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It is often said that valuing a business is more an art than a science. Another assertion is that 
valuation is in the eye of the beholder, akin to beauty. There is truth in both these statements since 
enterprise valuation is impacted by several variables, not all of which can be quantified, and 
perception of future prospects of a business can be quite different depending on the biases of the 
evaluator.  

Regardless of this sense of mystery and fuzziness about valuation, there are several fundamental 
factors that influence the value of a technology business. In this article, we cover five important 
elements that have a distinct bearing on the valuation of technology companies, noting that many 
of these factors apply to businesses in other sectors as well.  

1) Scarcity in a Large Market  

A business that is the only player, or one of just a few players, in a large end market is likely going 
to be seen as being valuable since there are limited substitutes for the scarce solution offered by 
that company. It is simple supply-demand dynamics – when there is clear demand for a product in 
short supply, the price of that product goes up. When there is scarcity of players in an end market, 
the market participant(s) have the opportunity to scale quickly and win a significant portion of the 
market; in addition, there is less pricing pressure on their offerings. On the contrary, businesses that 
operate in a crowded or highly fragmented market are less likely to be seen as valuable given the 
availability of substitutes, challenges to gaining market share and the pricing pressure from 
competition. One variation of this is going after markets which are sizeable (~$200M to $500M), 
but not large enough to excite institutional investors who seek addressable markets north of $1B, 
which allows a company to grab significant market share “under the radar” and be one of few 
players enabling higher valuation. Vertical SaaS models focused on niche spaces with smaller 
markets than horizontal SaaS often provide opportunities like this.  

2) Significant Differentiation from Competitors  

Often referred to as “USP” or unique selling proposition, differentiation of a technology business is 
important to valuation since it creates scarcity and sets the business apart from its competition. 
Differentiation may come from unique product features, ability to address challenging use cases, 
performance metrics, superior UI design, ease of deployment and use, economic value to the 
customer (time to value, ROI), etc. Vertical software/SaaS companies that exclusively operate in 
certain sectors can develop strong differentiation since their strategy is “an inch wide and a mile 
deep”. Vertical SaaS businesses leverage their deep domain knowledge to develop solutions that are 
tailored to the unique needs of companies in specific sectors, differentiating them from horizontal 
software/SaaS companies that offer generic solutions across diverse sectors. For an in depth look 
at Vertical SaaS vs. Horizontal SaaS, please review our report Allied Advisers: Flavors of SaaS 1H 
2023 Update. 

 

https://www.alliedadvisers.com/post/flavors-of-saas-1h-2023-update
https://www.alliedadvisers.com/post/flavors-of-saas-1h-2023-update
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3) Growth vs. Profit Margin and Rule of 40; Capital Efficient Growth  

In the frothy market prior to COVID that eventually peaked in 2021, hypergrowth was the mantra 
for technology companies. Businesses that grew at breakneck pace with no heed to bottom line 
profitability attracted nosebleed valuations in private funding rounds. A popular performance 
measure of software companies called Rule of 40 (revenue growth rate + profit margin > 40%) was 
highly biased towards revenue growth; companies that grew at 100% with -50% operating margin 
(R40 metric = 50%) were highly valued due to their growth, albeit with poor profit margins, easily 
attracted capital. However, in the last couple of years, the valuation dynamic has been turned on its 
head. Profitability now is viewed as the close second factor after growth; companies growing at 30% 
with 20% operating margin (R40 metric = 50%) are significantly more marketable and valued 
highly relatively to extremely unprofitable high growth businesses. We expect this trend to continue 
in the cooler markets and high interest rate environment we are in.  

Allied Advisers has found that software companies that exceed Rule of 40 enjoy a valuation 
premium of over 150% compared to companies that fall below this measure. Examples of 
companies that have a high R40 metric include Adobe, Datadog, MSCI and Visa. For a deeper dive 
into Rule of 40, please review our report Allied Advisers: Brief Analysis (SaaS): Rule of 40 - 1H 2023 
Update. 

Another financial metric that strongly influences valuation is Gross Profit (Revenue less Cost of 
Goods Sold). The higher the Gross Profit (GP), the more capital a business has to invest in other 
operating areas like R&D, Sales and Marketing, Finance and G&A, and financial areas like interest 
payments and capital investments. Higher GP also reduces reliance on external equity and debt 
capital by providing better internal cash flows. 

Per Allied Advisers’ analysis, companies with higher GP margins trade at better multiples and this 
holds true both in bull and bear markets. Investors consider companies with high GP more attractive 
since it’s a measure of capital efficiency of the business. For additional insights, please review our 
report Allied Advisers: Crunchbase News: Gross Profit Margin: Why You Should Care, And How You 
Can Improve It. 

4) Revenue Model and Gross and Net Revenue Retention Metrics 

Business models typical to technology product/platform companies are subscription, licensing or 
transactional. Subscription models provide recurring revenue (monthly or annually), licensing is 
usually a one-time fee, and the transactional model provides revenue per transaction. It should not 
come as a surprise that the subscription model, which yields the most reliable recurring revenue 
streams with the highest gross margins, are most favored and valued the highest by investors. In 
fact, the valuation premium of subscription models can be as high as 2x compared to licensing and 

https://www.alliedadvisers.com/post/brief-analysis-saas-rule-of-40-1h-2023-update
https://www.alliedadvisers.com/post/brief-analysis-saas-rule-of-40-1h-2023-update
https://www.alliedadvisers.com/post/crunchbase-news-gross-profit-margin-why-you-should-care-and-how-you-can-improve-it
https://www.alliedadvisers.com/post/crunchbase-news-gross-profit-margin-why-you-should-care-and-how-you-can-improve-it
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transactional models. We provide several real world examples of this in our report Allied Advisers: 
Revenue Models and its Implications on Future Financing or Exits. 

While it is ideal to have a recurring revenue model, it is just as important to retain and grow 
revenues. Revenue retention is considered one of the most important metrics for SaaS businesses; 
high retention rates demonstrate to strategic buyers and investors that the company has a product 
that is “sticky”, customers like it enough to keep renewing and the business is providing increasing 
value to those customers. Gross Revenue Retention (GRR) and Net Revenue Retention (NRR) are 
two of the most important customer retention metrics that investors use in evaluating SaaS 
companies. NRR has dramatic impact on valuation because of the compounding effect of Annual 
Recurring Revenue (ARR). For instance, 20% higher NRR could result in over 2x higher valuation 
over a 4-year period as we have shown in our report Allied Advisers: Customer Retention Metrics 
in SaaS –Why They Matter So Much. 

5) Customer Profile and Concentration 

Companies that have large enterprises as customers are more likely to be able to expand revenues 
from such clients given the numerous groups within large organizations and bigger budgets for 
vendors. In contrast, having small/medium (SMB) customers limits the opportunities for large 
contracts and wallet share expansion given limited budgets. For these reasons, companies with an 
enterprise customer base have traditionally been viewed more favorably by investors compared to 
businesses serving SMB clients.  

On the other hand, we are seeing rapid growth of SMB software providers driven by digitization and 
automation. This growth is propelled by bigger addressable markets and faster deal closures due to 
shorter buying cycles and lower entry price points compared to enterprise software. Several SMB 
software providers are using Product Led Growth (PLG) strategies by offering self-service, free 
trials or freemium versions, resulting in reduced Customer Acquisition Costs (CAC), while 
improving customer and revenue retention, and preserving financial resources for other business 
needs. As a result, SMB vendors often have lower expenses for R&D and sales and marketing, leading 
to better profitability and strong valuation considerations. For additional insights into SMB vs 
enterprise software, please review our report Allied Advisers: SMB SaaS – The Younger and 
Sometimes Overlooked Sibling of Enterprise SaaS - 2H 2023 Update.  

A diverse and large customer base is preferred rather than reliance on a few customers who could 
be driving the majority of the revenues creating customer concentration risk. Concentration 
presents a material risk to investors in a M&A or a financing transaction – the loss of the dominating 
customer(s) could significantly impact the value of the company very quickly, and it could take 
considerable amount of time to replace the lost revenues with new business. Financial investors 
could attribute high valuation discounts up to as much as 50% due to customer concentration that 
cannot be clearly mitigated, or will not consider the company for investment. Strategic buyers may 
have a positive or negative perspective of customer concentration depending on the profile of the 

https://www.alliedadvisers.com/post/revenue-models-and-its-implications-on-future-financing-or-exits
https://www.alliedadvisers.com/post/revenue-models-and-its-implications-on-future-financing-or-exits
https://www.alliedadvisers.com/post/customer-retention-metrics-in-saas-why-they-matter-so-much
https://www.alliedadvisers.com/post/customer-retention-metrics-in-saas-why-they-matter-so-much
https://www.alliedadvisers.com/post/smb-saas-the-younger-and-sometimes-overlooked-sibling-of-enterprise-saas-2h-2023-update
https://www.alliedadvisers.com/post/smb-saas-the-younger-and-sometimes-overlooked-sibling-of-enterprise-saas-2h-2023-update
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dominant customers. We cover this topic in detail in our report Allied Advisers: Customer 
Concentration, Hurdle or Opportunity?. 

Summary 

The five broad factors that significantly impact the valuation of technology companies are scarcity, 
differentiation, growth/earnings, revenue model/retention, and customer profile. While every 
business is unique and has its own attributes and dynamics that ultimately drive valuation, the 
points above can help focus companies of what affects their valuation as they consider their next 
round of funding or exit. 

Running a competitive process: While the valuation factors yield a certain baseline value, 
competition for a company from investors and buyers helps to achieve premium valuation. We have 
often been in situations where there is a wide range of valuations when a process is run as buyers 
and sponsors have different abilities to pay and assess synergies differently. Savvy companies 
create options by generating multiple term sheets from interested parties, thereby making it 
competitive, and the buyers are willing to pay a premium to avoid the FOMO of not getting in on the 
transaction. An experienced investment banking advisor can help companies in the process of 
evaluating and creating multiple options. 

 

Allied Advisers: Investment Banking for Technology Companies and 
Investors 

Ravi Bhagavan is a Managing Director at Allied Advisers, a global technology-focused boutique 
advisory firm focused on investment banking for entrepreneurs and investors. The Silicon Valley-
based firm, with a presence in Los Angeles, Israel, and India, serves entrepreneurs and investors of 
technology growth companies globally on strategic advisory including M&A and capital raises. 
Allied Advisers bankers have completed technology transactions globally for technology clients 
with Fortune 50 buyers and top tier Private Equity firms. Contact: info@alliedadvisers.com 

 

https://www.alliedadvisers.com/post/customer-concentration-hurdle-or-opportunity
https://www.alliedadvisers.com/post/customer-concentration-hurdle-or-opportunity
http://www.alliedadvisers.com/
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Investment Banking for Technology Companies  

Allied Advisers is a global technology-focused boutique advisory firm focused on 
investment banking for entrepreneurs and investors. The Silicon Valley-based firm, 
with a presence in Los Angeles, Israel and India, serves entrepreneurs and investors of 
technology growth companies globally on strategic advisory including M&A and capital 
raises. Allied Advisers bankers have completed technology transactions globally for 
clients with Fortune 50 buyers and top tier Private Equity firms. Contact: 
info@alliedadvisers.com 
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