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January 2009

How to Determine the Optimal Price for
Your Web Service

For the startups I help take to market, one of our most important projects
is determining their optimal price. Unlike companies in established
categories with high unit costs, optimal pricing for a software startup
mostly relates to maximizing revenue. An optimal price allows the
startup to grow at the fastest possible rate by maximizing profitable
investments in customer acquisition programs and/or offering a free
version to drive broad user adoption. Considering most software star-
tups simply guess a price, determining your optimal price can become
an enormous competitive advantage.

The optimal pricing project is part of the overall “optimization phase”
I describe in my metrics driven go to market approach presentation.

There are three key factors to consider when determining your opti-
mal pricing:

1. Price sensitivity— You want to find the price that generates the
highest yield per 1000 trials (or visitors, DLs, etc.). You can find
this number by determining how many units you would sell at
each price. For example, if you have a 10% conversion rate at
both $8/unit and $10/unit, then $10 is obviously the better price
for you. But let’s say at $20/unit demand drops to 8%. De-
spite lower demand, yield is higher at $20 so it would be a better
price than $10 (31600 per 1000 users at $20/unit compared to only
$1000 per 1000 users at $10/unit). I estimate max yield pricing
first through surveys and then through experimentation at sev-
eral price points. Around launch your volume will be too low
for a meaningful sample size, so be sure to launch with “intro-
ductory pricing” which should be at the low end of your expec-

'http://www.slideshare.net/seanellis/marketing- plan- for-web- 20- startups- presentation


http://www.slideshare.net/seanellis/marketing-plan-for-web-20-startups-presentation
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tations. Adjust the price when volume allows you to hone in on
the optimal pricing.

2. Marginal cost— For web services it’s important to understand
your cost per unit to avoid pricing at a loss. This marginal cost
is essentially a floor on your pricing. If you have bandwidth and
storage costs that are $5/user/year, then your business would not
be sustainable if you priced your service at $4/user/year. For
most downloadable software, there is no marginal cost per user
(beyond marketing costs).

3. Growth strategy- I generally prefer one of the following pric-
ing strategies for innovative products. One is a Market Builder
pricing strategy where the majority of your users are coming
through your demand generation initiatives. Demand genera-
tion is expensive (unless driven through viral tactics) and there-
fore requires premium pricing to create a high allowable user
acquisition cost. An example of a company that took a Market
Builder approach to grow the personal remote PC access cate-
gory is GoToMyPC, which combined premium pricing with ag-
gressive radio demand generation. An alternative strategy is a
Market Drafter pricing strategy. Freemium pricing is ideal for a
market drafter. Essentially as the Market Builder creates aware-
ness for the category, the Market Drafter swoops in and offers
a much better deal (SEM is a good place to focus for a Market
Drafter). This strategy only works when a Market Builder is ag-
gressively investing to grow the category. I prefer the Market
Drafter position when possible (see this post® for more details
on why). In the long term, the Market Builder must focus on
differentiation to justify its higher prices (or reduce prices)

Once the optimal price has been established, there are many tactics
that can used to boost response rates. These include:

*http://startup- marketing.com/2008/03/10/fremium-will-squash- premium.aspx
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« Setting the price a bit higher than the optimal level and then
frequently discounting it.

« Using a decoy super premium version to make the version with
the “real price” seem cheaper.

My favorite pricing model for driving demand is Freemium, combined
with carefully researched max yield pricing on the premium version
of the product - then applying the response boosting tactics listed
above. An insightful read on Freemium pricing is Josh Kopelman’s
post “The Penny Gap®” Tt is an exploration of the “power of free” in
driving customer adoption and suggests that elasticity of demand is

not linear. At the price of zero, demand soars.

Dan Ariely also makes this point in his book Predictably Irrational*. He
concludes “Zero is not just another discount. Zero is a different place. The
difference between two cents and one cent is small. But the difference
between one cent and zero is huge” He supports this point through
the following experiment: He first offered a Lindt Truffle for 15 cents
and a Hershey Kiss for one cent. Participants (who could only select
one) purchased the Lindt Truffle 73% of the time and the Hershey Kiss
27% of the time. When they were both discounted an additional penny
(making the Hershey Kiss free), demand for the Hershey Kiss shot up

to 69% and demand for the Lindt Truffle dropped to 31%.

There are several other great pricing psychology nuggets in Predictably
Irrational; I highly recommend reading it. It goes well beyond the
three basic pricing factors presented above. Some useful points in-
clude:

« A higher price not only positions your product as superior, peo-
ple may actually have a better experience using the product. He
presents a fascinating experiment that shows people got more re-
lief from a $2.50 pain killer than a 10 cent pain killer, even though

*http://redeye.firstround.com/2007/03/the_first_penny.html
*http://www.predictablyirrational.com/


http://redeye.firstround.com/2007/03/the_first_penny.html
http://redeye.firstround.com/2007/03/the_first_penny.html
http://www.predictablyirrational.com/
http://redeye.firstround.com/2007/03/the_first_penny.html
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they were both just vitamin C. He concludes “the perception of
value, in medicine, soft drinks, drugstore cosmetics or cars, can
become real value”

« When we encounter a new product, we accept the first price that
comes before our eyes as the anchor. This price has a long-term
effect on our willingness to pay for the product from then on. He
uses the example of black pearls. Initially there was no demand
for them, but when they were anchored to the finest gems in the
world with premium pricing, demand shot up.

« Differentiation gives more flexibility to increase price. His ex-
ample here was that Starbucks differentiated the coffee shop ex-
perience allowing them to more than double the price of a cup
of coffee compared to Dunkin Donuts.

Finally remember that technology prices tend to drop over time. Keep
this in mind when determining allowable acquisition cost based on
a user’s lifetime value. Lifetime value will probably be lower when
considering future pricing pressure. It’s better to be ahead of the curve
in driving prices lower, which often requires innovation that allows you
to profitably offer the service at a lower cost than competitors (for web
based services with marginal costs).

6-Month News Vacation

I’'m a news junky and have been since college. Recently 'm finding
the damage of paying attention to the news far outweighs the benefits.

For the past two weeks I made a concerted effort not to read or watch
the news. By this past Friday night I had reached my most opti-
mistic outlook in years. The companies I helped take to market in 2008
are performing beyond my wildest expectations. Earlier in the week
Xobni raised a $7 million Series B round and that evening Dropbox had
been awarded runner up for best startup in 2008.
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My H1 2009 workload is quickly filling up with fantastic group of well-
funded startups. And most important - I'm really having fun helping
startups figure out how to drive massive customer adoption. Through
it all, I've managed to spend more time with my kids than at any other
time in their lives.

What could possibly screw up this optimistic mood? The news. I
woke up Saturday morning and decided to check in while I drank my
coffee. Big mistake. After a few minutes of gloomy economic report-
ing, murders, and war I felt the pessimism creeping in. Then I picked
up the remote and turned it off.

Idecided I'd give it a break for 6 months. I'll bet that I won’t even know
there is a recession if I don’t watch the news. On July 11th I'll check
back in and see if there is any sign of the recovery that economists are
predicting in H2 2009.

Update to 12in6 Methodology Presenta-
tion

Here are the latest updates to my presentation on Slideshare giving an
overview of my go to market approach. I simplified the overall presen-
tation and contrasted the 12in6 Methodology to the typical approach
taken by startups.

For those who are new to the Startup-Marketing.com blog, this is the
approach that I've used to launch several successful startups includ-
ing two that have gone on to file for NASDAQ IPOs (Uproar in 2000
and LogMeln in 2008 - pending). Recent startups using the methodol-
ogy have included Dropbox (runner up for best startup in 2008 at the
Crunchies), Xobni and Eventbrite.

Looking forward to any feedback.
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The Startup Marketing Launch Process is
Broken

**See updates at bottom posted on Jan 20, 2009**
Originally published March 2, 2008

The majority of VC funded startups fail and a large part of the blame
should fall on marketing. Specifically, executing a flawed marketing
process during the startup’s critical customer traction stage.

Through running marketing at two startups for the full cycle from
launch to IPO filing, I've discovered that success at various stages re-
quires very different marketing skills. It also became clear that early
stage marketing execution was the most critical to long-term success. Yet
it is nearly impossible to get good at this critical marketing stage.

Why? Because effective marketers don’t get enough repetition in the
early stage to master it. Any skills they do develop become rusty. Stock
option vesting periods lock them in well beyond the traction stage (typ-
ically four years).

I actually stayed five years in each of my last two startups. In that
final year I had very little time for hands on marketing; I was too busy
with such things as managing a team of marketers, recruiting more
marketers, meeting with the sales team and other executives, preparing
for board meetings, traveling to conferences and trade shows, etc, etc...

I know that my skills are best suited to the earliest stage of market-
ing, but I wasn’t about to walk away from extremely valuable op-
tions. Even after the options vest it’s still hard to walk away. Beyond
paying hundreds of thousands of dollars to exercise options, you also
have to pay income tax on the appreciated value of those options. If the
company isn’t public, you can’t even sell the options to get the money
to pay the tax... Anyway, the point is that despite knowing I'm best at
marketing during the early traction stage, I was compelled every year
to let those skills get rustier as my options appreciated and vested.
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My solution to the problem may seem a bit radical at first, but consid-
ering the billions lost in failed VC investments it deserves careful con-
sideration. Here it is: Startups should plan from the beginning to have
different marketing leaders at different stages of the company. One
marketing leader to gain traction and kick start growth, one to man-
age growth until an IPO and one for post IPO leadership. Considering
the average tenure of a VP Marketing is less than 2 years anyway, this
really isn’t that radical. It’s just planning the transitions rather than
making a bunch of disruptive firing/demoting/hiring decisions.

You might be thinking that a consultant approach would work here,
but I believe to be effective the marketing leader needs to be totally
immersed in the role. Another common approach is just to force the
early stage marketer out when they become less effective (the disrup-
tive approach mentioned above). If they have played a key role in
the company’s success, I don’t believe this is a very ethical approach -
even though it’s probably the best thing for the company.

So rather than forcing out the effective early stage marketer, have an
agreement from the start that it is a short-term role. I recommend
calling it an interim VP Marketing role and planning for full time 3
to 6 months followed by another 6 to 12 months of advising (work-
ing with the longer term VP marketing). This ensures full knowledge
transfer and gives the company access to two sharp marketing thinkers
during the very important second stage of the company’s growth. Op-
tions will still be an important motivator for the Interim VP Marketing,
but they should have a much shorter vesting period. The total options
allocation to marketers will be higher, but this approach should result
in faster market traction, meaning less burn and less need for future
dilutive rounds of funding.

It’s probably already clear that I am now specializing in this traction
stage. Xobni is my first assignment. Of course everybody warns
that it will be tempting to want to stay on (especially since Xobni is
really picking up steam), but I am very committed to developing this
approach over the next few years.

Another advantage of this approach is that it will hone my ability to
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identify great startup opportunities. ~ Even the best marketing ap-
proach can’t save a crappy idea. The challenges and opportunities of
each former assignment will be fresh in my mind when I look for the
next startup to join. I’ll try to avoid startups with key challenges that
I could not previously overcome and try to join startups that have the
types of assets that proved important in an earlier assignment.  This
knowledge is also very valuable to VCs and I already have several that
have asked me to help them assess new investment opportunities. I'm
expecting this will be my pipeline for finding new startup opportuni-
ties. Given the alignment of my interest with VCs in picking the right
opportunities, they are willing to pay me to conduct a marketing via-
bility assessments to dig into target customer’s need for the solution,
real addressable market size and segments and any existing current de-
mand for the category. If everything looks good after this assessment,
the VC can make a less risky investment and I can make a less risky
decision to try to take on the interim VP marketing role (if a marketing
leader is not already in place).

Update Jan 20, 2009: I temporarily removed this post several months
ago with the intention of making a few edits and quickly reposting
it. Unfortunately it slipped through the cracks despite being one of
my more popular posts. My thinking has a evolved quite a bit since I
wrote this post 9 months ago. During that time I have nearly doubled
my experience taking startups to market (despite being in startups for
10 years). As much as the idea of interim VP Marketing roles sounded
good at the time, it really limits my ability to help several startups
and requires more energy than I could possibly muster (this is a very
intense period in startups). Instead I have shifted my focus to work
alongside a long-term marketer and guide them through executing the
key phases of going to market. This approach has worked very well at
both Dropbox and Eventbrite.

We still have a long way to go before the launch problem is fixed at VC
backed startups, but there has been a lot of progress in the last year.
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Hire a Mathematician to Run Marketing

Rather than wasting their time on Wall Street, Mathematicians should
be running online marketing for startups. For years Wall Street has
used brilliant mathematicians to create investment models that they
hoped would reduce risk and generate billions of dollars in investment
returns. They increasingly leveraged their investments falsely believ-
ing that they had eliminated most of the risk — which of course added
more risk. Unfortunately most Wall Street investments are based on
speculation making it is nearly impossible to remove risk regardless of
the sophistication of the model. Before I stopped watching the news
CNBC was blaming these mathematicians for creating the complicated
investment instruments that led to the recent collapse — even the CEOs
didn’t understand them. And it’s not the first time that too much trust
has been put into the abilities of these whiz kids. The financial cri-
sis of 1998 has also been blamed on overconfidence in mathematicians
ability to predict speculative markets.

I have zero confidence in really smart people being able to predict spec-
ulative markets. I've never trusted mutual fund managers with my
cash - instead always putting most non-angel investments into S&P
500 index funds.

The funny thing is that mathematicians CAN actually reduce risk in
online marketing and create fortunes. At LogMeln my first hire was
a trained actuary (the guys that calculate risk for insurance compa-
nies). And the marketers at two startups I'm working with now are
both brilliant mathematicians — one recently graduated from MIT with
a math major.

I first witnessed the power of marketing number crunchers when I was
at Uproar. In 2000 we acquired a startup called iWin. In a very short
time they had created the second most popular casual game website in
the world on cashflow positive results. Their secret weapon? Several
math whizzes in their early 20s who had spent a year in investment
banking before running the iWin marketing and product teams. They
were so effective that they took over the marketing and product leader-
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ship at Uproar (I had already moved on to President of Uproar Europe).

The returns in online marketing are a lot more predictable than invest-
ment banking. By knowing the lifetime value of your users, you know
exactly how much you can pay to acquire new users with an accept-
able profit margin. Aslong as you don’t saturate a source, it generally
delivers the same ROI with each campaign. The beauty is that a very
small investment can give you excellent guidance for the returns of
a much larger investment. Even with 7 figure monthly budgets, I've
always insisted my teams test every new media with $500 buys. T've
used this approach to discover ways to spend millions with a very fast
return on investment.

The math behind viral marketing is every more intriguing. Read An-
drew Chen’s Blog ’ for the inside scoop on how it works. Viral Market-
ing has created some of the fastest growing companies in history and
most have never spent a dime on marketing. And who is dominating
the field of viral marketing? You guessed it — mathematicians.

Unlike investment banking where leverage increases both risk and re-
ward, in online marketing leverage only increases the reward. The
12in6 Methodology® is all about focusing on high leverage projects
that improve the ROI of every future marketing initiative.

Looking to hire someone to lead your marketing? Hire one of the
recently unemployed Wall Street analysts (and show them this post to
get them excited about the potential of their new job).

What Makes A Great Startup?

That’s the zillion dollar question. And no one knows the answer defini-
tively. Even the most successful VCs have major duds in their port-

*http://http//andrewchenblog.com/
“http://startup- marketing.com/what-is- the- 12in6-methodology/
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folios. But every startup that becomes a large profitable company has
the following two elements in common.

1) Product/service people really want or need

A “product/service people want” is the starting point for any successful
startup and part of the reason that I love working with Y Combinator
startups’. They drill the mantra “make something people want” into
hackers” heads who are actually capable of executing the vision.

MBAs often spend way too much time obsessing over the business
model before they’ve figured out how to create a useful product. A
great business model can never make up for a product that doesn’t
meet a want or need.

I don’t really consider myself an expert on creating useful products. In
fact, I'm not sure anyone is an expert. Steve Jobs may be consid-
ered the world’s best product visionary, but NeXT Computer® was
hardly a smash hit. And the executive’ behind Microsoft’s lucrative
Xbox business has added much less value with the Zune.

I was lucky in my first two startups to work with great products -
the original founder’s vision really resonated with users. I helped
both companies reach their potential®®, but I didn’t create that poten-
tial. Luck of stumbling into great products can’t last forever, so I now
obsess over finding better ways to figure out if a product has potential
before committing to take it to market. Every launch program starts
with a discovery phase where we dig into how well the product is res-
onating with users, who really needs it, and why it’s resonating. Then
we decide a timeline for going to market.

The only way to know if a product will resonate is to get actual users
on it - and the sooner the better. If the product isn’t striking a nerve,
it’s better to delay an aggressive go to market push. Many startups

"http://startup- marketing.com/y-combinator- hatches- brilliant-entrepreneurs/
®http://en.wikipedia.org/wiki/NeXT

*http://en.wikipedia.org/wiki/]_Allard

®http://http://startup- marketing.com/potential/
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succeed with a refined vision rather than their original product. See
this list™* for examples.

Sean O’Malley’s blog'? and Eric Ries’ blog® are both great resources for
helping you hone your product. But remember, the only way to know
if you’ve succeeded is to trickle some users onto it. Sean O’Malley’s
slideshare presentation below is also very helpful.

2) Business model that works

Ultimately startups get VC funding based on their potenital to cre-
ate a thriving business. This requires combining a needed product
with a business model that pays the costs of building a lucrative busi-
ness. There is as much art in creating a strong business model as there
is in creating the perfect product. It is a thing of beauty when all the
pieces fit together in a perfectly tuned economic engine. Each ingre-
dient is relatively simple, but making them work together at scale is
extremely difficult.

These are the key variables to consider when developing a business
model that supports profitable, scalable user acquisition channels:

« Lifetime value of a user
+ Cost of acquiring a user

« Marginal costs (besides acquisition cost)

The lifetime value of a user must exceed the cost of acquiring the user
and any marginal material/service costs (costs that increase incremen-
tally with each customer). This is generally pretty easy to achieve
if you have low marginal costs. Most traditional software has zero
marginal cost, which is why freeware is possible (it may not be prof-
itable, but it is sustainable). If you’re lucky, the lifetime value of each

http://www.linkedin.com/answers/startups-small-businesses/starting-up/STR_STP/
406885-4789245

**http://seancomalley.com/

Phttp://startuplessonslearned.blogspot.com/


http://www.linkedin.com/answers/startups-small-businesses/starting-up/STR_STP/406885-4789245
http://seancomalley.com/
http://startuplessonslearned.blogspot.com/
http://www.linkedin.com/answers/startups-small-businesses/starting-up/STR_STP/406885-4789245
http://www.linkedin.com/answers/startups-small-businesses/starting-up/STR_STP/406885-4789245
http://seancomalley.com/
http://startuplessonslearned.blogspot.com/

JANUARY 2009 13

user is significantly higher than the marginal cost. In this case you
have a lot left over to spend on profitable customer acquisition. On
the other hand, if you have marginal costs that exceed the lifetime
value, then this is a non-starter, no matter how useful the product is.

If your product is useful and the basic business economics work, then
the next part of the business model puzzle is figuring out “customer
acquisition channels” VC funded businesses must have very scalable
customer acquisition opportunities. No VC is interested in funding a
business that maxes out at $1 million/year in revenue — even if it has
90% profit margins.

Once you have a basic engine that works, keep tuning all pieces to
make it work better (improve conversion rates, bring marginal costs
down, find ways to increase LTV...). This will open additional prof-
itable customer acquisition channels. And obsessively tuning all these
areas has been a major factor in my ability to attract 10’s of millions
of users for startups that ultimately filed for NASDAQ IPOs.

The Ultimate Startup

The ultimate startup would be one where the product meets a critical
need for a huge addressable market, users have a very high average
lifetime value, there are no marginal costs and there are very scalable
user acquisition channels that are completely free (ie viral). Unfor-
tunately I don’t know any businesses like this. Facebook comes close,
which helps explain their valuation of $15 billion (who knows what it
isnow??)... The only piece they are missing is a high lifetime value per
user.

The science behind viral marketing* has rapidly evolved in recent years,
so I'm axiously waiting for this ultimate startup to launch. Hope I can
get some of the early equity in it.

““http://startup- marketing.com/the- science- behind- viral- marketing/
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The Startup Pyramid

Every six months I rethink the optimal startup go to market approach
based on new insights gained at recent startups. Lately I've been using
a pyramid to represent the process I'm using. Startups require a solid
foundation of product/market fit before progressing up the pyramid
and scaling the business.

The Startup Pyramid

Scale

Optimize

Economics

Promise

Product/Market Fit

startup-markefing. com 6“,6 .

Achieving Product/Market Fit

Product/market fit has always been a fairly abstract concept making
it difficult to know when you have actually achieved it. Yet many en-
trepreneurs have highlighted the importance of creating a product that
resonates with the target market:

'http://startup- marketing.com/wordpress/wp-content/uploads/2009/07/
12in6-startup-pyramid.jpg

14


http://startup-marketing.com/wordpress/wp-content/uploads/2009/07/12in6-startup-pyramid.jpg
http://startup-marketing.com/wordpress/wp-content/uploads/2009/07/12in6-startup-pyramid.jpg
http://startup-marketing.com/wordpress/wp-content/uploads/2009/07/12in6-startup-pyramid.jpg

JULY 2009 15

« Paul Graham: The mantra at Paul’s successful startup incubator
YCombinator is “make things people want.”

« Steve Blank: In Steve’s book Four Steps to the Epiphany he
writes: “Customer Validation proves that you have found a set
of customers and a market who react positively to the product:
By relieving those customers of some of their money.”

« Marc Andreesen: A couple years ago Marc wrote the follow-
ing on his blog® “..the life of any startup can be divided into
two parts — before product/market fit and after product/market
fit” He goes on to write: “When you are BPMF, focus obsessively
on getting to product/market fit. Do whatever is required to get
to product/market fit. Including changing out people, rewrit-
ing your product, moving into a different market, telling cus-
tomers no when you don’t want to, telling customers yes when
you don’t want to, raising that fourth round of highly dilutive
venture capital — whatever is required”

I’ve tried to make the concept less abstract by offering a specific metric
for determining product/market fit. I ask existing users of a product
how they would feel if they could no longer use the product. In my
experience, achieving product/market fit requires at least 40% of users
saying they would be “very disappointed” without your product. Ad-
mittedly this threshold is a bit arbitrary, but I defined it after compar-
ing results across nearly 50 startups. Those that struggle for traction
are always under 40%, while most that gain strong traction exceed 40%.
Of course progressing beyond “early traction” requires that these users
represent a large enough target market to build an interesting business.

You should measure your product/market fit* as soon as possible be-
cause it will significantly impact how you operate your startup. If you
haven’t reached product/market fit yet it is critical to keep your burn
low and focus all resources on improving the percentage of users that

*http://web.archive.org/web/20070701074943/http://blog.pmarca.com/2007/06/
the-pmarca-gu-2.html
*http://www.survey.io
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say they would be very disappointed without your product. Avoid
bringing in VPs of Marketing and Sales to try to solve the problem.
They will only add to your burn and likely won’t be any better than
you at solving the problem. Instead, you (the founders) should engage
existing and target users to learn how to make your product a “must
have” Sometimes it is as simple as highlighting a more compelling at-
tribute of your product - but often it requires significant product re-
visions or possibly even hitting the restart button on your vision. For
more on getting to product/market fit, I recommend reading Marc An-
dreesen’s full post via archive.org® (it has been removed from his blog).

Race up the Pyramid

Once you have achieved product/market fit, it’s time to accelerate through
the next steps of the pyramid and then begin scaling your business.
Here’s a brief description of what to do at each of the steps before scal-
ing:

« Promise: Highlight the benefits described by your “must have”
users (those that say they would be very disappointed without
your product).

« Economics: Implement the business model that allows you to
profitably acquire the most users.

« Optimize: Streamline a repeatable, scalable customer acquisi-
tion process by testing multiple approaches and tracking to im-
prove the right metrics.

Effectively executing these pre-scale steps often improves the conver-
sion rate to transactions by 5X or more. This directly boosts the effec-
tiveness of every future marketing initiative by the same proportion.
Just don’t rush into this fine-tuning phase until you have first achieved
product/market fit.

“http://web.archive.org/web/20070701074943/http://blog.pmarca.com/2007/06/
the-pmarca-gu-2.html
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Great Resources for Achieving Product/-
Market Fit

A few people have asked for more guidance on getting to product/-
market fit. I updated my previous blog post with another quote from
Marc Andreesen, but recommend that you read his full full post via
archive.org® (it has been removed from his blog).

Here is the quote that I added to my previous post:

“When you are BPMF (before product/market fit), focus
obsessively on getting to product/market fit.

Do whatever is required to get to product/market fit. In-
cluding changing out people, rewriting your product, mov-
ing into a different market, telling customers no when you
don’t want to, telling customers yes when you don’t want
to, raising that fourth round of highly dilutive venture
capital — whatever is required”

Andrew Chen also has an excellent post® on the same subject.

*http://web.archive.org/web/20070701074943/http://blog.pmarca.com/2007/06/
the-pmarca-gu-2.html
“http://andrewchenblog.com/2009/06/15/why-you-should-make-it-easy- for-users-to-quit-your-product/


http://web.archive.org/web/20070701074943/http://blog.pmarca.com/2007/06/the-pmarca-gu-2.html
http://web.archive.org/web/20070701074943/http://blog.pmarca.com/2007/06/the-pmarca-gu-2.html
http://andrewchenblog.com/2009/06/15/why-you-should-make-it-easy-for-users-to-quit-your-product/
http://web.archive.org/web/20070701074943/http://blog.pmarca.com/2007/06/the-pmarca-gu-2.html
http://web.archive.org/web/20070701074943/http://blog.pmarca.com/2007/06/the-pmarca-gu-2.html
http://andrewchenblog.com/2009/06/15/why-you-should-make-it-easy-for-users-to-quit-your-product/

April 2010

My Presentation at Lean Startup Circle
in SF

Sean Ellis at Lean Startup Circle Meeting" from David Binetti* on Vimeo®.

A Lean Start is Smart

Lean Vs Fat Startups When I read Ben Horowitz’s article “The Case For
The Fat Startup” http://bhorowitz.com/2010/03/17/the-case-for-the-fat-
startup/ I expected to be in violent disagreement with most of it. How-
ever, I was surprised to find myself mostly nodding in agreement.
Many of the moves he describes that led to the survival and success of
Opsware/Loudcloud were similar to the ones I advocated as an execu-
tive in a post dotcom bubble public company (Uproar.com). Cutting
was important, but it was even more important to protect and build
on the value that we had created. So how can I find myself agreeing
with Horowitz, when he seems to be such a vocal critic of Lean Star-
tups? Well first, he’s not against running leanly. He simply suggests
that lean shouldn’t be the end goal. Instead, he claims startups should
be focused on survival and market leadership — both of which benefit
from more money. However, his examples mostly center on compa-
nies that have significant traction. Take Facebook, which he touts as a
“fat startup” because they have raised over $700m. The fact is that they
didn’t start out fat; in their first year they only raised $500,000. This
mirrors my experience at multiple successful startups. Most main-
tained a very low burn in the first year, investing funds carefully to
create a valuable product. Only after early users validated that it was

'http://vimeo.com/10450052
*http://vimeo.com/user3045640
*http://vimeo.com
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a must-have product, did we start loosening the purse strings. Speed
of execution to fully capture the opportunity became the primary ob-
jective. At this point, most of the companies were able to successfully
attract additional financing (often very large rounds). Perhaps the most
important realization that I’'ve made as a result of this debate is that:
Lean Startup principles are most critical in the early stages of a startup
before product/market fit. If you have not created a “must-have prod-
uct” your ability to attract future rounds of financing will be limited if
not impossible. Your best chance of survival is to create a must-have
product on your first round of financing — with the overwhelming ma-
jority of funding going into R&D. Once you have created a must-have
product, it will be much easier to raise enough money to capture and
lead the market. Of course, this could be an argument for a big first
round of financing. I rarely advocate raising a small round if you
can raise a big one. But it’s important to recognize that the best VCs
invest small before traction and big after traction. They realize that
overinvesting up front rarely improves a startup’s ability to create a
must-have product. If you are fortunate enough to raise a substantial
round up front, you’ll need discipline not to spend in areas that aren’t
essential to creating a must-have product. If you have the right disci-
pline, your only important risk of raising a big early round is limiting
the potential for lucrative small early exits. But more likely you won’t
be able to raise a substantial round until you have created a must-
have product. Once you can prove an ability to scale cost-effective
growth for this must-have product, smart VCs will be knocking down
your door to invest as much as you can realistically absorb — and of-
ten more. When I read Ben Horowitz’s article “The Case For The Fat
Startup*” I expected to be in violent disagreement with most of it. So
I was surprised to find myself mostly nodding in agreement. Many
of the moves he describes that led to the survival and success of Op-
sware/Loudcloud were similar to the ones I advocated as an executive
in a post dotcom bubble public company (Uproar.com). Cutting was
important, but it was even more important to protect and build on the
value that we had created.

“http://bhorowitz.com/2010/03/17/the- case- for- the-fat- startup/
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So how can I find myself agreeing with Horowitz, when he seems to
be such a vocal critic of Lean Startups?

Well first, he’s not against running leanly. He simply suggests that
lean shouldn’t be the end goal. Instead, he recommends startups
should be focused on survival and market leadership — both of which
benefit from more money. However, his examples mostly center on
companies that have significant traction. Take Facebook, which he
touts as a “fat startup” because they have raised over $700m. The
fact is that they didn’t start out fat; in their first year they only raised
$500,000.

This mirrors my experience at multiple successful startups®. ~ Most
maintained a very low burn in the first year, investing funds carefully
to create a valuable product. Only after early users validated that
it was a must-have product, did we start loosening the purse strings.
Speed of execution to fully capture the opportunity became the pri-
mary objective. At this point, most of the companies were able to
successfully attract additional financing (often very large rounds).

Perhaps the most important realization that I've made as a result of
this debate is that: Lean Startup principles are most critical in the
early stages of a startup before product/market fit. If you have
not created a “must-have product” your ability to attract future rounds
of financing will be limited if not impossible. Your best chance of sur-
vival is to create a must-have product on your first round of financing
- with the overwhelming majority of funding going into R&D. Once
you have created a must-have product, it will be much easier to raise
enough money to capture and lead the market.

Of course, this could be an argument for a big first round of financing.
I rarely advocate raising a small round if you can raise a big one. But
it’s important to recognize that the best VCs invest small before trac-
tion and big after traction. They realize that overinvesting up front
rarely improves a startup’s ability to create a must-have product. If
you are fortunate enough to raise a substantial round up front, you’ll

*http://www linkedin.com/in/seanellis
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need discipline not to spend in areas that aren’t essential to creating
a must-have product. If you have the right discipline, your only im-
portant risk of raising a big early round is limiting the potential for
lucrative small early exits. But more likely you won’t be able to raise
a substantial round until you have created a must-have product. Once
you can prove an ability to scale cost-effective growth for this must-
have product, smart VCs will be knocking down your door to invest as
much as you can realistically absorb — and often more.

Note: Eric Ries clears up some of the common mis-perceptions about
lean startups in this post®.

Sneak Preview: KISSmetrics

I’m really looking forward to the Startup Lessons Learned Confer-
ence this Friday. If you haven’t bought your ticket yet, use the code
SEANELLIS and save 20%’

Early Detection is Key

Following the Startup Lessons Learned conference?, T had the Founder/CEO
of a startup tell me that she finally ran the Survey.io customer devel-
opment survey’. She was thrilled to discover that more than 40% of
her users considered her product to be a “must have” She had avoided
running the survey earlier for fear of a disappointing number. But now
that she has run it, she can confidently start planning the steps needed

to scale her business (see Startup Pyramid post™).

“http://www.startuplessonslearned.com/
"http://bit.ly/c93Goa
®http://en.justin.tv/startuplessonslearned/b/262674992
*http://www.survey.io/
*%http://startup-marketing.com/the- startup-pyramid/
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Her fear is common among many startup founders. We have so much
invested in the vision (especially emotionally), that we dread an incon-
venient truth standing in the way of our dream.

The fear reminds me of one of my personal life missions. Over the last
five years I've strongly encouraged my friends to get physical exams
— especially entrepreneurs consumed by their startups. I know how
hard it is to make time. At perhaps the most intense period of scaling
LogMeln I was putting off a routine physical exam. I felt healthy, so
why worry? But I gave up half of a day anyway and finally got a
complete checkup. It turned out that I had the very early stages of
bladder cancer. A simple procedure removed the cancer and I haven’t
had any signs since. But if I had waited just a few more months, my
doctor explained that the prognosis would have been a lot scarier. If
you haven’t had a physical exam recently, please make the time. It
could save your life.

And on a much lighter note, if you haven’t run the customer devel-
opment survey on Survey.io', just do it (it’s free). If too few people
consider your product a “must have”, you’ll want to pivot/course cor-
rect as early as possible.

Steve Blank’s SLL Keynote - It's a “Must
Watch”

Watch live video from Startup Lessons Learned on Justin.tv*?
Some of my favorite quote are:

Role of the Entrepreneur

+ Your job as an entrepreneur in a startup is to search for a repeat-
able and scalable business model. When you find it, your job is

http://www.survey.io/
*http://www.justin.tv/startuplessonslearned#r=KvS4mDE\protect$\relax\sim$&s=em
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to build a company around that business model.

+ Search for a business model rather than write a business plan.
Biz model is how a company makes money.

+ Customer and agile development is how you search for a busi-
ness model.

+ You fail if you stay a startup — goal is to become a large com-
pany. Search is bringing order out of chaos, pivoting all the
time.

+ Goal is not to becoming the world’s most fun startup. Goal is to
become a valuable company.

« No business plan survives first contact with the customer.
Differences Between Startups and Established Companies

« Startups search and pivot; companies execute.

« Very different skills needed to execute a business model com-
pared to those needed to search for a business model.

+ Customer development = hypothesis testing, minimum feature
sets and pivoting. Product management is very different than
customer development.

« You need to brainwash and deprogram product managers if you
want them to perform customer development.

+ Key startup numbers are not: balance sheet, income statements
and cashflow. They are cash, viral coefficient, customer acqui-
sition cost, burn rate, average transaction size...

Want more Steve? Check out his blog*.

http://steveblank.com/
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Dropbox - The Power of a “Value Based”
Startup

Drew Houston, CEO/Founder of Dropbox', gave an amazingly forth-
coming presentation at the Startup Lessons Learned Conference*® chron-
icling his team’s path from idea to their current position as one of to-
day’s hottest startups.

Because of the importance of protecting user data, they modified the
“launch early, launch often” mantra to “learn early, learn often.” And
they aspired to gain the “best understanding of customers as early as
possible”

My favorite quote from Drew’s presentation highlighted the power of
focusing on what is really important: “If you make a feature matrix of
Dropbox versus all the other products out there, we’ll never come out
in front. We wanted to do a few things [really] well as opposed to a
lot of things kind of well, presented in a way that’s confusing”

Dropbox struggled to find effective paid marketing channels, but Drew
states: “The one thing that saved us was that we put all of our effort
into something that worked, that was an elegant solution.” They then
empowered extremely gratified users to spread the word about Drop-
box.

The result: In 15 months, Dropbox attracted 4 million users. In the
last 30 days users have sent 2.8 million direct referral invites. Watch
the video, you’ll definitely learn something. During my time with
Dropbox, I learned how to build a sustainable startup (and business in
general) the right way.

Watch live video from Startup Lessons Learned on Justin.tv'

“http://www.dropbox.com
Phttp://www.sllconf.com/
*Shttp://www.justin.tv/startuplessonslearned#r=MQHvidU\protect$\relax\sim$&s=em
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