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INTRODUCTION 
 
As Software-as-a-Service (SaaS) companies accelerate into their mainstream 

markets, they are discovering both that a direct sales force is the most effi-

cient channel and that traditional software compensation plans are ill-suited to 

SaaS’ recurring revenue model.  Goldman Sachs’ Rich Sherlund points out that 

traditional software companies’ cost of revenue (marketing expenses plus 

those associated with fielding a large direct sales force) can be as much as 

82%.  SaaS vendors are finding that the mismatch between relatively small 

revenue bites and large one-time sales expenses can pose a larger problem. 

 
The SaaS model not only provides independent software vendors (ISVs) with 

the impetus to change, it virtually requires dramatic reform to sales compen-

sation strategies.  Many companies are having difficulty because they don’t 

know where to begin. 

 
At OpSource’s SaaS Summit 2006, software venture capitalist Ann Winblad 

called sales compensation “one of the trickiest things” in adopting the SaaS 

model.  “You cannot make this change,” she said to a large roomful of soft-

ware executives, “without making a serious change to your sales compensa-

tion plan and making it match your revenue recognition model.” 

 

NOT ALL REVENUE IS CREATED EQUALLY 
 
Key Ventures’ David Dame agreed.  “You cannot compensate a SaaS sales-

man,” he said at the same venue, “like you compensate an enterprise soft-

ware salesman.” 

 
The problem is two-fold: 

• SaaS companies take smaller bites of revenue over longer periods of 

time. Paying large one-time commissions for each new sale will break 

the SaaS vendor’s bank. 
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• Just as important, such a structure does nothing to motivate sales-

people to shorten their cycles and bring in new customers more 

quickly. 

 
Even though total revenue generated over the long term may actually be 

greater than in the traditional software model, the SaaS company cannot rec-

ognize it immediately.  New contracts show up on the balance sheet as de-

ferred revenue to be recognized over the life of the contract.  SaaS is a cash-

flow business model; vendors must generate incremental revenue faster than 

they are incurring incremental costs. 

 
Traditional ISVs that are introducing SaaS applications into their product sets 

are experiencing similar problems, but they are exacerbated by the existence 

of multiple business models (with different revenue recognition paradigms) 

that are supported by a single sales force.  The obvious solution is for the tra-

ditional ISV to establish a different SaaS subsidiary or division with its own 

dedicated sales force. 

 

DON’T ADAPT 
 
Cash flow is the most evident problem with trying to shoehorn a traditional 

perpetual license compensation plan onto a SaaS business.  Many SaaS ven-

dors will offer commissions based on a deal’s total contract value (TCV), but 

this puts them in a negative cash flow position from the outset.  Less obvious 

is implication that a three-year contract (for example) is worth three times as 

much as a one-year deal.  This simply cannot be true. 

 
Administratively, this approach often causes more problems than it solves.  

How will early contract terminations impact sales comp?  How can the SaaS 

vendor structure a plan that adequately addresses more flexible agreements 

(such as a 1-year with automatic renewals or month-to-month that offers pre-

pay discounts)? 
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Moreover, such a plan does not match the SaaS ISV’s revenue recognition 

model, as Winblad advises.  This means the sales organization will be running 

at cross-purposes to the rest of the company, focusing on bringing down ele-

phantine deals instead of steadily growing recurring revenue streams. 

 
“Elephant hunters,” Winblad said, “that have lived too long in the enterprise 

software model are not adjusting well to the new business architecture.”  One 

way to fix this is to restructure compensation. 

 
TOO FAR THE OTHER WAY 

 
Another approach favored by SaaS companies stems from their (appropriate) 

single-mindedness about customer service.  To ensure their salespeople help 

keep customers satisfied (and to avoid the TCV cash flow issue), they will pay 

small commissions on all billed revenues for as long as a customer remains a 

customer. 

 
Although annuity structures such as this can work in mature industries like 

telecommunications and insurance, they present several problems for the 

emerging SaaS sector: 

• Individual contributors must build a very large customer base to gen-

erate a living wage. 

• The SaaS vendor must implement robust mechanisms to track com-

missions against billed revenues.  These grow very complex as territo-

ries change and employees come and go. 

• Ultimately, SaaS “hunters” are turned into “farmers” as they learn to 

pay more attention to satisfying their base than to winning new busi-

ness. 

 
While some of these issues are soluble, the resulting compensation plans of-

ten are very complicated, making them difficult for salespeople to understand 

and for companies to manage. 
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KEEP IT SIMPLE 
 
Keychain Logic has found that the key to a successful SaaS compensation 

plan is in its simplicity.  Successful vendors align not only to their recurring 

revenue model, they also align with their near-term objectives. 

 
Hyper-growth companies can pay a large portion – 75% or more – of the first 

billing cycle’s contracted (or expected) revenue for each new deal, with less 

than half payable upon contract close and the balance after the customer has 

ramped up.  This results in a pattern of commission “hits” that helps condition 

salespeople to regularly close business and grow the company’s base. 

 
On top of this simple structure, companies can layer additional bonuses and 

commission accelerators that will motivate particular sales behaviors, based 

on near- or long-term objectives: 

• Pay higher commission rates for multi-year contracts to secure a 

committed revenue base. 

• Offer additional incentives for bringing new companies into the cus-

tomer base (i.e., “new logo” bonuses) to promote aggressive hunting. 

• Generate sales early in the year (and benefit from the Rule of 78s) by 

paying bonuses or accelerators for first and second quarter sales. 

• To keep salespeople engaged with current customers and motivate 

them to grow base revenue, offer an annuity, but be sure to “sunset” 

it over a two- or three-year period. 

 
Creativity is great, provided it is simple.  For example, Ellie Mae, a SaaS ven-

dor serving the mortgage industry, addressed the recurring revenue challenge 

another way.  The company pays bonuses based on existing customer reten-

tion and growth, but only to those salespeople who are achieving their new 

revenue quotas (thereby solving many of the annuity problems mentioned 

above). 
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A GOOD PROBLEM TO HAVE 
 
A parking lot full of luxury sedans is a sign of a success problem.  It is not 

only a good idea to not impose an artificial cap on individual contributors’ 

earnings, it is an excellent idea to offer commission accelerators for those 

who exceed their quotas.  When a vendor is aggressively growing, particularly 

if it is exceeding its revenue projections, its salespeople cannot make too 

much money. 

 
Ultimately, the measure of success for any incentive compensation plan is 

when the company’s and salespeople’s bank accounts are growing at the 

same time.  Most traditional enterprise software companies have lost control 

of this metric, and fixing the problem can be fairly easy if SaaS companies 

keep their objectives in mind. 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
Ken Boasso is co-founder of Keychain Logic, a consulting firm specializing in 

accelerating revenue growth in Software-as-a-Service companies through 
service-focused marketing strategies and sales processes, and he is grateful for 

improvements made to this article by Symantec’s Ryan Knauss. 
Ken can be reached at kboasso@keychainlogic.net. 
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