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 Introduction

On August 2005, salesforce.com, the leading provider of on-demand CRM (Customer Relationship Management) service, publicized its Q2 results. For the 6 months ended 7/31/05, revenues rose 80% to $136.1M
.  Founded in 1999, salesforce.com provides on-demand CRM software as a service for small-to-medium sized businesses. While the worldwide CRM software sales grew by lower than 6% from 2000 to 2004, salesforce.com increased its sales by a compound annual growth rate of over 80%, going to IPO in 2004. (See Figure 1 for salesforce.com’s annual revenue from 2000 to 2004).  
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Figure 1 Salesforce.com's Annual Revenue

Siebel, the leader of traditional CRM software market, claimed its revenue fell 3% to $612.5M for the 6 months ended 6/30/05. Net loss totaled $54M vs. an income of $38.5M
. Later on, Oracle purchased Siebel Systems for $5.85 billion.
Are companies like Salesforce.com the future? What are the pros and cons to traditional licensing approaches? Are there certain types of software that are more amenable to being sold as services than others?

The Trends of Software Industry

License-based software 

Traditionally, users bought software license from providers. Besides a large amount of license fee, users have to pay even more for hidden cost. Using enterprise application software as an example, users have to purchase expensive servers to run the software, hire IT professionals to operate and maintenance the system and pay for system upgrading each year. In general, users have to spend $9 on hidden cost per dollar spent on license fee
.    

Market trend

As the boom of e-business software sales during the past decades, most large enterprises have been spending a lot on investing new technology to improve companies’ ability to communicate and serve customers. Small-to-medium sized businesses are now getting more interested in investing software application as an important part of their company strategies to improve their current customer services. The traditional enterprise software is delivered as a large package and charges high license fee. Customers are often irritated by heavy costs and deployment complexities associated with enterprise application integration. They would like to pursue the cost effective, flexible coupled and standards-based application solution that can be easily deployed, reconfigured and updated as customers’ business needs changed and as technologies evolved. 

Technical trend 

During the past couple of years, a new software technology called Web Services has accelerated the rise of Net-native software-as-service providers, which develop the applications to improve companies’ ability to communicate and serve customers through hosted online services. Unlike the traditional Client/Server architecture, Web services do not provide the client graphic user interface, but share business logic, data and processes as services through a programmatic standard interface on servers. It provides interoperability between various software applications running on disparate platforms allows software to be built by assembling small components into a comprehensive application. This characteristic of Web services greatly reduces purchasing cost of users by allowing users to only purchase the components needed and arrange them together in whatever the way we want. Web services form the technical foundation on which software companies are beginning to build software as services that can be utilized as needed by applications or other services.
Software as a Service (Saas)

To address demands of small-to-medium sized enterprises, some vendors, such as Salesforce.com, have developed a mechanism for Web services-based integration services to allow customers run on their own systems with hosted services offered by the Net-native providers. 
With software system hosted on center servers, Saas vendor uses its website as a portal of the system and data center. Paying monthly fee, customers access vendor’s server via browser to use the standardized software and save their data on vendor’s data center. All customers who select the same product version will share the same software function and user interface.  By simple customization, customers can redesign user interfaces or functions to satisfy their unique demands. When Saas vendor upgrades its software system, customers will immediately enjoy the upgrading version for free. The main difference between Saas and traditional licensing software is listed on Table 1.

	Differentiator
	Software-as-Services Vendor
	Traditional Packaged Software Vendor

	Service-based design premise
	Designed from the outset up for delivery as Internet-based services
	Designed for customers to install, manage and maintain.

	Multi-tenant mantra
	Designed to run thousands of different customers on a single code base, with distributed, load-balanced application servers to handle requests. Object-oriented technologies and Web standards optimize this hared, distributed environment to create efficiencies over the solution life cycle.
	Architect solutions to be run by an individual company in a dedicated instantiation of the software.

	Embedded service management and security
	Tightly couple applications with management, monitoring, metering and security capabilities to serve multiple customers.
	Typically must add management, monitoring and security features subsequent to product development to enable application hosting.

	Frequent, incremental upgrades
	Frequent, "digestible" upgrades every 3-6 months to minimize customer disruption and enhance satisfaction. Customers are upgraded simultaneously, eliminating version-control issues.
	Infrequent, major upgrades every 18-24 months, sold individually to each installed base customer. Vendor must support multiple versions.

	Browser-based client interface
	Browser is the sole client interface, providing familiar, flexible access. Eliminates the need to develop and support multiple client interfaces.
	Many have added browser interfaces, but most support multiple clients—adding to IT maintenance costs.

	Data transfer and integration
	Streamlined, repeatable functionality via Web services, open APIs and standard connectors that facilitate data transfer and integration.
	May use open APIs and Web services to facilitate integration, but each customer must typically pay for one-off integration work.

	Features and functionality
	Frequent upgrade cycle helps them achieve feature/function parity with more established players quickly.
	Often have greater breadth/depth of features due to longer history.

	Customization through configuration
	Customize above the application layer to minimize professional services required.
	Customize at both the configuration and source code level.

	Streamlined service and support
	Closed-loop services model provides immediate feedback on problems; support staff or programmers can directly access users' accounts to identify and fix problems. Fixing a problem for one customer fixes it for everyone, slashing support costs and keeping most customers blissfully ignorant of the problem.
	Customer feedback is often indirect through intermediaries (VARs, SIs, ASPs, etc). Once they fix a bug for a particular customer, they have to distribute a patch and rely on customers to install it to prevent subsequent support calls in other accounts.


Table 1 Saas vs. Traditional License-based Software

Source: Summit Strategies, “Salesforce.com and web-services united at the integration altar” 

Unlike the license-based software approach, customers of Saas don’t need to buy license and install software on a local server. Without operating server and managing software by themselves, customers of Saas don’t have to hire IT professionals to operate system and pay the cost for system upgrading and maintenance each year. Compared with traditional licensing software, Saas greatly reduces the cost users spend on software as shown in Table 2.

	Total cost of ownership
	Typical Licensing software
	Professional Edition of Salesforce.com

	Number of Users
	150
	150

	Application License & Subscription
	$300,000
	$117,000

	Support/upgrade Costs
	$54,000
	$0

	Implementation & Customization
	$900,000
	$29,250

	IT infrastructure/Hosting costs
	$125,000
	$0

	IT personal support
	$150,000
	$0

	Training cost
	$45,000
	$11,700

	Total
	$1,574,000
	$157,950


Table 2 Typical License-based Software vs. Salesforece.com

Source: salesforce.com, http://www.salesforce.com/products/tco.jsp

The risk for customers to use software also greatly reduces. They don’t have to pay a large amount of upfront license fee so that the switching cost is greatly reduced. On the other hand, as a result of having subscription model, a customer is far more likely to revisit their buying decision after subscribing to the solution, which make vendor easier to keep their revenue consistent or increasing. 

The Saas market is quickly increasing. Forrester Research’s recent survey has found that between 44% and 59% of small-to-medium size businesses are willing to invest on subscribed applications compared to fewer than 20% in 2000
. AMR Research’s survey shows that 28% of large enterprises with more than 5000 employees are also planning to use the subscribed applications in the near future
. Software-as-service model based on Web Service technology is becoming the new trend for software application industry.

Challenge 

Limited Flexibility of Saas

While Saas vendor reduces developing and operating cost by providing standard product to customers, its capability of satisfying customer’s unique demand is quite limited. Although customers can get some flexibility via simple customization, the flexibility is still low due to technical complexity and cost. While small-to-medium sized businesses might tolerate the limited flexibility due to the simplicity of business and organization structure, large enterprises still need vendor to design unique software to meet their unique business and structure.  As the result, only 15% of revenue of salesforce.com in 2004 came from large enterprises. 

Security and Privacy 

Since all the data of Saas users are located on Saas vendor’s data center, it’s easy for vendor to access these data, which might damage the privacy of users. Moreover, vendor needs to protect users’ data from losing or outside attacking. Before the credibility of Saas model is fully established, any accident on users’ data might damage users’ confidence in Saas.
Applicability of Software-As-A-Service (Saas) Model

While innovating Saas model is achieving initial success, will it become the standard of the whole software industry? What kind of software is amenable to provide as a service? 

Enterprise Software Applications 

Enterprise application software is application software that performs business functions such as accounting, manufacture scheduling, customer information collection, etc. The purpose of this kind of software is to organize the internal and external information and efficiently share the data to a large number of internal or external users via a computer network. It is almost always hosted on servers and the companies within each type of industry shares similar business functions for software application. Therefore, enterprise software applications can be fully supported by Software-As-Service business model. One of the typical examples is Salesforce.com’s CRM application for communication industry, which standardizes sales processes and customer services. About 30 companies, including AOL and Nokia, are current users of this on-demand software application. 

Single-User Software Applications 

Contrasted to enterprise application, single-user software application runs on the users’ own local computers and serves only one user at a time. This type of software helps keeping track of personal information that the users might not willing to share with others. Microsoft office suite is one example of single-user software applications. Users are more likely to install this type of software application on their local computers since local installation not only can ensure the data security but also eliminate the performance issue across the network. Therefore, single-user software application is not applicable to software-as-service model. 

Infrastructure software 

Infrastructure software supports the underlying backbone of an enterprise’s technical architecture and serves as the foundation for most other enterprise software application.  Examples for infrastructure software are Windows XP, Mac OS X and Oracle database.  This type of software cannot be provided as a service because they form the basis on which other applications are running and the installation has to be on the local machine.

Embedded Software 

Embedded software is the software component for embedded system. An embedded system is a special-purpose computer system, which is completely encapsulated by the device it controls. It is a programmed hardware device, which has specific requirements and performs pre-defined tasks. Embedded software and hardware is combined together as a whole piece and they cannot be separated. Some examples of the embedded software are the software embedded in ATM machines, cell phones, computer network equipment (routers, timeservers and firewalls), copiers, medical equipment, etc.  Since the embedded software is the necessary component in embedded system to support the functionality of the hardware device, it is very unlikely to attain embedded software as a service. Most of time, the hardware manufacturer has to provide embedded software when they sell hardware to users.
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