Yahoo!’s rejection Monday of Microsoft’s $44.6 billion bid for it most likely does not kill the deal, unless Microsoft decides to walk away.

While Yahoo!’s board rejected Microsoft’s offer, Jerry Yang, the company’s CEO and co-founder sent an email to Yahoo! employees that read in part: We believe microsoft's proposal substantially undervalues yahoo!—including our highly recognizable global brand, large worldwide audience, significant recent investments in advertising platforms, future growth prospects, our ability to generate free cash flow and our earnings potential as well as substantial unconsolidated investments (like alibaba and yahoo! japan).
Yahoo! has named a specific number that does value the company appropriately: $40 a share, according to reports first made in the Wall Street Journal. 

That it has a number in mind is seen as signal that this deal will be a protracted negotiation, more akin to that of Oracle’s pursuit of BEA then its hostile bid for PeopleSoft. 

Microsoft issue its own statement on Monday, saying that it believes in the merits of its offer and reiterating its interest in seeing the deal go through. Neither company was officially commenting to the press.

Meanwhile, Robert Breza, an analyst at RBC Capital, one of Yahoo’s! investment banks, issued a research note saying that he expects a deal to take place, for  price of between $35 and $40 a share.  But it remains unclear whether Microsoft, which has reportedly been negotiating with Yahoo for more than 18 months, will get frustrated and take its offer directly to Yahoo!’s shareholders. That would change the tenor of the takeover entirely. 

Few technology takeover efforts have caused as much head-scratching as Microsoft’s bid for Yahoo!, which has roiled Wall Street and the technology industry since it was disclosed on February 1st.

“I can’t believe Microsoft did it,” said Mary Jo Foley, editor of All About Microsoft, an influential technology blog. Foley also is author of a forthcoming book on the company’s future, Microsoft 2.0, and this deal clearly was a chapter she did not expect to write. “This is the worst thing Microsoft has done in” the last 15 years, Foley said. She said its aim, competing against Google’s search advertising business, is a strategic mistake for a firm that makes almost all its money and revenues from software. 

Surprise seems to stem from two things: the size of the bid, which is much larger than any previously made by Microsoft, and the new direction it signals for the company. Microsoft has dominated many aspects of desktop and enterprise software for at least the last decade.  Now, Microsoft seems to be betting its future on being a media company, says Dana Gardner, principal at InterArbor, a technology research firm in Gilford, New Hampshire. He says its software customers “have to wonder whether Microsoft is going to usher me into the next generation of software, or software as a service.”

Investors have questions, too.  Microsoft shares fell last week by almost 10 percent and were down again Monday. Yahoo! shares, while up, are not yet as high as Microsoft bid, $31 a share.  When a takeover target’s shares stay below the bid, it suggests that investors think the deal is not likely to happen, said Nick Patience, an analyst at The 451 Group, an investment research firm. Then again, Microsoft’s shares are down in part because its shareholders think the deal will go through, and since Microsoft may use stock for as much as half its $44.6 billion bid, it would dilute the value of the stock in the short term [note: as of end of day on Friday it was $41.8 billion, because MSFT’s shares had fallen].
Microsoft’s bid makes some sense. For one thing, online advertising should continue to see strong growth Yang projected the worldwide online ad market will jump from $45 billion to $75 billion in 2010. Yahoo! has an exceptional brand and tremendous assets, such as its gigantic audience of users.  But its stock price has been fading as the company has lost ground to Google in search advertising and its earnings growth has slowed. Few make a case for a Yahoo! revival, either. Microsoft and Yahoo! together could be stronger against Google than either is alone.

A Microsoft/Yahoo! merger “makes them very clearly an alternative to Google in a way that Ford was an alternative to General Motors,” said Roger Kay, an analyst at EndPoint Technologies.

Yahoo!’s management has been vocally against the takeover, but at least some of that is likely posturing to gain a higher offer. There are very real differences in corporate culture at Microsoft and Yahoo!, which could make it difficult to put the two companies together. 

The two companies also have a huge amount of duplication on their Internet properties – both have search, both have an advertising platform, both have instant messaging and e-mail programs – and the list could go on.  Plus, Yahoo! owns Zimbra, an open source competitor to Exchange, one of Microsoft’s key products.

It is not clear what brands or products will survive, and whether those choices might vary by country. That could roil the millions of consumers who use Microsoft and Yahoo! email products, for instance. 

Government regulators in Washington or Europe could quash the deal, though most observers think that will happen. Nonetheless, Google seems to be pushing for this, and has made contact with Yahoo! to offer its Silicon Valley neighbor help fending off Microsoft. In fact, since Yahoo! is the largest company in online display advertising, a Google-Yahoo! alliance would probably concern regulators even more than one involving Microsoft. 

It also may give Microsoft the upper hand in most other major kinds of online advertising.
Data from Comscore Media Metrix showed that Yahoo! has almost 19 percent of the market for online display ads, followed by Fox Interactive Media at 16.3 percent. Microsoft is a distant third, with 6.7 percent of the market (Google is tied for 7th, with 1 percent of the market). While display advertising makes up only about 20 percent of the online ad market, eMarketer estimates that it will grow in double digits through 2011, when it will be a $12 billion market in the U.S. alone.

Microsoft thus appears poised to become the dominant display advertiser on the Web, and can mix search, display advertising and also tout its partnership with the online social network Facebook. In its public statements, however, it has focused on stressing its need for Yahoo!’s data centers, and potential economies of scale that could yield a billion dollars in savings. 

Part of the shock of Microsoft’s bid is that online advertising has little to do with what has been Microsoft’s main business, selling software. While it currently is a bold, almost desperate bid to not fall further behind Google in the important online market, analysts say that Microsoft’s revenues from traditional software will begin to wane. In a decade, companies are likely to want to use Office applications primarily on the Web, and they will not pay $400 a copy for it, says Nick Patience of The 451 Group. It may be able to use Yahoo!’s Web savvy to help it move its own software onto the Web.

Meanwhile, Microsoft’s 2007 acquisition of Aquantive, an advertising and analytics platform, make its advertising technology an improvement for Yahoo’s advertising customers, according to Marissa Gluck, managing analyst at Radar Research in Los Angeles, Calif.

Microsoft has never tried to do such a large merger, and indeed few companies have. It could fail at the job.  Then consumers would desert the two for Google, and business customers flee to IBM, SAP, Oracle and salesforce.com. But Microsoft has some things in its favor: it can be patient, thanks to the huge cash hoard it has built up. Yahoo! needs a savior.  And “Microsoft is an ecosystem organizer,” said Kay. “Yahoo! becomes one more element in the ecosystem, and Microsoft knows how to manage that stuff.”

Finally, Yahoo! and Microsoft are not so different, says Suranga Chandratillake, CEO of Blinkx, a video search engine, who has worked with both companies. He said Yahoo! will almost certainly lose some of its engineering and management talent, but the majority of its people will stay, and they’ll find that Microsoft takes good care of its employees. Certainly, Yahoo! workers will have a more stable work environment than they do right now. That may mean a merger goes more smoothly than most expect. 
