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S-Curves for SaaS Models

*...What do all financial models have in common...” — they are all wrong....

At the core of financial modelling is calculating future cash flows. Nobody, knows exactly what the future holds;
therefore how can any model be 100% correct? If they are all wrong, are they of any use? As believers of fundamental
structured corporate finance, we would like the answer to be an emphatic yes. However, how useful a model is, is highly
dependent on what steps have been undertaken to reduce the potential errors in the model.

This blog is not sales pitch for financial modelling. Nor is it an avenue for outlining good modelling practises to reduce

human and calculation errors. Its focus is to establish the assumptions underpinning future cash flows —improved rigour
here is directly proportional to the usefulness of a financial model.

Detailed financial modelling often breaks a business operation down to its simplest components — what is being

sold/delivered and for what price. It's these future sales and customer numbers that is the focus of this post, particularly
in the relation to SaaS companies.

Sales volumes can be the pivotal piece of the puzzle in a financial model|, if set up correctly; revenues and costs are all
directly related to these numbers. Future sales growth is highly dependent on the growth-stage of the business (i.e. is it
“Start-up”, “"Growth”, “Maturing” or “Mature”). In general, sales growth through these stages follows an s-curve. Low

growth as the business starts up; followed by a period of exponential growth (the growth rate is proportional to current

sales). As the company starts maturing, a period of reducing month on month growth through to a period of stable cash
flows represented by little or no growth in sales once the company matures.

Figure 1: General growth-stages of a business
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A key feature of the Saa$S business model and therefore SaaS companies is significant scalability. Once the product
establishes a proven foothold within the market, sales growth can very quickly experience growth proportional to
current sales (i.e. month on month growth of x%) — producing exponential growth. Exponential growth cannot go on
forever. When and how this is phased out within financial modelling is a difficult aspect. Often growth profiles are “hard-
coded” into the modelling based on a (guess) estimate of individual growth rates for the entire period of the forecast
cashflows — the easiest approach being no growth from current levels, but this doesn’t work for growth companies such
as Saa$ businesses.

What if there was a better way...
[or at least an alternative to employ alongside “hard-coded” growth profiles].

The key feature required is to mirror expected future growth stages without having to estimate the growth rates for
each of the periods in the forecast cash flows. Employing a mathematical s-curve to future growth achieves this —a
simple explanation of this s-curve is that the growth rate in any period is related to the growth in the previous period
and the ultimate saturation level in terms of cumulative sales. This approach produces an up-front “tail” of low growth, a
period of exponential growth, tapering to a period of stable sales.

A key feature of this approach is that it only requires three key inputs:

= The saturation level (m) — the expected maximum number of future customers/sales which can be derived from
establishing the total addressable market and what % of this the company is aiming to acquire.

= A coefficient (p) that influences the length of the “tails” — essentially representing the speed in which a
company makes it in and out of the exponential growth phase (i.e. the timing of growth).

= Acoefficient (q) that influences the steepness of growth within the exponential growth phase (i.e. the rate of
growth). These coefficients can be estimated by regression analysis of historic growth patterns. However, more
often than not they are based on a trial and error by reviewing the resulting growth curve.

We think this approach can have its place as it simplifies the number of inputs to: (a) how big are things going to get and
(b) how long it is going to take to do this. Essentially management need to have a view of how big the total addressable
market is in terms of customers, what % of this the company is likely to acquire and are there a couple of levers to pull
that changes the shape of the growth curve to get there. This approach also fits very nicely into ‘what if' testing (i.e.
what if we achieve 10%, 20% or 50% of the addressable market).

Yes, this is a mathematically smoothed approach, but that's what long-term forecasting is about. The additional benefit
is that the longer term s-curve growth curves can be adjoined to a period of more detailed short-term growth inputs.
This is our preferred approach (particularly for SaaS companies) — detailed short-term growth inputs supplemented with
a longer term s-curve. This gives management the ability to apply more detail in the near term where there is more
certainty, but have longer term growth linked to a simple set of assumptions which can be easily understood and
communicated.

Your option set for growth forecasts stand at: no growth, linear, exponential, asymptotic growth or an approach that
employs all of the above mirroring how a business grows. We choose the s-curve.
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About Clare Capital

Clare Capital is a Wellington-based boutique investment bank founded by Mark Clare.

Clare Capital adds value by:

=  Originating ideas for clients.
= Assisting clients by completing analysis of issues.

= Assisting clients to complete commercial transactions.

Clare Capital provides advisory and transactional services across:

= Mergers & Acquisitions (M&A) — combining detailed financial analysis with extensive M&A experience to help
our clients maximize outcomes.

= Capital Management — advising clients on their capital raising activities.

=  Corporate Finance — combining fundamental corporate finance principles with real-world practical experience
to provide clients with: valuations, capital structure advice, and option and incentive schemes.

=  Strategic Advice — strategic and commercial advice to clients including: detailed strategic options analysis for
clients facing key decisions and structuring and negotiating financial and commercial agreements.

Contact Details

Mark Clare

Managing Partner

Email: mark.clare@clarecapital.co.nz
Phone: +64-4-4985104

Mobile: +64-21-470227

Disclosures and Disclaimers

This report has been prepared and issued by Clare Capital Limited (Clare Capital). The information, analysis and views
in this report are for class advice purposes only and do not constitute personalised advice (whether of an investment,
legal, tax, accounting or other nature) to any person, and may not be suitable for all investors. Before making an
investment decision on the basis of the information, analysis and views expressed in this report investors should
consider whether the information, views and analysis are appropriate in light of their particular investment needs,
objectives and financial circumstances. We recommend that investors should seek advice from their usual financial
advisor before taking any action. This report has been prepared in good faith based on information obtained from
sources believed to be accurate, reliable and complete as at the date of publication. However, that information has
not been independently verified or investigated by Clare Capital. Clare Capital does not, and cannot, make any
representations or warranty (expressed or implied) that the information is accurate, complete or current, and Clare
Capital excludes and disclaims (to the full extent permitted by law) any liability or responsibility for any loss which may
be incurred by any person as a result of that information, including any loss of profit or any other damage, direct or
consequential. This report is intended for distribution in New Zealand and in other jurisdictions where, under relevant
law, it may be lawfully distributed. This report is not intended for distribution to any person in any jurisdiction where
doing so would constitute a breach of any relevant laws or regulations. Copyright Clare Capital Limited 2013. All rights
reserved.
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