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Why are Amazon, Apple and
many of the most promising Sili‐
con Valley start‐ups leveraging
a subscrip on business model?

answer that, one has to first
look at how your business will
be valued without a subscrip‐
on oﬀering.

pects your company to make in
the future—and the more relia‐
ble your es mates—the more
your company is worth. There‐
fore, to improve the value of a

Subscribers not only provide
steady revenue; they make your
company more valuable in the
eyes of an acquirer. In a tradi‐
onal business, customers buy
your product or service once
and may or may not choose to
buy again; but in a subscrip on
business, you have "automa c”
customers who have agreed to
purchase from you on an ongo‐
ing basis.

The most common methodolo‐
gy used to value a small to
midsize business is discounted
cash flow. This methodology
forecasts your future stream of
profits and then discounts it
back to what your future profit
is worth to an investor in to‐
day's dollars, given the me val‐
ue of money. This investment
theory may sound like MBA
talk, but discounted cash flow
valua on is something you have
likely applied in your personal
life without knowing it. For ex‐
ample, what would you pay to‐
day for an investment that you
hope will be worth $100 one
year from now? You would like‐
ly "discount" the $100 by your
expecta on for a return on in‐
vestment. If you expect to earn
a 7 percent return on your
money each year, you'd pay
$93.46 ($100 divided by 1.07)
today for an investment you
expect to be worth $100 in 12
months.

tradi onal business, the two
most important levers you have
are:
1) how much profit you expect
to make in the future; and
2) the reliability of those es ‐
mates.

Subscribers not only provide
steady revenue; they make your
company more valuable in the
eyes of an acquirer.

There are at least nine subscrip‐
on models that can be lever‐
aged by businesses ranging
from service companies to mar‐
ket research firms to manufac‐
turing concerns.
Recurring Revenue
Recurring revenue—the hall‐
mark of a subscrip on busi‐
ness—is a rac ve to acquirers
and makes your business more
valuable when it’s me to sell.
How much more valuable? To

Using the discounted cash flow
valua on methodology, the
more profit the acquirer ex‐

One can see the eﬀect of this
valua on methodology at
www.brentmoreadvisors.com/
your‐sellability‐score . Since
2012, this methodology has
been used to track the oﬀers
received by business owners
who have completed the Sella‐
bility ques onnaire. During that
me, the average business with
at least $3 million in revenue
has been oﬀered 4.6 mes its
pretax profit. Therefore, a tradi‐
onal business churning out 10
percent of pretax profit on $5
million in revenue can reasona‐
bly expect to be worth around
$2,300,000 ($5,000,000 x 10
percent x 4.6).
Then compare the value of a
tradi onal company with the
value of a subscrip on business.
When an acquirer looks at a
healthy subscrip on company,
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she sees an annuity stream of
revenue throwing oﬀ years of
profit into the future. This pre‐
dictable stream of future profit
means she is willing to pay a
significant premium over what
she would pay for a tradi onal
company. How much of a pre‐
mium depends on the industry,
and some of the biggest premi‐
ums today go to companies in
the so ware industry.
Subscrip on‐Based So ware
Companies
To understand what is going on
in the valua on of subscrip on‐
based so ware companies, look
at Dmitry Buterin. Buterin runs
a subscrip on so ware compa‐
ny called Wild Apricot. He has
also formed one of the world's
first mastermind groups of
small and midsize subscrip on
company founders, and each
month the group meets to dis‐
cuss strategies for running a
subscrip on business.
Members of the group were
constantly raising money or be‐
ing courted by investors, so the
topic of valua on came up a lot
in their conversa ons. Buterin
found that the consensus valua‐
on range being oﬀered to
member companies was be‐
tween 24 and 60 mes monthly

recurring revenue (MRR), which
is equivalent to two to five
mes annual recurring revenue
(ARR).
One way to validate Buterin's
numbers is to check with anoth‐
er guru from the world of sub‐
scrip on‐based so ware com‐
panies. Zane Tarence is a part‐
ner with Birmingham, Alabama‐
based Founders Investment
Banking, a company that spe‐
cializes in selling so ware com‐
panies that use the subscrip on
business model. Tarence es ‐
mates the valua on ranges he
sees as belonging in one of
three buckets:
24‐48 x MRR (2‐4 x ARR)
These are typically very small
so ware companies with less
than $5 million in recurring an‐
nual revenue. Companies in this
first bucket are usually growing
modestly, with subscrip on
cancella on rates (i.e., "churn")
in the area of 2‐4 percent per
month.
48‐72 x MRR (4‐6 x ARR)
These are larger so ware com‐
panies with recurring revenue
of at least $5 million annually,
which they are growing at the
rate of 25‐50 percent per year.

Their net churn is typically be‐
low 1.5 percent per month.
72‐96 x MRR (6‐8 x ARR)
These are the rare, fast‐growth
so ware companies that are
growing more than 50 percent
per year, with at least $5 million
in annual revenue and net
churn below 1 percent per
month. These companies usual‐
ly oﬀer a solu on (typically an
industry‐specific one) that their
customers need to use to get
their jobs done.
The so ware business is an ex‐
treme example of the benefits
of subscrip on revenue, but no
ma er what industry you're in,
your company will likely com‐
mand a premium if it enjoys re‐
curring revenue.
From Alarm Systems to Pre‐
scrip ons to Mosquitoes
For example, security business‐
es that monitor alarm systems
and charge a recurring monthly
monitoring fee to do so are
worth about twice as much as
security businesses that just do
system installa ons. Retail
pharmacies with a large pool of
prescrip ons for drugs that
people take every day, like Lipi‐
tor and Lozol, command a pre‐
mium over a tradi onal retailer
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Even ny companies are worth
more if they have subscrip on
revenue. When my colleagues
over at the Sellability Score ana‐
lyzed very small businesses with
less than $500,000 in sales, they
found that the average oﬀer
these small businesses a ract is
2.6 mes pretax profit.

chemical recipe approved by
the Environmental Protec on
Agency. Mosquito Squad fran‐
chisees target aﬄuent home
owners with an average home
value north of $500,000 who
entertain in their backyard and
don't want to be bothered by
mosquitoes. Mosquito Squad
operates on a subscrip on ba‐
sis. You subscribe to a season of
spraying, which includes 8 to 12
sprays, depending on how bug‐
gy it is where you live.

Brands, Mosquito Squad fran‐
chises that changed hands over
the most recent five‐year peri‐
od had revenue of $463,223
and sold for 3.7 mes their
pretax profit. That's a 42 per‐
cent premium over the tradi‐
onal value of a company with
less than $500,000 in sales, and
it’s because Mosquito Squad
operates on a recurring sub‐
scrip on model and 73 percent
of its annual spraying contracts
renew each year.

Compare that to the average
Mosquito Squad franchise.
Mosquito Squad is a Richmond,
Virginia‐based company that
oﬀers to keep bugs oﬀ your pa‐
o by spraying your backyard
regularly with a proprietary

Mosquito Squad is a franchise
business, and the impact of its
recurring revenue model on its
valua on is remarkable. Accord‐
ing to Sco Zide, the president
of Mosquito Squad's parent
company, Outdoor Living

Whether you plan to build a
subscrip on‐based so ware
applica on or the simplest per‐
sonal services business, having
recurring revenue will boost the
value of your most important
asset.

because customers re‐up their
pills on a regular basis, crea ng
a recurring revenue stream for
the pharmacist.
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