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The Vertical SaaS Revolution

Software-as-a-Service is changing. For years, horizontal SaaS companies have achieved massive
valuations by building products that addressed generic business needs like CRM or accounting.
This meant they could reach the widest possible audience by selling to customers in a wide variety
of industries. But SaaS startups are increasingly achieving multi-billion dollar valuations by building
software tailored to the needs of specific industries, rather than specific business functions. The
recent IPOs of vertical SaaS companies like Blend, Procore, and Toast are proof of the massive
upside for companies building industry-specific software.

The reason vertical SaaS markets seem small is because they are typically measured by the size of
the existing base of installed software. But this ignores the many opportunities for vertical SaaS
companies to expand their addressable markets. They can increase ACVs by raising prices,
upselling with new features, integrating or partnering with fintech providers, or embedding
commerce solutions. By targeting a specific vertical, they can also capture substantial market share
that serves as a launchpad for expanding internationally or into new verticals.

The rapid growth of vertical SaaS in public and private markets reflects a secular trend toward the
digitization of all industries. Today, employees and customers expect businesses to use modern
software tools regardless of their industry or size. Yet a staggering number of businesses still use
outdated on-premise software, DIY solutions, or cobbled together software products. In fact, many
businesses have found it easier just to stick with pen and paper instead of dealing with shoddy
software.

Even though these businesses may recognize the value of using vertical-specific software for their
workflows, there are no high quality software products built for their industry. This points to an
inescapable conclusion: vertical SaaS is poised to be the next big thing in cloud software. It's already
possible to see evidence of this in the public markets, where vertical SaaS companies have
significantly outperformed the major indexes for several years. And this is just the beginning.

A Banner Year for Vertical SaaS in Public Markets

The Fractal Vertical SaaS Index is a basket of 18 public companies that derive most of their revenue
from industry workflow software. All but four of the companies in the index IPO'd after 2000 and
more than half of the companies in the index have IPO'd since 2014. The index and analysis does not
include data from public vertical SaaS companies that were subsequently taken private (e.g.,
Mindbody).
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Vertical SaaS Index Performance Q12010 - Q3 2021
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The number of vertical SaaS companies in the index has grown by 28% since the beginning of 2020
alone. In fact, the first three quarters of 2021 saw the most vertical SaaS companies go public in any
year since 2015. The combined market cap of the 13 companies in the index that were public in
March 2020 has appreciated by 117.3%, which significantly outperformed both the S&P 500 (48.8%)
and the NASDAQ (78.4%). This demonstrates the remarkable strength of vertical SaaS despite the
global pandemic.

Today, the median market cap of the companies in Fractal's vertical SaaS index is $11 billion. The
five vertical SaaS companies that began trading publicly since the beginning of the pandemic—
Ncino, Duck Creek Technologies, Procore, Blend, and Toast— raised a combined $2.5 billion at their
public debut. The total market cap of the Fractal Vertical SaaS index increased from $178.9 billion in
March 2020 to $441.4 billion at the end of Q3 2021. 76% of the $262.5 billion increase in market cap,
$210 billion was driven by the appreciation of existing companies in the index while the remaining
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$52.5 billion is attributed to the public debut of 5 new vertical SaaS companies and their subsequent
growth.

Amount Raised by Vertical SaaS Companies That Have Gone Public Since
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Companies in the Fractal vertical SaaS index have a median 11.5x forward revenue multiple and
more than a third of the companies in the index trade at forward revenue multiples above 15.0x. The
median revenue growth of companies in the vertical SaaS index over the next 12 months is expected
to be 21%, which is on par with the median NTM growth rate of all public SaaS companies. The
median free cash flow margin over the next 12 months for companies in the vertical SaaS index is
expected to be 12%, which is twice the median FCF margin of all public SaaS companies (6%).

The Procore Bellwether

The highly successful Procore public offering this year was a leading indicator that points to a strong
investor demand for vertical SaaS businesses. More fundamentally, the Procore IPO demonstrated
the immense amount of value that can be created by building industry-specific workflow software.

Procore is an important bellwether for vertical Saas because it is a company that defies conventional
wisdom about what makes a software business successful. Construction is a $1 trillion industry, but
its software spend represents less than a hundredth of the industry revenue. It is also one of the
most analog sectors imaginable. According to McKinsey's industry digitization index, construction is
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the second least digitized industry across all major sectors. To sell a SaaS product into the
construction industry wasn't simply a matter of getting contractors to change their software provider;
it meant fundamentally changing the way the industry conducted its business.

Procore pulled it off despite these headwinds. It's S-1 revealed that it is targeting an annual market
opportunity of $9.4 billion based on current estimates of software spend within the construction
industry and the company’s available products. At present, Procore’s annual revenue is around $400
million, which means the company has significant room for growth. While that's below the median
for a public SaaS company, Procore is growing at a fast clip (38% over the past year) and has
maintained high gross margins (82%).

Importantly, Procore noted that the estimates of industry spend on software likely underrepresents
the company’s true addressable market, which its S-1 filing described as “significantly
underpenetrated.” This is because current software spend estimates don't account for Procore’s
ability to digitize processes not served by existing industry software or the company’s ability to sell
products to other stakeholders involved in the same construction projects, thus multiplying the
company’s revenue on the same dollar of construction spend. “Based on our experience with
customers, we believe we address a greater opportunity not yet quantified by this estimate,” Procore
wrote in its S-1filing. Indeed, this is a key reason why so many investors have overlooked massive
opportunities for vertical SaaS in most sectors in the past.

Procore’s more SaaS-specific metrics look great, too. According to the S-1, the company has just
over 10,100 customers with an average contract value of $43,000. It's product is also very sticky.
Procore reports a gross retention rate between 94 and 95% over the past three years. Its net
retention rate also speaks to the lucrative upsell opportunities available to the company: Over the
past three years, Procore has an average net retention of 115%. Despite the company’s relatively
steep 29-month gross margin adjusted CAC payback period, the high net retention rates and
average ACV mean that Procore can still have a strong LTV/CAC ratio.

Most vertical SaaS companies will not face the same obstacles that Procore faced when selling its
software to construction businesses. Today businesses in most industries rely on some kind of
software for their daily operations. It might be as simple as an Excel spreadsheet or they may use a
vertical solution built by an industry insider. In short, small-and-medium businesses are now
receptive to the idea that modern software can help them run their companies more effectively.

Procore’s landmark IPO was the headline event for vertical SaaS over the past year, but it wasn't the
only industry software company to make a splash in public markets. Blend, a SaaS platform for
financial services firms, went public in June raising $360 million with a market cap of nearly $4 billion.
Blend is an important vertical SaaS case study because it shows the power of expanding a
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company’s addressable market by targeting adjacent verticals. Blend began as a software solution
built around mortgage applications and now offers a diverse range of products ranging from
consumer insurance marketplaces to personal loan and credit card applications.
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