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We recently had the pleasure of speaking with Janelle Teng of Bessemer Venture Partners

(BVP). Janelle is a vice president at BVP, focused primarily on cloud software,

infrastructure and developer platforms. WisdomTree began working with BVP in 2020 to

launch WisdomTree’s Cloud Computing Strategy which tracks the BVP Nasdaq Emerging Cloud

Index. This blog is a summary of the key takeaways from the discussion.

 

The SaaSacre1 of 2022

 

We had to start by recognising the feeling of our current environment, which comes

largely from what BVP has termed the ‘SaaSacre’ of 2022. What is a SaaSacre? If one

pulls up the return of the BVP Nasdaq Emerging Cloud Index during 2022 and sees a figure

worse than -40%, then they will see it – that drop is the SaaSacre. The market underwent

a complete adjustment to valuations across the board, going from peak levels observed in

late 2022 to levels much lower reflecting, among other things, a higher general interest

rate environment brought on by the US Federal Reserve (Fed). Investors in software-as-a-

service (SaaS) companies tended to see an opposite relationship during 2022, where, as

interest rates rose, SaaS valuations fell and vice versa2. While it is logical that

companies that expect to deliver cash flows far into the future would see their

valuations impacted by interest rates, the relationship is not always so stark.

 

The 3 archetypes of COVID-19 shocks on growth S-curves

 

The S-curve is a commonly used heuristic to help investors relate time, plotted on the

horizontal axis, to adoption, plotted on the vertical axis. A steeper S-curve = faster

adoption. An S-curve moved vertically upwards = a larger adoption. The COVID-19 pandemic

was a shock that changed the position of the S-curves of various SaaS companies. If we

can understand at least a few archetypes of how this occurred, it can help us to better

evaluate how companies are doing now, largely on the other side of the shock. We show

these examples in Figure 13:

Temporary exponential growth from illusion of market opportunity: this shock

would appear as a bulge upwards in the upper portion of the S-curve—telling us that

adoption picked up rapidly for a period of time—before dropping back to the original

trend.
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Unsustainable exponential growth due to acceleration within original market

opportunity: this shock would appear as a steeper S-curve, with the rising slope

pulled further to the left telling us that adoption was occurring suddenly, faster—

with the top level peaking at the same place as originally intended, but just

arriving there sooner. Many people are familiar with Zoom Video Communications, and

this company’s pandemic experience seems to largely be consistent with this

archetype.

New growth baseline from expanded market opportunity: while it may be easy for

CEOs to tell us all a story about how they now have a ‘new growth baseline’, it is

far more difficult to actually deliver and execute on than it is to say. If there is

one area where this happened, it was in food delivery, in that after the pandemic

the general person thinks differently about using certain services, be it Uber Eats

or DoorDash.

 

Figure 1: Illustrating the 3 archetypes

Source: https://nextbigteng.substack.com/p/the-reckoning-of-pandemic-tech-darlings.

Historical performance is not an indication of future performance and any

investments may go down in value.

 

The difficulty of making predictions

 

In thematic topics, it is frequently difficult to make predictions about growth rates

and the ultimate sizes of given markets. In the conversation with Janelle, we talked

about an example of some forecasts that Gartner had made regarding Worldwide Public

Cloud Service Revenues4.

In April of 2019, the prediction for 2022 was $331 billion.

In April of 2022, the prediction for 2022 was $495 billion, significantly higher.

 

Initial public offerings (IPO’s) and mergers and acquisitions (M&A)

 

We spent time talking about what we were seeing, or put more accurately weren’t seeing,

in 2022, and that was IPOs. A significant benefit of speaking with Janelle and BVP is

that there is a sense of history. We can recognise that 2021 was an outlier year, in
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that the aggregate value of software IPOs priced was in the vicinity of $28 billion.

Even without the historic shift in policy at the Fed, Figure 2 shows that matching

anything close to 2021’s result was going to be difficult.

 

Figure 2: 2020 and 2021 were huge years in the software IPO market

Source: https://nextbigteng.substack.com/p/dont-get-ipobliterated-preparing.

Historical performance is not an indication of future performance and any

investments may go down in value.

 

Within the category of corporate actions, sometimes you see M&As (Adobe’s intended

purchase of Figma was a big example) and sometimes you see private equity players making

investments. So-called ‘take-privates’ in 2022 were extremely active, and we saw many

such examples through the year.

 

Growth vs profitability

 

One of the questions that we hear often regards what is more important, growth or

profitability? In recent years, maybe the real answer is, ‘it depends when you ask.’

It’s very clear that those of us following the software space in 2018 and 2019 saw that

growth was of the utmost importance. In 2022, on the other hand, we were hearing a lot

more about profitability.

 

Janelle was able to walk through some work done by BVP within the 2023 State of the

Cloud report, the gist of which was, when considering the impact on valuations5:

November 2021:  revenue growth was about six times as impactful on valuations as

profitability.

October 2022: the importance of revenue growth and profitability were roughly equal

in their impact on valuations.

April 2023:  revenue growth was about two times as impactful on valuations as

profitability.

 

The true conclusion: It is never all growth and it is never all profitability, but it is

important to be aware of how the focus on these measures can ebb and flow across time.
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Generative AI is going to be everywhere

 

Janelle and I spoke the day after Microsoft reported its quarterly earnings for the

period ended March 31, 2023. We briefly touched on this quote from Amy Hood, Executive

Vice President and Chief Financial Officer6:

“In Azure, we expect revenue growth to be 26% to 27% in constant currency, including

roughly 1 point from AI services."

 

We can also note this statement from Satya Nadella, CEO7:

“Our Azure OpenAI Service brings together advanced models, including ChatGPT and GPT-4,

with the enterprise capabilities of Azure. From Coursera and Grammarly, to Mercedes-Benz

and Shell, we now have more than 2,500 Azure OpenAI Service customers, up 10X quarter-

over-quarter.”

 

Janelle and I discussed how the big companies, in this case represented by Microsoft,

are important, in that they tell us something about broader enterprise consumption and

spending, leading to better clarity on the environment that the more ‘emerging’ cloud

companies have to operate within. Microsoft is sending a big signal on generative

artificial intelligence (AI), and we believe we will continue to see it spreading across

many different companies.

 

Bottom line: lots of growth catalysts for those with more time

 

Even if we recognise the uncertainty in the current 2023 economic environment, those

investors with a longer time horizon can take advantage, positioning for important

growth drivers looking forward. It is rare that companies with the largest market

capitalisations in the world are able to announce something that could have a material

impact on revenue growth, but that is just what generative AI seems to be as we write

these words.

 

Sources

1 SaaSacre is a term from BVP, combining ‘SaaS’ [software-as-a-service] and massacre, to

help illustrate in words the tough performance environment observed in 2022.

2 Source: https://www.bvp.com/atlas/state-of-the-cloud-2023?from=feature

3 Source: https://nextbigteng.substack.com/p/the-reckoning-of-pandemic-tech-darlings

4 Source: https://nextbigteng.substack.com/p/the-reckoning-of-pandemic-tech-darlings

5 Source: https://www.bvp.com/atlas/state-of-the-cloud-2023?from=feature

6 Source: https://www.microsoft.com/en-us/Investor/earnings/FY-2023-Q3/document/viewdocum

ent/TranscriptFY23Q3.docx

7 Source: https://www.microsoft.com/en-us/Investor/earnings/FY-2023-Q3/document/viewdocum

ent/TranscriptFY23Q3.docx

 

Related products

+ WisdomTree Cloud Computing UCITS ETF - USD Acc (WCLD/KLWD)

+ WisdomTree Artificial Intelligence UCITS ETF - USD Acc (WTAI/INTL)

View the online version of this article here.
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For professional clients only. The information contained in this document is for

your general information only and is neither an offer for sale nor a           

solicitation of an offer to buy securities or shares. This document should not       

be used as the basis for any investment decision. Investments may go up or down

in value and you may lose some or all of the amount invested. Past performance

is not necessarily a guide to future performance. Any decision to invest should

be based on the information contained in the appropriate prospectus and after          

seeking independent investment, tax and legal advice. 

The application of regulations and tax laws can often lead to a number of            

different interpretations. Any views or opinions expressed in this communication

represent the views of WisdomTree and should not be construed as regulatory, tax

or legal advice. WisdomTree makes no warranty or representation as to the          

accuracy of any of the views or opinions expressed in this communication. Any           

decision to invest should be based on the information contained in the          

appropriate prospectus and after seeking independent investment, tax and legal        

advice.

This document is not, and under no circumstances is to be construed as, an advertisement

or any other step in furtherance of a public offering of shares or securities in the

United States or any province or territory thereof. Neither this document nor any copy

hereof should be taken, transmitted or distributed (directly or indirectly) into the

United States. 

Although WisdomTree endeavours to ensure the accuracy of the content in this document,

WisdomTree does not warrant or guarantee its accuracy or correctness. Where WisdomTree

has expressed its own opinions related to product or market activity, these views may

change. Neither WisdomTree, nor any affiliate, nor any of their respective officers,

directors, partners, or employees accepts any liability whatsoever for any direct or

consequential loss arising from any use of this document or its contents.

 

WisdomTree INSIGHT ARTICLE

WisdomTree.com   +44 (0) 207 448 4330


	THE END OF THE SAASACRE AND THE RISE OF GENERATIVE AI

