A 26-PART PRACTITIONER'S SERIES | EFUTURESCFO.COM

SYAVARS

The Financial Architecture of Recurring Revenue

ARR and MRR construction, deferred revenue waterfalls, NRR and
churn mechanics, CAC and LTV unit economics, the Rule of 40, R&D
capitalization under ASC 350-40, SBC accounting, sales commission
capitalization, SaaS sales tax complexity, Section 174 R&D amortization,
and the complete SaaS metrics framework.

eFutures CH€) The Systems CFO Platform



FINANCIAL ARCHITECTURE OF DIFFERENT BUSINESS MODELS

SECTION 1

THE SAAS REVENUE ENGINE

SaaS: The Financial Architecture of Recurring
Revenue

Software as a Service is the business model that redefined how investors think about revenue quality.
Before SaaS, software was sold as a perpetual license — a large upfront payment followed by optional
maintenance fees. After SaaS, software became a subscription: predictable, recurring, compounding. The
financial architecture of a SaaS business is built on this single structural insight, and every metric, every
accounting treatment, every investor conversation flows from it.

SaaS is, at its core, a bet on the future. The company invests heavily today — in sales, marketing, and
product — to acquire customers who will pay in small, recurring installments over many years. The
economics only work if those customers stay long enough, expand enough, and generate enough gross
profit to recover the upfront acquisition cost and then some. The CFO's job is to measure how well that bet is
paying off, and to make capital allocation decisions that accelerate the compounding while managing the
cash burn that inevitably accompanies it.

This part of the series covers the complete financial architecture of a SaaS business: ARR and MRR
construction, deferred revenue mechanics, the full unit economics stack from CAC to LTV, the Rule of 40,
R&D; capitalization under ASC 350-40, sales tax nexus post-Wayfair for software, stock-based
compensation accounting, and the metrics framework that every SaaS CFO must own. Every concept is
grounded in practice, with formulas, benchmarks, and worked examples.

1.1 ARR and MRR: The Foundation of SaaS Finance

Annual Recurring Revenue (ARR) and Monthly Recurring Revenue (MRR) are the two most important
metrics in any SaaS business. They are not GAAP metrics. They do not appear on the income statement.
But they are the primary lens through which investors, board members, and the management team evaluate
the health and trajectory of the business. Understanding their construction precisely — what is included,
what is excluded, and how changes flow through them — is the first obligation of every SaaS CFO.

ARR is the annualized value of all active recurring subscription contracts at a point in time, normalized to a
one-year period. It is a snapshot metric, not a flow metric. A company with 500 customers each paying
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$2,000 per month has $1,000,000 in MRR and $12,000,000 in ARR. Critically, ARR includes only recurring
contract value — it excludes professional services, one-time implementation fees, variable usage overage
charges, and non-recurring revenue of any kind.

ARR AND MRR CONSTRUCTION

MRR = Sum of (Monthly Contract Value) across all Active Subscriptions
ARR = MRR x 12

ARR excl udes: one-tinme fees, professional services, usage overages,

non-recurring paynents, and expired contracts

Exanpl e: 500 custoners x $2,000/nmo = $1.0M MRR = $12. OM ARR

ARR is a management metric, not an accounting metric. Different companies define it slightly differently —
some include month-to-month contracts, some exclude them; some include annual contracts paid monthly,
some only include fully executed multi-year deals. Before reporting ARR to investors or a board, document
your ARR definition in writing and apply it consistently. Inconsistent ARR definitions are a common due
diligence red flag.

1.2 The ARR Waterfall: New, Expansion, Contraction, Churn

ARR is not static. It changes every month based on four movements: New ARR (new customers added),
Expansion ARR (existing customers buying more — more seats, more modules, higher tiers), Contraction
ARR (existing customers downgrading), and Churned ARR (customers who cancel). The net of these four
movements is Net New ARR. Tracking each movement separately is essential because they have very
different cost structures, different drivers, and different implications for the health of the business.

Benchmark (Healthy

ARR Movement Definition CFO Watch Signal
SEER))

New ARR ARR from first-time customers 40%—70% of total new Declining new ARR = pipeline

in period ARR problem
. Additional ARR from existing 30%-60% of total new Expansion > Churn =

Expansion ARR
customers ARR product-led growth
ARR lost from downgr %—-8% of ARR Risin ntraction = val

Contraction ARR ost from downgrades (3%—-8% o sing c.o tractio alue
(customer stays) annually) perception problem
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Benchmark (Healthy

ARR Movement Definition CFO Watch Signal
SEER))
ARR lost from full (5%—-15% of ARR >15% churn = product-market
Churned ARR . _
cancellations annually) fit risk
New + Expansion - Must be positive and Negative = business is
Net New ARR . . .
Contraction - Churn growing contracting

NET NEW ARR WATERFALL

Net New ARR = New ARR + Expansi on ARR - Contraction ARR - Churned ARR
Endi ng ARR = Begi nning ARR + Net New ARR

Exanpl e: $12. OM begin + $0. 8M new + $0. 4M expansi on
- $0.1M contraction - $0.3M churn = $12. 8M endi ng ARR

Present the ARR waterfall, not just ending ARR, in every board package. A company that grew ARR from
$12M to $12.8M by burning through a large new business pipeline while suffering rising churn tells a very
different story than one that grew the same amount with balanced new and expansion motion and low churn.
The waterfall is the truth; the ending number is the headline.

SECTION 2

REVENUE RECOGNITION AND DEFERRED REVENUE

Revenue Recognition: The Gap Between Cash
and Revenue

The central accounting tension in every SaaS business is the gap between when cash is received and when
revenue is recognized. SaaS companies typically bill annually or multi-annually in advance — collecting a
full year's subscription upfront — but can recognize revenue only as the service is delivered, ratably over the
subscription period. This creates deferred revenue: cash that the company holds but has not yet earned
according to GAAP.
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Understanding deferred revenue mechanics is not merely an accounting exercise. It has profound
implications for cash flow management, the interpretation of the income statement, and the communication
of the business's true economic health to investors who may be less familiar with SaaS accounting
conventions.

2.1 ASC 606 Applied to SaaS

Under ASC 606, a SaaS company must identify its performance obligations in each customer contract and
recognize revenue as those obligations are satisfied. For a standard SaaS subscription, the performance
obligation is the continuous right to access the software over the subscription period. This is satisfied ratably
— evenly — over time, meaning a 12-month subscription is recognized at 1/12th per month regardless of
when the cash was collected.

Complications arise when contracts contain multiple performance obligations: a SaaS subscription bundled
with implementation services, training, or a perpetual license component. Each element must be allocated a
portion of the total contract price based on its Standalone Selling Price (SSP) — what the company would
charge for that element if sold separately. The allocated amount is then recognized as each obligation is
fulfilled.

Contract Element Recognition Timing SSP Method

o Ratably over term . Multi-year discounts
SaaS Subscription . ) Observable market price ;
(straight-line) complicate SSP
. . Over time as services Estimated cost-plus or Fixed-fee vs. T&M; affects
Implementation Services o
rendered market timing
- . At point of delivery or Observable if sold Often bundled — SSP
Training / Onboarding .
ratably separately allocation needed
Perpetual License T . Residual approach or Rare in pure SaaS; common in
At point in time (delivery) .
Element market hybrid
. . Over time as milestones Variable consideration if
Professional Services Cost-plus or market rate .
met milestone-based

2.2 The Deferred Revenue Waterfall

The deferred revenue balance on the SaaS company's balance sheet is one of the most important indicators
of forward revenue visibility. When a customer signs a 12-month contract and pays $120,000 upfront, the
company records $120,000 in cash and $120,000 in deferred revenue. Each month, $10,000 is recognized
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as revenue and the deferred revenue balance decreases by $10,000. At the end of the year, when the
contract renews, the cycle begins again.

The CFO must maintain a rolling deferred revenue waterfall that shows the balance at the beginning of the
period, billings added during the period, revenue recognized during the period, and the ending balance. This
waterfall is essential for both the financial statements and for revenue forecasting — the recognized portion
of deferred revenue is highly predictable, which is one of SaaS's greatest financial advantages.

DEFERRED REVENUE WATERFALL

Endi ng Deferred Revenue = Begi nning Deferred Revenue
+ New Billings in Period
- Revenue Recogni zed from Deferred
+/ - Contract Mdifications

Exanpl e: $3.0M begin + $1.5M billings - $1.2M recogni zed = $3. 3M endi ng

ACCOUNTING ALERT

Deferred revenue is a liability, not an asset. It represents the company's obligation to deliver future service.
When a customer cancels before the end of their prepaid term, the unearned portion of deferred revenue
must be refunded (if contract terms require it) or recognized immediately (if the company has fulfilled all
remaining obligations). Ensure that your contract terms clearly specify refund policy to avoid ambiguity in
accounting treatment.

2.3 Billings vs. Revenue vs. ARR: The Three Numbers

One of the most common sources of confusion in SaasS finance is the distinction between Billings, Revenue,
and ARR. All three measure different things, all three are important, and conflating them is a significant
analytical error. The CFO must be able to explain the relationship between all three clearly.

What It Measures GAAP? When It Matters Most

ARR Annualized recurring contract value No Investor valuation, growth trajectory,
at a point in time business health
Billings Cash invoiced to customers in the No Cash flow, sales productivity, go-to-market
g period efficiency
Earned subscription value in the P&L;, gross margin, income statement
Revenue ) ) Yes .
period (recognized) reporting
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What It Measures (€YAVAN When It Matters Most

Billings received but not yet earned

Deferred Revenue (liability) Yes Balance sheet, cash vs. GAAP reconciliation
Billings = Revenue Recogni zed in Period + Change in Deferred Revenue

= Revenue + (Ending Deferred Revenue - Begi nning Deferred Revenue)

Exanpl e: $1.2M revenue + ($3.3M - $3.0M deferred = $1.5M billings

Billings Gowmh > Revenue Grow h
Billings Gowmh < Revenue Growth = Sl owi ng business (investigate inmedi ately)

Accel erating business (positive signal)

SECTION 3

CHURN, RETENTION, AND NET REVENUE RETENTION

The Retention Engine: Churn, NRR, and the Leaky
Bucket

Churn is the enemy of the SaaS business model. Because SaaS revenue compounds on itself — each
year's ending ARR becomes next year's starting ARR — a high churn rate acts as a constant drain on the
business, forcing the company to run faster just to stay in place. Understanding churn at a granular level,
measuring it correctly, and connecting it to the right operational interventions is one of the most important
analytical tasks the SaaS CFO performs.

3.1 Logo Churn versus Revenue Churn

There are two fundamentally different ways to measure churn, and both are necessary. Logo churn (also
called customer churn or unit churn) measures the percentage of customers who cancel in a period.
Revenue churn (or ARR churn, or gross revenue churn) measures the percentage of ARR that is lost in a
period due to cancellations and downgrades. These two numbers can diverge significantly when the
customer base is heterogeneous in size.
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CHURN RATE FORMULAS

Logo Churn Rate = Custoners Lost in Period / Custoners at Start of Period
Gross Rev. Churn = ARR Lost (Churn + Contraction) / ARR at Start of Period
Net Rev. Churn = (ARR Lost - ARR Expanded) / ARR at Start of Period

Exanpl e: 10 custoners churned / 200 start = 5% 1 o0go churn
$300K ARR |l ost / $12M start = 2.5% gross revenue churn

A company with 5% logo churn but 2.5% revenue churn is losing small customers while retaining large ones
— a benign pattern. A company with 2% logo churn but 8% revenue churn is losing its largest customers
while retaining small ones — a dangerous pattern that may not be visible in the headline logo churn number.
The CFO must present both, segmented by customer size and cohort vintage.

3.2 Net Revenue Retention: The Most Important SaaS Metric

Net Revenue Retention (NRR), also called Net Dollar Retention (NDR), is the single most important metric
in a SaasS business. It measures how much ARR the company retains from its existing customer base over a
one-year period, including both losses (churn and contraction) and gains (expansion and upsell). An NRR
above 100% means the existing customer base is growing even without adding a single new customer —
the SaaS flywheel is spinning.

NET REVENUE RETENTION (NRR)

NRR = (Begi nning ARR + Expansi on ARR - Contraction ARR - Churned ARR)
/ Begi nni ng ARR

Exanpl e: ($12.0M + $1. 8M expansi on - $0.3M contraction - $0.5M churn)
/ $12.0M = $13.0M/ $12.0M = 108. 3% NRR

NRR > 100% Existing custoners grow the business (best-in-class)

NRR < 100% New custoners mnmust fill the churn hol e before grow ng
NRR Range Business Interpretation Typical Company Profile Investor Reaction
Exceptional —

Top-tier enterprise SaaS

Premium multiple (15x+ ARR
(Snowflake, Twilio era) ple ( )

>130% land-and-expand flywheel in
full effect
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NRR Range Business Interpretation Typical Company Profile Investor Reaction

Excellent — strong expansion Mature enterprise or .
110%-130% . . Strong multiple (10x—15x ARR)
motion, low churn mid-market SaaS

Healthy — expanding slightly, Solid SMB or mid-market

100%-110% Market multiple (6x—10x ARR)

churn manageable SaaS
Concerning — churn SMB-heavy or early . .
90%—-100% . . . Discounted multiple (3x—6x ARR)
exceeding expansion product-market fit
<00% Crisis — business is shrinking Significant product or market Investor concern; growth thesis
0 . . .
in existing base problem questioned

SECTION 4

UNIT ECONOMICS: CAC, LTV, AND THE PAYBACK PERIOD

Unit Economics: The Engine Beneath the ARR
Growth

SaaS unit economics determine whether the business model is fundamentally sound — whether acquiring
one more customer creates value or destroys it. The three core unit economics metrics are Customer
Acquisition Cost (CAC), Customer Lifetime Value (LTV), and CAC Payback Period. Together they form a
triangle that tells the CFO and the board whether the growth machine is worth running at current efficiency,
whether it should be accelerated, or whether something is fundamentally broken.

4.1 Customer Acquisition Cost (CAC)

CAC is the fully-loaded cost of acquiring one new paying customer. The fully-loaded definition is critical: it
includes not just marketing spend, but sales compensation (base, commission, and benefits), sales
operations costs, marketing program spend, and an allocated share of supporting functions. Many
companies understate CAC by including only marketing spend, which makes the economics appear better
than they are.
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CAC FULLY LOADED

CAC = (Total Sal es Expense + Total Marketing Expense) / New Custoners Acquired

Sal es Expense includes: salaries, conm ssions, benefits, tools, quota-carrying
sal es ops, SE/ pre-sal es headcount allocation
Mar ket i ng Expense includes: prograns, headcount, agency fees, brand, events

Exanpl e: ($2.4M sal es + $1. 6M narketing) / 200 new custoners = $20, 000 CAC

SaaS companies often distinguish between new logo CAC (cost to acquire a first-time customer) and
expansion CAC (cost to expand an existing customer). Expansion is almost always cheaper — the
customer already knows the product, the sales cycle is shorter, and there is no brand awareness cost. The
CFO should track both separately and model the blended CAC as the mix of new and expansion motion
shifts over time.

4.2 Customer Lifetime Value (LTV)

LTV in SaaS is the present value of all gross profit generated by a customer over their entire relationship
with the company. The simplest model uses three inputs: average contract value (ACV), gross margin
percentage, and churn rate. More sophisticated models incorporate expansion revenue and discount rates.

SAAS LTV FORMULA

Annual G oss Profit per Custoner = ACV x Gross Margin %
LTV (sinple) = Annual G oss Profit per Custoner / Annual Churn Rate
LTV (NPV) = Annual GP per Custoner / (Churn Rate + Di scount Rate)

Exanpl e: $24, 000 ACV x 72% GM = $17, 280 annual GP per custoner
$17,280 / 15% churn = $115, 200 LTV
LTV: CAC = $115,200 / $20,000 CAC = 5.76x (excellent)

LTV:CAC . . .
. Interpretation Action Investor Signal
Ratio
>5x Capital-efficient; growth engine Invest more aggressively in Premium; suggests
highly productive S&M; under-investment in growth
3%_5x Healthy; standard benchmark for Maintain or modestly increase Strong; business model

venture-backed SaaS S&M; spend working
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LTV:CAC . . .
Ratio Interpretation Action Investor Signal

1x-3x Marginal; each new customer Fix churn or reduce CAC Caution; growth may destroy
barely earns its acquisition cost before scaling value
Destructive; acquiring customers Stop growth spend; fix .

<1x q g P9 P Red flag; model is broken

at a loss on unit basis fundamentals first

4.3 CAC Payback Period

The CAC Payback Period measures how many months it takes for a new customer's gross profit
contribution to recover the acquisition cost. It is a critical cash efficiency metric, particularly for companies
operating in a capital-constrained environment. Unlike LTV:CAC, payback period focuses on the timing of
recovery, not just the total magnitude.

CAC PAYBACK PERIOD

CAC Payback (nonths) = CAC/ (MRR per Customer x Gross Margin %
Exanpl e: $20,000 CAC / ($2,000 MRR x 72% GW) = $20,000 / $1,440 = 13.9 nont hs
Benchmark: <12 nonths = Best-in-class

12-24 nonths = Good; acceptable for enterprise SaaS

24-36 nonths = Manageable if NRR is high
>36 nonths = Capital intensive; requires robust funding

SECTION 5

GROSS MARGIN ARCHITECTURE

Gross Margin: The Foundation of SaaS
Economics

Gross margin is the most important structural characteristic of a SaaS business. SaaS companies, at
maturity, can achieve gross margins of 70% to 85% — dramatically higher than most other business models
— because the cost of delivering software to one additional customer approaches zero once the platform is
built. This structural advantage is what justifies the premium revenue multiples that SaaS companies
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command in public and private markets.

However, gross margin in the early stages of a SaaS business can be deceptively low. As the company
builds out customer success headcount, invests in infrastructure ahead of demand, and incurs the costs of
onboarding and implementation, the cost of revenue can be surprisingly high. The CFO must understand
what drives gross margin at each stage of the company's growth and manage the path to the structural
ceiling.

5.1 What Belongs in Cost of Revenue

Correctly classifying costs between cost of revenue (COGS) and operating expenses is one of the most
consequential accounting decisions a SaaS CFO makes. Costs that belong in COGS directly determine
gross margin, which is the primary valuation input. Costs that are misclassified as COGS when they should
be operating expenses (or vice versa) distort the P&L; and mislead investors.

Cost Item cocsor Rationale Common Error
OpEx?

. . . . Allocating too little as usage
Hosting / cloud infrastructure COGS Directly enables software delivery scales g g
Customer success (post-sale . . . Putting CS in S&M; (inflates

P COGS Ongoing service delivery to customer g (
support) GM)
. . . . . Netting against deferred
Implementation services COGS Direct delivery of contracted services gag
revenue
Data center / network costs COGS Infrastructure for service delivery Usually correctly classified
Customer success S&M; Expansion CSMs drive upsell — it's Classifying all CS as COGS
(expansion-focused) (partially) selling or all as S&M;
Building future product, not Splitting incorrectly into
Product management R&D; ) g P piting y
delivering current COGS
. . . COGS . . . . .
Security / compliance tooling (partially) Enables delivery of compliant service  Classifying all in G&A,

Company Stage Typical Gross Margin Key Driver of Margin Level

Infrastructure fixed costs; high CS headcount per

Early (<$5M ARR) 55%—68%
customer

Growth ($5M-$30M ARR) 65%—75% Infrastructure leverage; CS efficiency improving
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Company Stage Typical Gross Margin Key Driver of Margin Level

Scale ($30M-$100M ARR) = 72%-80% Strong infrastructure leverage; CS automation
Mature (>$100M ARR) 78%—-87% Full economies of scale; minimal marginal cost per seat
CFO INSIGHT

Every percentage point of gross margin improvement at $50M ARR adds $500K in gross profit annually —
and, at a 10x ARR multiple, adds $5M in enterprise value. Gross margin improvement is therefore one of the
highest-ROI initiatives the CFO can own. Build a gross margin roadmap that identifies the three to five
structural changes — infrastructure negotiation, CS automation, professional services pricing — that will
move margin by 200 to 500 basis points over the next 24 months.

SECTION 6

THE RULE OF 40 AND THE SAAS P&L

The Rule of 40: Balancing Growth and Profitability

The Rule of 40 is the SaaS industry's most widely used composite performance benchmark. It states that a
healthy SaaS company's revenue growth rate plus its EBITDA margin should equal or exceed 40%. It is a
framework for thinking about the tradeoff between investing in growth (which depresses profitability) and
generating profit (which can come at the cost of growth). Neither growth nor profitability alone is sufficient;
the combination is what matters.

RULE OF 40

Rul e of 40 Score = Revenue Growth Rate (% + EBITDA Margin (%
Exanple A1 60%growth + (-20% EBITDA margin = 40 (passing —growth stage)
Exanpl e B: 25% growth + 20% EBI TDA nargin = 45 (passing —efficiency stage)

Exanple C. 15%growth + 5% EBI TDA margin = 20 (failing —neither growi ng nor profitable)

Best-in-class: Score > 60 | Good: > 40 | Concern: < 40

The Rule of 40 is most useful when tracked over time as a trend, not as a single-period measurement. A
company moving from a score of 25 to 35 to 42 over three years is demonstrating improving capital
efficiency even if it has not yet crossed the 40 threshold. A company that was at 55 and is now at 38 is
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showing deterioration that requires investigation and explanation, even if the absolute number still sounds
healthy.

CFO INSIGHT
The Rule of 40 uses revenue growth, not ARR growth. Be careful: a company with accelerating ARR growth
but slow revenue recognition (because of large deferred revenue balances on new contracts) will score lower
than its business health warrants. When presenting to the board, show the Rule of 40 on both a GAAP
revenue basis and an ARR basis, and explain the difference. The ARR-based Rule of 40 is often a more
accurate picture of current business momentum.

6.1 The SaaS P&L: Architecture

The SaaS P&L; has a characteristic shape at each stage of growth. In the early growth stage, S&M;
dominates the cost structure, sometimes exceeding gross profit entirely, as the company invests
aggressively in acquiring customers. As the company matures, S&M; as a percentage of revenue declines
(because the customer base is larger and NRR carries more of the growth), R&D; scales more slowly than
revenue, and G&A,; levers down through shared services and automation. The result is expanding operating
leverage — the path to profitability.

Early Stage (<$10M Growth ($10M-$50M

P&L; Line ARR) ARR) Scale (>$50M ARR)

Revenue 100% 100% 100%

Cost of Revenue 30%—-45% 25%-35% 15%—-25%

Gross Profit 55%—70% 65%—75% 75%—85%

Sales & Marketing 60%—120% 40%—70% 20%—40%

Research & Development 30%—60% 20%—35% 12%—-20%

General & Administrative 20%-35% 12%—-20% 7%-12%

Total OpEx 110%—-215% 72%-125% 39%-72%

EBITDA Margin (55%)—(145%) (0%)—(50%) 10%—-45%

SECTION 7

ACCOUNTING ISSUES SPECIFIC TO SAAS
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SaaS Accounting: The Issues That Matter Most

SaaS companies face a distinctive set of accounting challenges beyond revenue recognition. R&D;
capitalization, stock-based compensation, commissions capitalization, and contract modifications all require
careful judgment and robust systems. Getting these right is not merely a compliance exercise — the choices
made materially affect how the P&L; reads, what gross margin looks like, and how investors assess the
quality of earnings.

7.1 R&D; Capitalization: ASC 350-40 and ASC 985-20

Internal-use software developed by a SaaS company for its own platform is capitalized under ASC 350-40
(Internal-Use Software). Software developed for external sale — such as an on-premise version of the
product — falls under ASC 985-20 (Software to Be Sold, Leased, or Marketed). Most pure SaaS companies
operate entirely under ASC 350-40.

Under ASC 350-40, costs are expensed during the preliminary project phase (planning, architecture
decisions, vendor evaluation), capitalized during the application development phase (coding, testing of
new features or significant enhancements), and expensed again during the post-implementation phase
(training, maintenance, bug fixes). The practical challenge is that engineering work rarely respects these
phase boundaries — the CFO must work with engineering leadership to establish a robust time-tracking
system that allocates hours to the correct phase.

ASC 350-40 PHASE ALLOCATION

Prelim nary Phase (EXPENSE): Architecture decisions, vendor eval uation,
pl anni ng and scopi ng new f eat ures

Appl i cation Devel opment (CAPI TALI ZE): Coding, unit testing, integration
testing of new functionality

Post - | npl ement ati on (EXPENSE): Trai ni ng, docunentation, bug fixes,
routine mai ntenance

Anortization: Straight-line over useful life (typically 3-5 years)
GAAP vs Cash gap = Capitalizations - Current period anortization
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ACCOUNTING ALERT
Over-capitalizing R&D; is a significant audit risk. If the company capitalizes costs that should be expensed —
particularly maintenance, bug fixes, and post-implementation activities — it inflates assets, understates R&D;
expense, and overstates operating income. Auditors at growth-stage SaaS companies scrutinize
capitalization policies carefully. Build the policy conservatively and document the engineering time-tracking
methodology in detail.

7.2 Stock-Based Compensation (SBC)

Stock-based compensation is one of the most significant non-cash charges on a SaaS income statement,
often representing 10% to 30% of revenue at growth-stage companies. Under ASC 718, SBC for equity
awards (stock options, RSUs, restricted stock) must be measured at the grant date fair value and
recognized over the vesting period as an expense in the appropriate functional cost category (COGS, S&M;,
R&D;, or G&A,; based on the recipient's role).

SBC creates a significant gap between GAAP operating results and non-GAAP operating results. Most
SaaS companies present both: GAAP results (including SBC) and non-GAAP results (excluding SBC).
Investors evaluate SaaS companies primarily on non-GAAP metrics, but auditors, lenders, and public
company requirements require GAAP results. The CFO must be fluent in both and manage the narrative
around the difference, which can be substantial.

STOCK-BASED COMPENSATION IMPACT

GAAP (Operating I ncome = Non- GAAP Operating |Income - SBC Expense
SBC Expense = Sum of (Grant Date Fair Value / Vesting Period) for each award

Typi cal SBC as % of Revenue:
Early stage: 15%-30% of revenue
Growt h stage: 10%-20% of revenue
Mat ure public: 5%-12% of revenue

Di | uted share count increases as options/RSUs vest —track carefully

7.3 Capitalizing Sales Commissions (ASC 340-40)

Under ASC 340-40 (Other Assets and Deferred Costs), incremental costs of obtaining a contract — primarily
sales commissions — must be capitalized as an asset and amortized over the expected customer
relationship period, rather than expensed when paid. This rule, adopted as part of the ASC 606 package,
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can have a significant impact on a SaaS company's S&M; expense and current period profitability.

Specifically: if a salesperson earns a commission for signing a new customer to a 3-year contract, that
commission cannot be expensed in the period of sale. It must be capitalized and amortized over the 3-year
contract term (or over a longer period if the company expects the customer relationship to last beyond the
initial term). For high-growth SaaS companies with large sales forces and significant commission structures,
the difference between the cash paid in commissions and the amount recognized as expense in the period
can be material.

Capitalizing commissions improves current-period S&M; expense on the income statement but creates a new
asset (Deferred Contract Costs) on the balance sheet that must be tracked and amortized. This asset can
grow to be very large at scale. At $50M ARR with 15% blended commission rates and 2-year average
contract terms, the deferred commission asset could exceed $3M. Track it monthly and ensure the
amortization waterfall is reconciled at each quarter-end close.

SECTION 8

TAX ISSUES FOR SAAS COMPANIES

Tax Architecture: SaaS-Specific Complexity

SaaS companies face a distinctive tax landscape shaped by three forces: the digital nature of the product
(which creates nexus and sourcing challenges), the recurring revenue model (which creates timing
differences between cash and income), and the heavy investment in people and software (which creates
significant R&D; tax credit opportunities). The CFO who actively manages all three can generate substantial
economic value, not merely compliance.

8.1 Sales Tax on SaaS: The Sourcing Nightmare

The taxation of SaaS at the state level is one of the most complex areas of US sales tax law, and it changed
fundamentally after the 2018 South Dakota v. Wayfair decision established economic nexus. Before
Wayfair, most SaaS companies only collected sales tax in states where they had physical offices. After
Wayfair, economic nexus — based on revenue or transaction count — can establish tax collection
obligations in any state where the company has sufficient customers.
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Making matters more complex, states disagree on whether Saas is even subject to sales tax. Approximately
22 states currently tax SaaS as a service or as tangible personal property delivered electronically.
Approximately 10 states explicitly exempt SaaS. The remaining states are ambiguous or apply the tax
selectively based on whether the software is customized, whether it is accessed remotely, or whether the
customer has a right to download it. The CFO must conduct a state-by-state analysis with specialized sales
tax counsel and update it annually as state laws evolve.

State Approach to SaaS Taxation CFO Action Required

Register, collect, and remit; automate with

Taxable as prewritten software / SaaS TX, NY, PA, OH, WA, UT
Avalara/TaxJar

FL (most SaaS), CA (most Monitor for law changes; document

Exempt from sales tax (explicit) saas), IL exemption basis

Ambiguous / case-by-case CO, MN, MD, NJ Obtain written guidance or private letter ruling

Taxable only if downloadable Ensure product architecture does not include
Several Southeast states
component download

8.2 R&D:; Tax Credits: Section 41

The Research and Development Tax Credit under Section 41 of the Internal Revenue Code is one of the
most valuable tax incentives available to SaaS companies. The credit equals 20% of qualified research
expenditures (QRES) above a base amount, or an alternative simplified credit of 14% of QREs above 50% of
the average of the prior 3 years. For a SaaS company spending $10 million per year on engineering, the
R&D; tax credit can generate $700,000 to $1.4 million in federal tax credits annually.

Qualified research expenditures include wages paid to employees conducting qualifying research, supplies
used in that research, and 65% of amounts paid to outside contractors performing qualifying research in the
US. The four-part test for qualifying activities requires that the activity be undertaken for the purpose of
discovering information that is technological in nature, involves a process of experimentation, relates to a
new or improved business component, and is not funded by another party. For SaaS companies developing
new product features, these criteria are frequently met.
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CFO INSIGHT
Many early-stage SaaS companies fail to claim R&D; tax credits, leaving significant cash on the table. Even
pre-revenue companies can accumulate R&D; credits that offset future tax liabilities. Engage an R&D; credit
specialist — not a generalist tax firm — to conduct the study. The specialist fee is typically a fraction of the
credits identified. For a company spending $8M on engineering, a well-documented R&D; credit study can
generate $500K—$900K in federal credits and additional state credits on top.

8.3 Section 174: The 2022 R&D; Amortization Change

One of the most consequential and unexpected tax changes affecting SaaS companies in recent years
came from the Tax Cuts and Jobs Act of 2017, which changed the treatment of research and experimental
expenditures under Section 174 effective for tax years beginning after December 31, 2021. Before 2022,
companies could deduct Section 174 R&D; costs in the year incurred. Beginning in 2022, these costs must
be amortized over 5 years for domestic research (15 years for foreign research), regardless of whether the
company elects to capitalize or expense them for financial reporting purposes.

For a SaaS company spending $15 million per year on qualifying R&D;, the old rule allowed a $15 million
deduction. The new rule allows only $1.5 million in year 1 (on a mid-year convention), creating a $13.5
million difference that flows through to taxable income. Companies that previously had no federal income tax
liability due to R&D; deductions may find themselves owing cash taxes for the first time. The CFO must
model the Section 174 impact, consider the cash tax implications, and evaluate whether legislative changes
(which Congress has debated but not enacted) may modify this treatment.

SECTION 9

TECHNOLOGY ARCHITECTURE AND INFRASTRUCTURE ECONOMICS

Technology Cost Architecture for SaaS

The SaaS technology cost structure has a fundamental characteristic that distinguishes it from virtually
every other business model: its variable costs are nearly zero. Once the software platform is built and
hosted, delivering the service to one additional customer costs almost nothing. This is the structural basis for
SaaS's extraordinary gross margins. However, the fixed cost base — cloud infrastructure, third-party SaaS
tools, security and compliance, and engineering headcount — is substantial and requires active
management.
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9.1 Cloud Infrastructure Economics

Cloud infrastructure is the largest component of SaaS cost of revenue in most companies. The key financial
insight is that cloud costs have two components: a compute component (CPU, memory, containers) that
scales with active usage, and a storage and data component that scales with total data accumulated. A
well-architected SaaS platform can achieve very low marginal cost per additional customer on the compute
side by sharing infrastructure efficiently, but storage costs grow cumulatively and must be managed through
data lifecycle policies.

Infrastructure Element Cost Behavior Optimization Strategy

Semi-variable;

Target % of Revenue

Compute (EC2, GKE, Reserved instances; right-sizing;

scales with active . 4%-10%
AKS) auto-scaling

usage
Database (RDS, Aurora, Semi-fixed; scales Read replicas, connection 30670
Cosmos) with data volume pooling, caching iR

Cumulative fixed; Lifecycle policies; tiering;
Storage (S3, Blob, GCS) . . 1%—-3%

grows with data age compression
CDN / Edge Variable with page Cache hit rate optimization; 0.5%—20%
(CloudFront, Fastly) views and assets image compression Rmen
Third-party APIs (Twilio, Variable with usage Negotiate volume rates; monitor 1%—4%
SendGrid) events usage anomalies R
Security / SIEM Semi-fixed platform . . .

Log sampling; retention policies 1%—-3%

(Datadog, Splunk) + variable events

9.2 The SaaS Tech Stack Cost Benchmark

Beyond infrastructure, SaaS companies operate a significant stack of third-party SaaS tools: CRM
(Salesforce), customer success (Gainsight, ChurnZero), product analytics (Mixpanel, Amplitude), billing
(Stripe, Chargebee, Zuora), support (Zendesk, Intercom), HR (Rippling, Workday), and dozens of others. At
early stage, this stack can cost $1,000 to $2,000 per employee per year. At scale, negotiated enterprise
contracts can reduce this to $500 to $800 per employee per year, but the absolute spend grows with
headcount.

eFuturesCFO The Systems CFO | efuturescfo.com 20 / 26



FINANCIAL ARCHITECTURE OF DIFFERENT BUSINESS MODELS

Conduct a Saas tool audit annually. Most SaaS companies discover 15% to 25% of their tool spend is either
redundant (two tools doing the same job), underutilized (licenses paid for but not used), or shadow IT

(procured without finance visibility). A rigorous SaaS spend management process — using tools like Zylo,
Torii, or Vendr — can identify $200K to $800K in annual savings at a 100-person company. This is a
high-ROl, low-risk initiative for the CFO to own directly.

SECTION 10

COMPLETE SAAS METRICS FRAMEWORK

The SaaS CFO Metrics Framework

The SaaS metrics landscape is the most developed of any business model — the category has been
measured, benchmarked, and debated extensively over two decades of public market data and venture
investing. The following framework covers every metric the SaaS CFO must own, organized by category. All
formulas are presented in their canonical form.

10.1 ARR and Revenue Metrics

ARR

MRR

ARR Growth Rate (YoY)

Net New ARR

ACV (Avg. Contract Value)

Billings

eFuturesCFO

MRR x 12

Sum of monthly recurring contract values

(Ending ARR - Prior Year ARR) / Prior
Year ARR

New + Expansion - Contraction - Churn

Total New ARR / New Logos in Period

Revenue + Change in Deferred Revenue

The Systems CFO | efuturescfo.com

Primary growth KPI — track ending
ARR by period

Monthly growth rate target: 5%—15%
at early stage

>100% early; >40% growth; >20%
scale

Must be positive and accelerating

Track trend; declining ACV may signal
market shift

Billings growth > revenue growth =
positive signal
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Revenue Growth Rate

(Current Rev - Prior Rev) / Prior Rev

10.2 Retention and Expansion Metrics

Logo Churn Rate

Gross Revenue Churn

Net Revenue Retention

Expansion ARR %

Quick Ratio

Customer Health Score

Customers Lost / Customers at Start of
Period

(Churned + Contracted ARR) / Beginning
ARR

(Beg + Expansion - Contraction - Churn) /
Beg ARR

Expansion ARR / Total New ARR Added

(New + Expansion MRR) / (Churn +
Contraction MRR)

Composite of usage, support tickets, NPS,
renewal date

10.3 Unit Economics Metrics

CAC (Fully Loaded)

LTV

LTV:CAC Ratio

CAC Payback Period

Magic Number

eFuturesCFO

(Sales + Marketing Expense) / New
Customers

ARPU x GM% / Churn Rate

LTV /CAC

CAC / (MRR per Customer x GM%)

Net New ARR / Prior Quarter S&M; Spend
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Rule of 40 input; GAAP required for
public cos

<5% annually excellent; <10%
acceptable

<5% annually best-in-class; <10%
healthy

>120% exceptional; >100% healthy

>40% signals product-led growth at
work

>4 excellent; >2 healthy; <1
contracting

Internal — define, track, and act on it
monthly

Varies by ACV; track trend and by
segment

>3x CAC minimum; >5x target

>3x floor; >5x healthy; >7x
exceptional

<12 months best; <24 months
acceptable enterprise

>1.0 excellent; >0.75 healthy; <0.5
inefficient
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CAC Efficiency Ratio

New ARR / S&M; Spend

10.4 Profitability and Efficiency Metrics

Gross Margin

Rule of 40

Operating Leverage

Burn Rate (net)

Burn Multiple

Months of Runway

ARR per Employee

Revenue per Employee

S&M; as % of Revenue

R&D; as % of Revenue

G&A,; as % of Revenue

SECTION 11

Gross Profit / Revenue

Revenue Growth % + EBITDA Margin %

Change in EBITDA % / Change in
Revenue %

Monthly cash outflow net of inflows

Net Burn / Net New ARR

Cash Balance / Net Monthly Burn

ARR / Total Headcount

Annual Revenue / Total Headcount

S&M; Expense / Revenue

R&D; Expense / Revenue

G&A; Expense / Revenue

SAAS CFO OPERATING CHECKLIST

>$1 ARR per $1 S&M; spend is the
floor

>70% target; >80% best-in-class at
scale

>40 healthy; >60 exceptional

Positive trend is the goal; track
4-quarter rolling

Benchmark to runway; <18 months is
a risk signal

<1.5x good; <1x excellent; >2x needs
attention

>18 months comfortable; <12 months
urgent

>$150K early; >$200K growth;
>$250K mature

>$150K SMB SaaS; >$250K
enterprise SaaS

<50% growth; <30% mature

15%-30% healthy; declining trend at
scale

<15% growth; <10% mature public co
target

eFuturesCFO
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The SaaS CFO Checklist

The following checklist covers the minimum set of financial, accounting, and operational capabilities that the
CFO of a SaaS company must maintain. It is organized by domain and should be reviewed at every
quarter-end close and before any investor or board meeting.

Revenue and ARR Management
* ARR definition documented in writing; consistently applied across all periods; disclosed to investors
and board in the same format every quarter.

» ARR waterfall maintained monthly: New, Expansion, Contraction, Churned, and Net New ARR;
reconciled to beginning and ending ARR balances.

« Deferred revenue rollforward prepared monthly; reconciled to cash collected from subscriptions and
billings; reviewed by auditors quarterly.

* Billings calculation reviewed monthly; billings growth compared to revenue growth as a leading
indicator of business acceleration or deceleration.

» ASC 606 revenue recognition policy documented for each product type, contract structure, and market
segment; updated when new products or structures are introduced.

» SSP analysis completed for all bundled arrangements (subscription + services + licenses); reviewed
annually or when pricing changes.

Unit Economics and Retention
» CAC calculated monthly on a fully-loaded basis including all sales and marketing headcount;
segmented by customer tier (SMB, mid-market, enterprise) and acquisition channel.

* NRR calculated monthly and tracked over 8 rolling quarters; cohort analysis maintained showing NRR
by acquisition vintage and customer segment.

 Logo churn and revenue churn tracked separately; churn reasons captured in CRM and summarized
monthly for the product and customer success teams.

* LTV:CAC and CAC Payback Period presented in every board financial package; trend analysis shown
over prior 6 quarters.

Accounting and Compliance

» R&D; capitalization policy documented under ASC 350-40; engineering time-tracking system
operational with monthly review of phase allocation.
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 Sales commission capitalization policy implemented under ASC 340-40; deferred contract cost asset
tracked and amortized monthly.

» SBC expense calculated by grant, vested monthly, and allocated to the correct functional cost
category; diluted share count updated at each quarter-end.

* Section 174 R&D; amortization analysis completed for each tax year; cash tax impact modeled and
included in annual cash flow forecast.

* Section 41 R&D; Tax Credit study commissioned annually; credit documented and reflected in the
annual tax provision.

Tax and Sales Tax
» Economic nexus analysis updated annually across all 50 states; sales tax registration completed in all
states where SaasS is taxable and thresholds are met.

» State-by-state SaaS taxability matrix maintained and reviewed with sales tax counsel when product
architecture changes.

e Transfer pricing documentation current for all intercompany transactions; updated annually and when
new foreign entities are established.

* International VAT/GST registrations complete in all material jurisdictions; EU OSS or IOSS utilized
where applicable.

Forecasting and Reporting
* Rule of 40 score calculated and presented quarterly; both GAAP revenue-based and ARR-based
versions shown with explanation of divergence.

 13-week cash flow forecast maintained and updated weekly; burn multiple calculated monthly and
presented to the board.

* ARR per employee and revenue per employee calculated quarterly; headcount plan reviewed against
ARR growth targets at each hiring decision.

» Annual budget built on a bottoms-up ARR waterfall; S&M; budget tied to required new ARR with
explicit CAC assumptions by segment.

Closing Perspective: The SaaS CFO as Revenue
Architect
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The SaaS business model is, at its core, a machine for converting upfront investment into compounding
recurring revenue. The CFO's role in that machine is not merely to measure the output — it is to understand
the mechanics, identify the friction points, and make the capital allocation decisions that make the
compounding faster, more efficient, and more durable.

The metrics of SaaS — ARR, NRR, CAC Payback, Rule of 40 — are not abstract KPIs. They are the
language in which the health of the compounding machine is described. A CFO who can read that language
fluently, who can trace a declining Rule of 40 score back to its root cause in rising CAC or collapsing NRR,
and who can design the intervention that restores the compounding, is operating at the highest level of the
function.

The SaaS model also teaches a discipline that applies to every other model in this series: the discipline of
separating the economics of acquiring customers from the economics of serving them. CAC and LTV are the
twin poles of this analysis. Every business model — marketplace, franchise, D2C, professional services —
has an analog to CAC and LTV, even if it uses different terminology. The SaaS framework is the clearest
expression of this universal principle.

Part 3 of this series examines Usage-Based SaaS — the model that introduces variable consumption into

the recurring revenue architecture, creating a new set of challenges in revenue recognition, forecasting, and
infrastructure cost management that the traditional seat-based SaaS model does not face.

End of Part 2: SaaS (Software as a Service) | Financial Architecture of Different Business Models
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