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Overview 
Founded in 1994, River Cities Capital Funds (“RCCF”) is a venture capital fund that invests $3 MM - $10 
MM in minority preferred equity positions in expansion-stage IT and Healthcare companies.   We seek to 
partner with exceptional management teams to build great companies that offer significant potential for 
growth and superior returns for investors and entrepreneurs.  The firm has raised $400 MM and made 
85 investments since forming its first fund in 1994.   

River Cities first encountered the SaaS model with its EVault investment in 2001. Since then, we’ve 
invested $45 MM in nine portfolio companies and have had four successful exits in our SaaS portfolio.  
The focus of our investment consideration in this segment is finding single instance, multi-tenant SaaS 
companies with a critical mass of customers in a large market. Investment candidates will demonstrate 
attractive gross margins, strong customer renewals, efficient customer acquisition models and an 
experienced management team.     

Select River Cities SaaS Exits  
 

Select River Cities Investments  

     
 

For more information on our SaaS experience investing strategy, please contact: 
 

Rob Heimann         Parag Rathi 
     Director                                 Senior Analyst 
513-621-9700                                      513-621-9700 

         rheimann@rccf.com                                   prathi@rccf.com 

Online Pre-construction 
 management service 

Voice-based marketing 
automation solutions 

Clincal communications  
 service for hospitals 

 and physician practices 
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Introduction 

 Summary of Key Findings  
Below is a summary of the key findings from the following benchmarking report: 

 Analysts estimate the size of the SaaS market to be $17 billion in 2010 growing to over $40 billion 
by 2014, which still represents less than 20% of the overall software market. 

 To date only 25 SaaS companies have tapped the public market, out of which a couple, Omniture 
and Salary.com  were acquired in the last couple of years. Thus, currently there are 23 public pure-
play SaaS providers across a myriad of industries.  However, traditional software vendors continue 
to expand their SaaS offerings.  

 As market adoption for SaaS businesses accelerates, so too does the appetite from public equity 
investors. In the 11.5 years ending July 2009, 17 SaaS companies had been taken public.  An 
additional 8 have gone public since July 2009, including two River Cities’ portfolio companies, 
SciQuest and SPS Commerce. 

 Public SaaS companies are still relatively small with only one company achieving revenue in excess 
of $1 billion and the majority less than $250 MM in revenue. 

 The average public, pure-play SaaS Company generated $67 MM in trailing twelve months (TTM) 
revenue when it went public.  To achieve this scale, those same public companies raised on 
average $57 MM of pre-IPO equity funding. 

 Most industry estimates suggest that SaaS companies require approximately 50% - 70% more 
capital to achieve cash flow breakeven than their traditional licensed software company 
counterparts.  Additionally, the average number of years for those SaaS companies to become 
public increased to just less than 10 years from 8.5 a couple years ago.    

 The primary SaaS valuation metrics include multiples of both recurring revenue and free cash flow, 
especially at maturity.  Also important are contracted monthly recurring revenue growth, capital 
efficiency and churn rates.  Other qualitative considerations consist of intellectual property, pricing 
power (e.g. switching costs, ability to up-sell additional applications, etc.) and market size.  

 Public SaaS company valuations have  returned to nearly six times TTM revenue, a level last seen 
in early 2008.  The comparable average multiple of free cash flow at the date of this study 
approximates 40 times TTM EBITDA.  

 Best-of-breed SaaS companies achieve gross margins in the 70%+ range and manage annual churn 
rates below 15%.  SaaS vendors who have reached scale ($75+ MM in TTM revenue for purposes 
of this report) generate EBITDA margins in the high teens to low 20% range. Not surprisingly, given 
the attractive industry growth, most companies aggressively reinvest cash into product 
development and sales and marketing to fuel top-line growth, at the expense of near-term 
profitability.  As a result, only 11 out of 25 public SaaS companies reached EBITDA positive 
operations when they were sub $50 MM in revenue. In 2010, all the public comparables, except 
Cornerstone OnDemand (-21%) and DemandTec (4%), generated EBITDA margins greater than 10% 
reflecting the maturity of the public comparables. 
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 Ultimately, valuation is driven by confidence in a company’s ability to generate healthy free cash 
flow margins. Out of the 23 public comparables, Concur (24%), LogMeIn (22%), NetSuite (18%) and 
Salesforce.com (17%) generated the highest free cash flow margins in 2010 and it appears that the 
market is rewarding these companies by valuing them at an average of 9.3 times revenue as of 
May, 2011.  

 Particular attention in this study is devoted to sales and marketing efficiency and effectiveness.  
Well-performing SaaS companies achieve payback on sales and marketing investments in less than 
24 months, with the better performing SaaS companies achieving payback in less than 15 months.  
Simply translated, 24 month payback equates to a 50% ROI on sales and marketing investment and 
12 month payback represents 100% ROI.  

 SaaS companies demonstrating payback below 15 months should consider further investment in 
sales and marketing. Those experiencing longer than 2 year payback should probably consider 
alternate spend initiatives to drive more efficient growth.    

 Every public SaaS company that we reported on in 2009 except Ultimate Software showed 
measurable detioration in their return on sales and marketing investments with the average 
payback increasing to 38 months in 2010 from 27 in 2008.  Among the several new public SaaS 
companies, only Responsys and SPS Commerce demonstrated improved ROI on sales and 
marketing initiatives.   

 Public SaaS companies spent an average 22% of revenue on research and development between 
$15 MM and $50 MM in TTM revenue.  Influencing the percentage spend is price point, number of 
customers served and level of a specificity/technicality associated with the service offering.  
Between $5 MM - $15 MM in TTM revenue, these same companies spent approximately 39%.   

 An analysis of general and administrative expenses demonstrates that SaaS companies spend 
approximately $2 MM at $10 MM in TTM revenue.  Above $15 MM in revenue, companies tend to 
invest about 20% of their revenue in general and administrative expenses.   

 Not surprisingly, capital expenses for SaaS companies are higher than on-premise software 
companies, given the required infrastructure to host their customers’ data.  Capital expenditure 
percentage of revenue for public SaaS companies last year (2010) ranges from 5% to 12%.   
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Estimated size of SaaS market 

SaaS Introduction  

SaaS represents a transformational delivery model for business software and associated data, both of 
which are hosted in the cloud and accessed via a web browser.  As compared to on-premise software 
vendors that maintain multiple versions of their software, pure SaaS vendors need only deploy and 
support a single instance of the software codebase across all of their customers.  This multi-tenancy 
approach extends significant economies of scale to customers by way of shared infrastructure and 
operational support for the software.   

Demand for SaaS is driven by the need for customers to reduce IT-related costs, decrease deployment 
times and foster innovation.  Another popular benefit is that most customers pay a subscription along 
the way, eliminating hefty upfront software license fees.  All in all, the SaaS model extends more 
flexibility to customers, which is critical in an environment with economic uncertainty, changing 
workplaces and escalating expectations.        

As a result of the above 
benefits, SaaS growth rates 
are forecasted to be greater 
than five times that of their 
on-premise rivals over the 
next five years.  Still under-
penetrated, analysts 
estimate the SaaS market 
achieved approximately $17 
billion in 2010 revenue.  IDC 
Group estimates that the 
size of the SaaS market will 
reach $40.5 billion by 2014, 
which still represents less 
than 20% of the overall 
software market.  

 

Study Overview  

Given the recurring nature of the revenue model, SaaS businesses provide wonderful predictability.  
Considering River Cities’ nine SaaS portfolio company investments and metrics from public companies 
during their developmental period, we have established a best of breed analysis of key operating 
metrics, which supports fact-based recommendations to River Cities’portfolio companies. Additionally, 
the perspective and experience allows us to more critically assess new SaaS investment opportunities. 

Key operating metrics for the subject companies were collected for the years ending 2001-2010.  In 
addition, data was collected from public companies’ S-1 filings to compare relative operating metrics at 
a comparable stage of development as our portfolio companies (e.g. pre-$50 MM revenue).  For 
example, Salesforce.com, a $1.7 billion company was analyzed in the 2001 to 2003 time frame when it 
had revenues between $5.4 MM and $96 MM.  Key metrics considered in this study include capital 
efficiency, revenue growth, gross margins, sales and marketing expenditure, research and development 
expenditure, general and administrative expenditure, capital expenditures and EBITDA margins. 
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Company Profiles 

Given the emerging nature of the Software as a Service business model, currently there are only 23 
public pure play SaaS vendors.  Salesforce.com is the largest, generating approximately $1.71 billion in 
2010 revenue. Revenue achievement drops substantially when considering the rest of the universe, 
most of whom are generating less than $250 MM in trailing twelve months revenue.   The public SaaS 
universe spans a variety of services including E-commerce, Human Capital Management (HCM), IT 
security, marketing, supply chain / procurement and other back office applications.  The go-to-market 
strategies vary by company with some employing a broad base approach and most others through 
vertical market specialization (including higher-education, legal, life sciences, retail and manufacturing).  
The following table profiles twenty five best-of-breed public SaaS companies and nine River Cities’ 
portfolio companies that were considered in the study: 
 

 

                                                                                 

1
 Revenue for salesforce.com is for the 12 month period ending January 2011. 
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Capital Efficiency 

Public Comps. IPO Statistics & Funding  
As market adoption for SaaS businesses accelerates, so too does the appetite from public equity 
investors. In the 11.5 years ending July 2009, 17 SaaS companies had been taken public.  An additional 8 
have gone public since July 2009 , including two River Cities’ portfolio companies, SciQuest and SPS 
Commerce.  Two companies, Omniture and Salary.com were acquired, leaving 23 public pure play SaaS 
companies as of May 2011.   
 
To access the public markets, the following 25 SaaS companies achieved average trailing twelve months 
revenue of $67 MM with nine below $50 MM.  The following chart highlights key IPO-related metrics of 
the public SaaS vendors before they went public:  
 

 
 

Growing a SaaS business is capital intensive because revenue and cash flow are typically spread out over 
the life of the contract concurrent with the monthly delivery of the software services.  Not surprisingly, 
the faster the company’s growth, the more capital that is required.  By comparison, perpetual software 
license vendors typically collect the respective license fees upfront.  Industry experts estimate that SaaS 
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companies typically take longer to achieve cash flow breakeven than their license software company 
counterparts.  As noted above, the average pre-IPO equity raised for all twenty five companies was $57 
MM.  17 out of the 25 public SaaS companies had positive EBITDA margins at the time of their IPO.     

 Cumulative Capital Efficiency 
Exhibit 3 highlights a simplistic efficiency ratio, which demonstrates the capital efficiency of a business 
by measuring a company’s TTM revenue relative to the total amount of capital raised pre-IPO within 
certain revenue ranges up to $50 MM in revenue.  The ratio divides trailing twelve months (TTM) 
revenue by the cumulative debt and equity raised.  A 200% ratio suggests that a company generated in 
TTM revenue twice the total debt and equity that it raised.   
 

 
 
(Note: As with all of the exhibits in this report, the graphs to the right of the chart include all available 
data points from the associated companies.  A company might have multiple data points within the 
considered revenue range as it grows through the ranges over time.)    
 
To the extent stock or equity consideration for acquisitions was not publicly disclosed, their respective 
capital efficiency metrics are exaggerated since acquisition price is excluded from the denominator 
(total debt and equity raised.)  Salary.com is such an example that attempted to grow through small 
acquisitions, hit the wall during the recession and was forced to sell to Kenexa in September 2010. As a 
result, their capital efficiency shown above is artificially high. Excluding Salary.com, Public SaaS 
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companies posting revenue below $50 MM produced capital efficiency ratios between 6% and 173%.  
River Cities’ portfolio companies generated efficiency ratios between 15% and 158% in that same range.   
 
At the time of their IPO, SaaS companies gained significant leverage as the average capital efficiency 
rose to approximately 150%.  Only Concur (35%) and Liveperson (15%) posted efficiency ratios 
significantly less than 100% at the time of their IPO.   
 
Within River Cities’ portfolio, three efficient performers (including SciQuest and SPS Commerce) 
demonstrated capital efficiency ratios greater than 120%. SciQuest was the most efficient RCCF 
performer generating $42.5 MM in TTM revenue on $23 MM in total capital raised.  To gain better 
insight to the above ratios, we explore the sales and marketing effectiveness of each of these companies 
in further detail later in this study. 
 
Note that Capital efficiency ratios for River Cities’ portfolio companies (including SciQuest and SPS 
Commerce) were calculated starting with the financing round in which RCCF first invested. As an 
example, SPS raised a reported $73 MM,however, $43 MM was recapitalized in the 2002 financing in 
which River Cities first participated.  Similarily, SciQuest raised a reported $154 MM, which includes 
equity required to take the Company public in 1999.  River Cities participated in a take-private 
transaction in 2004 that effectively cleared $131 MM of prior equity from a failed dot com B-2-B 
marketplace strategy. 
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Valuation Metrics 

Public SaaS Company Valuation Metrics 
While all companies are ultimately valued on the present value of their discounted future cash flows, 
industry analysts tend to rely more on comparable multiples of revenue and free cash flow (EBITDA used 
as a proxy for cash flow) for valuing SaaS businesses.  As of May 2011, public SaaS companies’ traded at 
approximately 5.8 times TTM revenue and approximately 40 times EBITDA:         

 

Current public SaaS valuations represent a nice recovery from the downturn of late 2008 / early 2009 
and have recovered to median valuations of six times TTM revenue last seen in early 2008, although still 
below the peak valuations in late 2007.   
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Exhibit 5 highlights that SaaS 
market valuations started 
plummeting  in 2008 and 
bottomed out in early 2009, 
down by about 75% from levels 
achieved in late 2007. Given 
SaaS growth rates are close to 
five times those of traditional 
public software companies, SaaS 
multiples trade at a premium 
over traditional public software 
companies, which tend to be 
valued in the two to three times 
TTM revenue range.   

However, we will see later in this report that the sales and marketing effectiveness of these companies 
has declined significantly, implying that more capital is required to maintain revenue growth rates.  As 
companies require more cash to sustain revenue growth (relative to historic norms), one might question 
the ability to sustain valuations that are on median 5.8 times ttm revenue.   

Regardless of the economic environment, several other factors impact SaaS company valuations, the 
dominant consideration being revenue growth.  Exhibit 6 shows that public companies delivering 
stronger revenue growth are generally rewarded with higher valuation multiples. 9 of the 23 public SaaS 
vendors who achieved year over year growth of greater than 25% in Q1’11 averaged an EV / Revenue 
multiple of 9.3x. Other important considerations include gross margin percentage, churn rates, pricing 
power (e.g. switching costs, up-sell opportunities) and free cash flow margins.   
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While relative revenue growth rates are important across the sector, so too is the cost to sustain those 
growth rates, which is not considered in Exhibit 6 above.  Take NetSuite as an example.  In 2008, the 
company demonstrated annual revenue growth of 39% with payback on sales and marketing2 
investment of 32 months at which point in time investors valued the company at approximately 3.8 
times revenue.  As of May 31, 2011, NetSuite’s annual revenue growth declined to 21%, their payback 
on sales and marketing investment increased to 53 months, yet the company is now valued around 11.5 
times revenue. While these metrics may represent a lagging effect of the recession, we think it’s 
important to monitor them closely as it is questionable whether the rise in valuations can be sustained 
without further efficiency lift.     

 

                                                                                 

2
 Referenced later in the report under the “Key Operating Metrics” section  
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 SaaS Merger and Acquisitions Valuation Metrics  
 

The number of SaaS M&A 
transactions almost tripled in 2010 
to 112 from 39 transactions in 
2009i.  Exhibit 7 profiles valuation 
multiples for selected transactions 
since the beginning of 2007.   

The transactions profiled below 
show a decline of average M&A 
valuation metrics from 5.3x times 
TTM revenue in 2007 to 4.1x times 
TTM revenue in 2009. Since 2009 
the M&A valuations have averaged 
about 4.0x to 4.5x times TTM 
Revenue. 

River Cities’ SaaS portfolio 
companies have acquired seven 
small companies at or under $5 MM 
in revenue.  The respective 
valuation metrics paid range from 
1.5 times TTM revenue to 5.5 times 
TTM revenue.    

Additionally, two River Cities’ 
portfolio companies were sold to 
strategic acquirers.  Seagate 
acquired EVault in 2007 for $185 
MM and McAfee acquired MXLogic 
in September 2009 for $170 MM.  
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River Cities’ Portfolio Company Valuation Metrics  
 
While numerous factors and methods are considered when valuing a company, most River Cities’ SaaS 
investments occurred at a valuation between 2 to 3 times TTM revenue.  Exhibit 8 depicts the valuation 
multiple relative to the company’s stage of development and demonstrates a range between .7 times to 
as high as 6 times TTM revenue.  Not unlike public companies, other factors such as revenue growth, 
capital efficiency, gross margins, churn rates, intellectual property and pricing power are also important 
considerations.  While not evident from the multiples shown below, institutional investors almost 
always require certain terms that further impact the valuation including preferences, participation and 
dividend features.  In any case, consistent adherence to pricing discipline will enhance long-term 
investment returns.   
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Key Operating Metrics 
This section benchmarks key operating metrics, including revenue growth, gross margins, sales & 
marketing investment, research & development spend, general & administrative expenses, capital 
expenditure and EBITDA margins. To make meaningful comparisons between the public vendors and 
River Cities’ portfolio companies, the following analysis considers the above metrics for public vendors 
when they were generating less than $50 MM in revenue.  Financial details were gathered from their 
respective S-1 filings.   

Revenue Growth   

As noted earlier, revenue growth is one of the more important considerations when valuing SaaS 
companies.  Because RCCF’s investment strategy focuses on investing in expansion stage companies, we 
assembled the following chart that tracks the four year CAGR starting from the year in which the Public 

Comps and portfolio 
companies were generating 
approximately $10 MM in 
TTM revenue , barring few 
exceptions for Public Comps., 
where that information was 
not available. As an example, 
we looked at Salesforce.com 
for the four years following 
the year they posted $5.4 
MM in TTM revenue.  The 
Company generated an 
impressive 139% CAGR to 
achieve TTM revenue of $176 
MM four years later.    
 
Exhibit 9 highlights that 16 
out of 25  public comparables 
demonstrated greater than 
50% CAGR.  The best of these 
companies grew revenues 
around 208% CAGR with very 
good performers generating 
around 100% CAGR.  At these 
growth rates, companies are 
able to grow from less than 
$10 MM in TTM revenue to 
more than $40 MM in four 
years.  By comparison, four of 
River Cities’ portfolio 
companies achieved 
comparable growth rates. 
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 Exhibit 10 provides a good 
perspective into recent 
compounded annual 
growth rates for each of 
the public and River Cities’ 
portfolio companies.  The 
Public SaaS vendors grew 
at an average of 27% 
compounded annual 
growth over the last three 
years vis-à-vis an average 
CAGR of 53% over the 
three year period ending 
2008. While the current 
growth rates are slower 
than historical growth 
rates, the Public 
comparables have 
demonstrated healthy 
growth considering the 
challenging recessionary 
environment.  In addition, 
as these companies 
mature and become larger 
it is difficult to sustain 
high growth rates. 

Revenue per Employee:  
While revenue per 
employee is not widely 
published, the industry targets $150,000 in revenue per employee as a proxy for the point at which SaaS 
companies reach EBITDA positive operations.  
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Gross Margins 
SaaS vendors deploy a multi-tenant architecture, which means they manage one code base across an 
entire installed customer base.  Cost savings include shared hardware and software.  Additionally, 
maintenance costs, are significantly lower due to the ease of deployment.  Software upgrades or bug 
fixes are deployed against one instance for thousands of customers as opposed to supporting thousands 
of instances.    

 

Given the shared-cost approach, SaaS companies target gross margins above 70%.  Obviously, as the 
installed base grows, so does the ability to share fixed infrastructure costs such as data centers, hosting, 
etc.  over more clients.   The above exhibits demonstrate that sub-$5 MM SaaS companies generally 
generate gross margins in the 40%-60% range and those consistently grow to the 70% range once 
companies exceed $20 MM in TTM revenue, barring few exceptions with Concur, DealerTrack and 
RealPage.  Both Concur and DealerTrack were more services-intensive when they were sub $50 MM in 
revenue, with about 60% of Concur’s revenue and 80% of DealerTrack’s revenue derived from services 
resulting in less than 40% gross margins in the $30 MM - $50 MM revenue range.  Excluding these three 
companies, the gross margins of the Public Vendors averaged 67% in the $30 MM - $50 MM revenue 
range. The gross margins of River Cities’ portfolio stack up closely to those of the public comparables.  
Typically, margins below 70% imply a model that requires sizable hardware and capital expenses or 
significant services / customization.   
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Sales & Marketing Effectiveness 
Since sales momentum represents an important part of River Cities’ investment consideration, particular 
attention is given in this study to identifying important sales and marketing operating metrics that help 
assess a company’s efficiency and effectiveness.  While visibility into these metrics isn’t always obvious 
from the financial statements, the predictability associated with the recurring revenue model provides a 
unique opportunity to uncover and benchmark relevant metrics.  These findings not only guide decision-
making at our existing companies, but also help assess new investment opportunities.   
 
As seen below, sales and marketing is typically the largest and most widely variable expense component 
of a SaaS company’s cost structure, ranging from 17%-500% of revenue below $50 MM in revenue.  As 
with all cost components, the relative percentages are dependent on multiple factors. First of these is 
the stage of a company’s development.  As one would expect, the sales and marketing percentage 
declines as businesses grow their top line.  Second is the average selling price (“ASP”).  Higher ASPs tend 
to be highly correlated with fewer customers, which results in lower relative sales and marketing 
percentages at given revenue levels.  Third, the accounting treatment employed by a company will also 
impact sales and marketing percentages.  Most companies amortize commissions over the life of a 
contract, however, several companies expense their commissions upfront.  Lastly, a direct sales model 
will demonstrate higher sales and marketing percentages than indirect channels 
 

 
 



 

  

June 2011                                                                                          20                                                                          River Cities 

 

 

The above graphs depict a relatively consistent sales and marketing percentage trend between the 
public companies and River Cities’ portfolio companies.  Public companies spend on average 30% more 
on sales and marketing above $5 MM in revenue and 68% more on sales and marketing below $5 MM in 
revenue, than did our portfolio companies.  We can only hypothesize as to why this is the case.   
 
It is possible that Management at the above public companies recognized leadership in their respective 
markets very early and they determined that spending ahead of the curve was warranted to maintain 
such position.  Alternatively, the investors supporting those same investments could have had much 
larger venture funds and significantly more capital to invest in their respective portfolio companies 
relative to River Cities.  Without data from those less successful SaaS companies who did not reach the 
public capital markets, it is difficult to make a fair comparison and pinpoint exactly why these companies 
invested so much more early in the companies’ life cycle relative to River cities’ SaaS portfolio 
companies.      

 
Pricing, contract terms:  Deal sizes per customer per year of the public comparables ranges from $400 
(Constant Contact) to $235,000 (Demandtec).    River Cities’ portfolio companies deal sizes per customer 
per year ranges from $900 to $300,000.  Generally speaking, solutions with an ASP less than $10,000 per 
year target the SMB market.  Moving up market, solutions with an ASP between $10,000 - $50,000 are 
focused on the mid-market and solutions priced higher than $50,000 per year are most appropriately 
offered to the fortune 1000 corporate market.     
 
As noted in Exhibit 13 by the 
customer count and ASP, the 
low cost of ownership relative 
to traditional software 
solutions helps drive adoption 
in the SMB market.   
 
To date, adoption by the 
enterprise market has been 
slower, since these 
organizations typically have a 
much larger user base, over 
which they can spread their 
costs, making it more 
affordable for them to 
manage their own solutions.  
Additionally, enterprises are 
traditionally more reluctant to 
allow their data to leave their 
network due to security 
concerns.  However, this trend 
is rapidly changing and we 
expect further enterprise 
adoption as the market 
matures.    
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Renewal rates:  Public SaaS companies and RCCF’s portfolio companies achieve comparable renewal 
rates that are generally north of 85%.    The recent recession saw a decline in the renewal rate for a 
number of public companies, most of them have since recovered. ii Currently, five public companies  
have renewal rates  approximately 100% or greater, including one River Cities’ portfolio company, 
SciQuest. 
 
Renewal rates are driven by two elements.  First is the vendor’s ability to become entrenched within the 
business processes and other of their customers’ applications.  Second is the company’s ability to 
expand their service offerings within a customer. Among the public vendors Intralinks has the best dollar 
renewal rate of 122% suggesting its cross selling success.  Increasingly, IT departments are consolidating 
relationships with third party vendors and so a providers’ ability to act as a unified platform for multiple 
services will significantly help companies achieve attractive renewal rates. 
 
Return on Sales and Marketing investment:  Well-performing SaaS companies should achieve payback 
on sales and marketing investments in less than 24 months with the better performing SaaS companies 
achieving payback in 15 months.  Simply translated, 24 month payback equates to a 50% ROI on sales 
and marketing investment and 12 month payback represents 100% ROI.  Payback is simply calculated by 
taking sales and marketing spend for a defined period and dividing it by that period’s incremental gross 
margin. Because incremental gross profit is considered, this calculation takes into consideration a 
company’s churn rates.   Payback metrics essentially tell us how many months are required for a 
company to achieve break even on their sales and marketing investment.   
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SaaS venture investors believe that a one to two year breakeven period on sales and marketing 
investment is reasonable.  If companies deliver payback below 12-15 months, companies should 
consider further investment in sales and marketing.  Above two years, companies should probably 
consider alternate spend initiatives to drive more efficient growth.   

Under $50 MM in TTM revenue, sales and marketing payback for public companies ranges from sixty 
five months (Salary.com) for the least efficient to six months (Athena) being the most efficient.  
Generally, River Cities’ portfolio companies generated a comparable payback to the public companies 
with a couple of portfolio companies generating an impressive one year payback or 100% ROI on their 
sales and marketing investment at this stage of their development.    
 
In all but a couple of companies, the payback on sales and marketing has slowed since River Cities last 
published this report in 2009, which implies that the ultimate return on equity will be lower.  At an 
average of 38 month payback, SaaS companies are generating approximately 30% ROI, which is down 
from an average of nearly 50% a couple years ago. 
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Research & Development  
To reinvigorate revenue growth while sales and marketing ROI levels off may require accelerating R&D 
efforts.  Effective Research and development provides long-term leverage and sustainability for 
companies.  In particular, R&D enables a company to differentiate its offerings from competition and 
sustain organic growth.  Since SaaS companies host software for their customers, they obtain better 
visibility into customer usage patterns and feedback, which enables rapid development cycles.   These 
benefits support improved service offerings at lower costs and quicker turnaround times.  As a result 
SaaS firms typically enjoy lower product development costs compared to traditional software firms.   
 

 
 
Several factors influence a company’s commitment to R&D including stage of development, level of 
technical complexity of a Company’s offering and management’s technical competency.  Highly-
technical and high-priced solutions to fewer customers on average require relatively higher research and 
development expenses (e.g. Demandtec).  As with all operating metrics, early-stage companies tend to 
spend more as a percentage of revenue than they do later in their development.   
 
Successful SaaS companies who eventually accessed the public markets spent an average of 68% of their 
revenue on R&D when they were less than $5 MM in sales.  This percentage trended down to 20% of 
revenue once they exceeded $20 MM in TTM sales.   
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 General & Administrative 
Public SaaS companies considered in this study spend approximately $2 - $3 MM on G&A expenses 
under $10 MM in revenue.  As one might expect, companies generate the most leverage on G&A 
relative to other expense items as they achieve scale.  Except for two River Cities’ portfolio companies, 
G&A spending fairly aligns with that of the public SaaS companies.  In one case, the company carried the 
extra burden associated with being a public company before it was taken private.  The revenue base of 
the other was immaterial, thereby skewing the average upward.    

 
 
Between $15 MM - $50 MM in TTM revenue, both public companies and portfolio companies commit 
approximately 10% -30% of their revenue to general and administrative resources.  At scale, G&A 
expenses should trend down to 8-12%, which is demonstrated by the more mature public SaaS 
companies.  
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Capital Expenditure  
Capital expenditure percentage of revenue across the universe of both public and portfolio companies is 
varied.  As the amount of data managed by the service offerings increases, so too do the infrastructure 
requirements for that company.  River Cities more capital intensive portfolio companies are investing 
close to 13% in capital expenditures between $15 MM -$30 MM in revenue, which is aligned with the 
public company average.     
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Profitability 
SaaS vendors who have reached scale ($75+ MM in TTM revenue for purposes of this report) generate 
EBITDA margins in the high teens to low 20% range.   Not surprisingly, given the attractive industry 
growth, most companies aggressively reinvest cash into sales and marketing to fuel top-line growth, at 
the expense of near-term profitability.  As a result, companies have not reached EBITDA positive 
operations on average until approximately $60 MM in revenue.  11 out of 25 public comparables 
achieved positive EBITDA margins under $50 MM in revenue. In contrast, all five of River Cities 
companies having greater than $15 MM in revenue had achieved EBITDA positive operations. In 2010, 
all the public comparables, except Cornerstone OnDemand (-21%) and DemandTec (4%), generated 
EBITDA margins greater than 10% reflecting the maturity of the public comparables. All of the 23 public 
comparables generated an average of 16% EBITDA margins in 2010, with Concur generating the highest 
EBITDA margins at 30%.  

Liveperson was the fastest to reach EBITDA positive operations when it had just $6.2 MM in revenue. 
Conversely, SuccessFactors reached EBITDA positive operations in 2009 when it had revenues of $153 
MM.  Part of Liveperson’s achievement can be explained by its relatively slow, but by no means low, 
CAGR of 44% from $12 MM to $52 MM in four years, relative to the average CAGR for public SaaS 
companies at 84%.  Considering Liverperson’s efficient payback on sales and marketing spend (<24 
months), a case could be made that the company would have driven more value by increasing spend on 
sales and marketing at the expense of profitability, especially if the Company maintained valuation 
multiples in excess of two times TTM revenue.     
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A similar case could be made for two of River Cities’ portfolio companies where more investment in 
sales and marketing programs should have been made to drive higher enterprise value even at the 
expense of near-term profitability.  As comparison, Salesforce.com committed 110% of its revenue to 
sales and marketing when it was generating $23 MM in sales.  At a comparable stage of development 
two of River Cities’ portfolio companies metered back their sales and marketing commitment to 38% 
and 35% of revenue, respectively. 

Out of the 23 public comparables, Concur (24%), LogMeIn (22%), NetSuite (18%) and Salesforce.com 
(17%) generated the highest free cash flow margins in 2010.  Among other factors, it appears that the 
market is rewarding the above four companies for their healthy free cash flow margins by valuing them 
at an average of 9.3 times revenue in May, 2011.  
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Conclusion 

Looking Ahead 
Estimates from the IDC group suggest that the SaaS industry is poised for approximately 25% CAGR 
through 2014. SaaS providers deliver a model that is more appealing, especially for SMB and mid-size 
customers, however, increasingly the SaaS industry is experiencing larger deployments in the enterprise 
market as welliii.  Emergence of the cloud platforms and maturation of virtualization is lowering and will 
continue to lower the cost of SaaS deployments, further fueling the growth. Integration is one of the key 
issues facing the SaaS industry and the continued advancement and acceptance of Service Oriented 
Architecture (SOA) is helping the industry streamline those issues and enable quick and low cost 
integration with other SaaS applications and business partners.   By any measure, the SaaS business 
model is set to grow measurably for the foreseeable future.  Furthermore, capital constraints created by 
the recent recession and the need for coporations to be more flexible should only serve to amplify the 
advantages of the subscription model relative to the traditional on premise model for customers.     

Some analysts draw parallels between the current state of the SaaS market to the evolution of the 
client-server market in the 1990s in that a better delivery model than SaaS awaits us in the near future.  
Despite this, momentum behind the SaaS movement is significant.  As large software companies strive 
to maintain their leadership position, they will undoubtedly enter the market with their own offerings or 
through acquisition.  Already leading security vendors are marketing a one-stop delivery model for SaaS, 
software and appliances to their customers.  A wave of consolidation from application specific vendors 
wanting to extend the form factor for their delivery model is likely. 

River Cities’ thought leadership, portfolio company experience and SaaS investment success provide the 
firm with a unique perspective around strategic issues faced by SaaS companies.  Continued focus on the 
firm’s knowledge base further supports River Cities’ efforts to quickly assess prospective SaaS portfolio 
companies as well as make solid fact-based recommendations to existing portfolio companies.    

                                                                                 

i
 Capital IQ as of December 2010 

ii
 William Blair, Cloud 3.0 An update on Cloud Computing Platform and Technologies. June 2011 

iii
 Gartner Webinar, Software as a Service Grows Up: 2011 Market Impact 

 

 

The information contained in this report is obtained from sources we believe to be reliable, but no representation or 
guarantee is made about the accuracy or completeness of such information, or the opinions expressed herein. 
Nothing in this report Is intended to be recommendation of a specific security or company or intended to constitute 
an offer to buy ot sell, or the solicitation of an offer to buy or sell, any security.  

This report may not be reproduced in whole or in part without the expressed prior written authorization of River 
Cities Capital Funds. 


