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This white paper will examine how successful Software-as-a-Service companies have built 
their businesses to map to new buyer dynamics, created customer-centric and data-driven 
management cultures and done it all in a way that drives very attractive company valuations.

Why SaaS?

It no longer matters whether you are a traditional software company offering on-
premise licensed products or a newer company offering subscription software 
delivered on-line, your buyer’s sentiments have really changed over the past five 
years. These changes are partially based on macro-economic changes as well as 
technological advancements, which have spawned a new software business model. 

Changing Buyer Sentiment

Clearly one of the biggest causes for these changes in buyer behavior was the 
last recession that started at the end of 2008. This severe recession forced buyers 
to re-evaluate the value of the software that they were using internally and how 
they were purchasing it. Buyers wanted to expense software using a subscription 
pricing approach which is similar to why many consumers would prefer to lease 
a new car purchase over time rather than make an outright purchase. 

Another change in the market has been the ‘consumerization’ of enterprise software. 
Software buyers, whether businesses or consumers, now expect that all products are 
as easy to use as Facebook. This change in buyer expectations has forced software 
companies to focus their products more on the overall customer experience and getting 
them to successfully use their software. These expectations around ease-of-use and rapid 
time-to-value have created major challenges for many traditional software products. 

The recession has also forced buyers to re-assess how much they are willing to spend 
on ongoing ownership costs such as annual maintenance, hardware and software 
upgrades and personnel. SaaS products don’t need to be installed and managed by 
the customer, which means that there are no upgrades, infrastructure refreshes or 
staff to maintain these systems. This reduction in the Total Cost of Ownership (TCO) 
has been a major incentive for customers to embrace SaaS-based solutions.

Because of these changes in buyer sentiments, an entirely new software business model 
has evolved where providers truly deliver their Software-as-a-Service.  SaaS companies 
provide a complete, packaged and hosted solution that includes the software as well 
as training, support, services, infrastructure and best practices to their customers. 
These SaaS offerings are sold on a subscription basis, which often requires an upfront 
payment, but may also be billed on a monthly, quarterly or annual basis. Because it is 
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a subscription service, the customer has the option of renewing or not renewing their 
contracts every month or year, so delivering a excellent user experience is very important. 
The SaaS model is also continually evolving and coming up with new, creative sources 
of additional revenue, such as charging for a percentage of the transaction processed 
or billed through their software, on top of the standard software subscription fees. 

Agile Development

No longer are SaaS products viewed as only capable of addressing the needs of small 
and medium-sized businesses but now are able to handle even the largest, most complex 
global organizations. This feature parity is a result of SaaS firms using a rapid development 
methodology like Agile to build their product offerings.  SaaS firms are also operating at 
an innovation cadence that is much quicker than traditional waterfall-based development 
organizations. These firms do monthly builds, offer releases every quarter, which allows 
them to quickly fix defects and incrementally release new product capabilities.

Decreasing Capital Requirements

With the SaaS business model, companies can get started with less investment and 
staff than was required in the past to build a profitable software company. In a few 
cases there are even some new SaaS firms using a Platform-as-a-Service that have 
been able to get started with fewer than 10 employees. Venture capitalists today 
estimate that it takes about $25M in capital investment to build a world-class SaaS 
firm, as compared to roughly $50M that was required only a few years ago. This 
model has spawned many highly efficient competitors who are offering compelling 
solutions that are comparable to many of their on-premise predecessors. 

What’s Different About Running A SaaS Business?

One common theme you hear when comparing traditional to SaaS business models 
is that the cultures are very different. That seems hard to believe because both 
business models are about developing and selling software products, but there are 
major differences in approach, focus, pace of innovation and expertise required.

Delayed cash flows as well as the ability of customers to opt out of renewing a software 
subscription agreement puts huge pressure on SaaS companies to better, faster and 
less expensive solutions which in turn have forced a culture that is not only focused on 
process efficiency but also an institutional devotion to their customers. The traditional 
software business model requires expertise in building products, sales and marketing and 
this standard approach has built some of the largest software companies in the market 
including SAP, Siebel, PeopleSoft, EMC and Microsoft. In contrast, a SaaS firm has to 
develop winning multi-tenant products, market and then sell them, but they also must 
have a strong orientation towards delivering continuous customer satisfaction. The SaaS 
business model doesn’t work if a high percentage of the customers don’t renew their 
service contracts. This difference has encouraged development of new customer success 
functions that are a hybrid of professional services, support and operations functions to 
form a group that is completely devoted to delivering a superior customer experience. 
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Another noticeable difference between the two business models is not only that the SaaS 
model is more dependent on rapid innovation but it is equally important is to develop a 
highly efficient organization that executes at a very high level to be successful. Companies 
who are using the traditional software business model do deliver innovative products, but 
SaaS firms not only think about innovation in terms of only their products but also across 
their entire business model. Best-in-class SaaS firms are laser focused on all aspects of 
efficiently delivering their solutions; how it is developed, sold, priced, packaged, used by 
customers, as well as innovating in the areas of operations, support and even billing. Smart 
SaaS firms are continually testing and monitoring every aspect of their end-to-end service 
offering in an effort to continue to improve their service and overall business efficiency. 

SaaS Is All About the Numbers

SaaS companies are very detail-oriented and tend early on to establish a metrics-
driven management culture. It is no longer enough to just develop a new technology, 
and then hire some sales people to push it into the market. SaaS companies need to 
be committed to their model upfront by testing all their business assumptions, and 
keep iterating on their processes to find the most successful ways to market and 
deliver revenue on their products. This means constantly reviewing marketing data 
to see what campaigns are working and how much they cost. Traditional software 
companies tend to spend time and resources on testing their products against every 
operating system, platform and hardware variation, but SaaS companies spend their 
time and money on testing email marketing campaigns, inside sales effectiveness, 
close and renewal rates, along with every other aspect of sales and marketing.

Here are a few of the key metrics, which are considered the real value 
drivers of overall SaaS business valuation beyond just MRR:  

• Customer acquisition cost

• Customer maintenance cost

• Customer lifetime value

• New customer numbers

• Customer churn

• Revenue growth rates

• Cost of Goods Sold

Customer Acquisition Costs and Customer Maintenance Costs

The SaaS business model encourages companies to track the costs associated with sales 
and marketing expenditures to acquire a customer, which is one of the most common 
SaaS metrics, Customer Acquisition Costs or CAC. Another metric that is often tracked 
is the Customer Maintenance Costs or CMC, which are the end-to-end costs to maintain 
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each customer starting with the product hosting, all the way through to customer support 
costs. These key performance indicators are a fundamental component of every successful 
SaaS company’s mindset and business processes.  If you look at average CAC versus 
average recurring revenue per customer, the payback time ranges from 18 months for a 
relatively quick payback to over 35 months. The length of the payback time is determined 
by both the size of the CAC as well as the size of the subscription contract values. 

Another important metric compares the overall expenses of both CAC and CMC against the 
cumulative value of the customer’s revenue, typically over five years. From this, you can see 
whether your SaaS business model will be profitable or not. Over the past two years, we 
have been finding a large percentage of venture-backed SaaS companies reach profitability 
after they reach about a $25M annual revenue run rate. Of course, many bootstrapped 
SaaS companies reach profitability at an earlier stage, but may not experience the kind 
of revenue growth that many venture-backed or highly capitalized vendors achieve.

Customer Churn

One of the most critical metrics for a SaaS company to track is the percentage of 
customers that discontinue their service contracts or churn. For the SaaS business 
model to work, churn rates need to be quite low, typically less than 10%. We find 
there can be some variation between churn rates for SaaS applications addressing 
the Small or Medium Business (SMB) and consumer markets where customer renewal 
rates may only reach 70-80% and may even dip as low as 60% renewals. These 
lower renewal rates are usually a result of lower switching costs, inexpensive pricing, 
and customers who may not really know what they want in a solution so they try 
various products and switch, which is more common in the SMB market. Customer 
renewal rates for applications, which address the enterprise market, which usually 
have higher contract values and longer sales cycles, are typically above 90% and 
best-in-class firms are over 95% in order to maximize their CAC. This makes sense 
because enterprise customers are harder to get but they are also harder to lose.

There are two variations of churn to track; churn by the number of subscribers 
renewing their contracts, and, by the dollar value renewed. For example, if there are 
100 subscribers with contracts up for renewal and 90 of them renew, that translates 
to a 90% renewal rate by customer. You might also have $1M of subscriber contracts 
up for renewal and $1M of contracts were renewed, so you have 100% renewals by 
dollar value. We found that SaaS firms in general saw slightly higher Churn rates in 
2009 by customer but retained or increased renewals based on their overall contract 
values. This probably reflected the fact that vendors were focused on maintaining and 
increasing sales to valuable subscribers, with less focus on unprofitable customers.  
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Revenue Growth Rates

SaaS company valuations are often driven by revenue growth and new customer 
acquisition rates. Companies closely track their growth in recurring revenues 
on a monthly and annual basis, as well as the number of new customers or 
subscribers that are added every month. SaaS sales and marketing spend is highly 
correlated to revenue growth. Last year private SaaS firms that experienced 50% 
or more revenue growth spent an average of 100%+ of their revenues on sales 
and marketing, whereas private SaaS companies who achieved between 20-50% 
revenue growth were spending an average of only 38% on sales and marketing. 

Publicly traded SaaS providers who showed greater than 25% annual revenue 
growth have been rewarded by increased valuations. Strong market growth by public 
SaaS companies has typically been associated with heavy sales and marketing 
spending as well, resulting not only in strong revenue growth but also the growth of 
deferred revenues from anywhere between 50 to 100% of their current revenues.   

Data Driven Decision-making

SaaS companies start tracking their internal drivers for growth and profitability 
from Day One. Everyone on the management team needs to be aware of these 
metrics, and also all agree on the definitions of each metric, for example:  

• What are the stages in our lead generation funnel?  

• What is our definition of a subscriber contract?  

• How are we recognizing revenue?  

• What does a profitable customer look like?

• What is churn and how are we tracking it?

• How is our customer satisfaction being measured?  

In addition, SaaS companies can derive huge benefits from benchmarking their internal 
metrics against similar peer groups. The most successful software companies constantly 
benchmark their internal numbers against their direct peers and market leaders. 

Business benchmarking is valuable for many reasons; firstly, it helps the management 
team to get aligned on the company’s goals and targets, as well as establishing a 
data-driven management culture. A company’s internal targets may be different than 
their peer group benchmark but it is valuable to understand exactly how that differs 
from what other similar companies are doing. Benchmarking can also be a valuable 
tool for Boards of Directors to know how their company relates to its peers in terms 
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of internal metrics when approving budgets, strategic plans, and also looking at 
valuations for mergers and acquisitions or when looking at the public markets. Finally, 
companies find that using supporting data to make internal budgeting and planning 
decisions are more productive and friction-free than trying to make those same 
decisions in a vacuum or based on anecdotal experience from other companies.

Driving Business Value

By embracing the subscription software model, SaaS companies are building stable, 
recurring revenue streams with strong, renewable customer relationships. These 
companies are finding that their models are being rewarded with more attractive 
valuations than traditional license models. This has been evident from several recent 
high profile acquisitions and Initial Public Offerings (IPO’s) where SaaS firms have been 
seeing valuations between 3 to 10 times their Trailing Twelve-Month (TTM) revenues 
even when some of these companies are not generating any profits. In the table 
below you will find three SaaS firms that went public during March and April 2011 and 
are good examples of how markets are applying value to their business models: 

 ServiceSource Cornerstone Responsys

NASDAQ Ticker SREV CSOD MKTG

IPO Date 3/25/11 3/16/11 4/26/11

2010 Revenues $153M $46M $94M

IPO Proceeds $100M $135M $61M

Market Capitalization $924M $1,000M $2,430M

Compare these market valuations with traditional license model revenues where 
the valuations are only 1 to 2.5 times their TTM, which you can clearly see in this 
table by looking comparing the recent Plateau acquisition by SuccessFactors 
for 8x revenues versus Infor’s acquisition of Lawson for only 2.5x revenues.

 Radian6 Plateau Learn.com Lawson

Acquirer Salesforce SuccessFactors Taleo Infor

Acquisition Date 4/6/11 4/26/11 10/1/2010 4/26/11

2010 Revenues $35M $75M $25M $736M

Transaction Value $326M $315M $125M $2,000M

Valuation  
(TTM Revenues)

10X 8-10X 4.5X 2.5X
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Conclusion

As we have illustrated, building a high value SaaS business requires a new type 
of business model, one that is focused on growth, efficiency and effectively 
delivering software to customers as a true value-added service.

This is accomplished by building a business model that is both customer-centric 
and data-driven. Best-in-class SaaS companies understand that making their 
customers successful is critical to ultimately turning a profit but they also need 
to think through their end-to-end service delivery process, customer acquisition 
costs and continually refining and improving the customer experience.

Part of this cultural change in moving to SaaS is to be a more fast-paced, data-driven 
management culture and some have referred to SaaS companies being more driven 
by science than traditional software companies. At the heart of all SaaS businesses is 
a  focus on gathering and interpreting all types of business information to continually 
improve service delivery and business efficiencies. These improvements are directly 
related to continuously tuning sales and marketing effectiveness, maintaining high 
customer satisfaction levels, as well as product and process innovation that drive 
revenue growth and ultimately result in creating a high value SaaS company. 
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Additional Resources
SIIA & OPEXEngine Webinar: Let the Data Set You Free!
http://www.siia.net/blog/index.php/2011/02/siia-opexengine-let-the-data-set-you-free/

Chaotic Flow by Joel York
http://chaotic-flow.com/

OpSource Webinar: Building a Profitable SaaS Business
http://opsource.adobeconnect.com/p52159478/?launch
er=false&fcsContent=true&pbMode=normal


