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THE HIDDEN (AND LARGE) COSTS OF PRE-PAY DISCOUNTS 
It’s commonplace for SaaS companies to offer incentive discounts to customers willing to pre-pay for services one 
year in advance. Of the 200+ SaaS companies who responded to our 2014 survey, 52% percent offered discounts to 
encourage up-front payments. The average discount they reported offering to their customers was 11.5%.

Sounds pretty reasonable. Get all your cash up front and only pay 11.5%. It’s cheaper than VC money for sure. In 
practice, however, the cost of that capital is much more expensive than 11.5% in two critical ways.

HIDDEN COST #1:  THE REAL EFFECTIVE COST OF CAPITAL
An important aspect of understanding the real cost of discounts is to focus on the cash difference between the 
discounted pre-payment received up-front, versus the cash the business would have otherwise received over time. 
This difference–not the total deal amount–is the money that is effectively being borrowed from the customer. 

Said differently, an annual up-front payment accelerates 1/12 of the cash by eleven months, and 1/12 of the cash not at 
all. On average, payments are accelerated by 5 months. So the discount offered to the customer is really an up-front 
interest payment for a five-month loan, not a 12-month loan.

By way of a simple example, let’s 
assume an annual SaaS contract is 
$10,000 and your company offers a 
10% discount for “annual in advance” 
payment vs. monthly in advance 
payments. If the customer takes 
advantage of the discount, you will 
collect $9,000 at closing vs. $833 at 
closing followed by 11 more equal  
cash payments. 

The chart on the right illustrates 
the amount of the cash advantage 
(the borrowed amount) the upfront 
discount creates. As you would expect, 
the borrowed amount is large at first, 
and then small, and then negative.  
As mentioned above, when averaged 
out, it’s about the same as borrowing all the money for 5 months.

So the cost of the loan is $1,000 (the discount), but the actual length of the loan is less than a year. When you do the 
IRR calculations, the effective rate of the borrowed cash is not $1,000/$10,000 or 10%, it is actually 24%! (24% is the 
discount rate that delivers the same present value for the monthly payments as the up-front payment.) 
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The bottom line? Get paid annually in advance if you can, but be aware of the true cost of capital generated 
through discounts. If you can find cheaper money than 24%, do so and don’t offer pre-pay discounts - especially in 
light of the impact on valuation, as we discuss next.

HIDDEN COST #2:  IMPACT ON VALUATION
What’s unique about SaaS businesses right now, and in the foreseeable future, is they are valued on recurring 
revenue. (Currently valuations are trending at 3-to-6 times annual recurring revenue for private companies). We can 
debate why this is, and if it is smart, and if it will last (not forever), but this is the real environment right now in 2014.

Pre-pay discounts are nothing more than deductions from revenue and destroy enterprise value in the most 
direct possible way. If you are a $9.0 million revenue SaaS business offering 10% discounts to all your customers, 
you really should be a $10 million SaaS business worth $3 to $6 million more in enterprise value. In addition, pre-
pay discounts slow your company’s growth rate by lowering the size of new deals. Lower growth depresses the 
valuation multiple further and compounds the negative impact. 

The bottom line? Paying for cash with recurring revenue is possibly the most expensive source of capital that there 
is, although one whose cost never shows-up on the income statement.

CONCLUSION:
The overall impact of getting paid annually in advance is a function of a SaaS company’s growth rate and other 
available sources of capital. In young, high-growth companies with a high burn rates, getting paid annually in 
advance might be wise, and in some cases, the only way to finance growth.

As SaaS businesses mature, however, the real cost of pre-pay discounts, as outlined above, becomes a much larger 
issue. The real cash-on-cash cost of the discount is more like factoring than borrowing; very expensive and not easy 
to isolate on the financials. Those costs, however, pale in comparison to the negative valuation impact that will 
show-up upon an exit or during the next equity fund-raise. Discounting for advance payments is an effective cash 
management tool available to all SaaS companies. Just be aware of the real, hidden, and large costs involved.
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