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NY COMPANY THAT ADOPTS a subscrip-

tion- or consumption-based pricing
model will need to transform every aspect
of the organization, from its overall vision
and strategy down to its essential back-office
functions. But exactly how fast are these
cloud-like models advancing? How are they
changing an industry’s underlying econom-
ics? And what new practices do companies
need to adopt to capitalize on the growth
opportunities this transition offers?

BCG’s survey of more than 600 buyers of
business software and hardware in five
countries, supplemented by vendor inter-
views and our own experience, yielded em-
pirical evidence to answer those questions
and help companies design and implement
cloud-like models. We focus in this article
on the tech sector and its anything-as-a-ser-
vice (XaaS) offerings, but we believe that
the pricing benchmarks and best practices
we describe apply broadly to all industries
that seek to “cloudify” their offerings.

Regardless of industry, companies need to
better understand and more confidently

embrace the ways in which subscription-
and consumption-based models will change
their business, the new strategies that will
apply, and the new practices they will need
to establish. The companies that embark on
this journey with a mix of vision, innovative
products and services, and patience can
achieve the financial upside that ultimately
drives higher enterprise value—as long as
they recognize and mitigate some signifi-
cant short-term implementation risks.

The Evolution of XaaS Models

Five years after we first explored the ef-
fects and the future of XaaS pricing in busi-
ness software, we can confirm that these
models are not only a powerful means to
increase enterprise value and deepen cus-
tomer relationships in mutually beneficial
ways. They are also rapidly becoming in-
dustry standards. (See “Profiting from the
Cloud: How to Master Software as a Ser-
vice,” BCG article, June 2013.)

How much new spending on hardware and
software through 2021 would be sufficient



to confirm that XaaS models are entrenched
as standard practice in the tech sector? As it
turns out, the time to answer that question
has swiftly passed—it is already clear that
almost all new spending will be devoted to
XaaS models. (See Exhibit 1.)

Our 2018 survey of tech buyers and analysis
of market forecasts from IDC revealed that
96% of new spending on hardware and
software through 2021 will come through
cloudified (subscription- or utility-based)
pricing models. In other words, of the $147
billion in anticipated growth from the be-
ginning of 2018 through 2021, only $6 bil-
lion will be spent via traditional on-premise
license and maintenance models. Further-
more, 81% of the buyers surveyed said that
at least a portion of their spending already
goes through a XaaS model, and 33% said
they have abandoned traditional perpetual-
licensing models entirely.

The XaaS models have become so perva-
sive and so desirable in the tech sector that
cloud-like pricing is now a purchase criteri-

on unto itself. Of the buyers surveyed, 77%
said they would reallocate some spending
or consider switching suppliers entirely if
their current supplier failed to offer a XaaS
model and 17% said that a XaaS model is
already an absolute prerequisite for doing
business.

We see these numbers as harbingers for
what may occur as cloud-like models pene-
trate deeper into a number of sectors—
such as industrial goods, consumer dura-
bles, and even consumer products—where
XaaS models are at an earlier stage of de-
velopment and transition but promise to
become an essential part of the pricing
mix. (See “How the Internet of Things Will
Change the Pricing of Things,” BCG article,
December 2017.)

The Economics of the New
Pricing Models

In transitioning to a XaaS model, a tech
company abandons its traditional revenue
model, which consists of big upfront pay-

EXHIBIT 1| | Cloud-Like Pricing Models Will Account for 96% of Growth
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ments combined with maintenance fees, in
favor of a continual stream of smaller pay-
ments across a longer time horizon. These
new cloud-like pricing models can help un-
lock vigorous growth for tech vendors, be-
cause potential customer lifetime value
(LTV) increases and because equity markets
value XaaS-based revenue streams at high-
er multiples than conventional revenue.

But before a company can enjoy this up-
side, it must confront and overcome the
harsh reality of short-term margin decline.

In the first years after making the transi-
tion to a XaaS model, tech vendors can ex-
pect gross margins to fall by 10 to 20 per-
centage points on average. The absence of
large upfront payments is one cause of this
decline. Longer monetization timelines,
combined with the higher investment in
customer acquisition that these models re-
quire, mean that new customers don’t pay
for themselves until several years have
elapsed. The margin decline is exacerbated
by the higher costs that result from one as-
pect of XaaS models: in XaaS, the vendor
assumes service roles that the customer
formerly performed in-house.

Relative to other service providers (such as
software as a service [SaaS] and platform
as a service [PaaS] vendors), providers of
infrastructure as a service (IaaS) encounter
the greatest pressures, because they have
the lowest degree of differentiation, face
more intense competition, and bear the
cost of accommodating the infrastructure
on their own balance sheet.

Competitive price pressures and switching
risks mount as well for tech companies that
adopt XaaS models. The buyers we sur-
veyed expect to pay roughly 4% less under
the new models, despite the cost savings
and additional value that a XaaS model
provides them.

The old “big sale plus maintenance” busi-
ness model and its associated practices of-
fer companies no escape route from this
margin decline, because that business
model strikes a much different balance be-
tween customer acquisition and retention

that can no longer be sustained under the
new model. Companies still need to grow
their way out of margin decline through ag-
gressive customer acquisition, but they
must combine that with an obsessive focus
on customer retention and a strategic ap-
proach to revenue expansion with that
base of customers. We elaborate on that
aggressive growth-oriented strategy next.

Patience, “Farming,” and the
90-20 Rule

What ensures that a company transition-
ing to a XaaS model can weather the mar-
gin declines and enjoy the growth and
greater enterprise value in subsequent
years? Answering that question goes be-
yond the simple mechanics of managing
the tradeoffs between price, volume, and
margin. Companies that successfully mi-
grate to cloud-like pricing models will be
distinguished by their clear vision for how
to unlock the growth these models prom-
ise. Companies need to combine that long-
term vision—where to go, how far, and
how fast—with patience as well as a thor-
ough understanding of why the old eco-
nomics and practices no longer apply. Win-
ning new customers remains important,
but perhaps the most critical new strategic
objective in a successful long-term transi-
tion is customer retention.

This customer metric has become even
more important since 2013, when we last
conducted an in-depth study of cloud-like
pricing models and recommended that
tech companies switch the focus of their
sales model from “hunting” to “farming”—
that is, building a customer base to harvest
rather than aiming for the adrenaline jolts
induced by deals with large upfront pay-
ments. The need to focus on both acquisi-
tion and retention will always be a ques-
tion of balance. Hunting is essential for any
high-growth technology company, but the
high associated customer acquisition costs
are often overlooked. Effective farming
supports the achievement of stable growth
at a more reasonable cost.

Farming the larger retained base leads to
what we call the 90-20 rule. It derives from
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two thresholds that help companies avoid a
“leaky bucket” and set themselves up for a
successful transition to XaaS pricing. The
first is a target of at least 90% customer re-
tention, which in many cases requires a sig-
nificant reduction in churn rates. The 20%
represents the incremental revenue from
cross-selling and upselling activities, which
in turn depend both on actions the compa-
ny takes and on the size of its retained cus-
tomer base.

The difference that stronger retention
makes stands out clearly in Exhibit 2,
which shows the difference between estab-
lishing a healthy foundation for growth
and risking a leaky bucket that results in
shrinking the customer base and limits op-
portunities for upselling and cross-selling.
Higher prices during the transition are not
likely to change the financial math in the
way that focusing on retention will.

In light of these insights, we recommend

that companies resist aggressive attempts
to defend price levels or raise prices with
the specific goal of offsetting the declines

EXHIBIT 2 | The 90-20 Rule Is Crucial to Long-Term Revenue a
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the transition to a XaaS model.

This vision, patience, and growth ultimate-
ly manifest themselves in higher enterprise
value. When we look at the ratio of share
price to revenue per share (the P/R ratio)
for select companies, we see a clear rela-
tionship between the extent to which a
company has harnessed the benefits of a
SaaS model and the level of P/R ratio that
investors reward them. In other words, a
dollar of revenue generated by a XaaS
model is considered to be higher quality
than revenue generated under the tradi-
tional licensing models. This difference
starts to become apparent when a compa-
ny reaches a critical mass in revenue from
XaaS models, which is about 20% of total
revenue on average.

Best Practices

Several best practices make the difference
between healthy growth and the leaky-
bucket outcome. The combination of seem-
ingly slight differences between stronger
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and weaker performance in customer re-
tention, revenue expansion, and more dis-
ciplined discounting practices can lead to
far greater customer LTV. In one scenario,
the compounded effects of higher retention
(90% versus 80%), more effective reve-
nue-building activities (10% versus 5%),
and greater revenue expansion through
more disciplined discounting (3.5% versus
2%) lead to an overall gain of 63% in LTV.
The basis for such superior performance
lies in these best practices:

e Design the right pricing model. It is
vital to select the right set of price
metrics—that is, the units by which the
vendor meters its business and charges
for it. These metrics determine the
firm’s ability to scale its value and
revenue. Regardless of the model, the
chosen metrics must be easy to track,
easy to understand, correlated with
customer value, and aligned with the
vendor’s costs and competitive situation.

It is impossible to generalize about
price metrics across all XaaS platforms.
IaaS models tend to have more metrics
than PaaS models, in order to mitigate
the risks of misaligned pricing. PaaS
models, meanwhile, often take advan-
tage of “freemium” (a pricing approach
under which customers receive a basic
product or service for free but must pay
for additional features) and per-user
models. SaaS vendors, in contrast, tend
to focus primarily on per-user subscrip-
tion models. These choices matter not
only because they are essential drivers
of future revenue and profit but also
because once in place they are hard to
change quickly. As one executive told
us, “If I were to do this again, I would
have set up our pricing model different-
ly... but while we were able to tweak it,
it was very difficult to change.”

e Land the new customer base efficient-
ly. This is a core part of what we refer to
as “try, land, and expand.” Acquiring and
retaining customers early on is vital to
the success of any Xaas transition, and a
freemium model can be a powerful
enabler for attracting new customers.

But the design and implementation of
freemium models have several pitfalls.
Freemium models can be difficult to
deploy efficiently, and they risk drawing
too many high-cost-to-serve customers to
the free package. They also require
vigilant monitoring both to track value
and to ensure that more customers
convert to the paid model. Once a
customer chooses a paid model, the
vendor’s focus widens to include
retention, which may require tactics such
as automatic renewal, incentives for
early renewal, and price guarantees. The
focus also shifts to expanding the
revenue base, which we discuss next.

Pursue 4D revenue expansion.
Vendors should seek revenue expansion
across four dimensions: upselling,
cross-selling, price increases, and
volume increases. A classic example of
upselling is moving customers to
higher-value tiers within a good-better-
best suite of services. Cross-selling
includes leading the customer to
complementary or supplementary
services, or into unrelated service areas.
Price increases can take many forms,
including year-on-year escalators built
into contracts and a mix of value-added
incentives a buyer can use to partially
offset nominal price increases. Volume
increases often come from higher
adoption rates within a department as
well as within the entire enterprise
(more business units, more geographies,
and so on). This 4D expansion is
another reason why price metrics
matter. Volume will scale faster if the
vendor aligns its measures of volume
and its volume-discounting guidelines
with customers’ perceptions of value,
and, in the best-case scenario, with the
actual outcomes the customer derives.

Cloudify price implementation. It
should come as no surprise that the
transition to a XaaS model places new
and different operational demands on
an organization. Ongoing revenue
streams (versus upfront payments)
present new challenges for quoting,
discount models, sales incentives,
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invoicing, and accounting. Without
appropriate changes, the ERP, billing,
and quoting systems will prevent a
company from scaling its XaaS model
efficiently. A company needs to address
its discount framework and guidance,
refresh its enterprise agreements and
terms and conditions, and put in place
an IT infrastructure to support a new
model for transactions.

e Support each internal function in
fulfilling its new role. It may take up
to three years for an organization to be
able to support new pricing models at
full scale. Creating the basics alone—
product design, pricing design, pricing
metrics, and channel incentives—can
take several months. As it prepares to
launch its initial direct offers, the
company needs to train the sales force
on the new models and also make sure
that its governance procedures (legal,
escalation, guardrails, and so on) are in
place. In subsequent phases, the

About the Authors

order-to-cash procedures, monitoring,
and support tools get put into place and
scaled up.

D ISRUPTIVE ADVANCES SUCH as XaaS
pricing models always come with the
same bold promises and sobering caveats.
They promise a complete transformation of
the way customers and suppliers do busi-
ness, yet their implementation is uncharted
territory fraught with unexpected risks and
unintended consequences. The best safe-
guard is empirical guidance around bench-
marks and best practices that enable a
company to understand its challenges, for-
mulate the right new growth strategy, and
approach the transition with greater confi-
dence. Technology companies are navigat-
ing that journey right now. Companies in
other industries will smooth their own
journeys by watching and learning from
the experiences of the tech-industry
front-runners.
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