a
divergence of incentives between shareholders and the
company’s leadership. While non-GAAP performance measures
are the standard for most executives, Nuance’s historically high
amount of acquisition related costs create unusually large
distortions for shareholders. Non-GAAP rewards sales growth,
but does not place much emphasis on the costs of acquisitions
and provides less incentive to focus on long term integration of
acquired businesses. Recent non-GAAP earnings improvements
have been quite strong, but ignore the costs of overpaying for
M&A targets, which are ultimately paid by shareholders.
(Appendix 20)

Exhibit 12: 2011 Tech CEOs Compensation Packages &
GAAP Reported Company Net Income

CEO

Company

P. Ricci
J. Tucci
J. Chambers
U. Burns
S. Narayen
M. Dell
S. Ballmer

Nuance
EMC
Cisco
Xerox
Adobe
Dell
MSFT

FY11 Net Net Inc.
Income ($B) v. FY10
$
0.0 100%
$
2.6 32%
$
6.5 -16%
$
1.3 104%
$
0.8
7%
$
2.6 86%
$
23.2 23%

Comp.
($M)
$ 20.7
$ 13.2
$ 12.9
$ 12.9
$ 10.8
$ 4.3
$ 1.4

Disproportionately High Executive Compensation
Mr. Ricci received a 30.4% base salary raise in 2011, as well as a 100% bonus. Mr. Ricci’s 2011 compensation package
further illustrates the divergence between shareholder interests and management incentives. Despite achieving only
marginally positive GAAP earnings or operating free cash flow, Mr. Ricci’s compensation package of $20.7M was one
of the most generous in the industry, out-earning peers at much larger and more profitable firms. In addition to Mr.
Ricci, several other executives received multi-million dollar compensation packages, including President/Sales Steve
Chambers ($5.1M), CFO Tom Beaudoin ($2.3M), EVP/Healthcare Janet Dillione ($2.2M), and EVP/Global Sales Bill
Nelson ($3.6M). (Appendix 20) This total executive compensation of $34M is almost twice that of the much larger
healthcare technology firm Cerner ($17.6M in 2011), and nearly as much as the $38M they generated for shareholders in
FY11.
Corporate Culture
According to employee comments on Glassdoor, Nuance employees show greater dissatisfaction towards management
than employees at any of its peer companies. Reviews are by a wide margin the most negative in the industry, with only
33% of employees approving of CEO Paul Ricci, compared to 93% at Google, and 68% at Adobe. Moreover, almost
50% of employees report being unsatisfied, compared to less than 10% at Google, and 13% at Adobe. This is likely
exacerbated by Nuance’s relatively low pay. According to Glassdoor.com, Nuance pays around 20% less than the
industry standard at the senior research level, and between 25-40% less at the Principal Software Engineer level. This
combination of a negative company culture, coupled with relatively low compensation is driving some of Nuance’s
brightest researchers to the competition. One prominent example is Vincent Vanhoucke, a former senior researcher at
Nuance, who left for a smaller competitor that was eventually acquired by Google, where he is now the Tech Lead in the
Speech Recognition department. This suggests that attracting and retaining talent may already be a serious issue, and
will only be exacerbated by Google’s upcoming ramp-up in this industry. Furthermore, we do not foresee any cultural
shifts within the organization under current management. (Appendices 21-23)

OWNERSHIP/INVESTORS
Institutional Investors
Currently institutional investors own 92% of Nuance’s equity,
followed by public investors and inside investors at 6% and 2%,
respectively. Warburg Pincus, a Private Equity firm, is the largest
shareholder with an 18% stake in the company and made a major
investment in 2009, purchasing nearly 17.4 million shares at
$10.06/share totaling over $175 million in stock. In addition,
Warburg purchased an option to purchase an additional 3.8 million of
shares with an exercise price of $11.57 over a four-year term. They
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exercised that right in August 2012. It should be noted that Warburg Pincus has not purchased any shares of Nuance
stock at fair market value since 2010. The increase in their holdings has been due to their favorable options relative to the
trading price. Meanwhile, Warburg Pincus has reduced their position by 17% in 2012, indicating that they believe it is
unlikely for Nuance to see further price appreciation. Since Warburg is the largest holder of Nuance stock, it is unlikely
that they will unload their position in one large block. Instead we anticipate a continued gradual reduction in their
position over the coming 6-18 months.
Insider Holdings
Inside investors comprise less than 2% of shares outstanding, with the
CEO, Paul Ricci, holding slightly more than 1%. All remaining
insiders each holds less than 0.2%. We are concerned that the low
level of inside ownership skews management’s incentives, especially
when coupled with the top-line driven performance goals. Nuance’s
competitors have significantly higher levels. Google for instance has
insider holdings of 18%, Cerner Corp. 11.7%, Microsoft 4%, and
CSG Systems International 3.7%.

Exhibit 14: Nuance Shareholders

VALUATION
Financial Statements: Appendices 3-5; Valuations: Appendices 6-11
Valuation Methodology
Exhibit 15: Valuation Range
Our valuation methodology is based
on weighted average of comparable
and an 8-year DCF valuation. Given
our assumptions and analysis, we
arrive at price target of $16, a
downside potential of 21%.



40% Comparables
60% DCF

Rationale for Weights
Nuance has a unique business
structure. However, within each
business unit, there are comparable
public competitors. We chose to
place greater emphasis on the DCF, to minimize the impact of different business natures among comparable companies,
especially in the mobile sector, where few publically-traded companies are pure competitors. We believe that the range
of our assumptions incorporates all of the key factors driving future free cash flow generation.
GAAP vs. Non-GAAP
We acknowledge that The Street analyzes Nuance by using Non-GAAP income statement accounts, which leads to
higher revenue, lower costs, and a higher target price. We strongly believe that GAAP should be used to reach intrinsic
value for Nuance, since Non-GAAP overstates revenue and understates costs.
The difference between GAAP vs. Non-GAAP earnings comes from the cost/expense recognition (Exhibit 17). We
believe that with recognition of revenue from acquisitions, Nuance should also record related costs, whereas Non-GAAP
ignores key factors such as amortization of intangibles, acquisition-related costs, and restructuring costs. Non-GAAP
also ignores stock-based compensation to R&D ($24 million) and SG&A ($92 million), further shrinking operating costs.
Non-GAAP is used to normalize non-recurring costs, but given the ongoing M&A activity and management’s stated goal
of continuing to acquire companies we believe that these costs should be reflected in our valuation.
Consequently, Non-GAAP produces better operating results as $75 million additional revenue was recognized and more
than 10x net income was reported compared with GAAP, leading to a much higher valuation. In contrast with Nuance’s
statement that Non-GAAP helps investors to better understand the performance, we believe Non-GAAP fails to fully
recognize costs paid by shareholders and is a subjective measure driven by management’s incentives, whereas GAAP is a
more realistic and objective measure for Nuance’s real performance from the shareholder perspective.
Exhibit 16: Valuation Scenario Analysis

Exhibit 17: Impact of Non-GAAP reporting
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Comparables
We chose a range of comparables within each business segment, ensuring that each company is a direct competitor or
shares a similar business model with Nuance within that segment. We also considered growth prospects, revenue stream
size, as well as profit margin. We used xRevenue., xEBITDA, xEBIT and xFCF as our multiples and excluded xP/E, as
more than half of Nuance’s net income over the last three quarters was driven by tax benefit, which is not a true indicator
of Nuance’s real profitability. For each multiple chosen, we weighted the different segments by their contribution to
Nuance’s overall revenue. (Appendix 11)
Discounted Cash Flow Model
Exhibit 18: Base-Case DCF Sensitivity Analysis
The DCF is conducted over an 8-year
horizon, as we believe it takes time for
speech recognition technology to reach
breakthrough and to reflect the long-term
consumer adoption cycle of voice
control. Revenues are individually
forecasted in each of the four business
segments. Nuance explicitly expresses
its willingness to continue the aggressive
acquisition strategy and future
investment cash flows depend on the
number and scale of deals. (Appendices 7-9)
To reflect possible deviations from our base assumptions we used 3 different scenarios to analyze potential growth. Our
CAGR for years 1-4 in the base scenario was 12.5%, with a downside scenario of 5.0%, and an upside case of 19.5%.
We assigned probability of 50% to our base-case scenario, where we will not see breakthrough in VR technology until
2016, based on interviews with VR technology industry experts and with academic professionals. Additionally, results
from our global survey indicate that customers show little enthusiasm for making VR part of their daily lives. We
assigned 30% for the bull-case scenario, where the VR technology leap in accuracy will boost customers’ interest in
adopting VR applications, and we will see a jump in adoption rate for EHR among healthcare providers. We assigned
20% for the bear-case scenario, where customers will lose interest in VR technology due to little improvement in VR
accuracy, and EHR adoption in healthcare segment got pushed back.

FINANCIAL ANALYSIS
Improving margins are already priced in
Major income statement margins have been flat or downward sloping over the past 3 years. Gross margins have stagnated
since FY09, while EBIT margins have decreased from 6.06% in FY09 to 3.98% in FY11. We expect margins to rebound
in FY12, with the EBIT margin climbing back up to 6%, and the profit margin reaching an all-time high of 10%. Even
these optimistic margin developments give us a valuation below the current trading price, suggesting that upcoming
profitability improvements have already been priced in by the market.
DuPont Analysis
Our 3-step DuPont analysis shows improving
EBIT margin and higher leverage driving stronger
ROE results for FY12 and FY13. FY13 is
particularly concerning due to the expected sharp
rise in the equity multiplier (46% to 60%) causing
most of the ROE expansion.

Exhibit 19: DuPont Analysis

Recent Bond Issue Pressures Bottom Line
Heavy borrowing to finance aggressive
acquisitions puts a high interest expense burden
on Nuance. To lever up only pays off if organic
revenue growth is realized, which we consider
unlikely under current management.
The recent issuance of $1.05B in bonds pushed
Nuance’s debt/equity ratio from 0.6 to 1.0. $700M
was placed in August 2012 and primarily financed
acquisitions, with some of the remaining proceeds
allocated to capital expenditure. The $350M
issued in October 2012 is slated for general
corporate purposes (including $144M repayment
due in 2013). This sudden spike in debt and
subsequent hike in interest expenses is going to
impact Nuance’s profitability. During FY 2011,
Nuance’s EPS turned positive for the first time but
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will come under pressure in 2013 as interest expense will offset increases in operating income. The EBIT/Interest coverage
ratio before debt maturity in 2016 is expected to remain below 1.5x, indicating Nuance’s challenge in servicing interest
payments. The structure will change in 2016 when $493M of the debt matures. It is doubtful that Nuance is going to be able
to roll over with favorable terms again when the current low-interest environment disappears. (Appendix 10)
Goodwill and Intangibles (Appendix 28)
Nuance’s balance sheet contains significant amounts of goodwill and intangibles, which account for 75% of total assets,
much higher than its peers. Consequently, potential impairment could be destructive when there are adverse changes in
various factors and conditions, ranging from future revenue deterioration to significant degradation in the enterprise values
of comparable companies. We remain cautious about further accumulating goodwill and intangibles resulting from
expensive acquisitions, with premiums largely consisting of customer relationships, licensed technology, and so forth.
Cash flows
We are concerned that Nuance may experience cash constraints in the coming years, as it stated to continue with the
aggressive acquisition strategy. As of the Q3 of FY2012, the cash flow generated from operating activities fell around $350
million short of cash used for acquisitions. If Nuance sticks to the acquisition-driven business model, we are worried that
the cash gap will further eat Nuance’s cash balance as long as cash from operations fails to catch up. Nuance will eventually
feel the cash shortage in 2016. The bond retirement of nearly $500 million will add additional pressure on Nuance’s cash
management.
Even though Nuance has managed to secure an additional $1.05 billion with the recent bond issuance, we doubt the
company’s ability to finance decent amount of cash need through borrowing in the future given its BB- credit rating and
potential downgrading. Debt has already exceeded stockholder’s equity, and the historically low interest environment will
disappear as the economy recovers.

INVESTMENT DEBATE SUMMARY
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RISKS TO OUR SELL THESIS
We consider the following risk scenarios:
TREND RISKS
Mass consumer adoption: Although our current research shows strong indication that consumers are not ready to adopt
speech recognition in the mobile space, a sudden and large scale tipping point in this sentiment would create significant
growth opportunities for Nuance.
Regulatory pressure in Healthcare could spur a boom in demand: If efforts to reform healthcare are expanded and/or
intensified there may be increased pressure for providers to switch to EHR in the immediate future, leading to a faster than
expected development in the healthcare unit.
Technology: While all of the experts we interviewed are predicting that it will take 5 years or more for the next leap in
technology there may be promising research underway that is unknown to them. If Nuance were to find a way to greatly
improve product accuracy we would likely see a spike in consumer adoption rates. If however, the technology leap were to
occur sooner, but originate from a competitor too large to acquire (Google or Microsoft), the technology leap would continue
to support our sell thesis. Additionally, Nuance may find further applications for VR and find ways to integrate it into existing
or upcoming technologies that could drive future revenue and that have not yet been considered.
COMPETITIVE/MARKET RISKS
International Markets: Nuance may reach a tipping point in international markets and expand its market share faster than
expected. Europe, China, and Latin America represent the biggest opportunities.
Reduced competition: Competitors may no longer be willing to dedicate the resources necessary to challenge Nuance in this
space. While Google’s behavior does not indicate that they will abandon their development, there is a risk of smaller
competitors being discouraged from entry due to the high research and development costs.
Nuance could become an M&A target: Nuance could potentially be acquired by a larger competitor or taken private by a
PE firm. Although the mobile portion of the business is potentially very attractive to companies like Apple, Google, or
Microsoft, they are unlikely to have interest in the Healthcare space, while the reverse is true for big healthcare conglomerates
such as McKesson or Cerner, who would not want to be involved in the mobile industry.
STRATEGY RISKS:
Change in management: We believe that one of the key weaknesses of this organization is its current leadership. With Paul
Ricci’s contract effective through November 11, 2014 we do not foresee any major shake-ups within the company, but a
change in management resulting in more cash flow oriented leadership may lead to significant long-term earnings upside.
Synergies from acquisitions are realized: It is possible that Nuance will eventually find a way to effectively integrate its
acquired companies into the core of the business and achieve organic growth, coupled with cost savings. This scenario would
provide a significant boost to earnings, but history does not suggest it to be likely.
Nuance might cease acquiring companies and focus on organic growth: This would challenge our 2016 cash crunch
thesis, as a potential focus on organic growth may spur incremental free cash flow generation and increase shareholder value.
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APPENDIX – MOBILE & CONSUMER SURVEY ANALYSIS
Appendix 1: Global Consumer Survey for Voice Recognition Technology (VR)
The future of Nuance’s voice recognition products in the consumer market will rely
greatly on that market’s perception of voice recognition technology. To better assess
Nuance’s future growth opportunities our team of research analysts conducted a survey
of 560 individuals from 20 countries in North America, Latin America, Asia, and
Europe. 62% of respondents were from the United States, while 11%, 21%, and 6% were
comprised by Europe, Asia, and Latin America, respectively. Of those in our survey
sample, 82% presently own a smart phone and 64% of those smart phone owners had
voice recognition technology (VR) on their mobile devices.

-Survey Composition(%) of Respondents By Region
70%
62%
60%

50%

40%

30%
21%
20%

11%
10%

6%

0%
USA

EMEA

ASIA

LATAM

Of those polled, 54% were females, while males were 46% of our sample. Age
demographics are skewed towards people 20-29 years of age. We also find that the poll
has a high level those who have completed or are pursuing an undergraduate degree or a
masters / professional level education.
The global sample of smart phone users shows the lack of Nuance’s voice recognition
brand strength. We found that only 2% use Nuance’s Dragon Go product, whereas
55% use Apple’s Siri. This is suggestive of Nuance’s reliance on high profile brand
names, such as Apple, to bring its own products to market. In fact, only 20% of the 560
respondents have ever heard of Dragon Go software.
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Perhaps most insightful of all is the actual overall use of the technology by those
in our survey sample. Of those polled, the majority have never used voice
recognition technology or instead used the VR on their mobile devices less
than once a month. Understanding the raison d'être for why this technology
has failed to catch fire with users despite capturing the imaginations of popculture for the last three generations is beyond the scope of our data. However,
the fact that over 50% of those polled reported infrequent use is telling of how
unsuccessful this technology has been. Furthermore, VR is by no means a
nascent technology. It has been under development for nearly four decades and
there has yet to be a breakthrough that will catalyze wider adoption by
consumers.

Frequency of VR Use (%)
I have never used it
Less than once a month
1x/Month
1x/Week
A few times a week
1x/Day
Several times a day
0%

5%

10%

15%

20%

25%

30%

We were also interested in the average level of dependence among VR users on
the following mobile device functions: texting, GPS, website browsing,
information search, making calls, scheduling, and e-mailing. We were able to
measure this average dependence on a scale of 1 to 5, where 1 is “no
dependence” and 5 is “full dependence”. According to our global survey of those
who utilize VR, average dependence does not exceed 2.3, which falls under the
mobile function of GPS. Average dependence on VR is at the lower bound of
the spectrum.
Through our survey, we were also able to measure the degree of concern on a
scale from 1 to 5, where 1 is “unconcerned” and 5 is “very concerned”. Perhaps
unsurprisingly, respondents were most concerned with VR’s accuracy. As
aforementioned in the report, the error rate continues to be at 15%.
For those who do not currently have VR on their mobile devices, we sought to
gauge the degree of demand for such a technology by asking our survey sample,
“If you had VR, how often would you use it for the following?” The data,
measured on a scale of 1 to 8, where 1 is low use and 8 is high use, reveals a
larger potential use of the product than current VR owners for several mobile
device activities. Nevertheless, one can make several inferences from this data.
Perhaps the segment of non-owners of VR is given to the familiar relativity
theory of keeping-up-with-the-Joneses.
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Mobile & Consumer Survey Conclusion:



It is unclear that such a vision of the future
has finally arrived for this technology. There
are simply too many obstacles in VR’s path
to breakthrough success to consider it in the
near investment horizon. These obstacles lay
with the product’s accuracy rate, failure thus
far to be fully integrated into current carriers’
products (e.g. mobile devices and
televisions), and simply consumer behavior.

Global Survey – Summary of Main Points


A survey of 560 individuals from over 20
countries representing the United States,
Latin America, Europe, and Asia



Only 2% utilize Nuance’s Dragon Go product



Only 20% of the 560 respondents have ever
heard of Dragon Go software



The majority have never used voice
recognition or instead used the VR on their
mobile devices less than once a month



Average dependence on VR is at the lower
bound of the spectrum



Respondents were most concerned with VR’s
accuracy



The majority two consumer products that our
sample identified could be complimented by
VR are computers and automobiles



Lack of social entrepreneurship by industry
leaders to spur demand for such technology



Of our global poll, 60% feel uncomfortable
utilizing VR. Moreover, another 16% feel
uncomfortable speaking to their devices in a
private setting

Of those polled, most respondents believe that a number of daily products could be
“enhanced” through the use of voice recognition technology. The majority two consumer
products identified are with computers and automobiles. However, the uncertainty
surrounding the vitality of VR remains. It is unclear whether Nuance’s VR will have the
staying power to truly transform the way consumers interact with their technology under
current management as it would require a great deal of social entrepreneurship by industry
leaders, such as Steve Jobs and the revival of Apple. In other words, consumer behavior will
either have to shift organically in order to attain widespread acceptance of VR or simply be
nudged along by individual figures. Presently, both factors appear to be absent. At the
fundamental level, 43% of those polled feel mildly uncomfortable speaking to their devices in
public and 17% feel very uncomfortable. Summarily, of our global poll, 60% feel
uncomfortable utilizing VR. Moreover, another 16% feel uncomfortable speaking to
their devices in a private setting. This does not account for the 25% that are indifferent.
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APPENDIX – HEALTHCARE SURVEY ANALYSIS
Appendix 2: Survey on Voice Recognition EHR for Healthcare Professionals
As previously mentioned, the healthcare segment generated 38% of Nuance’s
revenue in 2011 with a growth rate of 17% from the previous year. Revenue
growth for this particular line of business will depend on variables unique to this
segment, e.g. ICD-10 regulatory enforcement, generational shifts, as well as the
particular product’s capacity to enhance time efficiency. We were particularly
interested in the level of favorability and effectiveness of electronic health records
(EHR) technology embedded with voice recognition among industry professionals. In
order to assess the future success of this significant market segment, our team of
analysts conducted a separate additional survey comprised of over 50 healthcare
professionals. Of our sample of healthcare professionals, nurses and physicians
represented 45% and 30% of respondents, respectively. Administrative and other staff
represented the remaining 25% of our sample.

Of those in our sample of healthcare professionals, we found that the majority (33%)
were between 20-29 years of age, while 27% of those surveyed were between 30-39
years of ages, and those above 40 years of age made up the remaining 39% of our data
sample. Furthermore, a majority (62%) was comprised of healthcare professionals
practicing in urban areas, whereas 35% practice in suburban areas and 3% practice
in rural areas. We were also able to obtain the type of facilities in which respondents
practice. Of our survey sample, 59% of respondents operate in non-profit hospitals,
22% operate in for-profit hospitals, and 8% are from government facilities, while 11%
indicated “other”.
As suspected, a majority of 81% utilize EHR software. Demand for greater EHR
adoption is partially being driven by the coming deadline of ICD-10. Nuance’s
technological edge in this market is its use of voice recognition with EHR. However,
of that 81% of those who utilize EHR software, only 12% utilize voice recognition
embedded EHR software.
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Nevertheless, many of our respondents indicated an interest in speech recognized EHR
software. Speech recognized software was favored most among respondents aged 2029 with an 80% favorability rating, though this is not illustrative of how this age
bracket has opted to utilize speech recognized EHR. According to one healthcare IT
expert we interviewed from Dartmouth Hitchcock Medical Center:
Many of the older physicians will not change from dictation to speech
recognition even though speech recognition is faster and requires less time
[...] We are finding that young physicians are more amenable to using speech
recognition software. However, many young physicians have used
computers their whole educational lives and feel they can type notes
faster than using dictation or speech recognition.
It is important to note that Dartmouth Hitchcock Medical Center utilizes Nuance
Dragon speech recognition software. (The referenced interviewee has chosen to not
have his name disclosed.) In other words, despite the effectiveness of speech
recognition EHR software, hesitancy, though varied, exists among all age
demographics.

Healthcare Survey – Summary of Main Points
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The healthcare segment generated 38%
of Nuance’s revenue in 2011 with a
growth rate of 17% from the previous
year

Additional survey comprised of over 50
healthcare professionals

The majority (33%) were between 20-29
years of age, while 27% of those
surveyed were between 30-39 years of
ages

Of the 81% of those who utilize EHR
software, only 12% utilize voice
recognition embedded EHR software

“[M]any young physicians have used
computers their whole educational lives
and feel they can type notes faster than
using dictation or speech recognition.” –
Healthcare IT expert

Despite the effectiveness of speech
recognition EHR software, hesitancy,
though varied, exists among all age
demographics
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APPENDIX – SWOT ANALYSES
Appendix 12: Healthcare SWOT Analysis

STRENGTHS

WEAKNESSES

Large addressable market ($15B+)

Customers need to be won over one provider at
a time

Strong market position
Lots of competitors
Dragon is a known brand in the medical
transcription and dictation industry

Emerging markets are not an opportunity
Physician adoption resistance

OPPORTUNITIES

THREATS

Developed markets are seeking ways to
improve cost efficiencies

Uncertain future regulation  Healthcare is
still a hot political issue

ICD-10 adoption push has potential to drive
sales over next 2 years

Anti-trust concerns over M*Modal acquisition
may be sign of increased regulation in this
sector
Small, nimble competitors
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Appendix 13: Mobile SWOT Analysis

WEAKNESSES

STRENGTHS

Technology Lead

Low Usage Rates

Addressable Market: $5Billion

Accuracy Issues (Word Error Rates: 15%)
Highly Concentrated Client Base (Apple,
Samsung)
Privacy Concerns

THREATS

OPPORTUNITIES

Household Appliances

Competitors are catching up (Google,
Microsoft)

Vehicles
Defense

Siri may be a fad and mobile speech could lose
momentum

Toys
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Appendix 14: Enterprise SWOT Analysis

WEAKNESSES

STRENGTHS

Technology Lead

Mature market

Lack of new entrants in developed markets

Low margin business

Stable revenue stream

THREATS

OPPORTUNITIES

Emerging markets may increasingly turn to
automated solutions as local wages rise and
call centers become uncompetitive

Low-cost call centers are a substitute

On Demand/Cloud based business as firms
continue to seek ways to outsource IT

Consumer backlash against automated
customer service leaves opportunities for
emerging market call center hubs such as the
Philippines and India.

Continuing margin declines

27

CFA Institute Research Challenge

2012

Appendix 15: Imaging SWOT Analysis

WEAKNESSES

STRENGTHS

High Margins

Low market share: Adobe dominates

Riding wave of Multifunctional Printing

Small addressable market: $1.8B
Adobe has the only recognizable brand name
in the industry
Legacy division from ScanSoft days. Imaging
deviates from Nuance’s core business of
speech

THREATS

OPPORTUNITIES

Market share potential

Open solution providers may challenge status
quo

Cloud based scanning
Document management

Limited product differentiation and branding
leaves door open for other competitors

Could be packaged with VR or Transcription
products in the future
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APPENDIX – MARKET SHARE & TECHNOLOGY TRENDS
Appendix 16: Smartphone Market Share by Operating System
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Appendix 17: Google Trends Analysis – Trends on Voice Technology (Blue) and Dragon Voice (Red)
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APPENDIX – ACQUISITION GROWTH
Appendix 18: Acquisition Growth Rate
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APPENDIX – Voice Recognition Technology Timeline
Appendix 19: The History of Voice Recognition Technology
The timeline below illustrates the breadth of Nuance’s position in the VR market. Every company highlighted in yellow represents a
current subsidiary of Nuance Communications.
Source: Dr. Meteer, Executive Director of the Speech Technology Consortium
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APPENDIX – GLASSDOOR.COM
Appendix 21: Average Comparable Salaries

Average Comparable Salaries
[Glassdoor.com]
Principal Software Engineer/ Scientist

Senior Research Scientist/Engineer

Nuance
$114,617

Google
$163,750

Microsoft
$151,546

Nuance Google Microsoft
$109,095 $130,204 $122,274

Adobe
$195,000

Adobe
$133,128

IBM
$161,500

IBM
$132,767

Nuance

Senior Research Scientist/Engineer
$109,095

Principal Software Engineer/ Scientist
$114,617

Google

$130,204

$163,750

Microsoft

$122,274

$151,546

Adobe

$133,128

$195,000

IBM

$132,767

$161,500

Appendix 22: Nuance – Most Frequently Cited Positive/Negative

MOST CITED
PROS & CONS
[GLASSDOOR.com]
12.71%
Technology
0.83%

0.00%
Acquisitions
8.84%
Pros:
Cons:
22.93%
Work Environment
25.69%

2.49%
Management / Vision

26.52%

0%

5%

10%

15%
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Appendix 23: Satisfaction Levels - Comparables
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APPENDIX – REVENUE / HEADCOUNT
Appendix 24: Comparables
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Appendix 25: Revenue/Headcount Calculation
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APPENDIX – MERGERS & ACQUISITIONS
Appendix 26: M&A Activity & Cost

Appendix 27: Organic vs. Acquisition Growth

Rev. as reported
Pro forma
Rev from targets
Organic rev
Organic Growth
Total Growth
Acquisition Growth

$
$
$
$

Organic Growth vs. Acquisition Growth
2007
2008
2009
601,996 $
868,462 $
950,352 $
842,708 $
946,028 $
967,868 $
240,712 $
77,566 $
17,516 $
679,562 $
885,978 $
1,022,019 $
30%
15%
44%
9%
14%
-6%
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2010
1,118,948
1,190,615
71,667
1,174,981
15%
18%
3%

$
$
$
$

2011
1,318,741
1,374,774
56,033
1,318,753
12%
18%
6%
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APPENDIX – GOODWILL & INTANGIBLES
Appendix 28: Goodwill & Intangibles
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content or publication of this report.
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The author(s), or a member of their household, does not serve as an officer, director or advisory board member of the subject company.
Market making:
The author(s) does not act as a market maker in the subject company’s securities.
Disclaimer:
The information set forth herein has been obtained or derived from sources generally available to the public and believed by the author(s) to be
reliable, but the author(s) does not make any representation or warranty, express or implied, as to its accuracy or completeness. The information
is not intended to be used as the basis of any investment decisions by any person or entity. This information does not constitute investment
advice, nor is it an offer or a solicitation of an offer to buy or sell any security. This report should not be considered to be a recommendation by
any individual affiliated with The Boston Security Analyst Society, CFA Institute or the CFA Institute Research Challenge with regard to this
company’s stock.
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