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“What was initially thought to be a simple process is
in fact an incredibly complicated, intricate, and complex
system that I've codified and organized into a few
easy-to-follow rules that are more difficult
to implement than you'd think.”
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What is the formula for going from an initial product idea to Product/
Market Fit—a company that is growing and sustainable, with custom-
ers that want to pay and want to stay.

(Assuming you even agree with that definition of Product/Market
Fit (p. 324).)

There isn't a fail-safe roadmap of course, but there is a progression
that describes how WP Engine became a unicorn, supported by 18
years of articles in this book.

Here’s what that progression looks like. Then we’ll explore the

other truth—that it often doesn’t work like this after all.

1. Personal Fit: “Passion” is useful, but winning requires a personal
edge.

2. Market Fit: Most good ideas aren’t good businesses.

3. Customer Fit: Talk to customers before you waste months build-
ing the wrong thing.

4. Build and ship the SLC quickly: It’s where the real learning
happens.

5. Marketing and Sales more than writing code and tweaking
design.

6. Retention-driven Product development; attend to your existing
customers first.

7. Prioritize systematically, ruthlessly, strategically.

8. Manage your psychology on a journey of self-discovery and con-

stant rejection.

ROADMAP TO PRODUCT/MARKET FIT - 10

1. PERSONAL FIT: THE INNER FIRE,
LEVERAGING A PERSONAL EDGE TO
DO WHAT YOU WERE MEANT TO DO

A great idea or a great strategy that you can’t execute well, isn’t a good
strategy for you.

You start with nothing—no product, no customers, no brand, no
distribution, and compared to competitors, no money and no time.

To succeed, you need something. Something special. Something
that gives you an edge, despite being woefully inadequate in every

dimension. Is “passion” that something?

Passion

Do what you love, and the money will
follow.”

—Motivational advisors

That is false, as evidenced by most artists, philosophy majors,
and the 80% of startups that fail despite founders’ genuine love and
obsession.

Passion s required; it’s just not enough. Passion is the motivator,

especially in the dark times when your savings is depleted, competi-
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tors are beating you, as you suffer a constant bombardment of rejec-
tion from potential customers and potential employees and potential
investors, as you question your self-worth (p.705) and wonder
whether the cause of your Impostor Syndrome (p. 441) is that you're
actually an impostor (p. 433).

You have to be burning with an idea, or a
problem, or a wrong that you want to
right. If youre not passionate enough from
the start, you'll never stick 1t out.”

—Steve Jobs

You need to articulate exactly what your passion is, so that you
can use it as a filter for business concept. This is difficult; some people
spend their whole life trying to figure it out. Jerry Colonna says* “The
purpose of life is to discover who you are, and then live fully into that”
It is not an exaggeration to say that a startup is who you are (p. 953);
that’s why they call it “your baby.”

See this article on Pivot Points (p. 549) for a specific list of ques-
tions that help you suss what your purpose and passions are.

Your goal is to find the work you were meant to do. Your call-
ing. The work that you would do for free, but more—what you are
compelled to do.

Still, the existence of passion doesn’t imply the existence of a busi-
ness model. (We’ll solve that in the next step.) Passion doesn’t give you
a competitive edge, because all the other founders have passion, and
larger companies have mountains of advantages that make “passion”

look like a sling-shot attacking an aircraft carrier. You need an edge.

ROADMAP TO PRODUCT/MARKET FIT - 12

e

‘Listen, I'm fine with the robe, the sorcery, even mixing
potions in the bathtub. But for god’s sake, Gary,
would you please use a coaster?!”

Leverage

“Leverage” means yielding a huge output from a given input—accom-
plishing an inordinate amount of quantity or quality, with relatively
little time and money. You generate leverage from the mixture of tal-
ents, taste, and experiences that you possess. To figure out how this
works for you, see this article for many types and examples of lever-
age (p. 525).

Leverage is good, but unique leverage is far better, because that’s
your source of differentiation* from competitors and alternatives.
Often this appears at the intersection of your peculiar above-average

talents and experiences, which taken together are unique.** This

* “Different,” not “better.” Yes, you will be “better” according to some set of people,
but definitionally that means you’re “worse” for another set. The latter might even
be orders of magnitude more numerous than the former. That’s OK, and that’s
why I don’t like using the word “better” You should be distinctive, aligned with
your calling and your strengths, so that the set of people who do find your brand
of different to be “better” will flock to you, buy from you, and even love paying
you (p. 265) for it.
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uniqueness must then be coupled with a particular way that you are
approaching this problem and solution, such that the combination of
your leverage against your path is uniquely excellent, even for a small
number of potential customers (p. 307).

This leverage + path combination also forms the kernel of your
strategy *** as your competitive positioning. You need something that
competitors lack, because your customers are going to compare you
to competitors whether you like it or not, and you have to have an
answer besides “we have this one minor feature that they don't have”
or “we’re $10 cheaper”

The key question that summarizes this intersection of “you” and

“path” is:

Why are you the perfect person to build zAis company?

Be yourself. Everyone else is taken.”
—Oscar Wilde

** The quintessential exponent of this idea is Scott Adams, writer of the Dilbert car-
toon, who points out* that he is a decent illustrator but not a great one, a decent
humorist but worse than any comedian on Netflix, and has held jobs in the tech
sector, unlike almost any artist or comedian. It is in the intersection of being in
the top 25% in each of these three “circles of competence” that he is unique, not
because he is top 1% or “best in the world” at any one thing,

Leveraging strengths into durable competitive advantage is one of the six charac-
teristics of great strategy (p. 471).

ROADMAP TO PRODUCT/MARKET FIT - 14

2. MARKET FIT: A WORKING
THEORY OF WHY THEY WILL BUY.

Once you inventory the inner world—the shapes of spaces where
you were meant to play—you turn your gaze externally to figure out
whether your idea works out in the market, in the world of cus-
tomers, competitors, trends, problems-to-solve, jobs-to-be-done, and
products. These things you do not control, and thus must understand,
conform to, but also exploit.

It’s right there in the name: “Product/Market Fit” means fitting
into the market, not just building something that would be fun/inter-
esting/edifying/curious/exciting/ego-enhancing. Those are all good
reasons to have a side-project, but none is a reason why that side-
project will become a profitable business, even at a scale that feeds a
single person. That’s why most “indie hacker” startups and “Al is cool”
startups fail—the genesis was “fun project,” not “plausible business.”

“I had the problem myself, so I built a product to solve it.”

This might be the most common origin story, tacitly concluding
that “this must be a business because I would have been a customer.”
Indeed, my startups all started this way. But your understanding of
“the problem” as it pertains to you alone is much less likely to be a real
business than you think. You are, in fact, not like your customer.*

Sometimes a passion project turns into a business anyway. That’s
what happened to me at Smart Bear. More on that later. But that’s
luck. The point of a framework like this one is to reduce your reliance

on luck.

“The way to get startup ideas is not to try to think of startup
ideas. It’s to look for problems, preferably problems you have
yourself.

* For a start, your customer isn’t quitting their day job to create a business.
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The very best startup ideas tend to have three things in
common: they’re something the founders themselves want,
that they themselves can build, and that few others realize are
worth doing. Microsoft, Apple, Yahoo, Google, and Facebook
all began this way.”

—Paul Graham, How to Get Startup Ideas®

A theory of why they will buy

You need a plausible theory of the customer, market, and business
model. “Plausible,” because many ideas fall apart under honest scru-
tiny. “Theory” because of course it won't be entirely correct, but it
will be your working understanding of the world, which you modify
as you learn.

Here’s exactly how to develop a specific theory of the market,
customer, and your positioning (p. 67). You'll analyze these market

characteristics:

Plausible: Do 10M people or 100k companies have the problem?
Self-Aware: Do they know & care they have the problem?
Lucrative: Do they have substantial budget to solve this problem?
Liquid: Are they willing and able to buy right now?

Eager: Do they want to buy from you, specifically?

S T i e

Enduring: Will they still be paying(-it-forward) a year from now?

A lot of people read that article, then said® they’ wish® they”
had ¥ read !! it before '? they !° wasted two years of their life (and sav-
ings and heartache) building [insert name of failed startup]. Don’t be
one of those people.

You might think it infeasible to answer these questions, because
the research is impossible or the idea is so new that existing data and
trends are irrelevant. However, as you'll see in the article, you can do it
using Fermi Estimation—a technique useful not only in market analy-
sis but for ROI (p. 164), probabilities (p. 945), and decisions (p. 581).

ROADMAP TO PRODUCT/MARKET FIT - 16

BUSINESS PLAN

HOPE FOR

“Well, it's not the worst I've seen.”

Early strategy

Even better than having a great business model is to have a great
strategy (p. 471). Not a twenty-page document, but a one-pager that
conforms to the guidelines in that article, explaining “how we will
win.” It’s never too early to be asking yourself how to leverage your
strengths (p. 525) to build products that are great and differentiated
despite your weaknesses (p. 848). It’s never too early to write down
your assumptions and decisions, to ensure they are at least self-
consistent if not self-reinforcing, so that when contrary evidence ap-
pears, you can notice that, and react methodically.

To generate tangible strategic ideas for your business model or
strategy—explaining “how we will win”—consider creating a theory of
where your product will fit in the customer’s Needs Stack (p. 250),
pick a few of these tactics for navigating the fact that the future is
unpredictable (p. 186), and decide how you will generate “Love” and
“Utility” types of Willingness-to-Pay (p. 265). All of these are fun,

accessible, strategic, and they work in practice.
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“But often the first idea is wrong, so why do I need a specific idea with
a specific business model?”

Because walking in a random direction is not progress, and be-
cause the main way to discover the right direction, is to have a clear
theory of the world, and notice when the world contradicts it, so you
can pivot into a better theory, and thus iterate into a genuinely great
strategy and market-understanding.

That’s what actually happened with Smart Bear, and Slack and
WhatsApp and Flickr, as described and analyzed here (p. 186). Only
by having a specific, strong, clear idea, was it possible to notice what
customers really wanted instead, which led each of those companies to
pivot into the idea that became successful.

In all those cases, the idea was very personal to the founders—
the personal-fit of passion for the solution and leveraging an edge
to create something that resonated with early users. But it was only
with a specific theory of business model and strategy, which was then
negated by reality, and then an intentional pivot, to achieve Product/
Market Fit.

3. CUSTOMER FIT: FIND THE IDEAL
CUSTOMERS FIRST.

There’s only one source of truth for what customers will buy: Cus-
tomers.

Not advisors, not experts, not analysts, not Twitter polls, not re-
search, not past data,'> not even competitors’ behavior. You have to
talk to customers.

Customers are fickle. You ask whether they’ll pay $100 if your
product does ______ and they say “yes;” then you build it and they

ROADMAP TO PRODUCT/MARKET FIT - 18

AnDegscN

“So, tell me a little bit of what you think I want to hear
about yourself.”

don’t buy. So why talk to them at all? Don’t you need to put the actual
product in front of them, and see what they actually do?

Customers can tell you what their lives are like, which is how you
validate your business model and strategy from the previous section.
Customers can tell you what they won’t buy, which has happened to me
repeatedly. You can discover that the average customer doesn’t know
the problem exists, or doesn’t have a budget for it, or isn’t prioritizing
it. When they say “yes,” it’s a “maybe,” but when they say “no,” it’s a
“no,” and you just saved yourself months or years of wasted time.

You can find out where they go to find products like this, so that
you can advertise in the right place. You can find out what language
they use to talk about the problem or solution, so you can copy that
language in your advertising and social media home page and capture
their attention. You can find out how their budgets work, so you can
price and package and position accordingly. You can find out how
they’re addressing the problem today, so you know what you're sell-
ing against, whether that’s a competitor, an alternative, or something

they’re doing by hand. You can find out what causes them to break



19 - A SMART BEAR

out of their daily life and say as Bob Moesta puts it,'” “Today is the
day I'm going tobuy ______” so that you can try to be there when that
event happens, or possibly even cause it.

It is easy to find examples of successful companies who never asked
customers what they wanted. That happened to me at Smart Bear. But
again that relies on luck, and most of the time, you don't get lucky.
This is not a good way to gamble the next few years of your life.

But you don’t want to do this work. You want to build the prod-
uct because that’s the fun part. Potential customers are hard to find
and they don’t want to talk to you. It’s going to be like that when you
have a product too, so if you can’t do it now, you won’t be able to do
it later. Building the product first won’t make it easier to find or talk
to customers. Building the product first will, however, ensure that you
haven’t actually built what people want, because you never found out

what people want.

How to interview customers

Once you get someone on the phone, how do you interview them in a
way that maximizes learning and leads to a specific theory that you can

execute on, from your unique winning advantage '° to pricing (p. 159)?

> Justin @
A @JustinQuda

It’s taken years for me to change my mindset from “l know best” to
“what does the user want?”

I've been building a startup in my own echo chamber.
Today | did an 1 hr call with a Quda creator - it was awesome!

Talk to users - they won’t bite. They want you to succeed too. @
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The customer validation system I’ve developed is the Iterative-
Hypothesis customer development method (p. 230). This provides
you with goals that you achieve using interviews, how to create the
hypotheses that will drive your business model, and how to write
questions that maximize learning. 16 years ago it invalidated a startup
idea that I thought was good, and then validated the startup idea that

became WP Engine—now a unicorn.

How to get customers to talk to you

The way I got interviews for WP Engine is by using LinkedIn to find
people who had the title and industry I was targeting (web developers
in WordPress), and asked them for an hour of their time to chat about
a new startup concept for whom they are the ideal customer. Further-
more [ offered to pay any amount they wished for that hour, because I
value their expertise and their time; I'm not asking for a donation, I'm
genuinely interested in their expertise. Out of 50 requests, 40 agreed,
and only one asked to be paid. (30 eventually became customers.)

This might not work for you; that was a long time ago. This ar-
ticle details many more techniques for finding potential customers
(p. 655), by going where they already are, where they’re already talk-
ing, and where they might be willing to talk to you.

Find your ICP

Your goal is not only to validate your theory of the market, but to
discover your ICP (Ideal Customer Profile) (p. 307). This 1is your
“perfect customer”—a segment almost comically over-specified to be
so perfect for your product that you are truly the best choice in the
market, and they would be crazy not to buy. You will then aim all
of your marketing messaging at this person: Website, advertisement,

terminology, writing style, pricing. When the ICP lands on the home
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G‘ Bryan Smith &
B2

@OrionSeven

The biggest mistakes | made in my first startup was planning an MVP far
too large.

The root cause for that was | didn’t figure out my ideal customer profile.

Instead of building for everyone | should have built for someone specific
which would have let me build far less.

page, it should be obvious in three seconds that this is perfect for
them, that you “get” them, and they will be pulled through the process
until they’re a customer.

You are scared that targeting only the ICP limits your potential
market, but this is not what happens. In “Selling to Carol (p. 307),” I
explain the mechanism and provide examples showing that for every
ICP there are 10x more people who make similar buying decisions,
and 100x more who take more convincing but ultimately also agree,
and therefore you end up selling to a far wider market than you feared,
yet earning attention and loyalty from having a clear, unique message.
Your company, brand, and product will actually mean something.

Find and talk to the customers; they’re the only ones with the

answers.

4. BUILD AND SHIP THE SLC.

Interviews give you a better model of the world, but the real learn-
ing doesn’t start until people are using—or more often, not using—a

product.
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ANDERSON
REAL ESTATE

“I'm looking for something in a small pond.”

SLC is my alternative to MVP (p. 97):

Simple, because complex things can’t be built quickly, and you
must ship quickly so you can learn quickly so you can create

the right product before you run out of money and willpower.

Lovable, because crappy products are insulting, and you didn’t
start this company to make crappy products. The love over-
powers the fact that the product is buggy and feature-poor.
There are many wonderful, powerful, competitively-defensible
forms of “Love.” (p. 265) Pick some.

Complete, because products are supposed to accomplish a job.
Customers want to use a v1 of something simple, not v0.1 of

something broken.
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’:‘}‘ Brandon % Flightcontrol &
L5 @flybayer

>

Yo, watching @LogRocket recordings of people using your new app is like
the most painful thing in the world % &

But wow, | cannot imagine living without it. People just won't tell about
all the little issues and confusions they have

5:42 PM - Nov 16, 2023 - 6,449 Views

Build something small (but also lovable and complete), and ship it
to customers, because that’s when real “progress” begins. That’s how
you learn the truth (p. 631).

If youre building for six months and a customer hasn’t used
it, youre not on the road to Product/Market Fit; indeed you’re not
making progress on the business at all. What you've done is proved
what you already knew—you can build software.

The learning starts only when customers are (trying to) use it.

5. FOCUS MORE ON MARKETING
AND SALES, LESS ON PRODUCT.

Your natural inclination is to do what you enjoy and understand, so
you need to press yourself to do so much marketing and sales that it
feels like “too much.”

Ask yourself: What can you do today, that will (a) get more people
from the target market to come to the website or (b) convert more of
those people to try the product or (c) convert more of those to buy

the product.
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The answer might be found in writing more code. Improving the
new-user experience, for example, could increase the conversion rate
from “try” to “buy.” But more often the answer isn’t inside the prod-
uct; indeed several of those steps happen before the person has used
the product at all. The code 1s actually your enemy. (p. 611)

You’'ll advance the product anyway—I know that. And you should,
but you don’t need to be told to do that. After all, it’s all you ever
wanted to do, even at step one. That’s why you need to set an inten-
tion every day to make progress on one of those questions. That’s how

you’re going to generate growth.

6. PRIORITIZE RETENTION-BASED
PRODUCT WORK.

What does it mean, that one person out of billions cared enough about
your problem-space to notice your advertisement or social media post,
then felt compelled to follow the link, then was so intrigued by the
website that they joined the 1-out-of-100 that tried the product, then
liked what they saw enough to take out their wallet and pay, then
started to use it... and then cancelled?!?

After all that—clear signals of desire, need, willingness to pay
(p. 265), and apparent “fit"—they decided “Nope, this is not what I
want.”

What it means is: You made the right promise, but didn’t keep it.
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m Tim Bennetto &
&’ @Timbo3

Pallyy's first 2 years were pretty rough, almost gave it in.
Rev almost covered costs, was using some savings.
Decided to go all-in on marketing before giving up.

Next 12 months it grew 10x.

Keep going.

Net volume from sales @ +

$31,908.19 $0.00 previous period

$927.94

$0.00

25 Nov 2019 - 1 Dec 2019 22 Nov 2021 - 28 Nov 2021

10:08 PM - Feb 27,2024 - 10.8K Views

>

Q 26 s Q 156 [ 29

Marketing is where you discover the promise the customer wants
you to make, and retention* is where you discover whether you're ful-

filling that promise.
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s @ Stefan Wirth &
& ©@NafetsWirth

| barely worked on code in the last 3 months.
Instead, I've actually made money.
By focusing on growth.

You should try it out.

earch type:Web ~ J | + Add filter W arch type: Web  ~ J [+ Add filter J
) <

f) Total impressions [ Average CTR [MPYEERER Total impressions [ Average CTR [ Average pc

1.3% 24.3 RV 4.8% 13.2

e

8/13/24 8/26/24 9/8/24 9/21/24 8/13/24 8/26/24 9/8/24 9/21/24

Some people believe that low retention is fine because you can

make up for it with growth. That’s not true for two reasons:

1. Growth will start out good, but then will slow and halt sooner
than you realize.**

2. If customers don’t want to use the product, your “growth” is fake
news. It’s not Product/Market “Fit” if the “market” decides “not a

fit” after actually using the product.

* Actually, retention is a lagging, multi-factor indicator, which makes it useful as
a high-level check, but not useful as an operational day-to-day metric. Here’s a
complete system for practical metrics (p. 620) that embraces this fact and points to
the right set of metrics.
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For example, if “using feature X” means people are successful,
maybe unsuccessful customers don’t know about it (so you promote
its usage), or maybe they can’t use it because it’s incompatible with
their workflow (so add integrations or options). Sometimes, however,
it’s about the customers themselves, where tuning the ICP means you
find more customers who are already a fit, perhaps targeting different
industries or geographies, different stages or sizes of company, the

title or attitude of the buyer, or the specific use-cases they are trying

to solve for.
The Talk/Walk workshop (p. 901) might help, because it helps

elucidate the difference between the promise and the execution. But

probably, as usual, you just need to talk to customers.

"No, you're thinking of Cupid. I'm the
one-night-stand fairy."

7. RUTHLESSLY, METHODICALLY,
Therefore, when you do work on product features, build things SYSTEMATICALLY PRIORITIZE.

that increase retention.

This starts by understanding why people cancel. Gaining this un-

derstanding is difficult, because once they leave they don’t want to talk More than just “focus,” more than a ge-

to you anymore. You might coerce them by paying for interviews with neric admonition to “prioritize,” use

Amazon gift cards or charitable donations. Some people will respond a system that ensures you're leverag-

to an email (no harm in asking). Better is to look for signs that the ing your most valuable, most limited

customer isn’t being successful (e.g. activity within the product) and asset (time) to maximize progress.

reach out before it’s too late, while they’re still in the middle of their Do this by combining Fairy-

struggle, and therefore might be willing and able to articulate it. tale Planning (p. 1009) with the
Remember that your goal is not to discover what unsuccessful Rocks, Pebbles, Sand (p. 213) work-

customers have in common, because successful customers often have prioritization system:

those things in common as well. Rather, it is to find patterns in un-

successful customers that are not shared by successful customers. Those Identify the next milestone.

are the attributes that lead to action. At all times, be crystal clear about the single most important thing to

achieve.

** See these articles with data from Product/Market fit companies (p. 324) and the
math behind growth grinding to a halt (p. 67) at companies with low retention. (Ex: Finding a good business model. Public launch. 20 paying customers. Get-



29 - A SMART BEAR

ting trial conversion rates from 1% to 5%. Getting cancellation from 7%/mo
10 4%/mo. Getting to $10k MRR so you can quit your day job.)

You have to be executing against the next milestone every day. Write it
down and look at it every morning. Everything else is a distraction to be
ignored, or a necessary evil that you should dispatch as quickly as pos-
sible, including delegation (p. 931) or accepting that it’s fine if it’s exe-
cuted poorly or late.

Identify the current obstacle to achieving the milestone.
At all times, be crystal clear why it is difficult or slow or expensive to
achieve that milestone.

(Ex: Can’t figure out how to leverage your strengths for something differen-
tiated and desirable. Easy to get someone to use it once, but only 15% use it
again. Got 17 customers from Product Hunt but now there’s no repeatable
way to get more. Can’t get people to agree to be interviewed. SLC isn’t
accepted by beta testers. Freemium users don’t have enough incentive to con-
vert to paid.)

You must face the difficult truth (p. 631). Do not pick the obstacle that
feels comfortable; pick the existential crisis that is uncomfortable exactly

because it is critical and scary and true.

You have to be attacking or side-stepping the obstacle every day. Write

it down and look at it every morning,

Split work into Rocks, Pebbles, Sand.

Use this specific Rocks, Pebbles, Sand framework (p. 213) to prioritize
and schedule different types of work with the correct philosophy and
process appropriate for each type.

Select the Rock that attacks the obstacle and milestone together.
Use Binstack (p. 581) to prioritize one Rock that addresses that most
important milestone and attacks the obstacle. (You don’t have time for

more than one.)

If you can’t think of one that’s good enough, don’t just proceed with a
mediocre plan that will occupy the next three months; grab some
friends—or better yet, customers!—and brainstorm (p. 50) a better one.

ROADMAP TO PRODUCT/MARKET FIT - 30

Schedule Pebbles sparingly.

Because you have to focus on the Rock, and you have little time for any-
thing else, use this ROI framework ?° to prioritize just a few other activ-
ities that are valuable enough to justify spending your remaining time.

Almost everything should be only “good enough”

You have taste, you have craft, and part of the reason you’re doing all
this is to express yourself. But almost everything you do will not de-
termine whether the company is successful. (Repeat that last sentence
until you fully internalize it.) Which means most things should only be
“good enough.” Let it go.

Most metrics should be satisfied, not maximized (p. 845). Pick KPIs
accordingly (p. 620). Design matters less than you think (p. 814).

Having said all that, sometimes the very best aspects of a design are the
lictle things, the obsessive things, the things you are compelled to make
just so. Whether web design or UX design or a “perfect” feature which is
only perfect because of the myriad corner cases that took a surprising
amount of code and care to cover, but which means a new customer has
an amazing experience. Pick your battles.

Don’t stray from the system. You don’t have the time.

8. MANAGE YOUR PSYCHOLOGY.

Throughout this a step-by-step roadmap, you face demanding psycho-

logical challenges.

« Facing the truth (p. 631)—not allowing “what you wish were
true” to get in the way of finding out what is true, about your
abilities, customer’s wishes, the shape of the market, why people

leave. Recognizing that there’s always someone who is better than
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« Fluid change—despite clear decisions, rejections often demand a

change, which is difficult to accept, difficult to enact (p. 1234),
difficult to admit when things are wrong, and difficult to decide

whether some rejection should be ignored as an anomaly, or

whether 1t’s indicative of a “learning” that must result in a change,
difficult to tell the difference between the chaos that results in
PMF and the one that results in failure (p. 414).

« Acting while uncertain—being “all-in” even while knowing you

must be wrong about some things, even while getting rejected and

making changes, even while doing things you’ve never done while

“So you'll never be part bf a royal flush. You know what? experts tell you what to do differently (p. 718), even while feeling

Me neither. And that’s OK.”

like an impostor who has no right to be here (p. 441), even while
knowing you have no idea what you are doing (p. 705) while it
appears everyone else knows exactly what they’re doing. (Don’t

worry, they really don't.)

you at any given thing, and it becomes your job to find and hire
them (p. 931).

« Finding yourself—coming face-to-face with who you are, and

This might be the hardest thing you've ever done. It’s a gauntlet

28

of pain,” even if it’s also the most exciting thing you’ll do in your

. ) . professional life. Many people stop because it’s so hard. You can’t
who you are not, figuring out what is actually important (p. 790) blame themm.
versus what is necessary or temporary, enjoying the journey
(p. 821) especially when even a successful end result (p. 43) is
often not what you hoped it would be (p. 953).
« Making clear decisions—deciding what you’re not good at, and
not trying to do it anyway; deciding your place in the market, and
not trying to be all things to all people; deciding your ICP (p. 307)
and having the fortitude to go all-in; deciding the current mile- BUT YOU’RE NOT GOING TO DO
stf)ne., the rT1a1n- challengei the ?ne big thing you have to do, and THIS, ARE YOU...
sticking to it without getting distracted.
 Constant rejection—your ideas won’t be good enough, your
customer interviews will negate key assumptions, 99% of website

You have a fun feature idea so you're just building it.

. , . . . .
visitors won’t take an action, long sales calls will result in nothing, You always wanted to learn Rust so you're just learning it.

customers will buy but then leave, employees won’t join you,

investors won’t invest.
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Al is astounding and it’s the future so youre building things with
it, even though it’s a technology and not a customer’s problem that
needs solving.

You've started your own company in part because you don’t want
to be shackled by “processes” and “frameworks,” so you're just doing
whatever you want.

Visual Studio is comfortable and Google Ad Manager is foreign
and like Las Vegas is designed to separate you from your money, to say
nothing of the discomfort of asking for the sale (p. 705) or getting
someone on a call to talk about their workflows or get an earful about

29 actually sucks.

how your precious software

Uncomfortable. Scary. And you're lost, unskilled at those things,
not making progress, not even wanting to. So you slip back to Visual
Studio where you know what to do, and enjoy doing it, and you're
good at it.

Then you post on Twitter about how you have $1600 in MRR
after 18 months but it’s okay because perseverance is a virtue. When
in fact you've fallen into the well-known trap of doing what you're
good at, what you love, but not what the business needs done (p. 385).

Perseverance is a virtue, if youre doing the right work, with the
right goals. It’s a vice if it means you’re moving diligently in the wrong

direction.

SMART BEAR ONLY HALFWAY
FOLLOWED THE ROADMAP

But who am I to talk?
The company I founded in 2002, sold in 2007, and that gave me
the online handle that persists to this day on this site, Smart Bear’s first

“product” Code Historian was a personal project, built because I want
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to learn .NET (we would later rewrite everything in Java), built because
I thought there was value in the historical record encoded in version
control (all products that operated under that assumption failed).

I didn’t talk to customers ahead of time. I did talk to them a lot
after they started paying, and learned that many didn’t really want
Code Historian at all, but rather they were abusing it to accomplish
something else (in a story told here (p. 186)). As a result, I created
Code Reviewer, which sort of hit the need in question, but the ar-
chitecture was all wrong and the features were all hacks. But all this
customer feedback gave me the confidence to rewrite everything from
scratch (which everyone says you should never do), resulting in a prod-
uct called Code Collaborator, which made millions of dollars.

Would I have found the idea for Code Collaborator by interview-
ing customers using the “Iterative-Hypothesis” method above? No,
because I wouldn’t have known what to ask them, and they wouldn’t
have known to tell me. I would have discovered that Code Historian
wasn’t a good business idea... and that’s it. Maybe I would have had
a completely different and better idea. Maybe. But the fact is, the

actual “path to success” was to create something I liked, just interesting
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enough to attract initial customers even though it’s not a great busi-
ness, and then pivot to Code Reviewer, and then pivot to Code Col-
laborator. The interviews would have stopped everything cold. Does
that make “interviewing” the wrong road to Product/Market Fit?

I do think building and getting product into customers hands is far
more valuable than conversations. Smart Bear was an example of (1)
having a specific idea matching my passions, which then because of (4)
building and shipping and (5) marketing and selling and (6) building
for retention by talking to customers, lead to the right idea. So, it was
part of the path, but not the full path.

So, while the path to success didn’t honor every step in the road-
map, it still would have failed if I had violated those other steps—
coding in isolation, coding instead of selling, coding instead of hon-

estly figuring out what customers really wanted.

WP ENGINE FOLLOWED THE
ROADMAP AND BECAME A
UNICORN

That said, with WP Engine I traveled this roadmap exactly.

WP Engine wasn’t the initial idea. The first idea was for a market-
ing analytics tool with features that Google Analytics lacked: A real-
time event dashboard, a clever goal-setting-and-measuring system that
worked retroactively, and the ability to capture web-form data even
when it was only partially filled-in and never submitted, all with just
one line of Javascript.* But I ran that Iterative-Hypothesis method and
after 20 interviews I learned that the idea wasn’t strong enough.** 1

was on the road; I (1) had a specific idea that (2) was clearly a great

* These features are typical of analytics tools today, but in 2009 it was innovative.
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market and (3) vetted it with customers. Thanks to (3), I did not waste
years on that project.

I then had the idea of a managed WordPress platform because I
needed it myself—my blog would crash when I got to the top of Hack-
ernews (a link-sharing site). I asked other bloggers what they use to
keep WordPress fast and scalable; many said, “I don’t know, but if you
find it, tell me, because I need that too.” I ran the Iterative-Hypothesis
method (p. 230) again, and this time it was very clear what the need
was, what people would pay, and how to find them. And the market
was already huge (WordPress powered 11% of the largest 10 million
websites) yet growing fast (in 2023 it’s 43%). | knew WordPress be-
cause I was a user, and for nearly twenty years I've loved code
optimization problems, so this was a problem I understood and am
ideal to solve, where customers agree the problem exists, are already
spending money on it, and the market is large and growing. That’s
steps (1), (2), and (3), but this time the concept was validated.

I built just enough software to fulfill the promises of speed and
scale, building the first version in 30 hours. Good enough to not only
stay alive and fast on a Hackernews day, but with almost no load on
the server, which meant I was still far away from a capacity limit
(p. 897) (Figure 1).

The first version didnt even have a customer dashboard. I took
credit cards with the default web-form supplied by the online credit
card service, and the rest was just WordPress.

The first version of the website was... “spare,” shall we say? (Figure 2)

The second version of the website was so bad, there were database
errors shooting out the bottom. Database errors, on the home page, of
the company that you’re supposed to trust with your precious website
(Figure 3).

So that’s step (4), the SLC product that fulfills the job completely

with the absolute minimum of “Product”

** This article gives the details of this invalidation (p. 806), and how it was different
from WP Engine, which the same method validated.
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Figure 1: Hundreds of simultaneous connections on a Hackernews day in
2010

WPENGINE

Better, Faster, Stronger. WordPress.

We're developing a rock-solid, fully managed, hosting platform
for Wordpress. We're designing a beautiful dashboard to control
backups, staging, and plugins. Enter your email below to learn
more about our beta.

Submit

about us updates ©2010 wpengine.com

Figure 2
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Sign Up

Feel free to read our . policies.

menu_order, post_title ASC
Home

WordPress database error: [No database selected]

SELECT * FROM wp_posts WHERE (post_type = 'page’ AND post_status = 'pi

In = 77 OR TN = 112 ) ORNFR RY menu order. post title ASC

Figure 3: The market need must be overwhelming, if customers walk
through this wall of fire and say “yeah just take my money.”

QUESTION FOR YOU: Are there places we should be advertising? Sponsoring? Pushing our affiliate program?

QUESTION FOR YOU: Do you know other blogs (on any platform) that should be using us? Please make an introduction!

Figure 4: From an “advisory group” email update from 2010; my asks were for
marketing and sales, not product and engineering.

We reached $1M ARR after 18 months. The reason—besides having
the right product with the right promise in the right market, which
was elements (2) and (3)—is step (5) focus on marketing and sales.

Because I did marketing and sales before even having a product
login screen, I was able to launch with 30 paying customers. Sure I
worked on the product and worked support tickets, but what I focused

on was how to get customers (Figure 4).
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Figure 5: Hit $1M ARR in first 18 months at WP Engine.
But wait, the Product/Market Fit is still to come...

When you do marketing and sales, with a product that people ac-
tually need, in a large and growing market (all covered by the exercise
under (2)), then you might have a nice growth curve (Figure 5).

We’ve always spent a lot of time on (6) retention. Sometimes years
would pass where we wouldn’t add a new feature, because all our engi-
neering time was spent on the challenges of scale (p. 738) and continu-
ing to improve on the promise of speed and uptime. As a result, we’ve
had best-in-industry customer retention for 15 years.

High retention due to happy customers folds back into growth
through word-of-mouth referrals and a thousand top-of-class reviews
(Figure 6).

All that, combined with the hard work, the craftsmanship, the large
and growing market—did I mention the large and growing market?—
and yes also the luck, meant that in early 2012 we hit Product/Market
Fit, as further detailed here (p. 324) (Figure 7).

ROADMAP TO PRODUCT/MARKET FIT -

HEEHI Q_ Search for another company... I

[ 77‘7 WP Engine

Reviews 1,007 ¢ Excellent

-G
»

wpPengine VERIFIED COMPANY
Reviews * 4.8
1,007 total
5-star 7%
D 4-star %
D 3-star %
[ 2-star s
[ tester -
Figure 6

2010 2011 2011 2012 2012 2013 2013 2014 2014

Figure 7: The previous chart’s “up and to the right” growth from 2010-2012
looks almost flat compared to the sudden moment of Product/Market Fit,
when it became hyper-growth, and never slowed.

40



41 - A SMART BEAR

This roadmap worked for WP Engine, and it worked for others. Con-
sider this thread from Simon Hoiberg,’! explaining why his second
bootstrapped company succeeded (FeedHive>?) where his first failed.
This roadmap echos within it—playing in a large, growing market,
finding and focusing on an ICP, building only an SLC to start, and
treating marketing and sales as more important than features and in-
novation (Figure 8).

Do you have to walk this road like Simon discovered with FeedHive
and I discovered at WP Engine, or can you stumble onto it halfway
through like Smart Bear, or can you take a completely different route
and just emerge at the finish line? Or can you just cherry-pick the
things you like from this framework, and ignore the rest?

Yes to all the above. Everything is possible.

But not all roads are equally likely to result in success. We enjoy
stories about outliers because exceptions are interesting. But excep-
tions are not repeatable, and therefore they may not be teaching you
anything useful. I believe the roadmap above 7s repeatable. Not a guar-
antee of success, but a process that makes sense.

It’s your life; you can take any road you please.

What are you going to do?

Many thanks to Gordon Daugherty,®* Rowan Udell*> and Sathyanand
S3° for contributing insights to early drafis.
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@ simonhoiberg

My first startup never made any money.

My second startup passed $10K MRR in year 1, and is doing +$1M ARR today, 3
years later.

What did | do differently?
Let me share the lessons learned

®© Qv Vv

@ simonhoiberg
- | talked to users and listened instead of telling myself that | knew better.

- | built in a very well-established market with verified demand instead of
trying to innovate.

- | consistently marketed my product - slow, but sustainably - instead of
trying to "blow up" using the latest growth hacks.

OQevVv
»

@ simonhoiberg
- | kept my product slim but effective instead of trying to solve everything
for everyone. No one likes a "feature creature".

- | put UI/UX on a pedestal and had a huge focus on *how* we solve a
problem, instead of just solving it "somehow".

- | focused on users who truly appreciated the unique way we're solving
problems differently instead of trying to target everyone.

OQevVv

Figure 8



Chapter 2:

Rich vs. King in the Real World: Why

[ knew.”

I sold my company

I sold my company, Smart Bear,*
in December of 2007. I haven't
talked about it at all on this blog,
and 1it’s time I spill my guts about
the whole affair.

Youd think selling a company
would be a glamorous, exuberant
experience, but [ was surprised at
the reactions I got. These are actual

quotes:

“How could you sell your baby? I'm shocked.”
“I thought you said things were going well. Hmm.”
“You’re such a sell-out! You used to be one of the few cool people
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Interestingly, 100% of the negative reactions were from people
who had never started their own company. But that doesn’t make them
wrong, and it doesn’t make their words sting less, especially when
they’re your friends.

Now that almost two years have passed, I can relate exactly why
“selling my baby” was right for me.

Hopefully this thought process is interesting to you and possibly
useful in the happy event that you're faced with the same choice, but
the truth is I just need to get this off my chest.

I need to explain to those who still consider me a sell-out.

You may have heard Noam Wasserman’s “Rich or King” choice:>”
Company founders are either in it for the money (“Rich”) or in it to
build a lifestyle and personal identity (“King”). FogCreek and 37sig-
nals are built to be “King;” all venture-funded companies are built to
be “Rich.”

Noam says that successful founders make the “Rich or King” de-
cision up front, and that though it doesn’t matter which path you take,
you must be consistent in your actions. You can’t mix “be king” tactics
with “get rich” end goals.

Except I did mix “Rich” and “King,” and it worked.

See, it’s good to be “King,” but
what do you do when youre at
Trudy’s “North Star” Tex-Mex Res-
taurant tucking into a Chile Relleno
(with salsa verde, black beans, and

the ground beef filling), and the guy

across the table looks you in the eye
and offers you enough money that
you never have to work again?

I was always in it for the money, especially in the form of acqui-
sition. Everyone who came to work at Smart Bear was indoctrinated
with this attitude in no uncertain terms; even before hiring someone, I

would tell them that we’re here to make money, and if someone offers
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to buy the company someday, I'm going to sell it, and all of us will
make money.

Profit was the rule behind every choice we made. Although the
end goal was always acquisition, my attitude was (and still is) that the
best way to get yourself acquired is to be profitable.* Profits prove the
business is operating well. Profits validate the market. Profits make
minimum valuation easy. Profits mean the buyer converts balance-
sheet money into bottom-line profit-and-loss money—a trade every
large company wants to make.

Most of all, profits mean you don’t need to sell, which gives you the
ability to walk away from a deal. You have little negotiating power in
any deal unless you can happily walk away.

On the other hand, I knew I would only be happy building a
genuine, great company, where the product solves a real pain, where
customers are given white-glove service, where “tech support” is the
only sales force, where we leave the world a little better than we found
it, and where every employee is smart and gets things done*! and is
trusted with any decision.

And I wanted the ego-inflating trappings of running a com-
pany. It’s cool at parties to say “I run my own company.” I wrote a
book (p. 441) that got so popular (in my little corner of the world) that
people would bring it up to me to sign. (We gave the books away for
free so the joke was that by signing I doubled its value.) When I walked
onto a tradeshow*? floor it was like Norm on Cheers—I knew every-
one and they knew me. I got to present at cool venues like the Business
of Software Conference.*?

And I write this blog, shamelessly exploiting Smart Bear’s success
to convince you that I'm worth reading,

In short, although the goal was “Rich,” I achieved it by behav-
ing like the goal was “King” I don’t know why people find this

* Editor’s Note: At this time the blog was written exclusively for bootstrappers with
small companies. Obviously there are many examples of companies sold on the
basis of growth or “daily active users,” but small self-funded companies are most
attractive when they are cash machines.
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How cash in the bank affects your lifestyle: It's not linear.

Frivate jet

Mever have to
wark again

Mever look at
the right side
of a menu

Oy your
house

Cantlose
your joh
F1k $100k $7 mil $50mil
(Freedam}

Cash in the Bank

Figure 1

contradictory; after all, acting like “King” means building a long-term,
sustainable business, and that’s exactly the kind of business that gets
acquired.

Still, because “King” was enjoyable and Smart Bear was profitable,
[ still need to explain why becoming a “sell-out” was the right choice.

The first thing to understand is the non-linear relationship be-
tween “cash in personal savings” and “financial freedom” (Figure 1).

There’s a line you cross where your savings alone will fund a
reasonably lavish lifestyle. At the risk of sounding like George Bush,
this is a Freedom Line—freedom from restrictions about what you can
do with your life, family, and career.

My observations:



47 - A SMART BEAR

1. A movement from left of the line to right of the line changes your
life fundamentally, giving you the freedom to do whatever makes
you happy, forever.

2. Ifyoure crossing from left to right, it doesn’t matter how far to
the right you go. (Sure, $100m is a different lifestyle than $10m,
but it’s not as critical to lifestyle or happiness as just crossing the

line.)

(1) 1s what was offered to me at Trudy’s Tex-Mex. (2) means it al-
most didn’t matter what the offer was, so long as it was big enough.
Some people gave me a hard time about (2). The typical argu-

ment was:

Your company is growing 100% year over year. It’s profitable
and throwing off cash. Why not wait another year and let
revenues double again, which will make the company six times
more valuable (assuming 3x revenue valuation, a reasonable
ballpark for a growing software company).*

Here’s the best analogy I've come up with to describe why this is
flawed logic. It’s called the Box Game:
Imagine I have two opaque boxes.
Box A contains $10. Box B has a
50% chance of containing $20, and
a 50% chance of containing noth-
ing at all. You pick either box and
take whatever’s inside. Which box
do you pick?

Of course statistically there’s no

difference, so this isn’t a question of
math or economics or intelligence;

it’s a measure of your attitude towards risk.

* Editor’s Note: This was written in 2009; In 2023, a 5x-10x multiple on this type
of company at that growth rate and profit is reasonable.
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Most people pick box B. After all, the difference between $10 and
$20 is trivial and it’s more fun and exciting to pick B.

But what if the numbers were different?

Now box A holds $10,000,000. Box B either holds $20,000,000
or nothing, 50/50 chance. Which do you pick?

You pick box A. Of course! Because it moves you from the left of
the Freedom Line to the right. And because a “chance of moving even
further” isn’t worth giving up the certainty of that life-altering event.

This is my argument in favor of #2 and against “wait and see.” This
is why I sold.

In my case, the correctness of my choice was made painfully clear
by the economic crash in 2008. Had I held out for “another year and
far more money”—box B—I would have found an empty box.

I know this for a fact—another company (can’t say who, sorry!)
was offered a deal at the same time I was. This founder wanted to roll
the dice (box B) and delayed the buyer. Two quarters passed and rev-
enue failed to grow; the buyer nixed the deal. Months later with the
recession in sight, the founder approached the buyer again, this time
willing to accept a low offer. The buyer refused; that ship had sailed.

And I'm not the only one (Figure 2).

Of course there are also those for whom this calculus doesn’t apply
because they want to be “King” no matter what. I'll bet Jason Fried
wouldn’t sell 37signals for $100,000,000; neither would Joel Spolsky
sell FogCreek. Are Joel and Jason being irrational? Of course not.

But neither was I. Most of us are like me, and Codie, and Andrew
(Figure 3).

As of December 2007, I have the freedom to work on any project
I want for the rest of my life while simultaneously providing for my
family, never again worrying about bills, debt, having a place to sleep,
or sending our daughter to any college she wants.

I can stay home with my wife and new baby girl46

for as long as I
want, having all the precious time and experiences and memories that
they say money can’t buy.

But, in the sense of securing that freedom, it can.
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? Josh Long
§ @RealJoshLong
I've always appreciated your take on this and that you were

proven right so quickly after making it. | had a friend who
passed on a great offer in 2007, only to take a fraction of it in

Chapter 3:

Extreme brainstorming questions to

2012 after a brutal 4 year stretch.

12:15 AM - Jul 24,2024

Figure 2

Codie Sanchez &
@Codie Sanchez

Every Founder in Year 1:

"I love my company. These people are my family and I will run this
business forever."

Every Founder in Year 8:

"I hate my life and my employees hate me. Please buy my business and
let me go away for a very long time."

- @awilkinson

1:27 PM - Dec 26, 2023 - 59K Views
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Figure 3

And by crossing the line, I did.

trigger new, better ideas

10X PRICES - NO CUSTOMERS - NO TECH SUPPORT
MAXIMIZE FUN - RIP-OFF - NO TIME
FLIPPED BUSINESS MODEL - NO WEBSITE
NO MEETINGS - NO CUSTOMER CONTACT
COST IS NO OBJECT - SOCIOPATHIC CEO
MORTAL WOUND - PHILANTHROPIST
ONLY ONE THING THIS YEAR
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“Boy, what a day, huh?
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How do you generate ideas?

“Brainstorming” is hard—staring at a blank whiteboard, wonder-
ing whether someone could make a real-life “dark mode” whiteboard,
then realizing that’s what a blackboard 1s, only dustier.

Or the modern version, seventeen pointers flying around a Miro
board, zooming to 2000% to read that auto-scaled-down text in each
standard-sized virtual sticky-note.

We’re blinded by our daily work: No forest, all trees. It’s too easy
to glom onto an idea that’s been knocking around for year, its impor-
tance undeservedly increased by the familiarity of repetition. It’s hard
to think past the last seven customer interviews or support tickets or
sales calls. Those are great for generating tactical ideas that fuel our
roadmaps, but they are tiny increments that cement our tiny thinking.

The following prompts jostle you out of tiny thinking. Each
stretches some dimension of reality to an extreme. So extreme that it
is nearly nonsense. But dramatically different perspectives can reveal
distinctly new ideas. An idea that would be a 60% solution in an ex-
treme hypothetical case, could be a 2x or even a 10x idea in reality.

Sometimes the extreme is surprisingly appropriate. Unique busi-
ness models emerge when at least one dimension is so extreme that
it defies critics and competitors to even conceive of its possibility.*
A fantastic idea fulfilling the right extreme can be a company’s entire
strategy, unlocking a long-term competitive moat.

It’s worth a try.

* All of these were considered impossible barriers or business models, until a com-
pany did it anyway and won because of it: Zappos® free shoe returns 364 days
after purchase, Robinhood’s $0 trading fees, Amazon’s free delivery with Prime,
Netflix’s mail-order DVD rental, open-source software companies charging for
something that’s 100% free and 0% secret intellectual property (now hundreds
of billions of dollars in combined public-company value), AirBnB, Uber, and Lyft
trusting that strangers will trust strangers in the intimate spaces of cars and homes.
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10X PRICES

If you were forced to increase your prices by 10x, what would you
have to do to justify it (p. 159)?

What sort of brand looks and feels like something that expensive?
What positioning would you take? How would the design of both the
website and the product need to change?

What subset of your market would you have to target? Do they
have different problems that need solving, or different needs? Would
they consider the high price a positive, because 1t fulfills a need to be
seen as someone who 1s successful, or because they feel “buying from
the best” lowers the risk of their decision? What would you need to
do for them to be able to display that badge? What sort of relationship
would you want to cultivate with each customer? How would your
business model (p. 67) change?

What expensive services might you need to supply? Human sup-
port? Infrastructure? Is it possible for those costs to be “only” 2x or 3x
more than today, so that the net impact is massive profitability?

Often early startups charge too little, and established companies strug-
gle to charge more to existing customers. Thinking about what could justify
a massive hike, you might be able to do some of those things and justify

at least 2x.

NO CUSTOMERS

If all our customers vanished, and we had to earn our growth and
brand from scratch, what would we do?
How would we distinguish ourselves with a unique compelling

message, as a fresh competitor in our market? What would we put on
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our home page? Would we use a different pricing model to compete
better? Would our brand need to change to align with the message?

Would we throw out some features that take a lot of work but not
many people actually use (since there’s no pesky customers hanging
on to the expectation of the old features)? Would we build some new
feature that would make us more competitive? Would we change our
infrastructure or architecture or UX dramatically because of what we
now know, since we’re not ladened with existing customers?

Often we don’t make important changes because we’ve gotten complacent
with our marketing, or we never got around to having a truly compelling
unique positioning statement, or we don’t want to incur the penalty of big
changes on our customer base, even if it means we’re doing the wrong thing
today from a competitive standpoint, and the wrong thing for the future.
We don’t want to make even 5% of our customers mad, even if it would be
better for the other 95%. There will be 10x more customers in the future
than there are now, but only if we build for them, today.

NO TECH SUPPORT

If you were never allowed to provide tech support, in any form, what
would have to change?

How would on-boarding need to be improved, to the point where
customers would self-serve and be happy doing 1t? This might be the
hardest step, because the customer is least-familiar with your product,
and least-motivated to power through barriers to their success. And
setup stuff often has to be done only once, so you might not learn how
to improve those things from existing customers.

Where would the product provide the user with more control,
since they can'’t ask Support to do it for them? What information re-

quires better visibility, since they can't ask Support to look it up for
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"So, as you can see, customer satisfaction is up
considerably since phasing out the complaint forms."

them? What actions would need to be become more intuitive, because
they can'’t ask Support how to use functionality that they know “is in
here somewhere?”

Self-service isn’t just better for your costs and scaling, it also makes
customers happier and more loyal*® Therefore, dramatically improving
self-service s often profitable for both the top- and bottom-line.

MAXIMIZE FUN

What would be the most fun thing to build?

It has to be something that makes our product better, not a random
technology or unrelated market. Aside from that constraint, it can be
anything—building a feature you just think would be cool for custom-
ers to use, developing a technology that would be fun to work on (that

happens to deliver a feature customers want), refactoring infrastruc-
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ture or architecture using some interesting modern technology that
would also improve something like cost-efficiency, scalability, testabil-
ity, or maintainability.

What if you held a one-week hackathon and actually tried to build
one of those things?

When we work on things that are fun, we work better and harder, yet
are happy to do it. Therefore, biasing towards fun is also biasing towards
productivity and long-term fulfillment, which is practical and logical, not
merely indulgent as it first appears. Ultimately, work still needs to advance
the strategy while improving something substantial for the customer or the

team, but typical prioritization under-appreciates the power of fun.

COMPLETE RIP-OFF

If our biggest competitor copied every feature we have, how would we
still win?

Is the answer inside our product, in something other than the util-
ity of the features? What is that, and how could we make more of that,
so we’re differentiated even in the face of a copy-cat? Is it ease of use,
ease of sharing, pleasure of great design? Is it building the next unique
feature so quickly that no competitor can catch up (since in this hypo-
thetical theyre just copying us rather than being insightful on their
own), and if so, what is the killer next feature that would leap-frog us
from a customer’s perspective?

If the answer is outside of our product, where is it? A higher pur-
pose or brand-promise that our customers buy into, aside from the
product? Is that because we are good at communicating how we make
the world better, or because our customers are “rooting for David
against Goliath,” or how our culture is special, or because our brand is

distinctive (even if just “it’s the best” or “it’s the biggest”), or because
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our customers trust us, maybe because of our customer service, or be-
cause of how we handle situations that go poorly, or because we “give
back” in forms like open-source or community-building or significant
philanthropy?

All your good ideas will be copied; it’s just a question of when. Compet-
ing only on features results in bullet-point battles; this is the weakest way
to win sales. Creating bigger and more emotional distinction is a powerful
way to win, and breaks us of the habit of believing that incremental product

updates will dramatically increase differentiation, or growth.

NO TIME

What if we are forced to ship a full, completed MVP (or actually, SLC
(p. 97)) new feature, in just two weeks, that would delight and surprise

some fraction of our customers.

To achieve great things, two things are
needed: a plan, and not quite enough
time.”

—Leonard Bernstein

Every bit of complexity has to be stripped out—we can add it back
later. Scope has to be reduced to a minimum, which reduces how many
people can use it on day one, but increases how much we’ll learn on

day one.
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Can we stub out an API, implementing it manually for now? Can
we hook up some 3rd-party system, implementing something more
efficient later? Can we skip documentation and internal support train-
ing and perfect error handling, not forever, but just long enough to see
how people like this new functionality?

A 1000-page book can be summarized in a 40-page Cliff’s Notes.
The key lessons of Cliff’s Notes can be summarized in a 1-page blog
post. The main theme and one unique perspective of the book can be
summarized in one sentence. It can always be smaller, if we trade off
detail, or precision, or completeness.

Hackathons prove that we can code really cool things in a short time,
when we want to, and if we make certain trade-offs. It’s not fully finished,
not polished, not ready to scale, but it’s something substantial and far more
“agile” than teams normally are. If you feel like youve lapsed into a water-

fall with two-week report-outs, this might be the shake-up everyone needs.

FLIPPED BUSINESS MODEL

What if you were forced to charge customers in a completely different
manner? The product isn'’t free, but somehow you have to justify value
(and costs) differently. If you're usage-based, you’re forced to charge a
flat monthly rate; if monthly with tiers, youre forced to measure and
charge daily with some formula.

How would you have to change how you position the value you
deliver? Would you have different kinds of customers due to prices
effectively being much higher or lower, and how would that affect
brand, messaging, marketing, or sales?

How would costs have to change, so that the vast majority of

customers were still profitable? Would software architectures need to
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MdezsoN

“I was thinking — instead of an allowance, how about
more of a subscription model.”

change? Would marketing or sales structures change? Is tech support
suddenly much more or much less possible?

Are there features which you'd need to build (e.g. so customers
could control their costs), or features you'd now be able to supply (e.g.
because customers would now see the utility in it, or would be happy
to pay more because of it)? Would you create features which caused
higher prices, but in concert with additional value, so that customers
would be happy to grow with you?

Business models force you into certain frames of thinking about how
to monetize value that you create, and how costs need to scale with sales
and infrastructure. The general idea for any company is to generate far
more value than it charges for, so customers are genuinely better off in the
exchange, and are happy to be long-term customers. Shaking up the busi-
ness model shakes up the value/cost equation; sometimes a different business

model is actually better for everyone.



59 - A SMART BEAR

NO WEBSITE

If you were not allowed to have a website, how would you still grow

your business?

Could you grow by word-of-mouth?
Does the product help people do
that proactively?

Could you create advocacy, as
in channel partners or ambassa-
dors? Could your social media be

so good, someone would sign up

for the product without needing to
know more?

Could your product be market-
ing? Could you cheat, where your “website” is inside the product,
where potential customers are caught up learning more and trying
things in the moment, so that they become users before they realize
what’s happening?

Your advocates are already using your product, yet so often we leave
“getting more customers” to the marketing department, rather than realiz-
ing the product is already a platform for growth. Truly viral products know
this already (e.g. you can’t use a chat service unless you invite other people
to the chat service), but non-viral products can still create growth machines

from inside the product. What if “in-product marketing” is more impactful
on growth than any useful feature?
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NO MEETINGS

What if you made your most introverted teammates’ dreams come
true: No more synchronous meetings, ever again?

What if you had to on-board new employees without meetings?
Or operate the software, deploy the software, find where things are
located? What systems would need to exist, and what materials would
need to go in there? What format would allow you to update that
easily?

What if you had to make decisions without meetings—the process
as well as the result of that decision? Deciding what to build, prioritiz-
ing big or small things, brainstorming new things? Is it possible that
brainstormed ideas could be even better without meetings (because
people aren’t being influenced by other people, ahead of having their
own thoughts) or that decisions could be even stronger without meet-
ings (because people have the time and space to think, to research, to
try things out, thus more completely exploring the solution space?).

How would you create social ties and inside jokes and 1:1 as well as
group relationships, if youre never in the same space at the same time?

Meetings are still the best way to accomplish certain things: Social bond-
ing, deep discussions where ideas rapidly ricochet off each other, decisions
where 1t’s important to “look in everyone’s eyes” to get the final agreement,
and more. But one of the most common complaints in any company is “too
many meetings,” or at least, “too many useless/bad/wasteful/inefficient/
boring meetings.” Besides the usual admonitions about meeting hygiene, a
bigger question is whether your systems and processes can not only prevent
them, but increase utility beyond that. For example, how much faster could
a new team member get up-to-speed if they could read “the why” behind the

last 20 major decisions?
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NO CUSTOMER CONTACT

If we could never talk to our customers again, how would we figure

out what to build?

Could you measure their behavior
so well that you could quickly mea-
sure whether any change was posi-
tive or negative, so at least you
could iterate your way to a better
product? Are there clear signs of
value or happiness that you could
use like marketers use conversion
with A/B testing?

Could you be even faster at

testing new ideas? Could a feature

start out as just a button that says “coming soon” or asks “why did you

want this” or “what did you expect to happen” or “get emailed when

we make this feature,” so you could directly measure what people are
likely to use, before you invest in building it?

What could you analyze online, in what customers or competitors
or observers are saying, that would inform your strategy or even prod-
uct roadmap? Could you do better than just copying what others are
doing? Could you analyze what people are saying about us or com-
petitors online, understanding that the loudest voices aren’t a random
sample of the population, but still might have something useful to tell
us, even when they’re not being constructive about it?

Sometimes you interview customers and come away with the wrong
feature ideas anyway. Sometimes you ask them whether theyd use some-
thing, and they say yes, and they even meant it, but after spending five
months building 1t, they don’t actually use it. Stretching your ability to get
empirical signal helps you avoid those issues, and might even create break-

through ideas, or avoid ideas that seem great, but aren’t.
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COST IS NO OBJECT

What if it didn’t matter how unprofitable you were?

Maybe prices stay the same but you can spend 10x or 100x more,
even if that’s wildly unprofitable. Or maybe the product is free, too.
How would you spend the money? How much value could you deliver,
if you thought of the product as an exercise in philanthropy?

It could be infrastructure or software, but what about the personal
touch? What would a dedicated, personal concierge do? If software
could do just 30% of that job, but at 1/100th of the cost, that could be
a good feature.

It can be surprisingly difficult to convert money to real customer or
business value, even when money is free. If there is a way, it might lead
to a new pricing tier, leveraging that idea but adding back a sustainable

business model.

SOCIOPATHIC CEO

What if you could change anything, regardless of what anyone thinks
or feels?

Terminating an entire product line would shake the organization,
and possibly incur layoffs in multiple departments. But what if it’s the
best thing to do, despite that? What if you allowed yourself to explore
what that would be like? What if it turns out you can make that pivot
by reorganization rather than layofts, and now company is executing a
much better strategy?

Pivoting the entire company could break the organization, destroy

trust in leadership, cause people to leave, and piss oft investors. But
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“So here’s how the restructuring is going to work.
I'm going to be Tom. Tom, you're Anne now.
Anne will be the copier, and, going forward,

the copier is in charge. Questions?”

what if that’s exactly the transformation required to fix the strategy?
[s there anything that might actually be worth such a move?

You never want to contemplate catastrophic actions like layoffs, whole-
company pivots, terminating an entire product line, and for good reason—
the consequences are dire, arguably even inhumane. At the same time, that
aversion prevents you from thinking certain thoughts. You should at least
be able to explore the thoughts. The very best ideas should not be avoided

only because they are hard.

MORTAL WOUND

What externality has the potential to kill the entire company?
Is there a company X, which released product Y, at price Z, that

would reduce your new sales to a trickle, and would mean half your
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customers leave within a year? Can you think of a security breech so
significant, most of the customer base leaves within a year? How could
the economy change, in which no one would buy your software?

Now, is there something you could do to mitigate that effect? Or
something that pivots the company such that it is no longer a threat?

[ ran this exercise at WP Engine and we came up with 35 existential
threats; 1t’s not wise to worry about all of them, and try to negate all of
them. Sometimes, however, you find an idea which is wise to do anyway,
that also shores up your defenses. Or, one threat sticks out as being so likely

that it warrants acting ahead of time.

PHILANTHROPIST

What if our only goal were to create the most good in the world,
personally for our customers?

Ignore how to make money; assume that works itself out. But
still talking about our customers (don’t argue about which world-wide
causes are “most important”). How could we make their lives better,
not because our product has greater utility, but because our product
1s doing something important. How could we help them achieve their
ultimate goals (p. 250) rather than just “use features?”

If our customers are small businesses, could we help them grow
and thrive? If our customers are writers, could we help them improve
their craft? If our customers are performers, could we get them more
attention? If our customers are enormous companies, could we help
them use their greater scale and wealth to create more good in the
world? If our customers come from all walks of life, could we increase
the access and equity in their reach and power?

There’s already strong evidence that having a mission bigger than your-

self, more than metrics, creates more—and more loyal—customers and ful-
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filled employees (p. 385) both. Recent surveys of Gen Z show that they care
about whether a company does good in the world just as much as they care
about compensation. So, even aside from the ethical reasons, there are “self-

interested capitalist” reasons to create more good, not just more MRR.

ONLY ONE THING THIS YEAR

What if you could only ship one thing this year?

What single initiative would make the most difference? What’s so
impactful that it would actually be OK if we shipped nothing else?
You get the entire year, so there’s time for a release, and fixes, and
enhancements, but it has to be only one topic.

What would generate the most revenue? What would be so differ-
entiated in the market, and so desirable, that customers still buy and
stay even with your lack of any other substantial product changes?
What would be so exciting that customers would stay even if other
things are missing or have on-going bugs?

When you look back over years of a business, often the whole trajectory
comes down to 1-2 big decisions per year. A critical product launch, a key
decision to enter a market for expansion or exit one market to focus on a
healthier one, a key hire, a competitive insight. It’s difficult to know in the
moment which will be seminal, but thinking this way forces you to think of
only the absolutely most impactful ideas, which are probably the ones you
should be focused on regardless.

EXTREME BRAINSTORMING QUESTIONS -

The dangerous man 1s the one who has
only one idea, because then he’ll fight and
die for it. The way real science goes is that
you come up with lots of ideas, and most
of them will be wrong”

—Francis Crick
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1. Founder gets a flash of insight:

Chapter 4:

Excuse me, is there a problem?

THE PATH - PLAUSIBLE - SELF-AWARE - LUCRATIVE
LIQUID - EAGER - ENDURING
EVALUATING VIABILITY - FURTHER READING

How many companies fail:

rs AndyWatson@hachyderm.io

@andrewwatson

Replying to @asmartbear and @mattwensing

Dude the PTSD hit me so hard while reading this. I've
The WOI‘ld has a Problem. heard all those excuses, made all those mistakes!
Founder talks to three pOten_ ' » AndyWatson@hachyde... @andrewwa... - 3h .-
Replying to @asmartbear and @mattwensing

tial customers who are experi-

| think the rubric is great because it gives you a
framework for decision making. It reminds me of
the old startup canvas. If i had this in 2011, 2013
and 2016 it would have saved me a lot of blood,

encing The Problem, or who
are expert in the domain of sweat and tears!

The Problem. They agree The

Problem exists. (And theyre cor-

rect!)

Founder builds a product that solves The Problem. (And it really
does!)

Founder fails to make enough sales, and the company shuts down

in 6-24 months, when the founder runs out of patience or money.
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5. Founder laments into the void (i.e. posts on Twitter): Why were

sales so hard when the product clearly solved a real problem?

These companies fail because solving a problem is—perhaps sur-
prisingly—not nearly enough to build a successful company.

The following model explains an extremely common reason why
this happens, and what you can do about it.

In the discussion, you’ll figure out where your challenges are, and
whether you can design a strategy to side-step the issue, or whether

your business simply isn’t viable.

Greatness needs luck, but it’s never by
accident.”

—Unknown

THE PATH FROM “THE PROBLEM”
TO “VIABLE BUSINESS MODEL”

The main challenge facing a new startup is that so many different
things have to go right for it to succeed. A subset of those things is the
path “Problem” to “Viable Business Model.”

Let’s dive in.
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PLAUSIBLE: DO 10M PEOPLE OR
100K COMPANIES HAVE THE
PROBLEM?

These numbers sound larger than necessary, but here’s why it s neces-

sary even for an indie startup, using Fermi Estimation (p. 164):

1% conversion: Impression — Visitor

An AdWords campaign with multiple keywords, ads, and bids would be
very successful at a 2% click-through rate. Display ads are more like
0.3%-0.5%. (source: HubSpot>>)

Top SEO position can be 3%-5%, but that’s almost impossible to achieve
for even a mildly competitive keyword. (source: HubSpot**)

1% conversion: Visitor — Paid

A typical, successful product website converts 1% of its traffic to paying
customers. I don’t have firm data, though I did an informal poll on this
question years ago. Some>> data”® show 2-5% conversion rate even for
just a sign-up form or free trial, of which a fraction will become paying
customers.

Therefore: 10,000 Impressions — 1 paying customer
10,000 x (1% click-through) x (1% convert-to-pay) = 1.

10,000,000 Impressions — 1,000 paying customers

Not every impression will be a unique person, but you still need closer
to 10M potential eyeballs than to 1M, because while some people will
see your material more than once, most of the market will never see
your material.

1,000 paying customers is the minimum* needed for a sustain-
able, small company. It will take about two years,** 10M marketing
impressions, and luck (p. 981).

* This is a rough rule of thumb companies charging $30-$100/mo; if less, you'll
need even more customers to become sustainable; if more, you need fewer cus-
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If you're selling directly to consumers, there needs to be 10M who
have the problem, otherwise it’s too small even for an indie company
who wants to stay small forever.

If you're selling to businesses, the total number of potential cus-
tomers is an order of magnitude smaller, but they will pay orders-of-
magnitude more to solve problems, and conversion rates are higher,
thus 100k is sufficient.

Alot of great ideas attack problems that just aren’t actual problems,
at least not for more than a small handful of people, and therefore fail
to yield a successful company.

Can you be successful anyway? Yes, there’s an exception to
every rule. For example, a high-price-tag product in a small niche
can be a fine company. Or, perhaps you're happy staying frugal, never
hiring an employee, and making $100,000/year post-expenses post-
tax, replacing a salary but on your own terms.*** That’s wonderful.

You can be the exception, but with conditions.

tomers, but they are more difficult to find and convert than the numbers above
suggest. Pricing determines your business model (p. 497).

WP Engine, the company I started over a decade ago, was a hyper-growth com-
pany and then a Unicorn, reaching $100M in ARR in a similar time frame to
other hyper-growth companies (as in the chart mid-way through this article
(p- 186)) now with over 200,000 customers, yet it took two years to get the
first 1,000 customers. Competitors who started after us also took that long, and
there”” are”8 many>? many®® many®! many®? many®> many®* many® many©®
many °7 many©® other®” examples.”0 Of course it can also take forever,”! 4 years,”
6 months,”? or 52 hours,’* because this is a rule of thumb, not a law of physics.

This is, in fact, what 80% of small businesses’® do. It is a vibrant and valuable
driver of fulfillment (p. 385) and the economy; ignore those who claim this is
somehow less important than “swinging for the fences” Rather, there are two
kinds of companies: Those which endeavor to replace a salary (and then some),
and those who are trying to become huge, and they are simply different paths.
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SELF-AWARE: DO THEY KNOW &
CARE THEY HAVE THE PROBLEM?

It seems like the answer should be “obviously yes,” but often the answer
1s “shockingly no.”

If a person does not already believe they have a problem, they will
not be surfing the Internet looking for a solution, and even if they
happen upon your website somehow, you cannot get them to spend
money to solve a problem they don’t think they have.

Sam Altman is the co-founder and CEO of OpenAl, and before
that ran the Y-Combinator accelerator, and is therefore one of the
world’s most experienced experts on startups. He previously co-
founded Loopt—a location-based, mobile social-network app. Oh look,
those are a/l the keywords of 2005, when it was founded. It raised
$30M and failed. When asked what happened, he said:

PROBLEM _
N ——

\‘
\43 | pays
WITHOUT
ADDRESSING
—— THE REAL
(@)
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The market wasn’t there. You can’t force a market. You can
have an idea, and as a startup part of your job is to be ahead of
it, and sometimes you're right about that, and sometimes
you’re not.

Sometimes you make Loopt, and sometimes you make

OpenAl. You just keep trying.

—Sam Altman, interviewed by Kara Swisher ’’

I've given the example (p. 230) of website security, which I know*
is a real problem plaguing millions of websites whose owners think
“those mean hackers won’t attack lil’ o’ 7e; I'm nobody!” False. Hack-
ers indeed don’t care about lil’ ol’ you, but they do want to gain control
of your lil’ o’ server, so they can do their nefarious things, like spam-
ming, advertisement-click-fraud,”® remote-controlling ” your visitors’
browsers, or just bouncing off to yet another server as a way of cover-
ing their tracks. Everyone has the problem, but millions of people
don’t think they have the problem, so they’re not searching for website
security software, and certainly not buying it.

“Security” is a case of ignorance, but the other version of this
challenge 1s when the customer knows they have the problem, but gen-
uinely does not care. This could be because this problem is the ninth-
most-important priority on their list, and they can only give attention
to their top three... and this item will never bubble up to the top
three. An example I see a lot at WP Engine is accessibility.** Given
lip-service by many marketing departments and product managers, it

rarely makes the priority list for the public website or the product.

* A million websites run on WP Engine’s platform, serving tens of billions of re-
quests daily, as 9% of the global online population visits a WP Engine property
every day. We block hundreds of millions of nefarious requests daily, and inter-
nally run SOC Type II and ISO/IEC 27001:2013 certified security processes. So

we know a lot about what hackers do to websites large and small.

** “Accessibility” means working well for people with various challenges; in the

visual sphere, consider cases like red/green color-blindness, needing high-contrast
colors, needing larger text, or complete blindness, needing “screen reader” brows-
ers to navigate menus, forms, and content.
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Some companies choose to care, or are mandated by governments or
contracts. This author chooses to care.* But the fact is, though every-
one agrees they have the “problem” of a non-accessible website or
product, most don’t have the will to act.

Sometimes “willing and able” is a matter of market-timing. A
famous example is Instacart: Successful after 80% of Americans car-
ried a smart phone, unlike WebVan®® which was exactly the same
idea, solving the same problem in much the same way, but the market
wasn'’t ready for it.

Alot of great ideas, attacking real problems, fail to become success-
ful companies, because the target market doesn’t know they’re even in
the market. Because they’re not.

Can you be successful anyway? Yes, there’s an exception to
every rule. Some founders are not only the first-and-best sales-person,
but also natural evangelists. More, they’re on a mission to educate the
world about their passion. They don’t see a lack of interest as a barrier,
but as an opportunity to change minds. That 1s a difficult, expensive,
and slow path,** but it is a path, and one that could result in zealous,
loyal customers and a fulfilling existence. But you really have to want
that path, doing that work with those consequences, if you're going to

enter a market that you also have to create.

* This site uses semantic tags for content and navigation, the entire stylesheet of
both fonts and layout supports arbitrary changes in font size, automatically re-
specting browser-specific settings, supplies keyboard shortcuts for menu actions,
has alt-text for all images, uses aria-title and related attributes, uses high-
contrast foreground/background colors, also supports high-contrast mode, and
works well in screen-readers (including those built for everyone, like Safari Reader
and Readwise Reader and Pocket). That said, let me know if there’s more I could
be doing!

** “Difficult” because changing someone’s mind about anything is almost impossible,
especially when they’re not seeking to have their mind changed. “Expensive” be-
cause of the marketing and attention you have to bring to the cause, on top of the
usual work of making a sale, with certainly-worse-than-average conversion rates.
“Slow” because youre having to create demand and then fulfill it, rather than
meet demand that already exists.
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LUCRATIVE: DO THEY HAVE
SUBSTANTIAL BUDGET TO SOLVE
THIS PROBLEM?

«  “You have a great product! I'd have to get [someone else’s] approval for
this though, and they don’t understand all this.”

o “This is nice, | would use it, but they’re carefully watching all expen-
ditures and the truth is I can manage without it.”

 “Td love to, but our budget is closed for the year and I can’t start a new
project.”

o “This is pretty cool, but our internal team who manages [the problem]
says they don’t need help. They might be just trying to save their jobs,

but 1t is what 1t 15.”

We’ve all heard these objections. Some are normal; you can’t win
every sale. But sometimes the target customer agrees they have the
problem, yet doesn’t have the money to solve it.

82%

At Capital Factory,”™ there’s a constant stream of kids coming out

of college with a startup that “sells ______ to college students.” It’s easy
to find “problems”—restaurants and bars want to advertise to students,
students don’t want to spend much on food, students need books
and supplies, and so on. The founders explain they “had the problem
themselves, so they really understand it.”

That’s probably true. The deal-breaker is that college kids have no
money, and don’t spend what little money they have on SaaS products.
And businesses that cater to college kids have to charge low prices (be-

cause college kids have no money), and therefore don’t have budgets

* Capital Factory is by far Austin’s largest and most prolific “Center of gravity for
entrepreneurs in Texas,” now a tiered system from co-working to mentoring to
multi-million-dollar investments with hundreds of companies in orbit. The Uni-
versity of Texas, also in Austin, has a high-quality Computer Science department
that is also one of the largest in the country.
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“Every year there are naughty children who don’t
get any toys. That's a vastly underserved niche
I think we can capitalize on.”

for oddball new ideas. In 16 years, none of these startups worked, even
though arguably most of the “problems” existed.

You might think a large company will definitely allocate budget for
a known problem, but here again the answer is often in the negative.
Budgets are applied to the top few most-important problems of the
year; if this is a problem, but not a top one, it won't get attention.
Large companies have to allocate more than money—they have com-
pliance teams who have to approve, they compare multiple vendors,
they run pilot programs, and all of this won’t be set in motion unless
it’s a top problem.

Large companies have internal teams that are already tasked with
the problem, which might means there’s no additional budget for out-
side solutions. Those teams often fight against outside tools that are
seen as making their jobs obsolete, or at least converts them into
vendor-managers instead of innovators. You want to target companies

who outsource this particular problem to outside vendors.
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Once you get over the hurdle of there being a budget at all, is the
budget large enough? I'm always shocked how little people will pay for
productivity applications like to-do lists and note-taking. These are
applications you might use dozens of times per day, as much as email.
The slightest increase in efficiency or even simple delight will have a
massive impact on the customer’s life, every day. And yet people com-
plain that the Pro version of Bear App® *is a whopping $15/year, or
that Remember the Milk®* is $40/year, or how they’ve been paying
€29/year for Evernote for eleven years, but a change to €43 is so dev-
astating that they will completely change to another application that
has 1/10th the functionality and no tech support (Figure 1).

In general, consumers don’t like paying for stuff, hence the multi-
trillion-dollar success of having people “pay” with attention (advertise-
ment) and data (privacy). This is why I think** self-funded companies
in particular should target businesses as customers; unlike consumers,
they will spend money to solve problems and to make more money
(p. 159).

>
é geldnerd - 19 days ago

I've been on Plus since 2012 for € 29 per
year, never increased since. Saw in my
account details that it would be increased
to € 43,50 per year upon next renewal. So
I moved to Joplin, emptied my Evernote,
and cancelled my subscription and
account. Check your account details...

Figure 1

* My note-taking application of choice, and not just because it’s called “Bear!”

** This s clearly a personal bias. I can’t wrap my head around the mentality described
above, and that’s why [ don’t build in and generally don’t invest in B2C—I'm fully
aware that I don’t understand the customer!

4
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A lot of great ideas, attacking real problems that customers ac-
knowledge and seek solutions for, are in areas where budgets don’t
exist, or not often, or are so small that it requires an enormous number
of customers to make money (often also in a crowded competitive
space), and therefore the company fails.

Can you be successful anyway? Yes, there’s an exception to
every rule. If there are a huge number of potential customers, and if
your cost-basis is extremely low,* you can create a strategy targeting a
large market at a low price with a simple product.** This works even
better if existing products are poor (so you can stand out and make a
splash) and expensive (so your low price is itself a differentiator). It’s
still risky and difficult, but you could accept that and make decisions
consistent with that challenge. But you have to really want that path,
and increase the “10M” number, since you’ll need a lot more custom-

ers to make ends meet.

LIQUID: ARE THEY WILLING AND
ABLE TO BUY RIGHT NOW?

o “Oh yeah, we spend $100,000/year on this. But our contract isn’t up

for renewal for another 15 months.”

e.g. no direct customer service, no substantial infrastructure costs, a route to
market that costs almost nothing to acquire a customer, the ability to build and
maintain the application with very little design or engineering or product outside
of the founders, switching costs are low so you don’t have to do a lot of work or
spend a lot of money to get a customer off another product and on-boarded onto
your product

When a product will be widely used with little-to-no customer service, it must be
simple or it won't scale.
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o “We just implemented a version of this in Workday. Id rather use your
product actually, but it’s just part of Workday and the HR team likes
that everything is integrated.”

o “This is way better than our current system, but weve invested a lot
integrating with seven other systems, plus a few custom things some
engineering teams did, so we can’t really consider switching away at
this point.”

o “That looks like great software for weddings. I'll let you know when [

get married again! Haha!”

When the customer is already paying to solve the problem, or ac-
tively comparing options to solve the problem, you still run into the
barrier of whether they have the organizational will to buy from you.

This can be for legal reasons, like being locked into a long-term
contract or government fiat. This can be for convenience, as in the
Workday example which at WP Engine caused us to cancel several

other SaaS products because “now it’s all in one system, which we’re

ADER SN

“We found the problem — all of your internal
organs are in this little bag.”
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paying for anyway, so this is simpler and safer to manage.” This can
be because of other forms of lock-in, like difficulty in extracting and
moving existing data, having to retrain thousands of employees, or
having to re-implement a variety of cross-systems integrations that
people rely on for their workflows, data, reports, and governance.

Notice that all these forces have nothing to do with your prod-
uct or its price. They are so powerful, they overwhelm a product that
is solving the problem the best, at the best price. That’s why they can-
not be ignored, and why founders are surprised when their genuinely-
great product in the definitely-extant market where customer are def-
initely paying for solutions, is still too difficult to sell.

On the bright side, this is a prompt for your strategy. How will
your strategy create these sorts of “lock-ins” that will prevent your
competitors from kicking you out of your customers?

A final way that customers might not be able to buy right now,
is when the product is needed at a specific moment in time, but not
before or after that moment. Websites for events and occasions are an
example, as are tools that solve temporary problems like sophisticated
code profilers or load-testing tools. Because Smart Bear” was in the
developer tools market, I know a number of founders of products in
the latter two spaces; all of them struggled to maintain even small
companies, exactly because people didn’t proactively need the product
(i.e. “Don’t have the problem”), but then suddenly did (i.e. “Willing to
buy, but only right now”), and then didn’t any more (i.e. “No longer
willing to buy”).

Or, that moment in time might be in an ill-defined future, when
the problem is of higher priority. If youre not one of the customers’
top three priorities, they can’t devote the time or budget to it, even if
they agree the problem exists and that your software will solve it for a
reasonable price. This article explains this effect in detail (p. 462).

Can you be successful anyway? Yes, there’s an exception to
every rule. If there’s a legal contract, you can offer to pay the penalty

* My company before WP Engine and the namesake of this website.
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for them breaking their contract (so long as that isn’t so expensive that
you can never be profitable). If it’s hard to migrate, you can offer to
do the migration as a service, perhaps even for free (this is common
in WP Engine’s market). If youre fighting the all-in-one enterprise
systems like Workday, you can focus instead on a target market that
cannot afford Workday and sees Workday as overly complex and cold,
so that Workday isn’t even a competitor. If timing is important, you
might offer a way to buy that is cheap or even free while not using it, so
you're “right there as soon as you need us again.” But you have to really

have answers for these challenges, and be ready to walk that path.

EAGER: DO THEY WANT TO BUY
FROM YOU, SPECIFICALLY?

o “It seems like 1t would work for us, but it looks like youve only been in
business for a year?”

o “It definitely worked fine during the trial, but we’re expecting to grow
100x and we’re not confident that you'll be able to handle it.”

o “For the features we need, [competitor] looks the same to us, and they’re
cheaper”

o “I like how you do X, but [competitor] does Y and Z, which we really
like, so we’re going with them.”

o “Our policy requires that all vendors are SOC 2-compliant and pro-
vide a security audit trail API, so you did not meet our basic require-

ments.”

Even in a real market, with customers spending real money, in a
purchasing process right now, you haven’t yet won. There are other
options, ranging from direct competitors to indirect alternatives. They

will buy, but will they buy from you?
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"It's not that I don't like you, Ted, you just don't
fit my target demographic."

The first hurdle is trust: Do they trust not only that the product
works, but that your company will be around for many years to come,
that you will maintain a high pace of development, that you won’t have
security issues, that your customer service will truly help them when
inevitable problems arise, and that you can scale as the customer’s
needs scale?

The second hurdle is differentiation. This doesn’t just mean “you
have something unique (p. 848).” You might have a feature that no one
else has, but if only 10% of the market cares about that feature, that’s
not enough. Worse, your competitor will have some feature you don’t
have, and what if 30% of the market cares about that one? How to do
this? See this companion article on leverage (p. 525).

A special difficulty comes when the product over-serves a large
segment of the market. This means that, for example, you have ten
features, but most of the market really cares about three of them. You
might have all sorts of differentiation in the latter seven, but that

won’t sway most people. Picking something simpler or cheaper is the
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rational choice, even though your “feature comparison matrix” shows
that youre a much more complete solution.

A sales team can combat both of these challenges. The job isn’t
just to schedule calls, cajole potential customers into action, and press
for the close; the job also to build trust in your organization and talk
around competitive points, positioning so that the customer wants to
buy from the mixed bag of plusses-and-minuses that every product
contains.

The best way to overcome these challenges are the “Love” and
“Utility” types of willingness-to-pay (p. 265).

Can you be successful anyway? Yes, there’s an exception to every
rule. Trust can be side-stepped by building a type of product that
doesn’t require much trust.* Or trust can be built by mitigation, for
example open-source means the customer can shift to another vendor
or take over the code base in a worst-case scenario. Differentiation is
harder. Sometimes youre competing on price, which isn't ideal for the
bottom-line or for the quality of customer, but can work very well. In
a large market, differentiation can come from specializing in a niche.
In a small market, you might not have many viable competitors, less-
ening the importance of differentiation. A company mission that is
“bigger than all of us” can also be a distinguishing reason to buy,**
although typically more for consumer products where that’s an allow-
able purchase-criterium. Still, it difficult to survive when you’re no dif-

ferent from more mature, feature-rich, stable, innovative alternatives.

* “Security” isn’t a concern if the data in your app isn’t private, such as a social
media management tool. “Uptime” isn’t a concern if the product is run locally or
the service isn’t time-critical. “Company maturity” isn’t a concern if it’s a tool for
individual use; in fact it can be an advantage for a new startup to sell to freelancers

or other people who want to support other startups.

** People buy windbreakers from Patagonia that are undifferentiated from other

outdoor apparel vendors, because Patagonia is well-known for spending hundreds
of millions of dollars on conservation and sustainability, and for treating their
employees well.
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ENDURING: WILL THEY STILL BE
PAYING (OR PAYING-IT-FORWARD)
A YEAR FROM NOW?

[ cannot count the number of indie developers who grow to $15k
MRR and start slowing down because their cancellation rate is 7%.
Many don’t think this is a problem; many of the rest believe that 5%
would be a success. It’s not.

Financials and SaaS metrics (p. 620) aren’t even the primary
reason why this is fatal. The problem is that the customers don’t want
the product. 5%/mo cancellation means only half the customers will
still be customers a year from now, which means you’re not building a
sustainable business.

The reasons can vary. Perhaps they needed the product tempo-
rarily; they might have loved it, but “the problem” disappears. More
often, the product didn’t work well enough—insufficient features, too
many bugs, didn’t integrate with some other system, too expensive for
the end result, turns out the problem is not important enough.

The financial reality is illuminating too. The challenge is that top-
line growth is linear for many companies, and quadratic (not expo-
nential) (p. 110) even with hyper-growth companies. But cancellation
is exponential—that’s why it’s measured as a percent of the current cus-
tomer base. Exponentials grow faster than lines or quadratics, there-
fore cancellation “catches up” faster than you can add new customers.
Growth fades, and finally ceases, as one customer cancels for every
new customer who signs up.

With $15k MRR, adding $2k/mo of new customers—a healthy
15% per month growth rate—a 7% cancellation rate means already half
of that growth is negated by customers leaving. The company barely
got started and already its growth is being decimated. At that rate,
only one year later, having grown to about $27k MRR, the company
has stopped growing completely (Figure 2), despite spending time and
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Revenue

MRR @ Churned Revenue @ Growth Rate

$28,000 12%
$26,000
$24,000
$22,000
$20,000
$18,000
$16,000

$14,000 6%

Figure 2: Charting adding $2k/mo new MRR with 7%/mo using the SaaS
Plateau Forecaster® from Summit&°

money on marketing and sales.* Don’t forget—those new customers
cost money to attract, sell, and on-board with tech support, but all
the value of that expense is negated by an equal number of customers
walking out the door.

You certainly aren’t required to have a goal of “grow forever,”**but
capping growth because customers don’t really value your product, is
not a healthy business no matter what your end goal is.

This example was for a recurring-revenue business, but the same
principle is true for one-time revenue businesses. One-time revenue

businesses still require repeat revenue, in two ways:

1. Customers buying again.

2. Happy customers telling other people to become customers.

* Growth stops because the $2k of new customers arriving in a month are negated
by $27k x 7% ~ $2k customers cancelling in that same month.

** But especially if you do have the goal of becoming a scale-up Unicorn, it is im-
possible to do that without low churn. As just one example, Gainsight CEO Nick
Mehta recently pointed out why “This stall will happen to all companies eventu-
ally,” explaining“° that launching a second product was their solution.

EXCUSE ME, IS THERE A PROBLEM? - 86

Both of these require that customers are happy with the product.
This reinforces the point that the most important problem is that the
customer isn’t satisfied, regardless of business model.

Can you be successful anyway? Yes, there’s an exception to every
rule. Shopify is a fantastically successful business with a 8% cancel-
lation rate—only 34% of new customers stick around for one year.”!
They’re successful anyway because (a) the ones that do stay tend to
grow forever and super-linearly, (b) the market is enormous and still
growing fast, so they won’t run out of new customers anytime soon,
and (c) customers cancel because their own business didn’t succeed, not
because Shopify’s product is problematic. If the problem really is the
product, I don’t believe there is an exception. The product has to be
work well for some segment of the market. The rest can be mitigated
if other factors of the market, strategy, and business model can over-

come this massive weakness with even-more-massive advantages.

EVALUATING STARTUP VIABILITY

This path of “problem” to “business model” is not the only factor
that determines success. There are still questions like whether you can
reach customers, get their attention in the noisy Internet and com-
petitive space, can you do that cost-effectively, are company costs too
high, do you have the skills, can you hire for skills, do you have enough
time and money to do it, and so on.

Still, we can evaluate the viability of this path with the following
model. We'll use Fermi Estimation (p. 164) to avoid the analysis-
paralysis of deep research and arguing over details.

Some people have already started using this to think through
their businesses, like Sam Bhagwat,’ co-founder of Gatsby,”® think-
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ing through”* his next startup. There’s also some online calculators

if you like that sort of thing,
Answer with regard to a specific target market, which means a spe-
cific type of buyer solving a specific problem with a product that has

made specific trade-offs, at a specific price.

Criteria Score

Plausible Power-of-ten only
Number of potential customers 1k, 10k, 100k, 1M, 10M, 100M, 1B
(consumers or businesses) who ac-

tually have the problem

Self-Aware
Willing to solve the problem

0.01: Few agree or care

0.1 :Thought-leaders care and evan-
gelize

0.5 :It’san industry standard-practice
1.0 :Almost impossible to find some-

one who doesn’t care

Lucrative Power-of-ten only, of net-revenue™

Annual allocated budget $1, $10, $100, $1k, $10k, $100k,
S1M

Liquid 0.01: Every few years

Frequency of purchase decision 0.1 :An annual decision

1.0 :Always in the market, easy to
switch

* “Net-revenue” means your revenue after subtracting pass-through costs. For ex-
ample, an eCommerce platform might process a $100 purchase on behalf of its
customer, keeping $10 for itself as payment; that is net-revenue of $10. Pass-
through costs do not include cost-of-goods-sold, i.e. you should not subtract out
the marketing and sales costs to acquire the customer, nor customer support, nor
infrastructure costs for SaaS products. Those are important for profitability, but
in this exercise we are focused only on top-line revenue, not on the efficiency of
your operations.

Criteria

Eager (identity)
Attitude towards your company

Eager (comparative)

Competitive differentiation

Enduring
Will they still be here a year from

now?

Normalize

Normalize the score so that 1 is the

threshold for an indie startup, 2 or

more for a scale-up.*
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Score

0 :They cannot buy from you

0.1 :Structural challenges

0.5 :Indifferent; no red flags

1.0 :Mission-level emotional desire to

select you

0.1 :No material differentiation

0.5 :Some features are so good, some
people will buy just for that

1.0 :One-of-a-kind solution that has
no viable alternative

0. 01: One-off purchase without loyalty
0.1 :One-off purchase, but happy cus-
tomers will buy again and tell their
friends

0.5 :Recurring-revenue from a recur-
ring-problem

1.0 :Strong lock-in from fiat, integra-
tions, or being the system-of-record for a

business-critical system

Divide by 625, 000

Now you multiply. Why multiply? Because this is a series of “ands”

—there needs to be customers with the problem and they have budget
and they are buying today and so on. The effects compound.

* Justification: Using the figures earlier in the article, you could be successful
with 10M consumers at $10/mo, or 100k businesses at $1000/mo (e.g. dentist
practice-management), so consider the threshold of those numbers combined to
be 100M. Taking the middle value of all other questions—neither a deal-breaker
nor a strong advantage—you end up with 100M X 0.5 X 0.1 X 0.5 X 0.5
X 0.5 = 625k. Arguably you should have some strong advantages, but also
some of these values will be on the low side, so this is a reasonable Fermi-style
acceptance threshold.
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This is dangerously close to a silly quiz, so we have to be care-
ful to use the final score as guidance rather than precise analysis. Still,
different choices of target market, target customer, and product trade-
offs can result in dramatically different results.

As usual, having to think through the answers and trade-offs is

most of the value of the exercise, even more than the final score.

A few examples

Still, let’s try it, using WP Engine* as the example. Note how our re-
search 1s simplistic, but because we only have to be accurate to a power

of ten, the answers are easy anyway:**

Criteria Score Justification
Plausible 100M  There are 334M”° businesses in the world, 71%°7 of
Number of which have a website. 43% 73 of websites are

businesses WordPress.

who have the

problem

Self-Aware 0.1  While everyone using WordPress definitionally hosts
Willing to it somewhere, and industry practitioners often use a
solve the specialist vendor, most target customers don’t care
problem enough to do more than the bare minimum.
Lucrative $100  Difficult to say over such a large market; one could
Annual allo- argue that $10 is more accurate because most busi-
cated budget nesses are small and most don’t buy expensive Amer-

ican things.

* WP Engine is the largest platform for WordPress-based websites among the top
ten million websites in the world. Therefore, we’ll take the market as “businesses
using WordPress.”

** For example, our figures for the first row are just page-one Google search results,

but even if the figures are off by 50%, certainly the true answer must be far larger
than 10M and far smaller than 1000M, hence 100M is the easy choice.

Criteria
Liquid
Frequency of
purchase de-
cision

Eager (identi-
ty)

Attitude to-

wards your

company

Eager (com-
parative)
Competitive

differentiation

Enduring
Will they still
be here a year

from now?

Score = 2,500,000 / 625,000

Score

0.01
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Justification

People rarely change their website platform.

Could argue thatitis 1.0 today because of our
leadership position, but ten years ago we were one
option among several, all of which were viable for
many customers.

We have many capabilities and features that are either
unique or we are the best, but competitors have other

advantages, whether in features or price or geography.

Today we easily justify this with our world-class reten-
tion metrics across 15 years of customer data, however
even early on we saw high retention, and comparables
also have high retention.

= 4, so it qualifies as a scale-

up, and indeed that’s what happened.

Let’s try it again with an indie startup: ConvertKit,”? a email

marketing product competing with giants like Constant Contact and

newcomers like Substack, designed to help you grow and then mon-

etize your subscribers. They target creators who want to monetize

their newsletters, not “anyone and everyone,” which reduces the target

market but increases willingness-to-pay.

Criteria

Plausible
Number of
people who
have the
problem

Score

10M

Justification

There are tens of millions of newsletters using com-

peting products.
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Criteria

Self-Aware
Willing to
solve the
problem

Lucrative
Annual allo-
cated budget
Liquid
Frequency of
purchase de-
cision

Eager (identi-
ty)

Attitude to-

wards your
company

Eager (com-
parative)
Competitive

differentiation

Enduring
Will they still
be here a year

from now?

Score

1.0

$100

Justification

This is well-known as a best-practice, with multiple

at-scale companies serving a mature market.

Customers with complex workflows and many thou-
sands of subscribers will pay more, but most customers

aren’t in that category, and might pay $9/mo.*

Customers buy newsletter software and then want to

just use it, not be switching

The founder was well-known among other indie
founders, however in the broader market there’s no
reason not to trust them, but no particular mission-

driven reason to pick them either.

Most features are similar, but there are interesting
things at the margins for routing readers through flows
and monetizing content, whereas more generic news-
letter products don’t have as many tools for direct

monetization.

For the customers who avail themselves of complex
automations, this would be a 1. 0; most people will
probably use it as a normal newsletter, with a simple

follow-up flow that competitors also provide.

Score = 1,250,000 / 625,000 = 2. This is a good business

model, possibly even a scale-up, and indeed ConvertKit grew quickly

* Alternately, you could focus on the customers who pay more; you might then
reduce the “number of people who have the problem” to 1M, and the annual
budget to $1000. While results in same score, it’s a different product, serving a
different market, so this is an important decision.
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as a bootstrapped company, and while not a Unicorn, is an order of

magnitude larger than most small businesses ever become.

Finally, let’s take the case of selling security software to consumers.

This is a tough market; there are success stories (e.g. Norton, 1Pass-

word, Cloudflare), but it’s hard to find small indie companies who

are successful in this area (whereas it’s easy to find successful indie

WordPress hosting companies):

Criteria Score

Plausible 1B
Number of

people who

have the

problem

Self-Aware 0.01
Willing to

solve the

problem

Lucrative $10
Annual allo-
cated budget

Liquid 0.01
Frequency of
purchase de-

cision

Eager (identi- 0.5
ty)

Attitude to-

wards your

company

Justification

There are ~5B %" people online today, who might
have online security concerns

Have you bought special security software for an on-

line project? Almost no consumer does.

Consumers don’t pay much for things, and globally
consumers spend far less on average than Americans
on equivalent online goods; arguably this should even
be $1.

Consumers are rarely in the market.

Unclear without specifics, we’ll be generous and

assume you can earn trust despite being an unknown

brand.
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Criteria Score Justification

Eager (com- 0.1  Consumer-grade security products are undifferen-
parative) tiated.

Competitive

differentiation

Enduring 0.5  Consumers cancel at higher rates than businesses, but
Will they still at a low price this could be something that is easy to
be here a year maintain; industry data would be helpful.

from now?

Score = 25,000 / 625,000 = 0.04. This is not a good busi-
ness model.

But there’s hope...

What to do with a negative answer

We don’t have to give up just yet.

What if the security company targets high-net-worth individu-
als instead of “everyone?” The “number of people” would fall to
1,000, 000, but willingness to solve the problem might rise to 1.0,
and budget certainly rises to $100 if not $1000. The orders of mag-
nitude can change dramatically, which might reveal a workable model.

What if the security company targets mid-sized businesses? The
number of organizations is smaller than the number of consumers
(but is still large), willingness to solve is very high (they have security
policies and fear of the downside of a security incident), budgets are
substantial, and so on.

In general, targeting a niche often results in a better business
model, because although it reduces the number of target customers, it
can increase several other numbers. This is very often the right answer
whether your goal is to build a small, profitable, sustainable business

(in which you stay in that niche forever) or a large multi-billion-dollar
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“This is why no one likes math; it's a branding issue.
Everything’s a problem.”

enterprise (in which the niche is your way to get started, and you

expand the target market over time).

I'd rather be wrong than do something
wrong.”

—Larry Ellison

Or, finally, your business idea might simply not be viable. That
is a sad and tough reality to face (p. 631), but it’s better to figure that
out early, so you can spend your time finding a new idea.

I hope this framework helps you build a winning strategy!
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Five Ways to Build a $100M Saa8S Business

1,000,000
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100,000 o0

# of 10,000 :;‘
customers Ll

1,000
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100 $1,000 $10,000  $100,000  $1,000,000

ARPA

(Average Revenue Per Account per year)

Figure 3

FURTHER READING

Five ways to build a $100M business,' the classic by Christoph
Janz that uses five animals to show the different orders-of-
magnitude of price versus size of company and quantity of those
companies (Figure 3). This is equivalent to two of our rubric lines.
Pricing determines your business model (p. 497): How orders-of-
magnitude in pricing changes your product and target market.
How to use the Needs Stack (p. 250) to determine both features
and benefits that make sense for your customers.

The factors that cause customers to be willing to pay more

(p. 265) for a product.

Trading oftf many customers at low price-points versus few at high
price-points (p. 1326).

Why selling to the mid-market 194 can be the “worst of both
worlds.”

How small companies can win against Enterprise incumbents

(p. 1421).
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« Selling to Carol (p. 307): How targeting your one “perfect” cus-

tomer is the right way to market in general.

Many thanks to Daniel Zarick,'> KimSia Sim,'°° Mart I/Vensz'ng,107 Sam
Bhagwat,'°® Tony Meijer,'"” and Willis F Jackson III''° for contribut-
ing their insights to early drafis, and to Daniel Veihelmann for the online

calculator.'!



Chapter 5:
Your customers hate MVPs. Make a
SLC instead.

DISILLUSIONED WITH MVP
SIMPLE, LOVABLE, COMPLETE - LIFE AFTER SLC
MASLOW'’S PRODUCT HIERARCHY
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“What was initially thought to be a simple process is
in fact an incredibly complicated, intricate, and complex
system that I've codified and organized into a few
easy-to-follow rules that are more difficult
to implement than you'd think.”
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DISILLUSIONED WITH MVP

Product teams have been repeating the MVP!!? (Minimum Viable
Product) mantra for a decade now, without re-evaluating whether it’s
the right way to maximize learning while pleasing the customer.

Well, it’s not the best system. It’s selfish and it hurts customers. We
don’t build MVPs at WP Engine.

The motivation behind the MVP is still valid:

1. Build something small, because small things are quick and in-
expensive to test.

2. Getitinto the market quickly, because real learning occurs only
when real customers are using a real product.

3. Trash it or hard-pivot ifit’s a failure (p. 1197), or invest if it’s a

seedling with potential.

MVPs are great for startups and product teams because they max-
imize so-called “validated learning” as quickly as possible. And while
customer interviews (p. 230) are useful, you learn new things when a
customer actually uses the product. But MVPs are a selfish act.

The problem is: Customers hate MVPs. Startups are encouraged

114 to0 “launch early enough that you're

by the great Reid Hoffman
embarrassed by your v1.0 release.” But no customer wants to use an
unfinished product that the creators are embarrassed by. Customers
want great products they can use now.

MVPs are too M and rarely V. Customers see that, and hate it. It
might be great for the product team, but it’s bad for customers. And

ultimately, what’s bad for customers is bad for the company.
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Fortunately, there’s a better way to build and validate products.
The insight comes from honoring the utility of MVPs (listed above)

while giving just as much consideration to the customer’s experience.

SLC: SIMPLE, LOVABLE, COMPLETE

In order for the product to be small and delivered quickly, it has to be
simple. Customers accept simple products every day. Even if it doesn’t
do everything needed, as long as the product never claimed to do more
than it does, customers are forgiving. For example, it was okay that
early versions Google Docs had only 3% of the features of Microsoft
Word, because Docs did a great job at what it was primarily designed
for, which is simplicity and real-time collaboration.

Google Docs was simple, but also complete. This is decidedly dif-
ferent from the classic MVP, which by definition isn’t complete (in
fact, it’s “embarrassing”). “Simple” is good, “incomplete” is not. The
customer should have a genuine desire to use the product, as-is. Not
because it’s version 0.1 of something complex, but because it’s version
1.0 of something simple.

It is not contradictory for products to be simple as well as com-
plete. Examples include the first versions of WhatsApp, Snapchat,
Stripe, Twilio, Twitter, and Slack. Some of those later expanded to add
complexity (Snapchat, Stripe, Slack), whereas some kept it simple as a
permanent value (Twitter, WhatsApp). Virgin Air and Southwest Air-
lines both started with just one route. Southwest Airlines is the most
profitable US airline in history. Small, but complete.

The final ingredient, and the one most unlike MVP, is for the
product to be lovable. People have to want to use it. Products that do
less but are loved, are more successful than products which have more

features and are disliked. The original, very-low-feature, very-highly-
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loved, hyper-successful early versions of all the products listed in the
previous paragraph are examples. The Darwinian success loop '!° of a
product is a function of love, not of features.

There are many ways to generate love. “Minimum” and “viable” are
definitely nor among those ways. The current-in-vogue way is through
design: Elegant UX combined with delightful Ul But there are other
ways. The attitude and culture of the company itself can generate
love, such as Buffer’s blog''® with its delightfully shocking transpar-
ency (including open salaries and corporate metrics) or MeetEdgar’s

117 genuinely helping entrepreneurs or HubSpot’s blog''® which

blog
early on was at least as instrumental to their customers’ success as
the actual product. Another way is through a deep connection to
the psyche of customers, like Heroku who broke with marketing tra-
dition by filling the homepage with command-line examples instead
of benefit-statements, thereby connecting instantly with their geeky
target customer (Figure 1).

Read about “WTP” (p. 265) for many more examples of how to

generate love.

Create $ sudo gem install heroku
instant deployment $ heroku create myapp

DEPIOV $ git push heroku

pure git workflow

Work $ heroku domains:add mydomain.com
$ heroku rake db:migrate

complete API
$ heroku bundles:capture

Figure 1
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From this reasoning, years ago I named what I believe is the cor-
rect alternative to the MVP: Simple, Lovable and Complete (SLC). We

pronounce it “Slick.” As in: “What’s the ‘Slick’ version of your idea?”

SLC Summary

Simple, because complex things can’t be built quickly, and you
must ship quickly so you can learn quickly so you can create

the right product before you run out of money and willpower.

Lovable, because crappy products are insulting, and you didn’t
start this company to make crappy products. The love over-
powers the fact that the product is buggy and feature-poor.
There are many wonderful, powerful, competitively-defensible
forms of “Love.” (p. 265) Pick some.

Complete, because products are supposed to accomplish a job.
Customers want to use a v1 of something simple, not v0.1 of

something broken.

LIFE AFTER SLC

Another benefit of SLC becomes apparent when you consider the next
version of the product.

A SLC product does not require on-going development. It is pos-
sible that v1 should evolve for years into a v4, but you also have the

option of not investing further, yet the product still creates value. An
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MVP that never gets additional investment is just a bad product. A SLC
that never gets additional investment is a good, if modest product.

Many of the most successful software products in the world started
as SLC, then grew in complexity, including examples we’ve already
given (Google Docs and Snapchat).

The first iteration of Snapchat was a screen where tapping any-
where took a picture, that you could then send to someone else, at
which time it disappeared. No video, no filters, no social networking,
no commenting and no storage—Simple, yet Lovable and Complete, as
evidenced by its rapid adoption. The insight of “no storage” was criti-
cal, but many people have theorized that the simplicity of the interface
was also critical. The very fact that it was simple, while not sacrificing
love-ability or completeness, caused its success.

Later they added lots of stuff—video, filters, timelines, “stories”,
even video cameras inside sunglasses. It’s OK for products to become
complex. Starting out SLC does not preclude becoming complex later.

WhatsApp was similar; it started with just a status message. Not
a “post”, not a “chat”, no “timelines”, no “history”. Just “What’s up?”,
hence the name of the app. They found people abusing the system
to communicate with each other without paying for SMS messages,
so they added chat. Dropbox started with just one folder that would
(eventually!) sync across devices. Twitter had only the 140-character
messages; things like replies and re-tweets were invented by users, im-
plemented by convention, and only later folded back into the platform

as built-in features. The examples go on and on.
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Figure 2: Maslow’s Hierarchy of Needs

SLC BREAKS MASLOW’S PRODUCT
HIERARCHY OF NEEDS

People erroneously believe that product development should work
like Abraham Maslow’s Hierarchy of Needs (Figure 2).

His insight is that you cannot achieve higher levels if you haven’t at
least satisfied the lower levels: If you don’t know where your next meal
is coming from, you're not able to “creatively discover your true self”

The framework is wrong, though this hasn’t stopped people from
writing books and blog posts about it. “At the time of its original publi-
cation in 1943, there was no empirical evidence to support the theory.”
“In a 1976 review of Maslow’s hierarchy of needs, little evidence was
found for the specific ranking of needs that Maslow described or for
the existence of a definite hierarchy at all.” (From Wi/czpedz'a,lzo with 1ts
own references.)

It’s wrong for Product also, but we act like it’s true.

If we roughly parallel Maslow, the Product Hierarchy looks some-
thing like (Figure 3), defining the levels as:
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Meaningful
Identity, belonging, higher purpose. “Larger than myself.” Impact.
Legacy (p. 542).

Delightful

Exceptionally wonderful to use, eliciting a strong positive emotion. It
goes beyond being visually appealing or sensibly designed. It is at least
extreme; it is likely surprising, because so few products delight us, espe-
cially in the business world. Perhaps a low bar makes delight easier to
achieve, if we try.

Easy to use
Effortless and intuitive. Makes tech support obsolete.

Reliable

Always works as promised.

Useful

Fulfills a need; solves a problem.

Following Maslow, we might say that if a product isn’t Useful then
it doesn’t matter if it works all the time (Reliable) or is pretty to look
at (Delightful), therefore “being useful” is the mandatory first “rung”

of the ladder. No reason to do anything else, if youre not useful.

MEANNGFUL-
TELIGHTFUL
INTUITINE
REL\ABLE

USEFUL

Figure 3: Pseudo-Maslow Product
Hierarchy
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MEAN \NGFUL
TELIGHTFUL
INTUITINE

REL\ABLE
LEEeFUL-

Figure 4: The typical MVP is min-
imally useful only, perhaps also being
easy to try.

Indeed, that’s what traditional MVPs do: be minimally useful, dis-
regarding all other levels as irrelevant until the first level is satisfied
(Figure 4).

This MVP attitude is further justified by projecting its future.
We can map the behavior of mature products, especially in so-called
“Enterprise Software” where the person who chooses to buy it isnt
the person who is forced to use it, and therefore the bottom of the
pyramid is valued and the top is not (Figure 5).

The SLC attitude is different. It agrees that we can’t fill much of
any layer, because we need to ship it quickly and start getting feed-
back. But it emphasizes different layers (Figure 6).

An SLC product evolves, already-happy customers are rewarded
with additional features (Figure 7).

Perhaps a better way to look at it, is that SLC is both Delight-
tul and Useful on day one, albeit with a scope of “Useful” that is small
enough to be “Complete” (Figure 8).

Finally, a product that from inception is trying to “delight custom-
ers” 1s one that might actually deliver on the top of the pyramid:

Meaning, personal identity, a higher purpose. You see this in products

SLC: SIMPLE, LOVABLE, COMPLETE -

MEANNGFUL-

TELIGHTFUL
INTUTTINE
RELIABLE
UeEFUL

Figure 5: Mature products maximize
the utility layers; do their users love it,
or are they making an internal case
for why it should be replaced with a
more pleasant competitor?

MEANNGFUL-

TELIGHTFUL
w‘rurrw?
REL\ABLE
USEEUL-

Figure 6: SLC initially uses Delight

to win the hearts of customers even
though the product isn’t as useful or
reliable as it will eventually be.
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MEANNGFUL.

TELIGHTEUL
INTUITINE
RELIABLE
UEEFUL

Figure 7: SLC evolves in a fundamen-
tally different way, creating differen-
tiation beyond feature-bullet-points.

AL SLC
RELATVE To PELATNE TO
v] Score vID SCoPE
MEAN\NGFUL- MEANNGFUL
TELIGHTEUL TELIGHTFUL
INTUCTINE INTUITINE
REL\ABLE PEL\ABLE
USEEUL VSEEUL

Figure 8: SLC as complete according to a narrow scope (left), but
lacking features relative to the scope of a mature product (right).
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where people tie their identity to owning or using the product, not just
in consumer brands where this is obvious, but in the way that people
love Linear because it honors the developer (instead of the project
manager), or the way they love Basecamp because they support the
culture and attitudes of 37signals, or the way they whip out Moleskine
notebooks because it connects them to a romantic ideal of the brood-
ing writer, or proudly wear Patagonia gear as a badge of their environ-
mental consciousness, or the way they argue over Vim vs Emacs as a
badge of geekery.

Almost no company cares about creating meaning for their cus-
tomers. Here’s how I know: What metric are they tracking (p. 620)—let
alone optimizing for—that measures meaning? If none, then it’s out of
sight, out of mind. Clearly, you can build large and even great com-
panies like this; most do. But if you did care about that, SLC is the
right way to start the adventure.

Why don’t more products prioritize delight? Utility is more obvi-
ous. Utility is what the customer’s budget is allocated to obtain. De-
light requires insight and great design, not back-end optimization and
a keen mathematical mind. It is a rare person who possess all of these
abilities, or even values them in others. It is a decision to prioritize
Delight over Utility; it is easier not to.

The “pyramid” is useful for mapping out where youre going to
spend your time, but we need not traverse it from bottom to top.
Products that prioritize delight win over products that don’t.

It’s really another way of prioritizing the customer—the human

being, not just their “job to be done.”

With SLC, the outcomes are better and your options for next steps
are better. It might fail; both SLCs and MVPs sometimes produce that
result because you’re running an experiment (p. 1197). But if a SLC

succeeds, you've already delivered real value to customers and you
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have multiple futures available to you, none of which are urgent. You
could build a v2, and because youre already generating value, you
have more time to decide what that should look like. You could even
query existing customers to determine exactly what v2 should entail,
instead of a set of alpha-testers who just want to know “when are you
going to fix this broken thing?”

Or, you can decide not to work on it. Not every product has
to become complex. Not every product needs new major versions
every two quarters. Some things can just remain simple, lovable, and
complete.

Ask your customers. They’ll agree.

Many thanks to Devan Stormont,'*! Kathy Qian,'** and Khurrum Mah-
mood ' for feedback on this article.

Chapter 6:
The Elephant in the room: The myth
of exponential hypergrowth

DISPELLING “EXPONENTIAL”
HYPERGROWTH IS QUADRATIC - MARKETING
VIRALITY - ACTIONABLE CONCLUSIONS

A startup 1s growing fast, the journalists marveling at its “meteoric
rise.” But don’t meteors fall?

Inevitably it is breathlessly inducted into the class of “hyper-
growth” companies that are “growing exponentially.” Especially when
the product is “viral” After all, if every person brings three friends,
and each of those brings another three, is that not exponential?

But “exponential” is an incorrect characterization, as we’ll see in
real-world data, even for hypergrowth, “viral” companies like Face-
book and Slack.

This article suggests an alternate model for how fast-growing com-
panies actually grow. Understanding the model is useful not only for
predicting growth, but because understanding the foundational driv-
ers of growth allows us to take smarter actions to create growth in our

own companies.
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Exponential vs quadratic curves
15

= Quadratic = Exponential

Figure 1

DISPELLING “EXPONENTIAL”

To evaluate whether hypergrowth is properly described as “exponen-
tial,” let’s recall what that word means. Here’s an exponential curve
(like y = 2%), compared to a quadratic one (like y = ) (Figure 1).

In exponential growth, values grow by a multiple. For example: In
year 1 you grow 10, in year 2 by 100, in year 3 by 1000—each time
the amount of growth is multiplied by ten. The compounding effect of
multiplication causes the numbers to grow slowly initially, then sky-
rocket. The compounding effect gets journalists and VCs justifiably
excited.

¢

Compound interest is the most powerful
force in the universe.”

—Albert Ernstein
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Figure 2: Successive values (in blue) are increasing more and
more (in green). The green differences are increasing linearly: 10,
20, 30.

In quadratic growth, values grow by a adding a constant amount
more each time-interval, rather than multiplying a constant amount
more each time-interval. In the same example, growing in year 1 by
10, then in year 2 by 20, in year 3 by 30 (Figure 2).

Growth is still accelerating, so the blue curve slopes upwards, but
gently compared to exponential growth.

With these patterns in mind, let’s examine real-world data, and see

whether “exponential” is the right model.
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Facebook: MAUs

Daily Active Users a3t slack
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Figure 4: Slack’s own data'® shows

initial quadratic growth, followed by
years of linear growth.

Figure 3: Essentially linear for nearly twenty years, only exponen-
tial in the first four years.

MiCIOSOf‘t Teams V. S].O.Cl{

75m

Facebook is the definition of hypergrowth—getting to $50B in rev- "

enue faster 124 than any company in history. The product is “viral”’— % Daily Active Users (Millions)
friends bring other friends—which theoretically leads to “exponential §% o [y
growth.” But Facebook didn’t grow exponentially in the number of ; . — a=slack

30

monthly active users (Figure 3).
Slack was the fastest-growing enterprise software company
ever,'?> going from $0 to $10M ARR in their first 10 months, and O

to 10,000,000 active users in just five years. It’s also a “viral” product— M, 205206 . 20*{? 208 200
VentureBeat, TechCrunch cnar

2020

organizations invite their members, who then create their own Slack- Figure 5
groups and 1invite others. So surely Slack has exponential growth?
(Figure 4)
If you compare Slack’s growth with Microsoft Team’s growth, do
you still think Slack’s growth 1s “exponential?” (Figure 5)
Dropbox was another “hypergrowth” company, achieving

100,000,000 registered users five years after being founded in 2007,



115 - A SMART BEAR

Number of registered Dropbox users from April 2011 to March
2016 (in millions)
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Figure 6: Early in life, Dropbox registered users grows non-
exponentially, nearly exactly 100M per year

but it wasn’t exponential, neither in freemium users nor in revenue,
early nor later in life (Figure 6) (Figure 7).

Trello grew fast too, getting to 10,000,000 registered users in
three years. But not exponentially (Figure 8).

Lyft grew in part due to “network effects” according to their S1,'%!
but this chart they presented shows that active rider growth isn’t ex-
ponential (Figure 9).

Hubspot’s revenue curve is astonishingly consistent, despite hit-
ting multiple inflection points* in their business (Figure 10).

Analyzing this last example, we arrive at a new, non-exponential
model.

*

e.g. launching new business models like selling through agencies instead of only
directly, launching new product lines like sales CRM on top of marketing auto-
mation tools, and scaling the number of customers and employees by 10x
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Figure 7: Later in life, Dropbox revenue grows linearly,
and slows down
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Revenue growth is strong
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Figure 10

HYPERGROWTH IS QUADRATIC

133

The language we use can determine "~ the thoughts we have.
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The Hubspot slide says “41% CAGR.” “CAGR” means annualized
growth rate. They’re saying that if you start with the first number
on the slide, then from there plot growing 41% per each year, com-
pounding each year upon the previous, for seven years, you would
arrive at the last number on the slide. This is exactly the definition of
“exponential”—multiplying by a number repeatedly. In general when
you use “CAGR?” or “percentage growth” as a metric, you are implicitly
saying “This is an exponential process.”

But Hubspot didn’t grow by 41% every year; in this time frame, it
started at 60% and ended around 30% (Figure 11).

If instead we examine growth in absolute dollars, rather than in
percent, a pattern emerges. In the first set of four quarters on this
report, they grew $17M. The next set grew $23M. Then $28M. Then
$34M. Each year $5-7M more than the previous. This is the defi-
nition of a quadratic—adding an amount that increases by a constant
amount each period, not multiplying.

Charting these year-over-year revenue differences in absolute dol-

lars rather than in percent, iU’s clear that indeed the changes were al-

Hubspot YoY Growth Rate
I Revenue ($m) == YoY Growth
$300 60%
$200 40%
$100 20%
S0 0%

<t n O ~ [oe] ()} o —

- - - - - - N o~

& & o o o o o o

Figure 11: Exponential curves have a constant year-over-year
growth rate, therefore this is not exponential growth.
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Hubspot YoY Revenue Change, in SM
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Figure 12

most completely linear for years, then suddenly changed in 2020* to
a new (but still linear) rate (Figure 12).

It is therefore mathematically inevitable that plotting a quadratic
curve (rather than exponential) on top of Hubspot’s revenue data will
be a perfect fit (Figure 13).

My thesis is that High-growth companies grow quadratically,
not exponentially. **

The consequence of this conclusion is important for operators and
analysis and investors. These are all people trying to understand—and
possibly change—growth drivers. Getting the right language, and the
right model, will lead to right analysis, and right action.

* Coinciding with the launch of a new product: Hubspot CMS Hub.

** My guess is low-growth companies are similar, but data are more easily available
for the runaway-growth companies who publicly flaunt their success.
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Hubspot Revenue: Best-fit parabola
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Figure 13: When you said “best-fit,” you weren’t kidding!

WHY MARKETING-DRIVEN
PRODUCTS
GROW QUADRATICALLY: A
FIRST-PRINCIPLES EXPLANATION

It’s not enough to draw best-fit lines on top of PowerPoint slides. We
have to explain why this model makes sense, which in turn will create a
better understanding of the growth drivers in our own companies.
We’ve been taking a macro view of growth, looking at mulu-
year trajectories. Now we’ll peer into the microscope instead of the
telescope, and consider how growth arises from a single marketing

campaign.

The life of a marketing campaign

In my experience, marketing campaigns follow this pattern (Figure 14).
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Idealized shape of a marketing campaign
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At the foot of the curve, we've launched a new campaign, but
it’s ineffective; we haven’t figured out the best design and messaging
and calls-to-action for this new medium and audience. Sometimes we
never figure it out, and abandon the effort.*

But in the case that we unlock the secret of efficacy, the cam-
paign rapidly reaches a natural level of contribution; in this example,
a number of “sales per week.” The specific level depends on many
things: ad inventory, our budget, audience-receptivity, and the conso-
nance between the audience and our target market.

Next we enter the optimization phase. We A/B Test our way to
incrementally better results. Also we enjoy the result of multiple expo-
sures—most people need to see the ad more than once before they act.

Finally we enter a phase of decline. There are various causes, all

instructive:

* It’s hard to distinguish (a) our failure to build effective copy and conversion fun-
nels from (b) channels that are fundamentally a bad fit for our market or product.
This uncertainty, together with the rapid evolution of digital marketing, suggests
that we should retry campaigns in previously-failed channels every few years.
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« The audience saturates. Everyone in the channel has seen the ad
more times than is required to act; it’s now falling on deaf ears.
Even if the audience is growing, the number of new people is
small compared to the number of people that were new-to-us
when we began the campaign.

« The channel declines. A media site that was popular loses readers
through over-monetization. An event that was well-attended loses
favor. A newsletter that was frequent and insightful becomes less
frequent or other writers take over. A podcast moves to a closed
platform and loses many listeners.

 The auction becomes uneconomical. For auction-based systems
like Google and Facebook advertisements, or other zero-sum
(p. 285) programs like affiliates or limited-inventory spots on
newsletters or podcasts, the winner is the one who will pay the
most. What is cost-effective for one bidder will be laughably over-
priced for another, due to better conversion rates, higher revenue
per customer, higher profitability per customer, or due to cate-
gorization as a “loss leader” or other way of ascribing value

beyond immediate pay-back.

This curve leads to actionable ideas for managing marketing (given
at the end of this article), but also forms my central thesis about

how all sorts of growth works at companies. So 'm giving it a name
(Figure 15).

How the idealized marketing campaign converts to
growth

The model above shows the number of sales per week the campaign
contributes. To understand how this looks in terms of revenue growth,
let us suppose a simple business model in which all sales are for a

recurring revenue product generating $10 per month, with a 1% per
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The Elephant Curve
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Marketing campaign: Cumulative contribution to revenue
$80

$60

$40

$20

Monthly Recurring Revenue (thousands)

$0

0 20 40 60
Weeks

Figure 16

month cancellation rate. Revenue grows over time in a certain way

(Figure 16).
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Growth initially accelerates as the campaign is solved, then grows
roughly linearly as the campaign is optimized, and then starts sagging
(although still growing!) as the campaign declines, and as the now-

sizable customer base produces a non-trivial number of cancellations.

The layer-cake of quadratic growth

Marketing departments don’t stop at a single campaign. They add new
ones. Some are bigger than others, some can be optimized more than
others, some decline sooner than others, some decline more precipi-
tously than others.

So, let’s model that: A variety of Elephant Curves, with differ-
ing parameters, beginning at different times, stacking the revenue-
contribution of each to arrive at overall revenue growth for the com-
pany (Figure 17).

Scan your eye across the top of this kaleidoscopic cake, and you
trace a wavy quadratic. This makes sense mathematically, because each

campaign 1s essentially linear after it gets going, even if it sags during

Layered marketing campaigns
$250

$200
$150
$100

$50

Monthly Recurring Revenue (thousands)

$0
0 50 100 150
Weeks

Figure 17: Layered campaigns create a “wavy quadratic.”
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The HubSpot Journey 8
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decline. “Adding more linear things over time” is the definition of a
quadratic.
e reason it’s “wavy,” is that when we unlock a new campaign we
Th Us “wavy,” is that wh lock paig
get a burst of growth. Do real-life revenue curves exhibit this waviness?
Maybe so; here’s another slide from the Hubspot deck (Figure 18).
Hubspot didn’t just add new marketing channels, however, but
also layered on new geographies and new products. Do those activities
Iso layered geograph d products. Do th tvit

have the same effect as marketing campaigns?

Multiple product lines at marketing-driven companies:
Still quadratic

So far we’ve assumed a single product, driven by marketing campaigns.
High-growth companies who want to continue growing quickly after
their first product reaches scale, must launch new products into new
markets.

Is the Elephant Curve also the shape of an entire product line?
After all, products often have an initial slow-growth period (because
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Quarterly iPod Sales Since 2002
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only cutting-edge early adopters are eager to pay to “be first” with
bugs and missing features), followed by a faster expansion period,
then reach some sort of natural ceiling, and possibly enter a period of
decline (as the market evolves or competition overwhelms).

Indeed, this is what we see with many products, especially those
that are marketing-driven, and without recurring-revenue. iPod sales,
for example, are a perfect match (Figure 19).

It should therefore be unsurprising when we look at the overall
revenue chart for Apple, and once again see quadratic growth on the
top-line, admittedly with a special one-time bump for the unprece-
dented* success of the iPhone (Figure 20).

Each product is in a different phase of its lifecycle: The iPod
declined to zero, the iPad is still declining; Macs are teetering but

essentially flat; iPhones and software services are still increasing.

* It is rare for a second product to dramatically outpace the first; even juggernauts

like Google, Amazon, and Facebook never achieved that.
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Apple's Incredible 21st Century Growth
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Figure 20

The quadratic explanation for “growth decay”

It’s well-known that growth—as a percentage—naturally declines with
scale, even when there’s nothing wrong with the company.

This law of nature has been given a name: Growth Decay (or
sometimes Growth Persistence). Because of the traditional insistence
of talking about growth as a percentage, the concept is articulated this
way: If a company grew X% last year, it’s likely to grow a bit less
than X% this year. With this formulation, the question becomes: How
much less?

The data give us the answer of 85%, although with R? = 0.51,
this is a tendency but far from a law (Figure 21).

With our new appreciation that growth isn’t exponential, and
therefore “percentage” might be the wrong way to characterize growth,
we could ask what curve would best model the idea of Growth Decay?
Specifically, let’s plot revenue for an initially-fast-growing company
that 1s subject to the principle of Growth Decay (Figure 22).

The first sixteen years of the curve is quadratic. While mathe-

matically not identical, the best-fit quadratic curve* has a staggering

R? = 0.999.
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Growth Decay in Recurring Revenue Companies

Next Year CAGR

Figure 21

This is yet another signal that quadratic growth is the correct
model.

BEYOND MARKETING CAMPAIGNS:
“VIRAL” AND OTHER FORMS OF
“EXPONENTIAL” GROWTH

But some products really do grow exponentially. In theory.

In theory, theory and practice are the same. In practice, they’re

not.**

* y = 13.6z? — 43.4x + 34.6 when fit perfectly; interestingly this is very close to
y = 13.6(z — 1.595)?2, showing how simple the curve really is.

** This phrase attributed to Benjamin Brewster.
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ARR growth with theoretical growth decay
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Some products don’t grow proportionally with marketing and sales,

but instead self-propel with a mechanism that theoretically ought to

be exponential. There are at least three ways for this to happen:

Type 1: Virality

When each user invites on average another a users, then each of those a
new users bring in another a new users, so we end up with a® more.
Then each of those brings in another a which yields a3. Then a* and so
on; this is the definition of exponential growth. Biological viruses grow
exponentially for a similar reason, justifying the label.

Examples: social media, chat clients, peer-to-peer payment platforms,
massively-multi-player games, fantasy sports leagues.

Type 2: Word-of-Mouth

All products have some word-of-mouth component, but here we’re
referring to products that are primarily driven this way; this creates a
growth process that is similar to viral. Typically the mechanism of “tell-
ing others” is built into the product, rather than bolted on by marketing
or generated by goodwill. The difference between “word-of-mouth” and
“viral,” is that viral products are unusable unless you invite others to
become users (thus exponential growth is enforced) whereas word-of-
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mouth products encourage sharing. Thus chat clients are viral because
without inviting others you can’t chat, whereas Wordle* was word-of-
mouth, because you play the game alone, but are encouraged to share
results on Twitter, which in turn brings in new users.

Examples: gamified products that generate significant sharing (self-
improvement, game-results), consumer-to-consumer marketplaces
where being a buyer plants the idea of becoming a seller (eBay, Airbnb,
Uber); organizations with a cause that creates on-going buzz (brazenly
unique cultures, a passionate higher purpose, something people feel is
linked to their personal identity).

Type 3: Hot Trend

Products that “everyone” (in some well-defined market) is going to buy.
For smartphones, that might be half the population of the world. For
internet search, that might be 100% of the online world. For backend
management systems for large hospital chains, that could be 1000
potential customers. These products hit “tipping points” where “sud-
denly everyone buys it” Even if, like internet search, the product has no
explicitly viral nor word-of-mouth component—when you search on
Google, you don’t “invite friends” to also search on Google—the ubiquity
and inevitability of the trend leads to an explosion of users.

Examples: word-processing, spreadsheets, broadband internet, the
smartphone, the shifts to cloud computing and online shopping, major
media delivery platforms of radio, TV, DVD, and video streaming.

Logistic growth: Nearly the right model for virality

Products cannot grow forever, for the obvious reason that markets
are finite. The Facebook virus spread to billions of people, but not
infinite. Smartphones have been purchased by billions of people, but

not infinite.

* Wordle exploded 38 from 90 players in November 2021, to 300,000 in Decem-
ber, to 2,000,000 in January, when it was bought 13 by the New York Times.
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Therefore, even if “exponential” is the correct model for the core
growth mechanism of the product, it nevertheless cannot continue
growing exponentially because it runs out of market. Furthermore,
markets tend to have so-called “low-hanging fruit”—customers who
are more eager to buy—so although the virus spreads exponentially
through these easy-pickings, it runs into the majority of people who
will buy, but maybe later, maybe after more of their friends or com-
petitors are using it, maybe if it’s less expensive, maybe once it has
more features, maybe once it supports integration with specific other
software, and all manner of other excuses. The virus has more trouble
infecting these high-strung fruits, so growth slows.

This suggests a curve that starts exponentially, but then slows as
it runs into the soft back-pressure of more demanding customers, and
finally flattens out completely as it runs into the hard limit of the size
of the addressable market.

Biologists have already done the work for us, because this is the
correct model not just for viral products, but biological viruses infect-
ing a population—akin to product types 1 and 2 above. Intriguingly,
this is also the correct model* for the diffusion of a gas across a mem-
brane—akin to product type 3. The mathematical model for all of these
processes is the logistic curve:

The logistic curve is exponential in the early days when it is far
away from its natural limit. As the product (or gas or virus) gets to
around 25% market penetration (or infections or saturation), the curve
flattens into linear growth, in a tension between the exponential force
of growth, countered by fewer and more demanding remaining tar-
gets. Finally it levels out at what is called the “carrying capacity”—the
tully-saturated market.

* The similarity is that in both cases you have a sudden demand that enters into
a new space, but which slows and eventually stops as the new space becomes
saturated.
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The shape of logistic
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The logistic curve is evident in the real world, in all three prod-
uct types: (Figure 24) (Figure 25) (Figure 26) (Figure 27) (Figure 28)
(Figure 29) (Figure 30)

Stacking logistic growth: The quadratic reappears

Marketing-driven products demonstrated quadratic growth, especial-
ly once Elephant-shaped campaigns and products were stacked. How
does this differ with logistic growth?

As already pointed out, logistic growth is similar to the Elephant
Curve. The “high growth” portion of a marketing campaign might in
fact be logistic; a product might extend that period into years rather
than weeks, and the absolute magnitude of the result might be many
times larger.

If this idea is correct, we ought to see viral-like products exhibit a
similar curve to the iPod curve—i.e. a product with initially-exponential

growth, then a flattening, perhaps with some small growth, then on a
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Figure 24: Twitter is a type 1 “Viral” product that follows the Figure 26: eBay is a type 2 “Word-of-mouth” in the

logistic model number of buyers, following the logistic model

(though also sagging towards the end, reminiscent of
the Elephant Curve)
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The Facebook Messenger product appears to exhibit at least the

Users (mm)

first half of the logistic curve (Figure 31).

N
=3
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Furthermore, this curve is actually a sum of US growth and out-

100 side-US growth. Looking only inside the US, Facebook Messenger is

further along the curve, past the linear midsection and already level-
ing out near some carrying-capacity (Figure 32).

The same thing happens with Facebook DAUs and MAUSs.*

Figure 25: Pinterest is a type 1 “Viral” product that DAUs in the United States and Canada are logistical and have already
follows the logistic model

topped-out at an apparent natural carrying-capacity of 185 million
(Figure 33).

Breaking out MAUSs by all geographies reveals that top-line growth
of users is an aggregate of some geographies essentially not growing at

* Daily Active Users, Monthly Active Users
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eBay: Number of sellers: Logistic, then falling
25

20

Figure 27: eBay also follows the logistic model in the number of
sellers (with even more pronounced sagging)

Global smartphone sales

Sales in million units

@ Android @ iOS Microsoft @ RIM @ Bada* Symbian* @ Others

Figure 28: Smartphones are a type 3 “Hot Trend” that follows the
logistic model all the way to saturation
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Figure 29: Smartphone usage, separate from smartphone sales, is
also logistic. Many pundits predicted this percentage would grow
nearly without bound; in fact it saturated at 55%.

all (late in the curve), while others are still growing, albeit also linearly
(middle of the curve) (Figure 34).

The result of these individual effects of different products, released
at different times, in different geographies, each with a “marketing
campaign” style growth curve, is that it adds up to linear growth
(Figure 35).

Does this conform to the Elephant Curve? Is this really still essen-
tially quadratic? The answer is clear when we plot the same data, this
time measuring the year-over-year change in MAUSs. Not as a percent-
age, but as numbers (Figure 36).

Why do we keep seeing this pattern, even at the scale of Facebook,
one of the most “viral” products of all time? Because mathematically,
things that look like an Elephant Curve, even if the logistic “trunk” is
elongated over time, are linear for nearly their entire lifetimes. Every-
where except the very beginning. Adding up linear things definition-
ally creates a quadratic.

As a striking example of this claim—that multiple, various Ele-

phant Curves result in quadratic growth in the real world—consider
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Figure 30: The internet is a type 3 “Hot Trend” product with a
near-exact logistic shape; at 66% global penetration, it hasn’t
reached carrying-capacity, but it’s been in its linear mode for
many years, and fell off the exponential path sooner than you
might have expected

the detail behind the earlier chart of Global Internet Users over time,
a type 3 product. Every country has grown logistically, at a variety of
starting-times, diffusion rates, and carrying capacities, yet the aggre-
gate is quadratic (Figure 37).

To be certain the graph at the bottom (which is the same data as
the chart shown earlier) is specifically quadratic, we chart the absolute
difference in online population year by year. In a quadratic, these dif-
ferences should grow linearly, i.e. each year adding a constant amount
more than the previous year added. Which is indeed what we find,
as precisely as we could expect from data in the messy real-world
(Figure 38).

Bringing it back down to the scale of a single company, consider
Netflix, another type 3 product. While their overall growth acceler-
ates, under the hood we can see the US was already in a phase of
slow-growth by 2014, with outside-US is taking up the slack through
2019 (Figure 39).
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Facebook Messenger: MAUs, US (millions)
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Figure 32

If we chart the changes in subscribers, rather than totals, it’s even

more clear that growth in the US has been in the declining phase of
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Facebook's daily active users in the U.S. and Canada
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Figure 34

the Elephant Curve for a while, with outside-US is growing linearly
(Figure 40).
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Figure 35: Exponential growth for the first few years crashes down
into linear growth for nearly twenty years, from large-scale logistic-
shaped products and geographies

Facebook: MAUs YoY change (numbers, not percent)
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Figure 36: Facebook MAU growth is indeed an Elephant Curve:
Logistic at first, then flat(ish), then starting to decline.
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Figure 37: Thirty years of varied logistic growth adds up to quadratic growth
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Netflix Suffers Subscriber Setback
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Figure 40

And then, fast-forwarding to 2023, looking at total, global sub-
scribers, we see that growth slowed outside of the US as well, and the

familiar Elephant Curve returns in its entirety (Figure 41).

Logistic growth with a varying carrying capacity: Start
with market-share

Suppose youre Facebook, and you’ve saturated many markets. You
might be at carrying-capacity for those markets, but more people
are still coming online. The markets are growing, so your carrying-
capacity is growing, so you should still be able to grow too.

Indeed, recalling the charts above, Facebook’s current MAU
growth rate, and that of global Internet users, both are currently hov-
ering around 7% per year. Which isn’t a coincidence.

Let’s plot Facebook’s MAUs as a percentage of people online—their
market share (Figure 42).

Finally we have the complete answer to why Facebook’s growth

appears so “linear,” when the theory expects an Elephant Curve. When
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Figure 42: The Elephant Curve strikes again
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you examine growth relative to market size it is an Elephant, complete
with logistic trunk, optimized back, and declining rump (even despite
a COVID bump).

This is why at-scale companies are willing to spend billions of
dollars increasing the size of the market—it’s one of the few ways to
create growth other than raising prices. So Google spent billions on
Loon—a subsidized service to bring low-cost internet to remote areas
of the world. Its problem-statement is the first text on its website: 12
“Billions of people across the globe still don't have reliable, affordable
access to the internet.” Or, putting it another way, “Wifi balloons are a
kooky idea but how else are we going to increase the carrying-capacity
of the ‘global internet user’ Elephant Curve?”

Or Facebook with its “Free Basics” system that (in their words 1°?)
“Helps people discover the relevance and benefits of connectivity with
free access to basic online services.” Except actually it’s only a few,
hand-curated websites, all of which just happen to be western con-
sumer products companies that are large Facebook advertisers, and the
only available social network just happens to be Facebook. And there’s
no email, so I hope you like Facebook Messenger. In other words, a

digital colonialism 154

whose purpose 1s to increase the carrying capac-
ity of Facebook MAUs and the advertising that goes with it.

Elephant Curves are more visible when we plot growth as market
share, because this incorporates the idea that carrying-capacity of the

underlying market can itself be a moving target.

Logistic growth with a varying unit revenue

We’ve largely been analyzing wusers rather than revenue, and for good
reason: The lifeblood of any product is people who use it, regardless
how much money it can extract in the process.

However, when we turn to revenue, we find that curves can become
perkier. Facebook’s user growth might be linear, but could it be that

revenue is exponential? It’s certainly not linear (Figure 43).
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Figure 44: Logistic or Elephant yet again

We already know Facebook’s user growth is linear, so the missing

piece is Facebook’s revenue per user (Figure 44).
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Perhaps by now we’re not shocked to see the Elephant Curve once
again. And we also know how the rest of the story goes: Because
MAUE are Elephantine (which means mostly linear), and revenue-per-
user is Elephantine (which means mostly linear), when you multiply
them you get a quadratic, not an exponential, and that’s what we see

in Facebook’s overall revenue growth.

ACTIONABLE CONCLUSIONS

When we seek out the Elephant Curve in our marketing channels,
product lines, geographies, and verticals, not just in its hopefully-
explosive initial phase, but its phases of optimization and decline, we

can proactively look for these phases, and take action.

Model by component

Our final discussion on the value of analyzing components of growth

separate leads to a prescription for analyzing growth.
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1. Estimate the growth curve for the entire market. Expect to be
Elephantine (or simply logistic, in the case of trends that you can
reasonably assume will not decline in the forecasted future, like
global Internet use or smartphone use).

2. Estimate the product market-share curve. Expect to be Elephan-
tine, and don’t be so bold as to assume your product will never
decline relative to the market—are you better at execution than
Facebook?

3. Estimate monetization, i.e. revenue per customer.* This curve
might be Elephantine, but not necessarily. It is highly dependent
on the product and market, on how distinct the product is com-
petitively, on the budgets of the customers, and more. Facebook
has a strong moat (p. 727) (network effect) and doesn’t charge
end-users, so they (like Google) can raise prices consistently. A
product in a commoditized market might never be able to raise
prices, and thus must find growth in avenues like increasing usage,
the introduction of companion products, expanding to other
verticals or geographies, or by applying their technology to new

markets.

You get better models by predicting each of these components
separately, then multiplying for a final growth prediction. You're also
better able to track the model against reality, as more data becomes

available.

Besides this break-down, there are many operational ideas suggested

by the results above, especially for managing marketing campaigns.

* The definition of “customer” should match whatever activity is most highly cor-
related with growth; this is also what “market share” should mean. For normal
products people pay for, this is simply “paying customers,” but for example in the
case of Facebook, this is MAUs at least, perhaps even DAUs.
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This might be expanded in a future article, but for now, these
probing questions might lead to better ideas on how to analyze and

affect growth:

Advice for Marketing teams

« Is our AdWords campaign topped out? Are we fooling ourselves
into thinking there’s more inventory to access? How much more
optimization is there to be had, and how would know? Are we hit-
ting a decline due to uneconomical auctions, and if so, what is our
reaction? When should we start experimenting with new chan-
nels, rather than continue to flog the AdWords channel for results
that don’t exist?

« Isit OK to be less cost-effective if it means we can stave off de-
cline? Should we be that “irrational bidder” who bids “too much”
because we're wise enough to see value beyond immediate cash
pay-back? If so, how do we quantify that value, so we know just
how “irrational” to be?

« 'To hit our growth goals for the year, what would have to be true of
the growth of existing campaigns? Which can be reasonably
expected to grow, hold steady, or shrink, based on their phase?
How many additional, successful campaigns do we need, and how
soon? Since not all that we attempt will succeed, how many do we
need to start to yield the final quantity we need?

« Should we lean into newer channels before others figure them
out, saturating the channel and cause clicks to be both expensive
and more rare? 1°°

« Rather than stack up small, limited campaigns, is there something
more substantial that could generate more total growth? A single,
large new geography instead of many smaller ones? A single, sub-
stantial new sales mechanism (e.g. reselling) rather than more

advertising? A different pricing model instead of an additional
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sales model? Even if it takes 10x the effort, and possible even if it
takes 10x the time, it might have 10x the results.

Or the reverse—do we pull funds when we smell decline, rather
than spending our time and money fighting a losing battle, ac-
cepting a short-term hit on top-line growth in exchange for more
efficient growth? Do we try to stack up many smaller, more effi-
cient campaigns, generating growth as a bulk effort? Each effort
affects the top line only marginally, but conversely our growth is

less sensitive to the decline of any one campaign.

Advice for Product Managers

« It’s great to add a feature to an existing product, but significant

additional growth comes from increasing carrying capacity or
creating a new avenue of growth. Early on you should focus on
winning market share in one space, creating the first Elephant
Curve, but after the product matures, something more drastic is
required: Wholly new products, or updates significant enough to
address new markets.

It’s well-known that companies need to add additional products to
continue fast growth after achieving scale. However the second
product is highly unlikely to achieve same market share and
monetary scale as the first, so there needs to be multiple, not just
one.* This requires serious investment, parallel efforts, and the
chutzpah to kill off the ideas that aren’t working.

Because word-of-mouth-driven growth is so much more effective
than marketing-driven growth (both in cost-per-customer and in
that unlike direct advertising it grows automatically as the com-
pany grows), it is worth a great deal of time trying to figure out
how to build that into the product, rather than relying only on the

marketing team.
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The Elephant Curve
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Half my advertising is wasted. I just don’t 100
know which half.”

—John Wanamaker
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Mr. Wanamaker made his famous complaint more than a hundred

years ago; even with modern analytics, today it’s worse.!”” The qua-
dratic growth model won't solve that puzzle, but the better you under-

stand the mechanisms of growth, the more it is under your control.

* This is true at any scale—advertising is still 82% of Google’s revenue; of that 71%
is advertising from search alone (i.e. excluding YouTube and other properties).
Apple revenue is 60% iPhone. Even at smaller scales: Basecamp (neé 37signals)
built multiple products over nearly two decades but only their first was success-
ful enough to be worth working on; the company divested itself of the rest and
rebranded to be identical to that product. It zs possible for second products to
eclipse the first; the iPhone was of course not Apple’s first product; The Tesla
model 3 outsells the earlier model X, And at my own company Smart Bear our
second product ended up being 95% of sales, and we essentially did the same as
37signals and went to a single product model.



Chapter 7:
Stubborn Visionaries &

Pigheaded Fools

PUZZLE - SOLUTION

“Son, there comes a time in each man’s life when he
needs to decide which news he’s going to believe.”
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THE PUZZLE

Scenario 1 (S1)

At time (A) you start an AdWords campaign.

At time (B) it’s obviously not working; a waste of time and money.
...But you keep trying, and by time (C), it’s working! You did it!

Scenario 2 (S2)

At time (A) you start an AdWords campaign.

At time (B) it’s obviously not working; a waste of time and money.
...But you keep trying, and by time (C), it’s still not working, and you've
wasted even more time and money. What a waste!

We’ve all experienced both scenarios, not just in AdWords but in life
in general.

But we misunderstand it.

S1 we call “success through perseverance,” and you’ve heard this
echoed in many platitudes. Winners never quit,'>? and quitters never
win. Failure is a step (p. 1197) on the path to success. Failure is a pivot
away from success (p. 186). Learn from your mistakes and next time
you will succeed. Fake it ‘till you make it. The thing all failed startups
have in common (p. 366) is that the founders stopped trying.

S2 we call “failure through obstinance,” and you've heard this
echoed in many platitudes. Doing the same thing expecting differ-
ent results is the definition of insanity. Those who ignore history are
doomed to repeat it. Those who cannot be introspective (p. 806) and
honestly see things as they are (p. 631), will fail. The thing all failed
startups have in common is that the founders didn’t pay attention '*°
to what was happening outside their own egotistical worldview.

Are these the correct conclusions? No, they are convenient ratio-

nalizations.
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Consider S1 and S2 at time (B). Up to this point they are identical.
So how do you know, at time (B), which scenario you're in? Because if
you're in S1 you'd be a fool to stop, but if you're in S2 you'd be a fool to
continue. How do you know whether you’ll end up as a cautionary tale
of someone who couldn’t let go when they were clearly wrong, or as a
hero who bravely fought through doubt to prove everyone wrong?

Maybe you shouldn’t find out! Just stop at (B). No again, because
if youre on the path of S1 you've lost your win. If you were on S2,
you were “smart” to stop, but either way youve failed to achieve some-
thing useful. Stopping is sure failure while persisting is at least possible
success. Stopping means you'll never create something great.

So you cannot know. Not for AdWords, not for product design
(p. 814), not for the vision of your company and the market you hope
to create around it (p. 67), not for almost anything, big or small. It all
looks the same at point B (p. 414).

Venture capitalists don’t know either, though it’s their job to know.
They’re smart and do this for a living, but it usually doesn’t work; most
VC portfolios lose money.'®! Not even the experts know which path
you're on.

The typical, backward-looking interpretation of these two scenar-
10s is not the best way for us to understand the choices in front of us
today, nor to evaluate our decisions in hindsight (p. 1189). It’s not
even clear that we've “learned anything,” whether the outcome was
good or bad.

Perhaps all we’ve done is made some choices and observed some
results, and that’s the end of it.

You could read this as depressing, because nothing is predictable
and even the wisdom we believed we accumulated along the way is
false wisdom. But clearly this point of view isn’t exactly true.

So, read this as a positive, and realize that it liberates you to make
decisions more easily—with less second-guessing in the moment, and

less guilt afterwards. (And taking less credit when things go well
(p-433).)
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When you realize you cannot know which scenario you're in, you
realize that the job is to find out which one it is as quickly as pos-
sible, which means to cease your dithering, make a strong decision,
keep your eyes open, try to measure what’s happening (p. 620) as ob-
jectively as possible, hope for S1, but allow for S2, to not feel guilty if
you guessed wrong, and not feel cocky if you guessed right.

Still, there are some guiding questions that can help you suss out

which path you're on, and thus what to do.

SOLVING THE PUZZLE

These are my specific strategies that thrive under uncertain conditions
(p. 186). Because many things in life are uncertain, these are often
useful.

Besides those strategies, the following tactical questions help you
determine which path you are on. Readers have contributed wisdom
that I've lightly edited:

« Timebox. Set a hard deadline for how much longer you’ll work on
it without seeing improvement. (@farezv 1°%)

« Are you still enjoying the project and learning something from
it? (@colemank83) 103

« Rate of progress: Is the rate of progress slowing or accelerating?
(@Daanlo 1°%)

« Use an external sounding board to keep you honest. Often the
numbers won’t tell you to go left or right. And even if the
numbers show clear signs, we often ignore them because “they are
outliers” and “this time is different.” (@igrift 165) (Ton Dobbe 1¢°)

« Don't allow sunk cost to decide. (@igriff'®”)
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If the team has run out of ideas and conviction, consider pivot-
ing. If the team has run out of ideas and conviction for pivoting,
it’s time for a full reset or quit. Do you see yourself doing this in
12 months? If not, you might as well stop now. (@sachin-
rekhi®8) (@awoodsnet 1)

Is the product noticeably better than alternatives in the market
or will be there soon? If the answer is no to both, consider stop-
ping. (@yassin_baum'"°)

Existence proof: If others somehow achieved a similar outcome,
then you shouldn’t stop. Especially if their solutions are bad and
yet they’re making money. (@mibenz95) 171 (@nickresreal 172)

[s it (a) worthwhile, (b) fixable, and (c) you still have energy for

it? (@nurijanian 173)

Am I truly enjoying what I'm doing? Do |
have room for improvement? Am [ willing to put in the work to
improve? Am [ marketing this venture/skillset to the best of my
ability Would my time be spent better trying a new project? (Alex
Finn'74)

Opportunity Cost: Are there opportunities you're missing be-
cause you're fixated on this? (@Liscoomi'”?)

Consequences: What'’s the downside if you don’t finish? What do
you get if you're successful? Are there smaller wins you can
achieve along the way? (@awoodsnet 17°)

Don’t decide out of fear. If you're scared of the outcome a little
bit, stick with it. (@pascallaliberte 177y

Penny in the air: Go for a long walk and listen deep inside. Often
[ already know deep inside, but just don’t want to admit it to my-
self (p. 631). (@awoodsnet 178)

Go back to “The Why” that set you oft on your journey to begin
with. If you now have more information to assess the credibility of
that why, re-assess. If you still have the same information available

and still believe in the why, press on. (@temlabs 179

In any case, just shut up and get going.
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And when you’re done with that, don’t look back too much, just

shut up and get going again.



Chapter 8:

How repositioning a product allows

you to 8x its price

ANDERSIN
I like it, but I'm looking for more of a
status symbol. Any way you can double
the price?”
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Pricing is much more about positioning and perceived value than it is
about cost-analysis and unconvincing ROI calculators.'®! Let’s see how
repositioning can result in a much higher price for the same product.

You've created a marketing tool called DoubleDown that doubles
the cost-efficiency of AdWords campaigns. You heard that right folks—
as a marketer, you can generate the same impact, the same number of
conversions, the same quality of sales leads, but with Aalf your current
ad-spend. Wonderful! Who doesn’t want higher ROL

What can you charge for this tool? Well, the customer will save a
certain amount of money on ad-spend; surely you cannot charge more
than that. Let’s say you can charge 25% of the savings and still find
many willing customers (p. 67).*

Here’s what your sales pitch looks like to a customer who spends
$40,000 per month on AdWords (Figure 1).

Great deal! The VP of Demand Gen will be able to boast to the
CMO that she saved the company $15,000/mo even after paying

for DoubleDown, and you're raking in a cool $5,000/mo. Everyone’s

happy!

Now let’s see how to charge eight times as much money for the
same product.

Marketers have a paramount goal: Growth. Even indirect market-
ing like brand, events, and PR have the indirect goal of supporting
growth. In the case of DoubleDown’s customers it’s direct: Growth
through lead-generation through AdWords.

Increasing growth is much more valuable than decreasing cost.

To see why, consider the following two scenarios:

* There is data supporting the “25%” number. In addition, there are these observa-
tions: If you charge less, youre not monetizing enough; if you charge much more,
you leave too much space for a competitor.
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Halve your spend!

$40,000

$30,000

$20,000

$10,000

Figure 1

1. CMO reports to the CEO: I was able to reduce costs 20% this
year.
The CEO is happy. The CEO’s follow-up question is: How will we use

those savings to grow faster?

2. CMO reports to the CEO: I was able to increase growth by 20%
this year, but it also cost us 20% more to achieve.
The CEO pumps her fists, releasing peels of joyous laughter. The value
of the company increases non-linearly. The additional revenue growth
more than pays for the additional marketing cost that generated it. The
CEO:'s follow-up question is: Can we spend even more? How can we

ensure this happens again next year?

It’s always 10x more valuable for a business to grow faster than it is

for the business to save money.
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This insight points us to an alternate pitch for DoubleDown. It’s
not about spending less for the same amount of growth, it’s about
spending more to create more growth.

Continuing our example, suppose the customer generates 200
quality sales leads per month from their $40,000/mo spend. The sales
pitch changes as follows:

You're paying $200/lead right now, yielding 200 leads per month.
Using DoubleDown, you can double the number of leads you're generat-
ing, still at a cost of $200/lead (Figure 2).

The customer is willing to spend $40,000 to generate 200 leads,
and therefore is happy to spend $80,000 to generate 400 leads. It
doesn’t matter how much of that $80,000 is going to AdWords versus
going to DoubleDown. The goal is not to “save money on AdWords,”

but rather to “generate more growth at a similar unit cost.”

Double your leads!

400

300

200

100

Figure 2
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In the “saves money” pitch, the value was $20,000, and the cus-
tomer needed to keep 75% of that value-creation. Whereas in the
“generate growth” pitch, the value is $40,000, and the customer is
happy to pay 100% of that value-creation to a vendor. Both the
amount of value created, and the percentage of value the customer
is willing to pay, is a multiple higher for the “growth” pitch versus
the “save money” pitch.

So the next time you want to formulate your product as a way to
“save time” or “save money” or “be more efficient” .... don't.

Instead, figure out how your product creates value in the way your
customer already measures value, and position your product as a way

to accomplish that.

Chapter 9:
Fermi ROI: Fixing the ROI rubric

RUBRIC FAILURE - THE FERMI SOLUTION
PUTTING IT TOGETHER - BREAKING TIES

“You've been traded for some big data,
two spreadsheets, and an algorithm.”
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“Delivering maximum value in minimum time” sounds wise, but it’s
not exactly a stunning insight. It’s not like we’re trying to take an eter-
nity to deliver trivialities.

[t1s more analytical—but no more insightful—to insist on “Maximiz-
ing ROI” Return-On-Investment 1s some measure of “value,” divided
by some measure of “time,” yielding some measure of “productivity.”

With good intentions and this reasonable-sounding goal, we reach
for the rubric: A spreadsheet of inputs of numeric “value” and “time,”
a calculation of the metric of productivity, and an output where the

best ideas are sorted to the top.

INVISIBLE FAILURES OF THE
RUBRIC

Unfortunately, the rubric fails us for several reasons. The failures are
not obvious, so we don'’t realize theyre happening. Explaining the

traps will lead to a framework that avoids the traps.

“ROI” contains more noise than signal

Consider a feature that ended up producing 20% less impact and
taking 50% more time than originally expected—a common outcome

in the real world:

Impact Effort ROI
Estimated 60 4 15
Actual 48 6 8
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In this reasonable scenario, it ended up producing salfthe ROI than
originally calculated. Therefore, in retrospect, the initial ROI estimate

was largely noise. Apply this observation to a typical ROI rubric:

Impact Effort ROI

Feature A 34 2 17
Feature B 60 4 15
Feature C 36 3 12
Feature D 10 1 10

The spreadsheet suggests (A) is the winner, and in particular that
(A) 1s clearly better than (D). But neither of those statements are true.
If (A) could easily result in half its stated ROI, there’s no objective
justification to claim its superiority over (D), or over any other item.

Shocked at this revelation, we could react by ignoring the lesson.
We could justify (A)’s supremacy by telling ourselves “estimation
errors cancel themselves out.” But the errors do not cancel out. Effort
is almost always under-estimated; 4-sprint projects that stretch into 6
sprints are not “cancelled out” by an equal number of 4-sprint projects

that are completely finished in 2 sprints.

“Impact” is ill-defined

No matter how you measure impact, your numbers end up far less
precise than they appear in the spreadsheet.

It’s difficult to predict (p. 186) numbers like “revenue-increase due
to feature X.” Teams use various techniques to address the uncertain-
ty, but in every case the number in the spreadsheet contains signifi-

cant error:
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« Revenue we would get from existing customers currently asking for this
feature.

That’s precise but often uncorrelated with how much money we
will make from it in the long run, so it’s not an accurate measure of
impact.

o Additional sales we would make in the next year if we had this feature.
This number is low-confidence, high-error. Even in hindsight it’s
hard to attribute revenue from a single customer to a single fea-
ture; if it’s unmeasurable post hoc, surely it’s unpredictable ex ante.

o Use a relative scale, e.g. “1-5,” calibrated by previously-created fea-
tures.

Defined as “1 is like feature X, 5 is like feature Y.” Not only is this
a wild guess, different people will interpret the scale differently,
yet answers differing by a single point generates a large variance

in computed ROL.

It’s even worse when want to combine multiple metrics of impact
(p. 620), e.g. revenue, unit-profitability, and retention. Fach contains
intrinsic error, then a mathematical combination compounds the
error, then the ROI calculation expands the error yet again.

You can'’t tell from glancing at the spreadsheet, because input
numbers appear typical and output numbers boast many digits after
the decimal place. But those digits arent indicative of precision.

They’re a random number generator.

THE FERMI SOLUTION

These traps dictate requirements for a solution. We need scores

containing dramatically more signal than noise. The scores must be
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well-defined, which means their definition and estimation should be

obvious and uncontroversial.

Only Fermi estimations allowed

The first full-scale nuclear bomb was detonated at 5:29am, July 16,
1945, in the New Mexican desert of the United States. The physicists
who invented it were huddled in a truck behind a plate of welder’s
glass to reduce the radiation to non-lethal levels.

The physicists were already causing trouble. Future Nobel Prize-
winner Richard Feynman inexplicably decided to observe the blast
without eye protection, causing frightening but ultimately temporary
blindness. Current Nobel Prize-winner Enrico Fermi had taken bets
with military guards about how much of the atmosphere would ignite,
and whether it would incinerate the entire state or the entire world;
some of the guards asked to be excused from the base, angering the
project director.

Fermi was also interested in the amount of energy released by the
blast—one of the main goals of the test. Not wanting to wait for official
analysis, he made his own estimate on the spot, using a technique that

now bears his name, and that we will use to fix our rubric:

About 40 seconds after the explosion the air blast reached me.
[ tried to estimate its strength by dropping from about six feet
small pieces of paper before, during, and after the passage of
the blast wave. Since, at the time, there was no wind I could
observe very distinctly and actually measure the displacement
of the pieces of paper that were in the process of falling while
the blast was passing. The shift was about 2 1/2 meters, which,
at the time, [ estimated to correspond to the blast that would
be produced by 10,000 tons of TNT.

—Enrico Fermi, Top Secret interview ' July 16, 1945, de-
classified in 1965
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“Enrico Fermi'®*“ by Argonne

National Laboratory184 is li-

censed under CC BY-NC-SA
2.0.'8°

The official estimate of the energy output of the blast was 21,000
tons of TNT. Fermi’s estimate was surprisingly accurate given such
inaccurate input data and quick, simple, mental calculations. How did
he do it?

The trick—useful everywhere in life—is to estimate values using
only orders-of-magnitude, a.k.a. powers-of-ten. No “low/high ranges,”
no precision, not even any digits other than a 1 followed by a quantity
of Os. It sounds far too imprecise to be practical, and yet Fermi’s bits
of paper demonstrate that it just might work.

Joel Spolsky famously %8 loved an interview question built for
Fermi estimation: How many gas stations are there in Los Angeles
County? “I don’t know,” although accurate, fails the interview. Fermi

estimation, succeeds.

« There are 10 million people in the LA area (or at least, more than

1 million and less than 100 million, so by the rule of “only powers-of-
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TPROPHECY GAS | ..
......... /’1_?

ANDERSON

ten,” our number is 10 million. The actual number in LA County
happens to be 10 million)'® .

o 1 car per person (or at least, not 10 and not 0.1. The actual number
is 0.54)1%°.

A person refills 1 time per month (the actual number is closer to
2.5/month, bur it’s not 10 and not 0.1).

« A gas station handles 10,000 refills per month (200 per day yields
6000 per month; it’s not 1000 nor 100,000).

« With 10 million refills per month (10 million cars with 1 refill per
month), divided by 10,000 refills per station, 1000 gas stations

are required.

Despite being wildly inaccurate in detail, the end result of 1000
gas stations 1s indeed the nearest order-of-magnitude to the actual
number of 600.1”! Surprisingly accurate, considering we arrived at an
answer in a minute or two, without looking up a single number.

What would happen if we used only Fermi estimates in our ROI
calculator?

An immediate result is that most numbers are trivial to estimate.

Note how easy it was to decide the values in the gas station example,
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because the two adjacent power-of-ten choices were definitely wrong.
It’s nice to be so confident! Relish that.

Another result is that we’ve satisfied one requirement generated
from the failures of the rubric: Scores are either identical or very dif-
ferent, causing calculation error to be small in comparison. The values
are largely obvious and uncontroversial, if only because our artificial
constraint on their values makes the adjacent choices absurd. This is
progress.

Sometimes the numbers are still controversial, e.g. Could this prod-
uct produce $1M in the next few years, or actually $10M because it would
dramatically increase both retention and our ability to win new deals? But
this debate is a wonderful use of our time, because it means people
have wildly different assumptions, or different levels of optimism, or
a different understanding of the customer, the market, or the idea. So
another constructive result of Fermi estimation is that we spend our
debate-time on strategic-level discussions, and no time on areas where
we disagree in small degrees that are in any case overwhelmed by
typical estimation-error.

In exchange for this progress, we lose precision. And admittedly,
sometimes we do possess precise input data. For example, maybe we
could look up the fact that the average number of cars per person is
0.54, and use that figure instead of 1. Surely it’s wise to retain pre-
cision whenever possible? Yes, but only if you recognize that, after
doing math with other Fermi estimates, the end result is still not more
accurate than the power-of-ten. That is, even using 0.54 instead of
1, as soon as you combine it with your extremely inaccurate estimate
of 10,000 refills-per-station, you still have to zero-out all the digits
in the result except the first one. You must meticulously discard the
noise; if you're diligent about that, your estimation is more accurate.
Otherwise, maybe you should just enjoy the simplicity of the basic
Fermi system.

So we’ve satisfied the first requirement. What about the final re-

maining requirement, which is to clarify the definition of “impact?”
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Fermi Impact: Quantitive edition

Fermi estimation solves the puzzle of how to estimate the revenue
impact of a sizable feature. We can pick any definition we want, but
limit ourselves to Fermi estimation, and suddenly it becomes easy, or

at least a simpler discussion. Any of these definitions could work:

o This feature will increase revenue by: $1k/mo, $10k/mo, $100k/
mo

« This feature will increase new customers/month by: 1, 10, 100,
1000, 10,000

« The take-rate of this feature in our existing customer base would
be: 1%, 10%, 50%

« The number of customers who would actively use this feature
would be: 0.1%, 1%, 10%, 50%

We cheated a little in those last two, because “100%” is not a
possibility. Still, a 5x separation is pretty good; the danger is when the
difference is only 2x or 20%. This is still a much wider spread then,
say, Fibonacci estimation !°2).

It’s clear how this works with quantitative measures, but what

about important things that are not numbers?

Fermi Impact: Qualitative edition

How you score things which aren’t numbers like “brand development,”
“competitive advantage,” or “customer delight?”

The following is a real example from a few years ago, when WP
Engine was launching a new product line called Atlas.'”>* We decided
to build a thought-leadership presentation that would engage software

developers on topics relevant to the new product line. We wanted it

* Tagline: The complete Headless WordPress Platform for absurdly fast dynamic
sites.
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MILE ZEALIZES HE'S ONLY
BRzOoUGHT HIS ‘¢’ GgAME

to be genuinely intriguing and useful. We brainstormed twenty-two
topic ideas, all pretty good at first glance. How should we select just
four or five topics, given that “intriguing” and “useful” are qualitative
and subjective?

First, we decided on our goal, even if impossible to measure, or
not even a number. The primary goal was for everyone to come away
loving the content and interested in our software. We broke this
down into four sub-goals, where the overall goal would be achieved

only to the extent that a// four of the sub-goals were achieved:

Topic is widely applicable
Topic matters to real people

Topic is insightful (i.e. non-obvious to a typical practitioner)

L

Topic is relevant to specific features or capabilities in Atlas (i.e.

self-promotion)
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The next step was to convert these concepts into something we
could “score,” 1.e. specific questions that a person could contemplate
and debate with another person. Otherwise, two people will have
different ideas of what each goal means. The answers still won't be

numbers, but at least the questions are specific:

How many customers care about this topic?
How much do those customers care?

How insightful is our perspective on this topic?

Ll S

How powerfully or uniquely does Atlas pay oft the insight?

Because the answers aren’t things you can measure with numbers
and units, we had to use some sort of “1-5” scoring system or, to take
the Fermi lesson, powers-of-ten numbers. The key is to be specific as
to what each number means, otherwise two people will have different

interpretations for a phrase like “Insight is a 2 out of 5.”

1. How many customers care about this topic?

Fermi Value Definition
100 Definitionally everyone
70  Most
30 Some
0 I can think of one or two

0 Noone
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2. How much do those customers care?

Fermi Value Definition

1000 Mission-critical to the success of their project

100  “I care; this is a serious concern we’ve discussed internally”

10 “I’m curious, tell me more”

1 “Meh, whatever”

0 “Don’t waste my time with this”

3. How insightful is our perspective on this topic?

Fermi Value
1000

100

10

1

0

Definition

“Wow!!! This changes everything”

“I took notes, thanks, that’s a great point.”
“Yup, OK, makes sense.”

“No shit, Sherlock.”

“No clue what you’re even talking about.”

4. How powerfully or uniquely does Atlas pay off the insight?

Fermi Value
1000

100

10

1

0

Definition

“Whoa, I'll buy Atlas just for that alone!”
“Ohhh, nice, OK I’ll take a look.”

“That’s fine.”

“So whart?”

“I actively do not want this.”
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The combination of Fermi values and specificity in both the ques-
tions (rather than broad concepts) and values (rather than “1-5”) made
it easy to score. Because “all four” scores were required to deliver on
the original goal, multiplying the scores* sorts the best to the top.

It worked; the presentation was routinely scored “5 out of 5” in
post-event surveys,** and the biggest complaint was a desire for even
more detail. That is a “complaint” indicative of success: It means “I
want to hear more from you,” and therefore is further evidence that

the choice of topics was spot-on.

Fermi time estimates

We’ve explored how to estimate “impact” with Fermi-approved values,
but what about time-estimates? Those also exhibit large errors. They,
too, need the Fermi treatment.

Nearly twenty years ago, before Scrum defeated rivals like Extreme
Programming to become the de facto standard for waterfall-averse soft-
ware developers, our engineering team at Smart Bear Software used a
simplistic but effective method of estimating work. Our software was
installed on-premises by customers (this was The Time Before SaaS),
so “continuous deployment” was impossible. Instead, we made a few
major releases per year, supplemented with minor bug-fix releases. We
planned about four months of work at a time.

We scrawled each idea on an index card, with only enough space

for a title and a few bullets about scope and intent. We placed time

* The mathematically-inclined reader might point out that because all values are
powers-of-ten, the operation “multiply everything and sort” yields exactly the
same result as “Number these 1-5, then add everything and sort,” because the
latter is just the logarithm of the former. Why, then, bother with Fermi values?
(a) As in the first question, specific values (as opposed to strictly only powers-of-
ten) might have a valid meaning, which creates different values from “1-5.” This
“breaks ties” in a meaningful way. (b) By emphasizing that the values are designed
to be widely divergent, we generate better specific phrases, and more agreement
in scoring each topic, and therefore hopefully a more accurate output.

** Oh the irony of scoring the presentation 1-5 after everything we just said!
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“So, where do you see yourself in ten minutes?”

estimates in the bottom-right corner, but the only three choices were:
2d, 2w, 2m—two days, two weeks, or two months.* Whatever you
think the real estimate is, round up.

The overwhelming majority of cards generated no disagreement
over the estimate; this saved us hours of analysis and debate. The con-
troversial ones were always a matter of definition and scope, which is a
typical and important conversation to have, regardless of your system
for estimating work.

To select the items and plan team capacity, we spread the cards
across a table, and each person held the set of cards they were going
to execute. The project time frame was measured in weeks; a typical
window was 16 weeks. We used a rough conversion that two 2d cards

equals one week, and one 2m card equals eight weeks.** It was easy to

* 1 hear you yelling “No! Story Points!” Hang in there, it’s OK, this was long ago
in the Third Age when the Elves still abided in Middle-Earth. Elves don’t use
story-points.

** You might wonder why we didn’t just use a mathematically identical scale like

0.5w, 2w, 8w or some abstract unit of “effort” that could scale like 1, 4, 16,
or a Fibonacci number of weeks. The reason for using real time is that we felt it
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see who was over- or under-scheduled, and then load-balance accord-
ing to capacity and ability.

If a project required multiple cards (nowadays we’d call that an
“epic” or “big rock”), we marked that set of cards with a color. The idea
1s that either all the cards of that color should be accepted, or none,
otherwise we would have spent a lot of time on something without
having shipped a usable feature.

Here’s the punchline: It typically took a few hours to create the
entire plan, and four months later we typically hit the plan within a
week of the original estimate.

In retrospect, it’s a form of Fermi Estimation. It’s not exactly
powers-of-ten, but measured in work-days it’s close: 2 vs 10 vs 45.
Essentially powers-of-five, it still maintained the key idea of Fermi—to
have so few choices that the correct one is easy to identify—while also

being chunks of time that a human can relate to.

PUTTING IT TOGETHER

Let’s combine these ideas, do the math, and decide whether it’s help-

ing us make better decisions.

Single-valued impact

Suppose were picking features to implement, and the only metric
of value is the revenue we believe that feature will generate in the

next twelve months. We'll convert “effort” into work-days as given just

was easier to imagine than abstract units. The reason for keeping the quantity of
values to three is the Fermi reason: This minimizes controversy and forces you to
think critically about scope.
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above, and round ROI to the nearest 10% to make it easy to read. larger, it’s still the better choice. If we get part-way into Feature A and realize
Here’s a typical result: 1t’s much harder than we thought, or much lower impact than we thought,
then we’ll pivot into Feature B.

NTM Revenue Effort ROI

Feature A $100,000 2m 2200 ) )
Multi-valued impact
Feature B $10,000 2w 1000
In the “presentation” example, we had four impact scores, which we
Feature C $1,000 2d 500 L. ) . .
multiplied together. The reason it made sense to combine them in
Feature D $10,000 | 2m | 200 that way, is that all four are required to achieve the goal (as explained
Feature E $1,000 2w 100 previously). When you have a case where multiple factors are needed

together to achieve a singular goal, then multiplying is the correct way

This has some nice properties: to compute the score for that goal.

A common mistake is to use this formula when there are scores for

Biased towards more impact things which are not related. For example, suppose youre wanting to
Products A and B are examples of “takes more time, but generates more maximize revenue, and also customer delight. You could make a Fermi
impact.” The rubric prefers more impact, even compared to “quick score for each, but how do you combine them to get an ROI?

wins.” This is a good bias, especially since impact in reality is often less There are two answers, depending on your philosophy:

than we had hoped.

Still correctly ordered if we misjudged Do not combine unlike attributes

Consider what happens if we misjudge impact by 20% and effort by There is no way to compare “revenue” with “delight.” These are different
50%~—the original hypothetical from the beginning of this article. If units of measurement, so any combination is nonsensical. Instead,
Feature A delivered only $80,000 and took three months, the actual decide which of the factors is most important, and compute the ROI of
ROI would be about 1200, still ahead of Feature B. Or if Feature B de- just that. Then, if there is a tie, you can break the tie by comparing “de-
livered $8,000 in three weeks, actual ROI is 533, still ahead of Feature light” This is also easy to explain after the fact: Features A, B, and C are

C. Therefore, typical misjudgments are not changing our decision. We equally effective at generating revenue, which is our most important goal.

fixed that deficiency. Among those, Feature B also increases customer delight more than the others,
so we’re implementing B.

Easy to explain to others

It’s important to be able to explain your decisions crisply. The typical Add instead of multiply (only when attributes are equally important)

ROI rubric does not; the explanation is that one item slightly edged out Although it is arguably a lack of strategic decision-making to claim that

another item, which isn’t confidence-inspiring, and doesn’t sound like a multiple attributes are all equally important, it can make sense if you are

. . ,
strategic decision. In contrast, Fermi ROl is easy to summarize; for ex- scheduling secondary features. That is, suppose you've already sched-

. .. P
ample, why Feature A was selected: Feature A has by far the greatest uled the most important strategic items, and now you’re “filling in” with

<« M : » ), : M ({3 . »
potential for impact. The impact is so large, it’s worth spending multiple quick wins” where you truly don’t care in what manner each is a “win:

months on it. Or why Feature B wasn’t selected: Feature B would be faster Here you add the values instead of multiply. This way, a huge ROl in

. , . ) .
to implement, and therefore is a great idea, but Feature A’s impact is so much one area wins (but we don’t care which area). Getting some value in two
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areas, is not as good as getting a /ot of value in one area. This final point
is satisfied when you use Fermi values, but traditional rubrics get it

wrong.

BREAKING TIES

The Fermi-style rubric has another interesting property: There are
only a few unique values of ROL. In the “revenue” example above,
there are only 3 realistic numbers for revenue, and only 3 values of
effort, so only 9 unique combinations of ROL

The good news is, the computation clearly separates the best from
the rest. The bad news is, you can easily make ties. In the “presenta-
tion” example earlier, in real life we had two topics in clear first and
second place, but a three-way tie for third. We didn’t have time for all
five topics, so we had to break the tie.

These ties are not a failing of the system. Just the opposite: It
means we are able to identify ties, rather than allowing noise to trick
us into believing one is the “winner.”

Still, we have to break the tie. There are several ways to do it, while

preserving the advantages of this method.

Adding precision or intentional bias

It’s tempting to add “precision” to your input values, and indeed that
might break the tie. But beware of falling back into the accuracy prob-
lem and the explanatory deficiency of typical rubrics.

You should add precision only if:
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"I remind you that I recommended against upping our game

III

while simultaneously taking it to the next leve

1. You are certain the precision is accurate, or
2. You are creating an intentional bias, e.g. to over-weight one factor

relative to another.

There’s a mathematical trap in option (2). It’s tempting to “weight”
a factor by multiplying it by a constant, e.g. “we’ll double this score, so
it counts twice as much as other scores.” However, this actually doesn’t
do anything at all, because it just means all totals for all items are multi-
plied by 2; this doesn’t change the ordering, and doesn’t break ties.

Instead, what matters are the sizes of the intervals between the
choices. That is, if scoring for this item was originally 1, 10, 100, you
could reduce how sensitive the total is to this value by diminishing the
differences between values, e.g. by going up by powers of three instead
of powers of ten: 1, 3, 9.

You also don’t need to keep the spacing regular. You might rank
more options as a O to effectively “filter out” things that don’t meet

a desired standard. You might decide that the two options at the top
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of the scale, that originally were 100 and 1000, should be more like
800 and 1000, reflecting a bias that “both options have essentially

the same value, one just slightly more.”

The run-off

Given a set of items that we’ve agreed are “equal in ROI,” pick a new
dimension to break the tie.

Time-estimates are no longer part of the process. We already
agreed these are efficient in terms of impact-versus-time, so now we
focus only on some additional dimension of value. This simplifies the
process, which is not only nice for decision-making, but also for ex-
plaining the decision.

If you don’t want to evaluate the items along a new dimension, you
could eliminate some of the existing dimensions. For example, in the
“presentation” case, we decided that, all else being equal, we would
rather select topics where we have a really interesting insight, rather
than topics that are great at selling the product. Therefore, we per-
formed a run-oft using “insight x reach,” ignoring the other values.

To determine which is the most important dimension to maximize,

using this guiding question:

If we maximize this dimension in the next few months, then
even if we get nothing else accomplished, it will still be a suc-

Cess.

Conversely, if we moved other needles, but this dimension
remained unchanged, it will have been a failure.

The human factor

A different way to break the tie is to include something else that you

value, but that shouldn’t be used to make the primary decision.
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Since the primary decision is a tie, we're “allowed” to indulge
ourselves in something else, even something unconnected to “busi-
ness metrics” in the usual sense. Because we’ve already maximized
a business metric, you could break ties using something completely

different:

Team Excitement
Whether because it’s fun, interesting, or the team is just tired of hear-
ing certain customer feedback and really wants to do something about
it, “excitement” is an excellent, under-appreciated attribute. Excited
teams are happier, feel more fulfilled, feel more listened-to, and work
harder and better. It is the elusive “win-win.” (p. 604)

Since “excitement” is an ambiguous term, one way to convert to a

Fermi value is the following:

Fermi
Excitement Definition

0 No one is excited to work on it.
1  One person is excited to work on it.
10 About half the team is excited to work on it.

100 All or all but one, is excited to work on it.

Confidence
Confidence is hard to measure, but you know it when you feel it (or
don’t feel it). It might not be correlated with risk—just because you are
confident, doesn’t mean you are correct. Still, faced with two choices,
where youre sure you know how to execute the first, but with the
second you're full of doubt, it’s logical to pick the first.

Since “confidence” is an ambiguous term, some people use some
sort of risk percentage, e.g. “I'm 60% sure we can do this.” But pinning
down a number is suspicious (p. 945), and debates don’t seem fruitful.

One way to convert to a Fermi value is the following:
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Fermi

Confidence
0
1

10

100

Definition
There’s no way we can pull this off.
[ mean we can try, but don’t be surprised when it fails.

We can probably do this; we’ll be surprised if it goes very

wrong.

This is completely within our domain of expertise, we’'ve
successfully executed something similar in the past, and
nothing in the task-breakdown is uncertain.

Good luck!

Chapter 10:
Navigating the unpredictability of

everything

PREDICTING MARKETS - PREDICTING SALES
PREDICTING WINNERS - PREDICTING PRODUCT
THE SOLUTION - STRATEGIES

6:64pPm
2T

“Reaction to the news was mixed,
largely because we asked more than
one person.”
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PREDICTING MARKETS

Analysts at Goldman Sachs spend their whole life learning advanced
mathematics, building sophisticated models of complex corners of the
world, and are financially incentivized to predict the future accurately,
because Goldman Sachs makes billions of dollars if they can be 10%
more correct than the next firm (who also employs brilliant analysts).

So, how accurately did they predict economic metrics within their
area of expertise? They got it very wrong, for 25 years, often not
even directionally correct, in things like T-Bill rates (Figure 1) and Oil
receipts (Figure 2).

But maybe the macro economy is too hard to predict, even though
these sorts things should be in the domain where we can leverage the
“wisdom of the crowd (p. 884).” It is “chaotic,” we are told, in the math-
ematical sense that small changes in inputs result in large, unpredict-
able changes in outputs. The “Butterfly Effect””® and all that.

When we create strategies, were told to “skate where the puck
1s going” That means predicting the future, such as macro economic
trends, and the trends of our industry and immediate competitive
markets.

But if the smartest, most motivated experts can’t do that, why do
we think we can?

Let’s try something closer to what corporate strategists must do:

Predict the future for products in well-understood industries.

NAVIGATING THE UNPREDICTABILITY OF EVERYTHING - 188
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——  3-Month T-Bill Rate
9% Board Estimated T-Bill Forwards Curves
T-Bill Forwards Curves (31 Dec 2018)
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Figure 1: The thick line is the actual value of the metric; thin lines are

quarterly predictions of how the thick line will move, from each starting-
point.

Chart 4.1: Oil and gas receipts: outturns and forecasts

——— Successive HMT forecasts
——— Successive OBR forec

]
2000-01 200203 2004.05 2006-07 2008-09 201011 201213 2014-15  2016-17  2018-19
Source: HMRC, HMT, OBR

Figure 2
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“So yu believe fhat when you flap your wings on one
side of the planet, all kinds of crazy things are caused on
the other side? That sounds like a lot of responsibility.”

PREDICTING SALES

Researchers at McKinsey & Company, a consulting firm, stud-
ied the sales forecasts for new drugs made by analysts at
brokerage firms. The data included more than 1,700 indi-
vidual forecasts on 260 drugs over a recent ten-year span. ...
The average error was large. Almost two-thirds of the esti-
mates missed the peak revenue amount by 40 percent or
more. Further, forecasts for follow-on drugs were no better
than the first launches within a therapeutic class.

—Michael Mauboussin & Dan Callahan in Total Addressable
Market,?°! Credit Suisse 2015 (my emphasts)

Once again, highly incentivized, highly trained analysts, within
their area of expertise, within a well-understood, highly-regulated in-
dustry, mostly get it really wrong, whether predicting sales of a new

drug, or predicting sales of a new competitor to an existing drug.
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Mauboussin and Callahan suggest that one way to increase the ac-
curacy of predictions is to “use base rates as a reality check.” That is,
use the industry average as the starting point for your prediction.

Does this method work? They illustrate:

Here’s an example of how the base rate approach can figure
into your judgment of TAM. During a conference call in Feb-
ruary 2015, Elon Musk, the chairman and chief executive offi-
cer (CEO) of Tesla Motors, suggested the company might be
able to achieve a 50 percent compound annual growth rate
of sales for the next decade ...

... The base rate method ... simply asks: “What happened to
other companies when they were in a comparable position?”
[Figure 3] shows the distribution of 10-year sales growth rates
for more than 1,200 instances of companies of a similar size
as Tesla is now, measured by sales. The average growth rate,
adjusted for inflation, is less than three percent, with a stan-
dard deviation below eight percent. Further, no companies
achieved a compound annual growth rate (CAGR) in excess
of 40 percent ... We have placed a star at the growth rate
Musk mentions.

—Michael Mauboussin & Dan Callahan in 7otal Addressable
Market, Credit Suisse 2015 (my emphasis)

As we see from Figure 3, Musk’s call is completely outrageous
when using the base-rate method.

It is 2023 as of this writing, so we can now evaluate Musk’s call,
and see whether the base-rate method was correct (Figure 4).

So, the base-rate method is suspicious, and the analysts are suspi-
cious. Is anything not suspicious?

When we build strategies, we're predicting what sorts of products
are going to sell, often inside a fast-changing market, selling to cus-
tomers with fickle desires in an ever-changing competitive landscape.
Drugs that address a well-known disease with well-known rates of

incidence and trends, with well-known competition, are easy in com-
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Figure 3: 10-year growth rates for companies with
$6B-$13B of sales.

Source: Michael J. Mauboussin and Dan Callahan,
“The Base Rate Book — Sales Growth,” Credit
Suisse Global Financial Strategies, May 4, 2015.

parison. Easy, but already almost impossible even by the experts. And
using base-rates doesn’t give us much confidence either.

So why do we think we can do it?

PREDICTING WINNERS

Chess Grandmasters spend far more than 10,000 hours reaching an
elite, unbelievable level of skill. They instantly pattern-match board
positions against thousands of games they’ve memorized. They have an
intuitive sense of how the future might unfold, without actually think-
ing through every possibility. They understand the relative strength
of the best players, because they’ve studied their games for years. So
when they guess who is going to win the 85th annual Tata Steel
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Tesla’'s Race Towards
Profitability

Yearly net income and revenue of Tesla
(in billion U.S. dollars)

M Netincome M Revenue [m
80
60 v —4
40 '
20

2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022

Source: Tesla

statista %

Figure 4: Actual Tesla revenue CAGR
since 2015 is 55% — even more than
Musk’s 2015 claim.

tournament—arguably the most prestigious tournament on the annual
circuit—it is more than just “sports betting.” It’s betting by deeply edu-
cated experts. How did their predictions go? We can see in Figure 5.

The “base rate” prediction is that Magnus Carlsen—the world #1
in all three major categories of chess, arguably the best player to have
ever lived—should win, and indeed he was given the highest probabil-
ity of winning before the tournament began, even up to round 4.

But the world doesn’t necessarily unfold around the base-rate.
Nordirbek Abdusattorov—an 18-year-old junior player rated more
than 100 Elo points lower than Carlsen (an enormous gap)—was given
such a small sliver of a chance at the start that it’s hard to even read the
number. He lead the tournament standings until the very last game.
He also beat Carlsen in round 5.

And Gir1 was never given more than a 30% chance; usually 10%
or less. He won the entire thing.

The same thing happened during the last FIFA World Cup. Argen-
tina—the eventual winner—was never given much of a chance; even in

the quarter-finals the bets were on France (Figure 6).
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& |
Internet ‘may be ™
just a passing |-
.fad as millions

give up on it’

3 oy Sames Chapman

Daily Mail, from the year 2000.

Choice excerpts: “e-mail [is] far from replacing other forms of
communication” // “the future of online shopping is limited” //
“teenagers’ use of the Internet has declined ... they’ve been
through all that and then realized there is more to life in the real
world and gone back to it.” // And who generate these non-
sense predictions? “Experts from the Virtual Society Project”
comprised of “research from 25 universities across Europe and
the US.”

When we build strategies, we’re predicting the competitive market
and which products will be winners. Chess and soccer games have
a higher variance than companies, but analyzing sales funnels some-
times feels a bit like predicting Tata Steel. How do you build a strategy
around this level of unpredictability?

PREDICTING PRODUCT

Stewart Butterfield always wanted to make a game. So, in 2002, he
did (Figure 7).
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2023 Tata Steel Masters Predictions
After Round 12

Probability of Winning by Round | Pawnalyze.com

Name
Praggnanandhaa
M Van Foreest
W Keymer
M Erigaisi Arjun
Abdusattorov
Maghsoodloo
Gukesh D
Aronian

Win %

Giri
Caruana
Ding Liren
Carlsen

Figure 5: Notice Giri — initially tiny, then growing, then
shrinking by round 8, then growing again, then being crushed
by Abdusattorov on round 12.

Giri won the tournament on round 13.

Figure 6: FIFA World Cup 2022 prediction-evolution over time
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Figure 7: Game Neverending: An in-
browser multi-player on-line game “with no
way to win, nor any definition of success.”
(Like some companies | know)

It failed, but it had some interesting features. Alpha testers liked
that they could share game objects by dragging them into chat win-
dows. So, the engineers created an online application for real-time
chat with image-sharing,

Stewart Butterfield is the founder of Slack, so you might guess that
this “better chat” idea became Slack, but no.

The chat application only worked in real-time—your pictures
didn’t stick around when you closed the app. And this was fatal be-
cause it turns out people were interested in the sharing part more
than the real-time part. So in yet another upheaval they rewrote the
Flash application as a regular website, and Flickr was born. By 2008 it
had become the largest photo-sharing site in the world with 3 billion
photos and 5,000 more uploaded every minute.

Yahoo bought Flickr for $25M in 2005; Butterfield left three
years later. Now that he had money in his pocket, he was free to go

back and do what he always wanted to do, which was to make a game.
So, in 2009, he did (Figure 8).
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A Game of
Giant Imagination.

Figure 8

207

There’s a whole story“” about their dreams of a massively-multi-
player experience, with APIs so others would build even more things
on top of the game.

But it doesn’t matter, because once again it was a failure, and shut

down.2%8

But once again there was a piece of the game that people real-
ly liked, and once again it was the chat system. Butterfield pivoted the
company with a new mission, and a new name that belied the mission:
SLACK, the Searchable Log of All Conversation and Knowledge.

Still not “chat,” but rather a “searchable log of knowledge.” It’s
too hard, Butterfield insisted, for corporate denizens to search Google
docs, and email, and chat sessions, and intranets, and knowledge
bases, and support channels, and sales logs. Slack brings all that con-
tent together into a single omni-search, thus solving a knowledge-
management problem common to all companies.

Butterfield was certain that merely “building yet another chat
system” was a bad strategy, whereas “transforming communications”

was a good strategy:

We are unlikely to be able to sell “a group chat system” very
well: there are just not enough people shopping for group chat.
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Figure 9

That’s why what we're selling is organizational transformation.
—Stewart Butterfield, Slack founder, in 2014 2%

Once again, great theory, great mission, great strategy.. and it
didn’t work. Slack was, and is, yet another chat system.

Fortunately for him, Butterfield was also wrong that “just chat”
wouldn’t sell very well. Slack was one of the fastest-growing companies
in history (Figure 9).

What it is about people not wanting to build chat? WhatsApp has
a parallel story. Initially it was just a way to post a public status mes-
sage, so friends could see what everyone is up to, hence “WhatsApp”
(like “What’s Up”). No one cared. Then the iPhone launched push-
notifications, so they added a feature to alert you when a friend’s status
changed. People started abusing this as a crude form of group-chat. So
they added group-chat as a proper feature. The correct strategy was
simple: SMS costs money for most people in the world, so a winning
product strategy is “SMS, but free.” That strategy worked (Figure 10).

When we build strategies, we’re predicting how customers will re-

ceive our product, how it will solve problems or be delightful. And yet
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Figure 10

so often the idea we start with isn’t the idea that wins. Even once Slack
became “Slack” and not “Glitch,” the strategy was still wrong. How can

we ever be right?

THE SOLUTION

The Slack and WhatsApp stories of unpredictable success have at least

two things in common:

1. They had a strategy—a philosophy of what would be entertaining
or useful, a design sense of what would be delightful, brand new
ideas for features and user interactions that people loved. They
didn’t just throw random things at the wall.

2. They went where the customers took them—if not a game, then
sharing images; if not another game, then better chat; if not
corporate omni-search, then chat with APIs, if not status updates,
then free SMS.
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A strategy is required, even when it’s wrong.

A strategy gives you a direction. A direction creates something inter-
esting. Something interesting might be used by zealous early fans, even
if it ends up uncovering the answer rather than being the answer.

If Game Neverending wasn’t delightful enough to attract alpha
testers, there would never have been a reboot into Flickr; if Glitch
didn’t have 150,000 users at its peak, there wouldn’t be the idea for
Slack; if Slack didn’t have enormous ambitions, it would not have re-
ceived VC funding (for the same reason Butterfield himself gave for
why “yet another chat” isn’t valuable).

A corollary: Making a decision and moving forward is often more
effective than extended deliberation about the decision. Deliberation
assumes we know how to reason about the future, but even experts
aren’t good at that. Making decisions and gaining experience is how
to find the right answers, if the organization is introspective enough
to also face the truth (p. 631) when it turns out the original strategy is
incorrect.

Dispense with the idea that there is One True Solution to the
puzzles, and that the way to get there is to gather enough information.
While “iterate fast, learn fast” is good advice (p. 433), it still doesn’t
mean you're iterating towards the One True Solution. It means you're
taking a path towards something, which will turn out to be an inte-
gration between your own creation and the swirling reality outside

of you.

More than any other time in history,

mankind faces a crossroads. One path

leads to despair and utter hopelessness.

The other, to total extinction. Let us pray

we have the wisdom to choose correctly.”
—Woody Allen
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The customer (behavior) is always (directionally) right.

There is a contradiction in these two points. Point (1) is to have a firm
strategy, yet point (2) is to go wherever the customers are, even if that
violates (1). If you just do “whatever customers want,” how is that a
strategy?

The answer is: Customers are where you discover how to upgrade
your strategy. Since you know your initial strategy is wrong, following
customers’ lead is how you correct it.

When a customer loves one feature especially, or asks for adjacent
features, those requests themselves are not your new strategy; the
intent behind them might be. So “give me push notifications for my
status updates” is a feature request, but the reason they want that is to
circumvent SMS, and incorporating that idea is the strategy upgrade.

Perhaps the most interesting signal is when the customer abuses
your product to accomplish something else. The desire for that
“something else” is so great, they’re willing to use the wrong tool to get
it done. Not only exemplified by WhatsApp users abusing “my status”
to be “group chat,” but also in my own experience getting Smart Bear
to start growing:

Our first product (Code Historian) let you visualize the history of
your codebase, which seemed cool to me but few people paid for it
(Figure 11).

But people abused it to enable peer review. We were getting fea-
ture requests like: “Let me package up what’s on my screen and send
it to someone else,” and “Let me write directly on a line of code and
send it back.” (Figure 12)

A new product was born (Code Collaborator) which within a few
years represented 97% of the revenue of the company. “Abuse” is a
strong, positive signal for customer demand, and worthy of a change
in strategy.

So yes, the future is unpredictable. But that doesnt absolve you
from creating a strategy, and it certainly doesn’t mean you should
accept that life is a random walk, with no way to bias results in your

favor. In fact, sometimes strategies are correct right from the start, like



201 - A SMART BEAR

i=0, ¢ 1e; i
x[hash[1] >> 4
x[hash[1] & Ox

< MDS_DIGESTSIZE: i++] {
1:
¥l

) ap_mdS_binary(apz_pool_t *p, cons

bug, (unsigned int)length);
nas);

nst wnsigned char

Figure 11: | realize how old this screenshot
looks, but it also means these insights have
withstood the test of time.

CED Line 249: (&

BD: Is this really sufficient? From what I
understand, localCheckouts is null only when
the changelist is not pending.

JC: I thought so oo, but it turns out
localCheckouts can also be null if there are
no files attached to it at all, so we can get
here with that.

BD: But that's bad, We probably depend on
lacalCheckauts being non-null {but empty)
with pending changelists without Files!

Accept |
Mark as Read

Comment: I don't think so; I checked all the
references ko getlocalCheckouts
(i and everyone seems to check
Far null,

|| Create Defect |

Subrit Comment

'

if [ ! foundInlocallist )

i

// This might be because we don't have the rig
/¢ also be because the changelist has no files
A4 in particular. Cases 7191, 11015.

I%cmlocalCheckout[] localCheckouts = changelis

if | localCheckouts == null || localCheckouts.

i
Systew.err.printini):
System.err.println( "ERROR: Changelist ™ +

return false;

/¢ Currently the only other explaination is a

System.err.printlni);
Systen.err.printlni "ERROR: Pending changelist

Figure 12: Twenty years later, this is a standard feature of many developer
tools, but at the time it was an innovation that fueled a multi-million-dollar

bootstrapped company.
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it was with Google, LinkedIn, Amazon, Apple, and my latest company

WP Engine.*
You need a strategy, a fixation like Butterfield has for a certain

type of game, a galvanizing reason for everyone to act together with
a common purpose. And yet the strategy is always under suspicion,
always updating, always reacting to unpredictable realities.

How, exactly, do you do this?

STRATEGIES THAT DEFEAT
UNPREDICTABILITY

While it might not be possible to predict the future, it is possible for a
strategy to side-step unpredictability through these mechanisms:

Build a moat

Covered in this companion article (p. 727), a “moat” is a long-term,
durable competitive advantage. A structural advantage that others
cannot disrupt, lasting for years, is resilient to the volatility of your

competitive market.

Have more than one way to succeed
If multiple things all have to go right for a plan to succeed, it probably
won’t succeed. That sort of plan tacitly assumes we can predict the

future of many different components; surely a bad bet.

* Although one reason WP Engine was correct at launch was because I used a
system to discover what was important (p. 230) before building it.
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This is why startups are difficult in the first place: We have to have
an insight and build a compelling product and be able to reach target
customers and do that cost-effectively and at a price customers will
accept and be better than the competition for some segment and not
lose a key team member early on and not have global economic failure.
Like this (p. 67).

A resilient plan is built of “or” not “and.” (p. 1213) We could reach
customers through social media or paid advertisement or influencer
marketing or channel sales. A product that at least could be sold in all
those ways is more likely to succeed than a product which can only be
sold a single way.

Optionality defeats unpredictability:

A product that is very low cost to create has many options for
pricing (p. 497), and therefore more likely to find effective pric-
ing.

« A product in a large, growing market has many niches and per-
sonas and channels to potentially target, and therefore it’s more
likely you’ll find some combination that works.

« Some indie developers build multiple small products, then pour

their effort into whichever one happens to take off.

More examples are given in Nassim Taleb’s concept of Antifragil-

ity.2!? In his words:

If you “have optionality,” you don’t have much need for what is
commonly called intelligence, knowledge, insight, skills, and
these complicated things that take place in our brain cells. For
you don’t have to be right that often. All you need is the wis-
dom to not do unintelligent things to hurt yourself (some acts
of omission) and recognize favorable outcomes when they
occur.

—Nassim Taleb, Antifragile: Things That Gain from Disorder*!?
(2014)
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Leverage your assets

“Strike where you are strong and the enemy is weak” said Sun Tzu 2,500
years ago, echoing into strategy-design from the SWOT of the 1970s
to modern agile frameworks like the “Means” in Effectuation.?!*

This is obvious but often forgotten by entrepreneurs who believe
they have found lucrative opportunities with amazing product ideas,
but which fall outside of their sphere of competency, where the enemy
is strong and they are weak. Any venture is likely to fail for many—
unpredictable—reasons; the very least you can do, is leverage (p. 525)
your capabilities, knowledge, network, (professional) friends, and ac-
cumulated assets. That might mean building a very different kind of
company or product or target market; in fact that’s exactly the point.
When you pick the battle you are best-suited to win, you have a higher
chance of winning regardless of the unpredictability of the world

around you.

Intentionally reactive

If you cannot predict the future, one option is to spend no time what-
soever trying to plan. Just react to what you see now, and use your
judgement and a long-term strategy to solve the immediate opportu-
nities while advancing a long-term agenda.

We know, we know... iterate fast, learn fast, get to the right answer
fast. We know that, we say that, but then we take four months to de-
liver one feature, or take 18 months before we’re “ready” to launch.
Truly embracing and living the idea of constant delivery, constant
feedback, constant learning loops, constant adjustment of hypothesis,
quick decision-making, quick updating of prior decisions, no ego tied
up with who was right or wrong about what, treating all doors as two-

15 more than lip-service but encoded into the DNA of the

way doors,?
organization, can overcome unpredictable barriers. There was no real

prediction to begin with, just a constant stream of hypotheses, contin-
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uously updated, possibly using frameworks and processes specifically

designed for this mindset.*

Hedged bets

If you buy 30-year life insurance and live for 60 more years, you
will make far more money than the insurance costs, so you come out
ahead. If you buy 30-year life insurance and die in 2 years, your family
will receive far more money than the insurance costs, so you come out
ahead. Thus “insurance” is a way to always come out ahead, without
predicting the future.

The catch: You've reduced your maximum upside. In the 60-year
case, you paid insurance premiums for 30 years while receiving no
money 1in return. On balance, however, this “tax” is worth it, be-
cause you're trading slightly less maximum upside for predictable, net-
positive outcomes.

Strategies can also “buy insurance,” i.e. come out ahead either way,

albeit with a tax. Examples:

« Multiple vendors for same service.** Shift workloads based on
price and performance. (How would your price-negotiations go, if
you were in this position of powerr)

« Multiple brands (whether created or acquired). Each finds a
different niche, some will fail (p. 1197), some will take off.
Common with acquisitions of growing companies, or the “house
of brands” business model, or the “holding company” investment

vehicle.

e.g. building in public; the OODA loop; 216 Iterative Hypothesis Testing (p. 230);
Continuous Discovery,2!7 Continuous Delivery?2!8 (not to be confused with Con-
tinuous Deployment, in which deployment is automated but isn’t happening
many times per day)

Wrap 3rd-party APIs in a proxy layer. Use multiple public clouds. Process online
transactions with more than one party. Keep your cash in more than one bank.

« Multiple simultaneous solutions. To create iOS, Apple ha
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“You huff and puff, we move in with our brother,
and we all split the insurance money.”

d220

the iPod team try to expand their OS to be more capable, while
simultaneously having the Macintosh team try to reduce their OS
to fit on a mobile device. One result was in-fighting, demonstrat-
ing that “cost” can be personal. But the result was that they se-
lected the correct way forward for the iPhone.

Redundant systems. City power, and a generator. Multiple serv-
ers in different geographic regions. Teams, not solo engineers.
Lying dials in airplanes (p. 1203). Redundancy is a cost, but the
result is more predictable operation. As the military saying goes,
“Two 1s one, one is none.”

Disrupt thyself. Create new products that disrupt your existing
products. The quintessential example is Amazon launching the

Kindle; Bezos instructed *?!

the newly-annointed Kindle leader—
who was the leader over their book-selling business—that “Effec-

tive tomorrow, your job is to kill your old business with a Kindle.”
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Whether the future is in physical books, electronic books, or both,

Amazon prospers.

Extreme novelty
Zappos, Airbnb, Uber, SpaceX, Tesla, Bitcoin, OpenAl, all took enor-

mous risk by creating a new category that everyone else thought
was impossible, even after they heard the plan. On one hand, this is
the definition of unpredictability. On the other hand, they avoided
the unpredictability that comes from existing competition in exist-
ing markets. It doesn’t matter what’s happening at Amazon if you can
return shoes for free even after 364 days; it doesn’t matter how the
hotel industry is shifting when you’re selling a different experience; it
doesn’t matter what Ford and Toyota are doing with electric vehicles if
youre changing the fundamental technology without the constraints
of existing supply lines, dealer distribution rules, and ties to the oil
and gas industry.

If everything is unpredictable anyway, why not earn strategic ad-
vantage: No direct competition, exciting place for top-talent to join,
immense upside.

That upside does need to be immense for the risk to be rational. If

it is, this a strategy for trading into a better set of uncertainties.

Form coalitions

The more massive the object, the more it resists being moved by ex-
ternal forces.

Price-collusion™*

removes the uncertainty of market pricing. Peace
treaties prevent some wars. Open source projects attract more talent

and advocates than any one organization could afford. Industry stan-

* This is unethical and illegal in many countries; don’t do it. It is illegal because it
works, which makes it a good example.
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dards reduce the risk that core technology or protocols change, allow-
ing members to build systems on top of those standard for decades,
not having to “hedge.” Good things happen when we all agree to use
HTTP, HTML, and SSL.

If you want to go fast, go alone. If you
want to go far, go together”
—African proverb

Expand the scope of prediction
Predicting exactly what will happen is folly, but mapping possible

futures can be illuminating (Figure 13).

Plotting possibilities that you believe are improbable, helps you
recognize that perhaps theyre not quite as improbable, helps you
think of solutions that mitigate plausible challenges,* and help you

recognize if an “improbable” thing is in fact happening,

Figure 1: The Futures Cone

Wild Card
ossible

E i . lausible

Probable

Preferable

Today
L

v
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Figure 13: “Futures Cone” from Voros 2003,** expanded by [|(https://sjef.nu/
theory-of-change-and-the-futures-cone/) Sjef van Gaalen in 2016
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Possible Plausible Probable Preferable Premeditated

‘Black Swan’

‘Unknown Unknowns’

Figure 14

Of course you're still ignorant not only of probabilities, but of
eventualities that you never predicted. Gaalen acknowledges this by
further expanding the framework (Figure 14).

While this doesn’t mean you suddenly can predict the future, it
might mean you’re paying more attention to what’s actually happen-
ing, allowing you to react faster, and thus to manage the unpredictabil-

ity better.

Stay simple
The more tasks have to be broken-down, the more dependency arrows

are drawn, the more intricate the analysis, the less believable the

project estimate is. Complexity breeds unpredictability.

* The “pre-mortem” is an increasingly popular workshop for accomplishing this, in
which you brainstorm answers to the following question: “It’s 12 months from
now, and the project is a disaster. What went wrong?” The idea isn’t to solve
everything you can imagine, but rather to pick a few things to intentionally miti-
gate, and intentionally leave the door open for mitigating other things if they
come to pass.
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The inverse is that simplicity is predictable. While not strictly true,
1s it true that simple things can be more predictable. A simple product,
with a simple value proposition, in a simple market, has fewer depen-

dencies that require prediction, and thus are more likely to succeed.

Bet on what will not change

Made famous by Jeft Bezos, it is difficult to predict how the future
will change, but it can be easy to predict the ways the future will noz
change. In Amazon’s case, he cites “low prices” and “fast delivery” as
two of those things; in ten years, people will still want that. There-
fore, Amazon can (and does) invest billions of dollars to achieve those
results.

In the case of WhatsApp, consumers want to chat and don’t want
to pay; that was true ten years ago, it’s still true today, and it’s a good
bet that it will be true ten years from now. In the case of WP Engine,
the company [ founded 15 years ago, people wanted websites to be
fast, stay fast even when they get a lot of traffic, and be secure; they

still do, and I'm sure they still will in another 15 years.

Gukesh Dommaraju entered the 2024 Chess World Championship as
the overwhelming favorite, with pundits unified in predicting his vic-
tory. The only debate was how quickly and decisively he would defeat
Ding Liren, the reigning champion who had been underperforming
for years.

Then Ding won the first game with the black pieces—a remarkable
feat, since black is typically played for a draw. The pundits immedi-
ately reversed course, declaring the match 50-50 and Ding a force to

be reckoned with.
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By the 14th and final regulation game, each player had won twice,
with the rest drawn. Five hours into that decisive game, commenta-
tors could see it was heading for a “dead draw”—meaning that even
lower-rated players would have no trouble avoiding a loss, but also un-
able to force a win. One pundit confidently declared in his livestream:
“There’s a 1% chance Ding doesn’t draw this game.”

Five minutes later, Ding blundered, Gukesh won, and became the

youngest World Champion in history.

And so the lessons are:

« Have a strategy, even though the world is unpredictable.

« Decide quickly — get customer reactions quickly — learn quickly
— make new decisions quickly.

« Upgrade the strategy by following customer behavior.

« Product “abuse” is a strong signal for updating the strategy.

« The strategy must include building a moat (p. 727) or two.

« The strategy must create optionality in how to succeed (or avoid
failure) so that single failures aren’t fatal.

« The strategy must leverage your existing strengths (p. 525), build-
ing a product for a market for which you are already well-suited.

« Either keep it simple, form coalitions, or do something com-
pletely novel.

« Bet on things that won’t change, rather than predicting how things
will change.

« Do your homework (p. 230), but don’t stall in analysis paralysis.
Map future possibilities, to mitigate possible things and to better

notice when your assumptions turn out to be incorrect.

That’s how you win in an unpredictable world.
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Chapter 11:
Rocks, Pebbles, Sand: How to

implement in practice

THREE MINDSETS - ROCKS MAXIMIZE IMPACT
SAND MAXIMIZES THROUGHPUT
PEBBLES MAXIMIZE ROI - SPRINT-PLANNING

You know the geology-in-a-jar lesson from Stephen Covey: 27 Sched-
ule big things first, otherwise you run out of time (Figure 1 & Figure 2).

A common mistake is to think this applies only to the size of the
work. That 1s, “Rocks” means “stuff that takes a few quarters,” “Peb-
bles” means “a few sprints,” and “Sand” means “less than a sprint.”

This misses the most important point of work-ordering: It’s about
maximizing impact by not allowing the easy or urgent things to crowd
out the strategic things that take years to unfold but are more impor-
tant than everything else combined. A thousand “quick wins” do not
create durable advantages or fulfill a long-term vision.

Another mistake is to think that the previous paragraph is the end
of the story. “Schedule revenue-growth stuff, then maintenance up-

dates, got it.” No. Each type of work requires different prioritization
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Figure 1: If you do little things first, there’s no time for big things.

L =+ " =

Figure 2: If you do big things first, you can fit in smaller things.

frameworks, has different goals, and hide different traps that make you
unwittingly ineffective.

If you pretend these differences don’t exist, your team will be
working hard and delivering lots of code-commits—the appearance of
“productivity”’—but they’ll feel like they’re not making progress fast
enough, competition will start catching up, and they’ll (correctly) com-

plain that they can’t see how their work is connected to the strategy.
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The good news is: It does not take additional time to do it right.
This is an instance of “smarter, not harder.” You need the right frame-

works.

THREE MINDSETS

A tabular summary is trite, but it’s a handy reference:

Rocks Pebbles Sand
Effort =3 Months 1-4 Sprints <1 Sprint
Maximize Impact ROI Throughput
Outlook Long-term Short-term Immediate
Scope Strategic Tactical any

How Decide = Deliberate (p. 581) = Analytical (p. 164) Intuitive

Role of Exec Decider Observer none
Role of PM Driver Decider Decider
(but engage devs)
Beware insufficient impact =~ over-estimating  over-thinking /
ROI over-planning

Now we’ll justify and explain how to use this to maximum effect,

each stone in turn.
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AnDeRsN

“No, I'm working from home today.”

ROCKS MAXIMIZE IMPACT

Duration: 3-12 months

Rocks take the most time; let’s call it 3-6 months. Long projects are not
only expensive, theyre also most likely to over-run, because they’re
the most complex, contain the most unknowns, and have the most

dependencies. So it’s really 3-12 months.

Hofstadter’s Law
It always takes longer than you expect, even when you take
Hofstadter’s Law into account.

Well-oiled agile teams will point out they can hit earlier deadlines
by adjusting scope and pushing less-urgent items past the deadline.
That’s wonderful for learning and customer-delight. But the leftover

work still needs to be done, even if rearranged, so this doesn’t change
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the magnitude of the effort required to achieve the full effect of the
idea. And anyway, there are good reasons®*! why we’re consistently
incapable of estimating big projects.

A team might complete only one Rock in a year—certainly no more
than three—especially because other work also needs to get done. If
you can do only one big thing this year, that thing had better be

extraordinary.

Maximize impact
A Rock must deliver dramatic, measurable impact, not merely “incre-
mental improvement.” It must be strategic, meaning that it must attack
the most important challenges you face (p. 1009), materially advanc-
ing the company down its unique path (p. 848) for winning its corner
of the market, leveraging existing advantages to reduce risk and to
forge a path that others cannot easily follow, and build new durable
advantages (p. 525). This is where teams most often fall short: Not de-
livering enough impact to justify their investment (p. 826) of time.
Sadly, big projects not only over-run on time, but also often under-
deliver on impact.* These sorts of predictions are famously inaccurate
(p. 186). So it’s even more imperative that we demand an enormous
impact: That way, if we under-achieve, it was still worth the time.
Crucially, and perhaps controversially: Do 7ot maximize ROL**
Your primary job is to execute your strategy to the fullest, spend-
ing the most-possible time on the most-impactful thing. If an idea is
less impactful, yet also quicker to achieve, that is not the right choice.
When things go worse than planned, that “less impact” turns into
“incremental impact,” and you cannot spend half a year on something

so trivial.

* Fortunately, on occasion they can over-deliver by an order of magnitude or two;
this is always the post hoc story of a successful company, the founders shaking their
heads saying they never believed it would be Ais successful.

* . . .« e
ROI is “Return on Investment,” computed as a measure of impact divided by
a measure of effort, resulting in a measure of efficiency, i.e. “value per sprint”
(Whatever “value” means.)
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Beware: “Maximizing impact” is harder than you think
The most common problem is executing Rocks that aren’t impactful
enough. The Rock claims to “make a difference,” but not enough differ-
ence, and after a few years, it feels like “we’re not moving fast enough”
or “why isn’t revenue higher” even though the work from engineering
is high-quality and stories are duly delivered every sprint.

Hofstadter’s Law applies not only to the time-estimate, but to the
impact-estimate, and thus to the height of the bar that need to set: It
must be higher than you think, even when you take Hofstadter’s Law
into account. Over-shooting is the antidote to Hofstadter’s Law.

Even if your ideas aren’t good enough, you will be tempted to
select the most impactful idea on the list and just do it. This is a mis-
take. It’s such a common mistake, it is a cliché: “Good” 1s the enemy of
“Great.”**? You have to face the truth (p. 631): Your biggest problem
1s a lack of a truly great idea, and you must solve that rather than
embarking on a long, misguided journey. The team can do Pebbles
and Sand in the meantime, thus staying productive, while also helping

create and validate better ideas.

Deliberative decision-making process

Because youre committing so much of the team’s life,* and because
you have to be so confident that the Rock is strategic and impact-
ful, you need to spend time on this decision up-front. This is not an
“agile” decision, it’s a strategic one. Once the direction is set, the big
picture is clear, the mountain you want to climb is identified, then it
is ideal to be “agile” in how you climb it. Execution details are never
certain; backtracking is necessary. But if you're climbing up the wrong

mountain in the first place, being “agile” doesn’t help; the result is a

* Agilists argue that if you find yourself part-way through a failing project, you
can just abort, because “that’s agile.” That’s true, and that’s smarter than plodding
forward in a sunk-cost?4? refusal to face reality, but on a human level it is de-
moralizing and ruins trust to abruptly cancel a project a team has been laboring
on for months, “because we're agile.” Canceling is necessary, but not free, so you
should act as if'a Rock is a one-way door.244
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team self-managing themselves into a mediocre, unfulfilling result. Al-
though most decisions should be fast, sometimes they should be slow
(p. 712); Rocks should be slow, or at least deliberate.

Use this framework to select the most impactful idea: Binstack:
Making a maximal multi-dimensional decision (p. 581). This pro-
cess enshrines “impact” as the highest priority, allows other dimen-
sions to participate but neither confuse nor dominate the decision,
and produces a pithy, clear explanation of the decision at the end.

If you're not coming up with good-enough ideas in the first place,
try these prompts (p. 50). But also consider whether the real problem

is that your strategy 1s too vague.

Execs decide, but ideally PMs are in command

Rocks materially advance the strategy, and executives* ultimately own
the strategy. So, ultimately the final decision of what Rock to execute
rests with the executive. In practice, however, the PM should be in
command of the strategy and the ideas, driving the discussion and
the decision. Ideally** the PM is actually in command (p. 399), and
the executive is happy to play the role of coach and Devil’s Advocate
(p. 964) during the decision process, and to sign oft on a well-thought-
out proposal.

* At a smaller company, this means whoever has the executive role, whoever is run-
ning all of Product, or R&D, or the CTO, or the CEO.
** We won’t cover workplace dynamics in this article, so suffice to say that this is
what “healthy” looks like, and the further reality is from ideal, the more one or
both parties needs to change.
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SAND MAXIMIZES THROUGHPUT

Because Pebbles are the Goldilocks of work-items, it’s instructive to

leap over them and solve for the smallest items, establishing bookends
around the middle-child.

Duration: <1 sprint
Sand are items that don’t need to be broken down. They’re short, and
typically “just need to be done” without discussion or ado. They can’t
take longer than a sprint; sometimes they take less than an hour.
There are a million little things that are individually unmeasurable
but that add up to a significant impact. Great user interfaces require
a hundred tweaks to attain greatness. High-quality error-handling re-
quires esoteric corner-case unit-tests. High performance is often the
result of innumerable optimizations. High-quality code means fixing

myriad little bugs, some of which customers never experienced. Con-
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tinuous, low-risk tech-debt reduction requires a hundred small refac-
torings. Security patches and library upgrades are mandatory main-
tenance. Documentation tweaks are helpful, low-risk, and should be
done continuously. Great writing in general requires myriad tweaks,
not grand organizational “pivots;” most edits to this document change
a single sentence.

In bulk, Sand is mandatory for wonderful, high-quality software.
When you use a piece of software and say, “Wow, this is really well-
done,” that’s a result of Sand. While each grain is typically impossible
to “measure,” ignoring them means we will never attain greatness, even

with the best strategy.

Maximize throughput
Sand has a material impact only when executed en masse, as a sort of
opposite to “death by a thousand cuts.” Therefore the goal is to maxi-
mize how many of them we fit into the interstitial spaces between the
Rocks and Pebbles. The measure of success is throughput: How many
we complete per sprint.

We cannot—and should not—try to measure or prioritize “impact.”
It’s too small to measure.* It’s enough to agree that fixing ten bugs this
sprint is a great accomplishment, and that our customers and support
techs will thank us for it.

Also, high-throughput is fulfilling and energizing for teams. It just
feels good to cross lots of things off a list. Do not discount the impor-

tance of the feeling of productivity and usefulness.

Beware: Administrative overhead destroys throughput
Exactly because each grain of Sand takes little time, management pro-

cesses will dramatically bloat the total time from conception to priori-

* It is conceivable that two days’ work has a measurable impact on some metric
(p. 620). When you happen across one of these four-leaf clovers, you obviously
should do it, regardless of whether you consider it Sand (because it’s fast) or a
Pebble (because it has impact). The point is to grant yourself the grace for Sand to
not have a measurable impact.
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tization to completion. Administration is the biggest impediment to
throughput, therefore PM’s must ruthlessly fight against the natural
urge to debate and arrange and carefully assess and estimate the work,
instead of just going about the business of completing the work.

If you're using the same processes to prioritize and define Sand as
to define Pebbles or Rocks, the process is wrong. Add up the time you
debate the merits, craft user stories, fill out the fields in JIRA, vote and
prioritize into this sprint then re-prioritize into the next and the next,
and assign and balance work across people. Don’t forget to multiply
meeting time by the number of people in the meeting. This can easily
occupy more time than it takes to complete the item in the first place.

Sand will often originate from engineering; notice how many of
the examples above are internal requirements for great software de-
velopment rather than customer-driven requests. In these cases, it’s
often a waste of time to perform the usual formalities like user-story-
writing, because the engineers already know what to do, and why.
You can observe this waste in senseless force-feeding of uninformative

“proper product language” and template-filling, e.g.

Type: Task
Priority: Moderate
Source: Engineering
Estimate: 1h
Must-do by: 2022-03-15

Story:  As a software developer I want to upgrade npm package
minimist from version 1.2.2 to 1.2.3 so that I dont

have a security vulnerability.

Linked Goal: Adhere to corporate security policies of applying security
patches within thirty days of a known vulnerability of “low”

severity and “low” risk.

Risks: Might break unit tests, might require refactoring around new
APIs or behaviors, might delay other work scheduled in the
sprint
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Testing Con- Normal unit tests

siderations:

Acceptance Nothing changes after the upgrade
Criteria:

It can get much worse, all for something that could just be a one-
liner to “upgrade minimist to atleast 1.2.3 because of a security
patch,” and in practice the work will usually be done in a few minutes,

changing one line in package. json and re-running the unit-tests.

Prioritize with intuition and desire, not math and metrics

Because Sand is largely not measurable, complex prioritization sys-
tems won't produce meaningful results. Fortunately, exactly because
they don’t take long to implement, it’s typically not important when
they’re done, and indeed many never will get done because we always
have more ideas than time.

Therefore, this is a great opportunity to engage people’s emotions,
and go with things people want to do. Since delivered-value is near-nil,
why not choose things people have energy for? This increases happi-
ness, morale, and often quality. Because people naturally work harder
and better on things they want to do, you get “productivity for free,”

which in turn increases throughput, which is the primary goal.

Self-managed teams schedule their own Sand

In keeping with the rule to minimize administrative overhead, teams
should schedule Sand themselves, not debate prioritization with ex-
ecutives.

If the management is constantly engaged in Sand-scheduling,
something is amiss and needs to be corrected, and it’s always the man-
ager’s fault. Perhaps the team is perfectly capable of scheduling Sand;
in that case, the manager is micro-managing, which is the manager’s
fault. Perhaps the team really doesn’t understand the customer, the

market, the technology, or the work, and therefore truly is incapable
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of scheduling Sand; in that case, the manager has hired incorrectly
or not created an environment where the team can understand these
things, which is the manager’s fault.

Little requests and suggestions are normal; indeed, these will come
from all over the organization. But if youre debating with spread-

sheets and virtual-sticky-note-boards, it’s gone too far.

PEBBLES MAXIMIZE ROI

Pebbles are not a “balance” (p. 568) between Rocks and Sand; they are
their own creatures. Their time frame is definitionally constrained be-
tween that of Sand and Rocks; the more important difference is that
while Rocks are strategic, with a view towards winning over the next
few years, Pebbles are tactical wins that have an impact in the next few
months, attacking the challenges you're facing right now, or a great

feature idea you can surprise customers with sooner than they expect.

Duration: 1-4 sprints
Pebbles take multiple stories and possibly sprints. Unlike Sand, they
do need to have a measurable impact; you can’t spend a month or two
of the team’s time and have nothing objective to show for it.

It is difficult to craft great Pebbles, because impactful things have
a tendency to explode in effort. Anything longer than four sprints in-
vokes the Hofstadter problem of time and impact, and therefore must
be analyzed and prioritized as a Rock. If a Pebble starts expanding,

you have two choices:
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“We'll start with some small pebbles.”

1. Reduce the scope of the idea so it can be achieved in a smaller
time frame, or
2. Move the item into the “Rocks” category, where it will be priori-

tized appropriately.

In both cases, you often discover that the impact is no longer big
enough.® Either this means the team needs to get more creative in
how to deliver more impact with less effort, or maybe this idea simply

isn’t a good-enough use of your time.

Maximize ROI
If Rocks maximize strategic impact over the long-term, Pebbles maxi-
mize immediate impact in the short-term. Said another way: They are

the “most effective use of the team’s precious time.”

* For (1), reducing scope might also reduce impact, in number of customers affected
or in the magnitude of the effect. For (2) the impact might have been great for a
one-month project, but too small when compared to other large projects.
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Pebbles maximize ROI: A measure of value, divided by a measure
of effort, resulting in a metric of efficiency. Modest value won in a
short time, or more value over more time, are both great uses of time.

What you cannot do is deliver little value but still take a long time.

Beware the surprisingly high impact of estimation error on ROI
The Hofstadter problem is magnified with ROI calculations, so you
have to be especially careful, especially with classic frameworks like
rubrics.

For example, consider a task that ends up producing 20% less
impact and ended up taking 50% more time than expected—a common

real-world result:

Estimated Actual

Impact 60 48
Effort 4 6
ROI: 15 8

This item has Aalf the ROI than we originally thought. This is an
immense magnitude of error, swamping the signal you thought you
computed. Many other items’ ROI will fall within this range of error,
telling us that the noise from the error exceeds the signal from analy-
sis. Which means the rubric is useless.

To avoid this issue, use this framework for performing an ROI

analysis (p. 164).

Product Managers decide Pebbles
You could argue that the Product Manager’s most important job
(p. 780) is to make decisions exactly like this one: Which Pebble will
we tackle next?

Ultimately it’s a judgment call: A synthesis of what customers need

most, what competitors are doing, what is consistent with the strategy,
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what is best for company metrics, and what is best for customer de-
light. Input from many directions is appreciated, but one mind needs
to make the call. That should be the mind closest to the customers, to
the product, to the competitors, and to the market, not a drive-by de-
cision from a manager, and not a hostage negotiation with engineers
who would rather rewrite a whole module from scratch.

That said, committing a few months of time to anything is a big
decision, which means it should have a sensible justification, and some
objective measure of impact so we can see whether this activity is hav-
ing the desired effect. With “self-managed teams” comes not only the

freedom to decide and act, but the responsibility to own the results.

A SIMPLE SPRINT-PLANNING
SYSTEM

How can you put all this together in practice, in real sprint-planning?
Schedule things in this order, skipping one if there is insufficient
capacity to make significant progress on it given the other items in the

list, or if high-quality stories aren’t ready-to-work:

1. Time-critical items, regardless of size. (Examples: security patches,
bugs actively impacting customers, critical work for a launch or other
event with an externally-imposed, immovable date)

2. One or more stories from the current Rock.

©

One or more stories from the current Pebble.

Sand.

Life is never as simple as that, so here’s how to manage the

common issues:
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“Time-Critical” takes up so much time, we can’t make progress on
Rocks and Pebbles

You have a meta-problem: Your team doesn’t have enough time to be
effective; solving this is now your top priority. This problem is even
more important than your Rock, because in this condition you won’t
actually complete any Rock. There are myriad causes, and maybe mul-
tiple simultaneously: Is it a problem of individual productivity, of the
team owning too many things, of architectural dependencies, of the
problem-domain requiring more people, of lacking specialized skill sets,
of greater fortitude of saying “no” to certain requests, or what? You must
diagnose and cure the disease. Schedule sprint time to work on the
solution.

Starving the Rock

Just one story per sprint will cause too much context-switching, and
take too much calendar-time. If you're constantly starving your most
strategic item, this is an impediment that the PM needs to address with
the team. You're probably falling prey to the Eisenhower Matrix**’
fallacy of working on things that are urgent, rather than things that are

important. Maybe you need to pause your Pebble for a while?

More than one Pebble

If you're truly going to execute on all four sections, you don’t have time
for two Pebbles at once. Plus, the context-switching is worse for morale
and for productivity. The exception is when a Pebble is essentially com-
plete, or will be blocked for at least a week, and therefore you truly do
have the time to work on something else.

Always the Rock, never the Pebble

Because Sand is definitionally small, a few of those items always fit. Bu,
a significant story for a Pebble may not. What if Pebble stories never fit?
Consider that this might not actually be a problem, if the Rock is so
valuable. Declaring the Rock “the theme of the next four months” might
be exactly what the team needs for focus and maximum impact. It could
be that once the Rock is “done” (in the sense of “first complete version”),
you can then tackle a Pebble and then another, just doing incremental
(small) updates to the Rock as you continue to learn and evolve its result,
rather than immediately tackling an entirely new Rock.
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Zero Sand
Since it’s last on the list, and often aren’t even full stories, it’s easy to just

never do Sand, but this will result in a poor product and unhappy engi- Chapter 1 2:

neers (as much of their internal work falls under this category). Consider

toning down stories from other areas, maybe pausing the Rock or : _ :

Pebble for one sprint, or even having a sprint devoted only to Sand, as a The Iteratlve HypOtheSIS customer
fun way to get a ton accomplished in a short amount of time and to

break up the monotony of the sprint-planning cycle. development methOd

Starting a new Rock or Pebble too soon, rather than creating more
quality and value from the ones that just “completed”
With long lists of genuinely terrific Rocks and Pebbles, it’s tempting to

TRUTH - THE PROCESS - MAXIMIZING RESULTS

start a new one as soon as the current one is complete. But software
rarely works that way. Between learning how customers actually use (or
don’t use) things in the field, completing small items that were originally
deferred (so that we shipped sooner and started learning sooner and
started selling the feature sooner), and both incremental and significant
follow-on functionality, often you need to keep the Rock and Pebble
around longer than it first seemed, or at least not start a new one quite
yet. This is realistic for great software and a healthy, sustainable pace of
work, and this is another reason why our “time estimates” on both Rocks
and Pebbles are subject to Hofstadter’s Law, and further justifies our
draconian admonitions about identifying and prioritizing that work.

Trying to “balance” every sprint

It’s not important that every sprint is perfectly balanced between all
types of work. It 7s important that we're balanced over a period several
months, otherwise something important is getting starved. Indeed, it’s
often wise to build imbalanced sprints intentionally, because that means
greater focus, less context-switching, and therefore getting more quality
work done.

Of course all this is easy to say, but hard to execute. Still, when A

we write it down as simply as possible, and try to honor it, we’ll make

"I also managed dozens of employees and oversaw
international travel arrangements. Plundering was

year by year. actually a very small part of the job.”

better decisions sprint by sprint, which in turn creates the most impact
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This 1s a simple but effective process for building knowledge through
interviewing (potential) customers that I've employed multiple times
in the past 16 years.

This system led to rejecting some startup ideas (p. 806), selecting
the idea of WP Engine, and selecting the right features during the
early years, which then led to hyper-growth, which led to a Unicorn
company with three dozen teams who do customer development for
themselves.

This article explains how to build and execute interviews. If you
don’t have anyone to interview, this article explains how to find po-

tential customers to interview (p. 655).

Deep in the forest there’s an unexpected
clearing that can be reached only by
someone who has lost his way.”

—Tomas Transtromer

THE GOAL IS TO UNCOVER THE
TRUTH, NOT TO SELL

I've been the interviewee for many startups doing customer develop-
ment, and their most common mistake is that they spend most of the
time selling me on how great their idea is.

If you—a reasonably intelligent, excited, passionate person—sit
down with someone who meets the criteria of a potential customer,
and make an hour-long sales pitch explaining all the features and

benefits, with that person wanting to be kind and supportive of this
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interviewer who is as passionate as they are desperate, that person will
probably say something like, “yeah, that sounds pretty good.”

So, what have you accomplished? Nothing. If you don’t come
away knowing something new and actionable at the end of the
interview, you’ve wasted your time and theirs.

In the Lean Startup method they
call this?* “validating your ideas,”
so it’s tempting to spend the time
convincing the person to provide
you with validation. Instead, your
mindset should be: “What does
this person know, that invalidates
something I thought was true?”

If you've set out to confirm

your ideas, not to disconfirm, then
you will easily see the confirmation
and conveniently miss the discon-
firmation, and you will have done worse than waste your time—you
have convinced yourself to believe incorrect assumptions.

This process 1s a specific way to achieve that outcome: Maximizing

genuine learning,

Listening is being able to be changed by the
other person.”
—Alan Alda
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THE PROCESS

1. Goals: What you’re trying to learn

What is it that you're trying to learn? If it’s a new product at a new
company, in a B2B space, where the fundamental value-proposition is
to solve some specific existing customer pain-point, the list should in-
clude everything standing between the customer’s problem and your

potential product (p. 67); a list might be something like:

1. What does the “perfect customer (p. 307)” (PC) look like?

2. What outcomes does PC need to deliver in a typical month?
(e.g. JTBD ﬁamework250 )

3. What does PC actually do in a typical day?
(e.g. tools, workflows, things they love, things they dread)

4. What pain points does PC experience today?
(1.e. what actually happens, and what pain does the customer actually
know about?)

5. How does PC cope with that pain today?
(1.e. what 1s your competition, including DIY?)

6. How much would PC pay to eliminate that pain? How is PC able
to budget and execute the payment?
(1.e. what are viable prices and terms?)

7. What is the triggering moment? What causes PC to decide: To-
day’s the day I'm going to buy something?
(because no one randomly switches vendors)

8. What causes PC to resist or fear buying?
(habits of the present, anxiety of change, risk or cost of implementation)

9. Where does PC go to discover and buy products like this?
(1.e. what are the best distribution channels?)

10. What specific words does PC use to talk about the space; what

tacit assumptions does PC have?
(i.e. how should you talk about the product?)
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11. What ultimate, higher-level goal (p. 250) does PC have?

(1.e. what outcomes are they expecting as a byproduct?)

Decide on your list of goals first, as they will drive the content of

your interviews.

Notice what is ot here: Asking the customer what you should

build, or whether would buy some specific feature.

This has happened to me dozens of times in my 25-year career: |
asked a customer “Would you buy if we build _____?” and then say
“Yes”, and then we build it, and then they don’t buy. Every seasoned
Product Manager will regale you with the same story. This you cannot
just ask that.

Here’s where I'm supposed to trot out the Henry Ford quote: “If I
asked my customers what they wanted, they would have said ‘a faster
horse.” Except sometimes “a faster horse” is a wonderful product and
a successful startup. And sometimes you should indeed invent a car. In
neither case can you find out by asking customers what to build.

Instead, what you can learn from talking to customers, is what their
current life is like, which answers the many important questions listed

above, leading someday to Product/Market Fit (p. 8).

2. Hypotheses: Your current answers

It sounds funny to write down the answers ahead of time; after all, the
whole point of interviewing is to empirically discover the answers, not
to presume you already have them! “Learning” and all that.

The first reason to do this comes from the literature on the science
of predictions. People are more objective at seeking the truth when
they’re forced to record their predictions—for example as formal “bets”
—and observe how reality confirms or clashes with those bets. We

1

autonomically retcon?>! our beliefs in the presence of new informa-
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tion, or just discard the new information (i.e. Confirmation Bias?>2).

Writing down our predictions helps us avoid this fallacy.

The second reason to write down hypotheses is that, as we’re about
to see, they will help us generate great interview questions.

Create hypotheses for each of your goals. At least one per goal, but
more 1s fine. It’s also fine to have hypotheses that aren’t attached to a
goal, if you're really curious about it.

Here’s an example list of hypotheses I had about WordPress host-
ing in 2009 before I started WP Engine; I've added a “mapping” to
the goal-list above:

1. [G1,G4] Bloggers with more than 100,000 page-views per month
have trouble keeping their blog fast.

2. [G1,G4] Bloggers with more than 10,000 RSS subscribers have
traffic bursts that take down their site, even if the site functions
just fine under normal conditions.

3. [G4] All WordPress bloggers worry about getting hacked, because
it’s common knowledge that blogs get hacked constantly.

4. [G3] Serious bloggers spend at least 3 hours per day inside
WordPress—whether writing or answering comments.

5. [G3] Serious bloggers spend at least 2 hours per week on IT tasks
related to hosting.

6. [G5,G6] Some bloggers spend thousands of dollars on consultants
to make blogs fast and scalable.

7. [G5] Some bloggers just live with the problems.

8. [G1,G6] A blogger with 50,000 page-views per month will pay
$50/mo if these named problems go away.

9. [G6] Bloggers use personal credit cards to buy supporting soft-
ware for their blog.

10. [G6] Bloggers need to try software before they’re comfortable
buying.

11. [G7] When bloggers get hacked, it’s a traumatic moment in which
they say “I never want that to happen again,” and they’re ready to

switch hosting providers.
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12. [G8] Scary, unclear, expensive to move all your data; what if you

get there and it doesn’t work?

13. [G9] Bloggers read blogs-about-blogging for tips.
14. [G9] Bloggers trust the advice of WordPress consultants.
15. [G2] Bloggers care about driving RSS subscribers more than any-

thing else, because those are repeat viewers.

16. [G2] Serious bloggers publish at least four times per week, to
stoke page views for advertisements, reader interest, and Google
search results.

17. [G10] Bloggers call themselves “bloggers,” not writers, authors,
content-marketers, etc..

18. [G10] Bloggers call their website a “blog,” not a “website.”

Even if you don’t know anything about “blogging in 2009,” I'll bet
this set of theories sounds reasonable to you. So reasonable, that may-
be you'd agree it’s not worth spending time validating them.

But you'd be wrong. (And so was I. We're all wrong, at the begin-
ning.) After dozens of hours of interviews, I found that half of these
hypotheses were wrong. The ones that were correct still needed to be
tuned in detail. And equally valuably, I discovered additional attitudes

and behaviors that weren’t in my original list.

The greatest enemy of knowledge is not
ignorance. It’s the illusion of knowledge.”

—Stephen Hawking

For example: It’s not true that most people are willing to pay extra
for extra security. It turns out that selling security to bloggers is like
selling backup software: If you've never had a hard drive failure, it’s

unlikely you’ll pay $30/mo for a backup service. Once you experience
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that devastating event, the first thing you do with your new laptop
1s sign up for any service that promises 100% full automatic backup.
(Selling security to mid-sized companies is different; by then, they’re
proactively executing a formal security policy.)

Another example: While it is true that bloggers want to “try before
you buy” for most software (whether “trial” or “freemium”), this was
not the case with hosting their website. It’s such a disruption and
technical ordeal to move their website to a new vendor, they think of
it as permanent, not temporary. Therefore, “free trial” is not the most
compelling offer, whereas “free migrations” is. By the way, we tried
“free trial” anyway—how can people not love a free trial!—but the con-
version rate was over 90%, and when we removed the free trial, sign-
ups didn’t decrease at all.

It’s important to list even the most obvious, mundane assumptions,
because you'll be surprised how often you’re wrong or they need ad-
justment, even if (p. 1354) you're an expert in the field.

Put these hypotheses in the first column of a spreadsheet, one

per row.

3. Questions: What you ask during the interview

Generating good questions is the hard part for most people. Armed
with your hypotheses, however, it becomes easy, if you adhere to the

following system.
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Questions are places in your mind where
answers fit. If you haven’t asked the
question, the answer has nowhere to go. It
hits your mind and bounces right off. You
have to want to know.”

—Clayton Christensen

Questions are designed to test your hypotheses, and to suggest
better ones. To achieve this, go to the second column in your spread-
sheet, and write one question per hypothesis. Sometimes one question
can cover a few hypotheses, if they’re closely related.

Questions must be open-ended. This is where most people go
wrong. They’ll have a hypothesis like the “security” example above, so
they’ll ask a question that “leads the witness,” because they’re still in

“selling” mode instead of “discovery” mode:

Blogs get hacked all the time, and when they do it’s devastat-
ing, right? Would you like it if your hosting company had extra
security measures to protect your blog?

Of course everyone will say “yes.” They would sound dumb if
they didn’t agree. That’s why it’s a useless question. You didn’t find
out what the person actually thinks. And therefore you didnt find
out what everyone else will think when they look at your advertise-
ment or arrive on your home page or review your pricing page. The
assumption baked into your question could be wrong, and now you’ll
never know.

Instead, write open-ended questions that:

1. Confirm or negate the hypothesis (the point of the exercise)

2. Do not hint at any one specific answer (seek unbiased truth)
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3. Invite the generation a specific answer (uncover the correct answer)
4. Invite more information (seek answers to questions you didn’t know

to ask)
On “security,” for example:

Do you ever think about website security? If so, how do you
think about that? Do you do anything about it today?

Here’s more examples from the hypotheses above:

Hypothesis  Bad Question Good Question

Bloggers call Do you consider yourself a When you meet someone

themselves “blogger?” new, how do you explain

“bloggers.” what you do in a few sen-
tences?

Serious blog- Do you publish often, so How often do you publish

gers publish ~ Google ranks you high in new content? Why at that
atleast four =~ SEO and there’s alot of sur- = rate—what led you to that
times per face area for people to find  decision?

week. you?

Some blog- Would you spend $2000 on = How valuable is the speed of

gers spend a consultant, if it meant your website? Have you ever
thousands of = your blog would become spent money to improve it?
dollars on much faster and more scal- If so, how much, and what
consultants able, so you rank higheron  did you do? Did it work?

to make Google search results and Were you happy with that
blogs fast get more traffic? investment?

and scalable

4. Iterate the hypotheses

During the interview, take notes in the spreadsheet, in a new column,

next to each question (which in turn is next to each hypothesis). The
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conversion might deviate from the original point; that’s OK, maybe

straying will lead to learning new things.

The most exciting phrase in science isn’t
“eureka,” but rather, “that’s funny.”

—Isaac Asimov

If you hear anything surprising, ask follow-up questions. Surprise
means youre learning, and since “learning” is the whole point of
the exercise, you should use “surprise” as a signal that you should dig
deeper. You can use an old interviewing trick: Just say: “Tell me more
about that”

After each interview, consider what supported or contradicted your
hypotheses. Should you alter some of them? Not necessarily, especially
after just a few interviews, but definitely if you're seeing a pattern.

Also create new hypotheses (and associated questions) based on
new learnings. The more insight you can get about your potential cus-
tomers, the better. Don’t worry about whether every hypothesis maps

cleanly onto one of your goals; just accumulate insight.

There are two possible outcomes: if the
result confirms the hypothesis, then youve
made a measurement. If the result is
contrary to the hypothesis, then you’ve
made a discovery”

—Enrico Fermi
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5. Stop when it’s boring

Do you have all the right answers? Who knows. Probably not. But
when this method stops producing new information, then you need a
new method for making progress. That could be a proof-of-concept,
a high-fidelity demo, an MVP (or actually an SLC (p. 97)), or some-
thing else.

When the surprises stop, that means learning has stopped, and
that means you should stop the process.

A typical mistake is to do three interviews, and then stop because
“I'm not learning anything” With so little input, you might not be
genuinely seeking to learn. That’s like a marketer saying “I tried two
variants of my AdWords ad, and none of them are better than my first
attempt, so I'm not going to try any more variants.”

It’s also possible there’s nothing to learn because you're fishing in
the wrong spot. Maybe there’s no patterns because you haven’t found

a real pain-point that more than a few people have and are willing to

pay for. That means you need different ideas.

“So, that thing you're here to talk about...
Talk about that a little.”
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Here’s more detail on how to determine (p. 806) whether the result

of customer interviews is telling you “don’t pursue this idea.”

MAXIMIZING YOUR RESULTS

So that’s the whole process.

Here are more tips.

Emergent segmentation

You might notice that customers are segmented. Meaning, a certain
type of customer tends towards one set of answers, while another has
a different set. In the case of security, for example, when you talk to
marketing departments at large companies, they do think about se-
curity, whereas when you talk to independent bloggers, they almost
never do.

In this case, it’s useful to make a note of the segments you think
exist. First, write hypotheses and questions that you believe are the
determining characteristics of the segments. You'll ask these at the top
of the call. Then, keep separate spreadsheets of hypotheses, one per
segment. If you're lucky, you'll end up with clarity on the types of cus-
tomers, and what each are like. You might choose to target one, some,

or all of these; regardless, understanding the landscape is invaluable.

Discuss price

This one is controversial; many intelligent people insist that you

shouldn’t discuss price in early customer interviews because it un-
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necessarily conflates financial considerations with the discovery of
customer attitudes, behavior, and pain-points.

But in my opinion the price-tag is an essential component of the
interview, because I believe the price is inextricably linked to what the
product means to that person, therefore how they think about it and
how it affects their life. Price also determines the business model of
the company (p. 497), so it should not be “figured out later.”

In early interviews for WP Engine,
near the end of the call  would float
a price of $50/mo for a service that
made their website faster, more
scalable, more secure, and came
with genuinely good customer ser-
vice. The responses were immedi-

ate, emotional, and vehement. One

group was shocked—shocked—that
the price tag would be so high; they
would never pay even close to that amount. Another group said they
would only buy the service if it were much more expensive, because
otherwise they know it couldnt possibly fulfill its promises. (Those
groups turned out to be emergent segments; see above.)

Had I not discussed price, I would never have learned about the
segmentation, or the expectations behind those segments, and thus
how to price correctly, and for whom.

I had another startup concept before WP Engine. Insights stem-

25% was one of the primary ways I was

ming from pricing discussions
able to invalidate that idea, which in turn created the space for WP
Engine, which is now a unicorn.

Pricing questions can be open-ended (i.e. “How much would you
expect to pay for ..”), however I think quoting a specific price is
an acceptable breach of protocol. Putting a specific price in front of
people elicits a strong, visceral response. When someone actually visits

your pricing page in future, this is also the experience they will have—
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reacting to a specific price. It’s smart to test what that experience will
be like.

You can also tie pricing questions into your other questions, to test
whether the person really values that topic. For example, another way

to test the hypothesis that bloggers care about security would be:

Would you pay extra for a security package that really worked,
or do you not really worry about being singled out for getting
attacked by a hacker?

By asking if they’d pay extra, and by almost suggesting that they
shouldn’t bother, you're testing whether they really ascribe value to
the concept. This worked in practice—most bloggers initially claimed
security was important to them, but admitted they wouldn’t pay extra

to have more of it.

Expect contradictions

You're going to get all sorts of contradictory signals. People are dif-
ferent. Sometimes because they have different goals, different values,
different past experiences, different roles, different projects, or for no
discernible reason whatsoever. So your data is going to be noisy.

Some of your hypotheses will end up reflecting the variation. You
might conclude that some number varies a lot rather than staying in a
small range, or that there is no pattern in people’s opinions about some
topic. That’s still learning: Knowing what patterns don’t exist prevents
you from making false assumptions.

Real patterns will stand out from that noise; that’s your funda-
mental truth, that you can build products and strategies around. There

might not be much of it. All the more reason to highlight it.
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Ask them to explain, step-by-step, how they will use it.

The pattern: You ask a customer if they have the problem; they do.
You ask whether they’d buy your product to solve it; they say yes.
Then you build it, and they don’t buy. Somehow, your interrogation
didn’t work.

Sales conversions are never 100%, but one technique is to ask
them to describe, in painstaking detail, exactly how they will use the
product in their daily life. When would they open it up, how does it fit
into their workflow, which features do they invoke, how do they move
the outputs into other systems?

This works because while they really do mean “yes, I think that
sounds good,” thinking it through uncovers barriers that in fact blocks
the sale; it turns out they need it to integrate better with something,
or they actually need a feature you weren’t contemplating, or some

other hiccup.

Create your positioning from customers’ exact words

Discord uses the oddly cold word “server” to mean “room” or “com-
munity.” Why?

Founder Jason Citron discovered early on that kids were setting
up virtual servers to host audio or chat. So Discord’s early pitch was:
“Get a free server!” While it might sound better in an investor deck to
say “we create communities,” that wasn’t how to sell the product.

Use your customers’ words, not your own. Discover those words,

by recording the meetings and noting exactly what they say.
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Everyone “knows” what everyone else wants, except
they don’t

I don’t think I've ever conducted a customer interview where the
interviewee didn’t switch into “market guru” mode. This is where the

customer stops talking about her own life, her own problems, what

features or price tag would be acceptable to her, and starts talking on

behalf of other people.

“I wouldn’t pay $50/mo, but a lot of people would”

“I would pay $50/mo, but most people would expect this to be
free”

“I care about security, but most people are completely clueless
about that”

“Well I use a free tool to do that, but most people don’t”

Of course it’s coming from a good place—they want to help you,
they want to explain the “state of the market,” they want to leverage
their expertise. But they don’t know what everyone else wants.

Neither do you; that’s why youre doing these interviews. And
when you see all the crazy, different things people think, you realize
that it takes tons of interviews to uncover even a modicum of truth.
The person you're interviewing hasn’t done that, so they don’t know
the truth.

One of the hallmarks of successful companies is that they found
some untapped aspect of the market and owned it. That might be a
feature no one had considered, or a technology that before now hadn’t
been accessible, or a realization that the human touch trumps every-
thing (Zappos) or that the human touch doesn’t matter at all (Geico).
Even if the person youTe interviewing is a market expert, you're
specifically looking for interesting holes and niches that the experts
haven’t noticed!

So be polite, calmly tell them that’s great insight, reinterpret

“everyone else wants X” to either mean “I want X” or just throw out
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the comment completely, and redirect the conversation back to them-

selves and their own specific situation.

Leveraging Al... maybe
Al might help. Perhaps it could...

« Generate hypothesis from the goals, adhering to the guidelines,
specifying which goal attaches to which hypothesis (@/though of
course you'll treat them as templates and correct them to what you
actually believe).

« Generate questions for the hypothesis, specifying which question
attaches to which hypothesis, adhering to the guidelines above.

« Clean up transcripts.

« Scan conversations for common themes.

« Scan conversations for “things that contradict a specific set of
hypothesis.”

« Scan multiple conversations for themes.

However, half the value of this exercise thinking through this
stuff for yourself. The “aha” moments come only when you wrestle
with the details.

You find the contradictions. You discover maybe you didn’t think
that after all. You realize new ideas can solve for conflicting inputs
(p. 568). You realize which hypothesis are right, wrong, different.

So, I advise you not to use Al, except to accelerate busywork such as:

« Clean up transcripts so they occupy less space and are easier to
process.

« Double-check your thinking affer you do the thinking, maybe
come up with new ideas.

« Summarize your thinking, i.e. take your thinking that you wrote

out or said aloud, and make the result pithy and clear.
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STFU

If you're talking, youre not learning. To maximize learning, minimize
talking.

When you do talk, it should be because youre clarifying your
understanding about what they just said, digging deeper on the cur-

rent conversation, or opening up a new vein of conversation.

Further reading

« 40 Tips for B2B Customer Development Interviews>> (by SK

296), lots of specific tips, plus a list of even more articles

Murphy
on the topic.

« 12 tips for customer development interviews>°’ (by Giff Con-
stable,2>® 2012, just as relevant today as then, wholly compatible
with this process.)

« 11 Customer Development Anti-Patterns>*” (also by Giff Con-
stable,?®® 2013; sometimes it’s easier to list what 7ot to do.)

« Customer Interviews: Get Actionable Insights from Every Inter-

261 ¢ 262 also the

263

view “*" (Comprehensive advice from Teresa Torres,

author of the fantastic book Continuous Discovery Habits*®> that
also explains what to do with the information you get from inter-
views.)

o The Mom Test>®* by Rob Fitzpatrick (2013)—probably the single
best book on this topic, and compatible with all the articles on

this site.
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“Thanks for coming in. You've glven me a lot to forget
about after you leave.”

Chapter 13:
Using the Needs Stack for competitive
strategy

THE NEEDS STACK - LEVERAGING TO WIN

"I knew it was bad when I stopped wantlng a cracker
and started needing one.”
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THE NEEDS STACK

How would you describe what is Charlie doing?

Charlie creates an account with AWS—Amazon Web Services: pay
by-the-hour and by-the-gigabyte for internet servers, storage, and net-
work connectivity—happy to see a “free tier” for the infrastructure
they need, just like the “how-to” article explained. All the acronyms
are new and unfamiliar; this is tricky, but exciting! Someday, Charlie’s
website might grow large enough to exceed the free tier—let’s hope!

Apparently, what Charlie is doing is:

% Buy infrastructure: web server, disk space, networking,

database.

Nominally this is true, but Charlie’s life ambition is not “to buy
infrastructure.” In fact, it’s a means to and end. What Charlie real-
ly wants is to have a functioning WordPress-based website, because
WordPress is by an order of magnitude the most popular* way for
people to easily write and publish content, and integrate with online
marketing software needed to build a successful website.

So, a better way to explain what’s happening, is that Charlie has
a higher-level “need,” which 1s to set up a WordPress site. Getting the
infrastructure is a means to an end, rather than the end itself; in this
sense, it’s a “need” but it’s lower in the “stack.”

What Charlie is doing really is:

* 43% of the largest 10,000,000 websites use WordPress; Shopify is the next largest
with 4%. (Data from W3Techs)267
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% Set up a WordPress site.

— Buy infrastructure: web server, disk space, networking,
database.

This might sound like a verbose restatement of Jobs to be Done2%®
or Five Why’s,*°? but there’s a strategic competitive insight lurking
here, which companies often fail to appreciate, at their peril:

Charlie never wanted to set up infrastructure, and still doesn’t. Char-
lie wants a WordPress site. Therefore, a company who provides the
higher-level need of “WordPress site” makes the lower-level need of
“infrastructure” obsolete.

Specifically, when a company like WP Engine?’® makes it possible
to set up a WordPress site in one minute, with no infrastructure to
think about, handling all the technology and 24/7 monitoring, and
customer support that helps with WordPress, then that company is
going to win Charlie’s business, and AWS will never see Charlie.

Charlie disappears from the cloud infrastructure market. This
1s the insight.

If you ask AWS who their competitors are, the answers are other
cloud infrastructure suppliers like GCP (Google), Azure (Microsoft),
and Digital Ocean. And they are correct, because the Charlies of the
world who do buy infrastructure, will buy from one of those. But WP
Engine is also a competitor of AWS when it comes to Charlie, not be-
cause WP Engine competes on infrastructure (which it doesn’t, and in
fact WP Engine itself buys infrastructure from AWS, GCP, and Azure!),
but because WP Engine targets a higher-level “need” in the stack.

But you can’t stop there. That’s the trouble—you always want to
stop when you’ve reached the level you operate on, but there’s always

another level.
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Instagram’s real product isn’t photos; 1t’s

likes.”
—Alex Danco

It’s not Charlie’s life ambition to make a WordPress site; this is just
a means to an end. What Charlie really wants is to have a personal
website for content and self-promotion. Charlie wants to carve out a
digital pred a terre. In the virtual universe there’s infinite terre, so why
not slap your pred on some of it!

Now the Needs Stack becomes:

% Have a personal website for content and self-promotion.
— Set up a WordPress site.
— Buy infrastructure: web server, disk space, networking,

database.

Charlie can sull achieve this higher-level need with WordPress
running on WP Engine—indeed, over one million websites run this
way today. But there are alternatives that target this higher-level need.
Wix and Squarespace both let you create websites without WordPress,
cutting out the step of “get WordPress” just as WP Engine cut out the
step of “get infrastructure.”

Does this mean WP Engine no longer has a business? No, that’s
not the conclusion, any more than you should conclude that AWS no
longer has a business. WP Engine is 15 years old and still healthy,
growing, and profitable; AWS just posted $5.2B in profiz just last quar-
ter. So what’s going on?

These alternatives to WordPress certainly have advantages, but
they are worse than WordPress for long-form content and for cus-
tomizability. For this reason, they might not be right for Charlie. But

they are competitors. Similarly, WP Engine doesn’t let you custom-
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ize your infrastructure, so those who need to do so, still need to buy
directly from AWS.

The pattern here is the next insight: Up the stack, customers
achieve their end-goal faster; down the stack, customers have more
flexibility and customization.

But wait... once again “having a personal website” is not Charlie’s
life ambition, but rather just a means to an end. Charlie really wants
a book deal. Being a properly-published author with a hard-back

volume on the shelf that you can show to your kids?’? (

who will just
shrug today but maybe someday they’ll appreciate it), and that you
can gaze upon now and then in your dotage as a great accomplish-
ment. This is Charlie’s personal idea of “successful and popular.” The
way to get a book deal is to already have an online following; you'll
have honed your writing craft, you'll have a natural audience to kick-
start sales, and the fact that you've won followers in the competitive,
noisy Internet proves your content is worth reading. Publishers want
authors whose content has been de-risked and who come with a built-
in marketing channel.

So the Needs Stack deepens:

% Become a popular content-producer, leading to a book
deal.

— Have a personal website for content and self-promotion.
— Set up a WordPress site.

— Buy infrastructure: web server, disk space, networking,

database.

The new layer brings new alternative solutions. There are com-
panies like Substack, purpose-built to help you gain a following, with
the tools for long-form content, for building a mailing list, and for
promoting your content on social media.

Substack doesn’t automatically win, because WordPress is better
than Substack in many ways. For example, WordPress is far more

configurable, so you can make it look unique, unlike a million news-
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letters at Substack that all look identical (with character-kerning that’s
too wide for my taste, but 'm biased). Also, the tools for long-form
writing in WordPress are far superior, with drag-and-drop elements
supporting complex layouts—including different layouts for phones
versus tablets versus laptops—that an email newsletter cannot support.
If Charlie values those things, then WordPress is still the right choice.

This again exemplifies the pattern that software at higher levels of
the Needs Stack have fewer features and less customization than soft-
ware lower on the Stack. In exchange for these limitations, their focus
on the higher-level Need means it’s easier for the customer to achieve
that Need. If the ease of achieving the Need is more important to a
customer than the ability to customize and extend, the higher-level
product makes all lower levels obsolete.

But wait a minute Substack because—you guessed it—there’s an-
other level to Charlie’s Needs Stack. Because while Charlie wants a
book deal as a signifier of popularity and success, it’s not Charlie’s life
ambition. Charlie really wants to become a famous speaker. It started

at a Tony Robbins?”?

show; Charlie instantly knew that the stage was
their calling. It’s the prestige of being “that person” at parties, and the
idea of being a jet-setter in first-class and a black car to pick you up
with your name in the window, the ego basking in the glow of the
lights and the elevation of the stage, gazed upon by an adoring audi-
ence who rushes up afterwards to grab a selfie and nervously blurt out
a fraction of a story about how the speaker changed their life.

And the money.

% Get lucrative speaking gigs around the world.

— Become a popular content-producer, leading to a book
deal.

— Have a personal website for content and self-promotion.
— Set up a WordPress site.

— Buy infrastructure: web server, disk space, networking,

database.

THE NEEDS STACK - 256

Charlie’s plan isn’t bad, but what if it were possible to skip the
website and years of writing and self-promotion and the book deal
and the two years of labor creating the book and directly become the
next Tony Robbins? It’s not impossible; there are speaker bureaus and

online services like SpeakerMatch?”?

that help you find gigs and fa-
cilitate the transaction. Why spend years building an online following
(if you're lucky) when you could spend that time creating inspirational
presentations, delivering them to acclaim, earning testimonials for
your next gig, building a reputation with an agency, and getting bigger
and better gigs over time. In this scenario, Substack, Squarespace, WP
Engine, and AWS are all irrelevant for Charlie; with the higher need
met, the rest might as well not exist.

The moral of the story is: You need to understand the Needs
Stack of your target customers. Not just your “market” or your
“product” or “solving the problem (p. 67)” or even the immediate
Jobs-To-Be-Done of your customer—those are all means to ends.

Already you can see how this will help you think about positioning

and features; let’s see what else it helps you to do.

HOW TO LEVERAGE THE NEEDS
STACK

The solution to “selling benefits” vs “selling features”

“Sell benefits, not features” marketers have told us since the universe
cooled enough for galaxies to form. We're supposed to say “saves time”
rather than showing a screenshot of the feature. (Or better yet, “grows
revenue (p. 159)”) For Charlie, say “Become famous” rather than “Get

a website”
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And yet, does an Engineer looking for a database infrastructure
solution really want to be told “saves time” or do they want to see specs
and features? (A: Specs and features.)

If a construction worker is looking for a wrench, do they search
Google for “wrench that saves me time” or “socket wrench for a 5/16”
lock nut?” And when that person clicks a link to potentially buy the
wrench, do they want pictures of happy people “saving time,” or do
they want to see the specifications and features like “has a mounted
light” Do they really need to be told “the light is useful to see in dark
corners?” Oh! Thanks for spelling out the benefits of photons!

So which is it?

The Needs Stack suggests an answer. Charlie is not constantly
and consciously thinking “I gotta become Tony Robbins,” even though
that’s the top of their Needs Stack. Charlie is thinking at some other
level of the stack at any given moment, for example “I gotta get some
content online.”

Google searches are a good proxy for “what level of the stack are
potential customers operating at right now?” When Charlie embarked

on this project, the search might have been something like “best way

“This is Tom. He creates awareness.”
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to publish online,” not “how to become a famous globe-trotting speak-
er” After reading some articles about how WordPress 1s inexpensive,
popular and has all the tools you need, maybe then Charlie moved
down the Stack to search “how to get a WordPress site.”

If someone has in their head “get a WordPress site,” you want to
meet them where they are, and talk about how your product is the
best way to “get a WordPress site” That’s the part where you talk
about features.

However, benefits still have a role to play, because it’s true that
these features are a “means to an end,” and the more you convince the
customer that you're the best means to that end, you win even over
alternatives. So, you can sell the benefits that are one level higher on
the stack.

In this case, you could imagine a home page message like: “Become
famous online with our turn-key, customizable WordPress website.”
That’s the benefit from one level above, promised as a consequence of
the current level.

Conversely, if youre Substack, you can’t say “customizable” be-
cause that’s not what the product is, and it’s barely even a “website” (it’s
just back-issues of your newsletter), but you can speak to the product
“getting eyeballs.” So, that message could be “Grow your own audience

with our turn-key newsletter platform.”*

Position lower levels as irrelevant

If Substack tried to fight the battle at the “get a website” level of

the stack, they would lose every time—it has almost no features of

* Sure enough, as of this writing the Substack homepage says: “Substack lets in-
dependent writers and podcasters publish directly to their audience and get paid
through subscriptions,” which are benefits from one level higher (ie. “be in-
dependent” and “get paid for writing”). Lower on the page it lists features from
the level they are on: “A Substack combines a blog, newsletter, payment system,
and customer support team—all integrated seamlessly with a simple interface. We
handle the admin, billing, and tech.”
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a modern website. But, it can fight the battle at the “build an audi-
ence” level; for some subset of the market, that’s a more relevant level.
Therefore, the idea is to make all levels below that irrelevant, by focus-
ing only on your benefits:

“While others just give you a website, we help you build a follow-
ing” Right, because “popularity” is what I wanted, not “a website!”
This message won't work on businesses, for example, because they ac-
tually do need a website. But for the aspirational speaker, this might
be perfect.

Conversely, WP Engine does the same thing with cloud services.
The major cloud services say: “Oh it’s easy to have a WordPress site.
You just click 17 times on all this stuff to make a server, and then
download and install a bunch of stuff to create server software, then
set up and configure WordPress, then use this 8-page tutorial to inte-
grate with a fast caching network (which costs extra), then download
and configure WordPress plugins to talk to the caching network, then
stay on top of all the security patches and software upgrades, and
it wouldn’t hurt you to learn how to SSH into your Ubuntu server
so that...”

Whereas, the Managed WordPress Platform says: “You don’t want
infrastructure, you want a WordPress site, and in less than one minute,
you'll have exactly that. And it’s faster and more secure than doing it
yourself. And when you have trouble, you can call our support line,
which cloud services don’t have.”

In short, make “infrastructure” irrelevant by focusing on the next
level up. The customer never wanted to think about infrastructure in

the first place.

Add more value by moving up the hierarchy

If products targeted at one level disrupt the products below them,
there’s an obvious strategic conclusion: You could disrupt yourself

and your competitors by moving up the hierarchy.
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“"Disrupting the marketplace sounds like a lot of work.
Couldn't we just make a big mess instead?”

There are huge barriers to accomplishing this. The barriers are so

large, companies almost never overcome them:

The next level is a different product, and a different business.

If you're known for selling WordPress sites, you'd have to re-brand to be
known for building an audience, whether that’s actually a new brand or
expanding an existing brand. You also need to become expert in what
that product is, and build it.* You might need to change your business
model, e.g. selling infrastructure by the gigabyte, versus selling whole
websites by the month, versus selling new subscribers on a pay-for-
performance basis, versus taking a percentage of speaking fees.

The next level isn’t possible

It’s not clear that one can build a product that fulfills the promise to get
someone a substantial following, Twitter and Facebook sort of can, in
that you can pay them to advertise your content. But the Internet is a
large and noisy place; marketing software doesn’t automatically generate

* Or buy it, which mature companies often do, trading cash for speed-to-market.
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attention. Once you get the attention, if your content isn’t compelling,
software can’t force people to subscribe. In short, if you go high enough
in the Needs Stack, you might run into something that a product cannot
produce. (Or at least you can't.)

The next level targets a smaller market

Few people share Charlie’s Needs Stack exactly. A business with a broad
customer base like WP Engine sells an all-purpose platform for all kinds
of sites. There are many different personas whose Needs Stack includes
“set up a WordPress site.”* In each case, the “next level up” is different.
Therefore, targeting a higher level also means narrowing the market.
This might be wise—it is a tried-and-true strategy to be the best product
in a smaller niche, rather than a small fish in a large, crowded ocean.
But, a company who has an established brand in the wider market might
not want to narrow into a sub-market. There might not be enough
money in it.

Since a full pivot is unlikely to succeed, there are other ways to

build a strategy that partially climbs the hierarchy:

Create sub-brands / products

Keep the original business going, and launch “vertical” or “niche” prod-
ucts. Leverage the scale and operational excellence of the parent, but
treat each product as its own “startup.”

Add features without fully committing to the next level

Perhaps you can’t completely pivot to a product that promises sub-
scriber-growth, but you could create an add-on product that helps some-
one do that. This becomes an extension of an existing product, aimed at
personas who share that next level of their Needs Stack.

Better marketing

Address the need with words instead of features. Without “promising”
results, you can help, educate, and lead in that area. You can have a field
guide about how to attract and retain subscribers to a blog. You can give

e.g. individuals wanting attention, companies broadcasting their brand, media
companies attracting eyeballs for advertising revenue, eCommerce stores using
content-marketing to drive sales, communities using content to inform and en-
gage, non-profits raising money, governments interacting with citizens
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customers ideas for new kinds of content. You could partner with other
companies who help with promotion. You could highlight customers
who have been successful, wherein they share their experience to help
others.

Still, while this advice is good for most organizations who can-
not completely move up the hierarchy, there are examples of fantastic
businesses that succeeded exactly because they successfully made the
transition. For example, all of the case studies given in the “Emotional

276 such as Cemex sell-

vs Functional” chapter of Blue Ocean Strategy
ing “build an addition to your house, for your family” instead of just
selling cement or Starbucks selling a lifestyle experience rather than

B-grade coffee.

Measure the next level up

The perennial question: Which few key metrics (p. 620) measure
whether the customer is deriving value from our product, and thus
predict whether they’ll stay a customer? And beyond that, become a
vocal advocate? The Needs Stack helps us uncover these more strate-
gic metrics.

Metrics from the bottom of the Stack measure whether we’re
operating well, and certainly this is necessary even if not sufficient.
Metrics at the level the customer is actively thinking about are useful
to measure whether our Product is delivering on its direct promise,
which again is vital.

It’s strategic to measure further up the stack. Not too far, other-
wise it’s not only difficult to measure, but too many external factors
drive the number. But the very next level up could be a critical way to
measure value and to understand whether customers will be happy in
the long run.

If a customer of Shopify successfully creates a store, the product of
“have a store online” is succeeding, and that will be reflected in met-

rics like “number of products currently for sale” and in user surveys
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like “how easy was it to set up products for sale.” That’s important, but
what if no one buys their wares? That customer will probably churn,
even though the software delivered on its promise. Indeed, Shopify
has enormous cancellation rates that would sink most companies; they
survive because the ones that stay, grow a lot. Because they have so
many inbound new customers, they can manage around the fact that
only 34% stick around for even one year.?”’

Can Shopify ensure that all customers who create a store end up
doing thousands of dollars a month in business? No, this is an example
where the next level up is vital, but Shopify cannot control it. How-
ever, they can measure it, and help. They could have articles about how
to do online marketing, or features inside the store that help potential
customers complete a checkout rather than abandon.*

This is why Shopify’s primary success metric is GMV;** they
report it to Wall Street?’® directly after revenue, and in the same large
font. GMV measures whether their customers are succeeding in the
next level up on the stack. GMV not only reflects the truth about
where the customer value is, it also encourages their product mangers
to think about how to stretch up from the level of the stack they fully

control.

A source of higher purpose

Our direct goals are often simple: Sign up more customers, get them to
activate on the product, reduce churn, reduce support tickets, reduce
costs. All of that is important, but none of it creates a higher purpose
(p- 1110).

What's it all for (p. 790)? Why should we even bother?

* Features like ShopPay, in which previous customers of other Shopify stores are
fast-tracked through the purchase process, increasing the percentage of shopping
carts that result in completed transactions.

** Gross Merchandise Value: the total amount of money their customers are selling
through their stores.
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Many companies can’t answer the question. Indeed, maybe they
have no purpose other than “growth.” Will folks be motivated to do
their best work at a company that values only conversion rates?

Purpose can be found in the higher levels of the Needs Stack. The
immediate work 1s “getting a website,” but the higher purpose is to
enable someone to build a career for themselves, to engage their cre-
ativity and speciality, to help them win the respect of others. Or help
them become a hero (p. 159) within a bigger organization through
some new marketing project, which will eventually lead to their pro-
motion. Or help them raise awareness and money for an important
cause. Or enable them to speak truth to power in a region of the world
where such speech 1s forbidden.

Tell those stories. On the website and internally. Celebrate with
your team when this actually happens for a customer, because that s
what it’s all about. Those stories are why we should care.

Identify those upper reaches of the Needs Stack, not only because
it helps you build more valuable features, not only because it helps you
build a better strategy, but because it is the ultimate reason why any of

this is worth doing in the first place.
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Willingness-to-pay: Creating
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TRADITIONAL - “WILLINGNESS”
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EFFECTS - CREATE & SPLIT - NOT CHARITY
APPENDIX

“OK, let's not get into profit shaming here.”
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TRADITIONAL ECONOMICS: WTP
AND CONSUMER SURPLUS

The best businesses deliver $4 of value, charge $2, and costs them
$1todoit

It’s an obvious formula for both profit and happy customers, but
what does “$4 of value” even mean?

Economists have labels for this formula (Figure 1).

Willingness-to-pay (WTP) is the maximum price the customer
would have paid for the product, which the economist claims is how
much the customer values the product. “Value” could come from any-
thing—utility, pleasure, status, even irrational confusion. The econo-
mist claims that any transaction is evidence that WTP > Price, and the
difference between those numbers is “Consumer Surplus.”

It looks trivial at a first glance, but I've come to believe that ana-
lyzing “WTP” is not only non-trivial, but also leads to very different

strategies, business models, and outcomes.

PROFIT CONSUMER SURPLUS
N N

COST INCURRED
PRICE CHARGED

WILLINGNESS-TO-PAY (WTP)

\ \ \ \ I
$0 $ $2 $3 4

Figure 1



Martin Shkreli testifying before
congress on a hearing on drug
prices, before calling lawmakers
“imbeciles”
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“WILLINGNESS” TO PAY

I'm irked by this word “willingness.”

In 2015, Martin Shkreli, then-CEO of Turing Pharmaceuticals,
bought the rights to the drug Daraprim, which for 62 years had been
used to treat a deadly parasitic disease. He raised the price of a pill
from $13 to $750, skyrocketing?®® the typical cost of treatment from
$1,000 to $63,000.

“Profit” was his only justification

for this abuse, in his own words:

“I think it will be huge.... So
5,000 paying bottles at the new
price is $375,000,000—almost all
of it is profit, and I think we will

get 3 years of that or more.
Should be a very handsome in-
vestment for all of us” —Martin
Shkreli, in communication®®* with
investors

Patients have no choice: It’s pay or die. The economist would say,
patients objectively have a high “willingness” to pay. But is this how
we should define “willing?”

And when patients cannot afford a $63,000 treatment, and there-
fore don’t purchase the drug, and die, should we say “well, I suppose
they weren’t ‘willing’ to pay?” This phrase captures neither the intent
nor the ability to pay, both of which are critical factors in questions of

price, profit, and consumer surplus.
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While there are many™* such examples, it’s more instructive to
point out mundane, non-life-threatening examples of why “willing” is
not the right word.

It happens with commodities, which economists say are a “perfect
market.”2® When crude oil prices go up, prices at the pump go up im-
mediately, even though costs haven’t yet risen. When crude oil prices
go down, prices at the pump go down slowly, even after costs have
in fact fallen. The same thing is happening now with eggs.®” Is that
because we're all “willing” to over-pay for gas and eggs?

It happens with bundling—often touted as a wonderful strategy.”®
[ never liked paying for cable TV, because it seemed expensive con-
sidering [ still had to watch ads all the time. Most of the channels I
paid for, I didn’t watch. Cable companies know that of course; they
bundle channels specifically because they know consumers are not
“willing” to pay for all of them. Because the content-owners have a
near-monopoly, consumers have no choice. Even with modern stream-
ing services the problem persists, because whether it’s Hulu Live or
YouTube TV, it’s still bundled, and still the same price.

There’s also “willing” versus “able.” Perhaps many more consumers
would be “willing” to pay $1000 for a fully tricked-out smartphone,
but most are not “able.” This is vital fact when determining strategy,
business models (p. 497), and company viability (p. 67), but an econ-
omist would just say “few consumers are ‘willing’ to pay $1000 for a
high-end phone.”

But it’s not all bogus. There is a genuine concept of being “will-
ing” to pay more, and thus genuine “Customer Surplus.” I am willing

290

to pay more for Anker“”” products (power strips and chargers) be-

cause they’re extremely high-quality; I don’t even notice if there’s a

* There were at least four egregious cases283 in 2015 alone. More recently, Mod-
erna quadrupled the price of their COVID vaccines, its CEO Stephane Bancel
saying28* that the new price is “consistent with the value” of mRNA vaccines at
45 times the manufacturing cost, after the US government paid them billions 28>
to cover the cost of developing the drug. Are we “willing” to pay even more? “Yes”
in the sense that human life is valuable, but “no” in the usual sense of the word
“willing”
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"I prefer to call it profit sharing."
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competing product that is 20% cheaper. I'm loyal even though there is
neither lock-in nor recurring revenue. People pay more for TOMS**

and Patagonia®*** products because of their authentic missions. People

** Blake Mycoskie was vacationing2! in Argentina, when a knowledgable American
opened his eyes to the outsized impact that a lack of shoes has on poor children.
Unprotected feet are susceptible to punctures and infection, and prohibit walking
long distances, which in turn means one cannot go to school. He founded TOMS
shoes, selling an Argentinian-style shoe, with the logo of the Argentinian flag,
with a marketing strategy he dubbed One for One: Every time you buy a pair of
shoes, TOMS would give a pair to a needy child. After TOMS’s financial success,
Sketchers copied the strategy exactly, even down to the style of the shoe, the
name (“BOBS”), and the altruism. Consumers were so outraged by this inauthen-
tic strategy, Sketchers was forced to canceled the product line after just 24 hours
(although they revived the brand later with a different mission). That strategy was
individual to TOMS; it was irrelevant that the strategy was publicly visible and
copy-able. TOMS has weaknesses—people complain?°2 about poor customer ser-
vice and shoes quickly developing holes—but they win anyway on the strength of
the individualized story.

Besides their publicly-lauded sustainable practices and an outdoor-worshipping
culture, they even have a formal company policy?°? to bail employees out of jail if
arrested while protesting peacefully.
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routinely pay more for coffee that has a fair and sustainable supply-
chain, because they’re willing to pay more to have a positive impact on
the world, not just to consume the product.

Indeed, genuine “willingness” creates the best, most durable, most
profitable businesses. Consumers not only pay more, they’re happy
to pay more, creating profit margin. They become evangelists, driv-
ing efficient growth. The company is resilient to competition, because
consumers are buying for reasons other than “features” and “price.”
The world becomes a better place, transcending a zero-sum game of
winners and losers.

Analyzing the differences between these kinds of WTP yields in-
sights that all products and companies can leverage (p. 525) to build
the best strategies.

THREE KINDS OF WTP

I divide WTP into three categories, each having different drivers, and

much different strategic value:
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LOVE cause they want you to thrive; they advocate for you publicly,* tying their
personal brand with yours; they don’t even consider the competition; the old

saying that “people buy from the person they like;” they would be OK with

« Mission: the joy of supporting a a small price-increase.
WMMWM/ 2\2 change that’s bigger than all of us
= Y A
A { (p. 385), or a community or move-
B\ § .
E\' - \§\ me?t yOL} want to see flourish
C@/ I . R.ec1proc1ty: wh'en the c?mpany UTILITY
9 9 /N gives before taking, or gives more
“ QN /) \\ . .
~ ol )\ than it takes, or provides excep-
@ [T tional customer service, or is ) .
W PV « Cheap: even if quality and
27 XA P deeply human. T .,
TN W /NI . . . functionality is low, it’s better
%o ) e IINE + Exceptional design: a joy to use, a .
2N e/ ) 4 than not having the product

N\ product that seems to genuinely : : 3
L « Integrations: providing func-

. . care a ou' y p o tionality while also more diffi-

« Exceptional quality: the pleasure and relief generated by reliabil-

ity
« Personal identification: leveraging the company’s brand as visible

cult to switch vendors
« System-of-record: being the of-
ficial place for important data,

component of your own personal brand o .
P Y . P L making it risky and expensive
« Culture: supporting an organization that treats employees and .
N to switch vendors

vendors well C . . . _r o
. . . . . . o Training: invested in having trained an organization, making it
« Social or environmental impact: supporting sustainable, fair prac- . . . .
. expensive and disruptive to switch vendors
tices . .
. ) « Market-share Leader: the social-proof of selecting the market-
« Community: a welcoming space where members learn and teach, .
) ) leader is a reason to buy
support each other, create personal connections, grow their career . - . . .
. . « Location: coffee inside the airport is more expensive than on the
or business, be part of a tribe
. . street corner
« Ecosystem: wherein all members make more money or gain more . . .
4 « Convenience: groceries delivered to your doorstep are substan-
prestige than had they not been part of the group . . .
tially more expensive than getting them yourself

« Simplicity: surprising ease is as delightful as it is useful

'- ] . ; ; ] . . . .
Result: Allyship. Consumers are genuinely happy to do business with « Quality: a seamless experience with no defects is often worth

you, and root for your success; when you make a profit, they cheer, be- paying for

* Counter-example: Walmart and Amazon, known for exploiting workers and _
li * This singl 294 d his with th ds of
suppliers is single tweet2%4 demonstrates this with thousands of responses.
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« Risk-reduction: mitigating potential problems is difficult to mea-
sure, but valuable

« Unique functionality: a capability that no competitor can match is
a sensible criterium for a purchase decision

« On-boarding experience: data shows>”>

results in higher WTP

o Familiarity: having used a product or a workflow paradigm for

that ease and reciprocity
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Bundle-stuffing: combining many things the customer doesn’t
want with the few they do want, to charge more in total ***
Scale Anti-Pricing: raising prices once an installation is at-scale,
knowing that although an alternative might be more effective,
more desirable, and cheaper, the one-time cost of switching is
incredibly high

Predatory Pricing: using lower-than-cost pricing to destroy com-

years, it is the comfortable way to work petitors and ward off investors (funded by another business unit
like Amazon does or by VCs as companies like Uber did?”®), then
Result: Fair exchange of value. Your product is useful and not exces- increase prices once the competitive market has been decimated
sively painful; the “devil we know;” getting your money’s worth; easier to and customers have no choice.
stay than to leave, and no particular desire to leave. « Patents: abusing a system meant to temporarily protect inventions

to block normal competition.
« Corporate policy: once a product is written into a company’s
formal policy (site-wide license or the only approved vendor for

some application), that product “wins” even if every user hates it
Hokokok

COERCION

« Government fiat or regulation

Result: Adversarial. Customers want to leave; they idly comment that

« Contract lock-in: retaining your - ] i )
. they wish some new competitor would arrive and disrupt you; they hate
business through paperwork rather s ) poir bill thev do busi " b boerud
than by choice s.eezlng J;Zourl cb bargzs fmbt eir bi : i;l ey ; usiness with you only begrudg-
o Data lock-in: retaining your busi- gy they ooyt ?zr oo S,wm pemaors: ) ..
. All of these things contribute equally to the economist’s definition
ness by holding your data hostage FWTP: Th i £ ) 4 mich "
rather than by choice o . ” ]g customer. 1sum ;ct paying, aln 1rm:c;r f; pay more if you
. Effective monopoly: being the only raise prices. But strategically they are completely different.

feasible option™
« Effective price-fixing: breaking the
so-called “free market”

. . . . . ** A classic example is the person who buys a bunch of tickets to a concert, then
« Middle-man: placing yourself in the middle of a transaction, resells them at 10x the price after the concert is “sold out” Here’s an even more

. . . . . . : 297

increasing consumer price while decreasing supplier’s profit*™* appalling example.

*** There is also a positive version of bundling, in which the items are mostly things
the customer does want, purchased at a discount over buying each item individu-

* This can be constructed purposefully, e.g. Uber spending tens of billions of dollars ally, possibly with some useful interoperability.

subsidizing rides to drive rival taxi and ride-share services out of business, so that X% Here Uber is an example of “love,” breaking the “coercive” stranglehold of taxi
they are the only option, and can raise prices, as they now have done.2% industry regulations.
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“Do me a favor and hit her with some
lower expectations first.”

EFFECT ON GROWTH AND
COMPETITIVE PRESSURE

Love creates inexpensive, non-linear growth, because your
customers are your allies.

You get repeat purchases, whether it’s a one-time revenue product or
a loyal recurring-revenue customer. This creates growth with no addi-
tional marketing and sales costs.

You get word-of-mouth advocacy. When someone asks what to
buy on Twitter, your rabid fans answer the question. When there’s a
review site, your product ranks number one. When Customer Surplus
1s enormous, consumers reciprocate by selling new customers on your

behalf* Once again, this is growth without additional marketing and

* Hollow Knight is a high-quality indie game, made primarily by just three people.
Released in 2017, people still make YouTube videos about it in 2023. The sound-

**

%

k%%
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sales costs. Furthermore, the effect grows as your customer base grows:
A non-linear effect.

When a new competitor arrives, even when it is superior in features
or price, your customers will stay, because they’re here for more than
just the features and the price. This yields retention, which is another
form of growth.** There is a limit to this effect of course—at some
point the product simply isn’t good enough—but it carries you through

the vacillations of typical competitive one-upmanship.

Utility helps grow existing customers, and is neutral-to-positive

on attracting new ones.

As an organization grows, it will naturally buy more seats of software
for teams in customer support, sales, engineering, and so on. It will
naturally buy more infrastructure and incur more credit card transac-

tion fees. This isn’t a negative, and does creates internal growth, which

is a powerful growth-driver for any business, especially at scale.***

But, a customer’s willingness to buy another ten seats of JIRA
doesn’t imply the customer is going on forums, spending personal

credibility to advocate on your behalf. And it doesn’t mean they won't

take a look at an interesting new competitor.***

track has millions of listens on Spotify. Everyone says it’s far too cheap at $15.
Plus you get 4 expansion packs for free—something games normally charge for.
Everyone repeats the story about how it’s just two guys plus one other guy who
did the amazing music. Fans even begged them to charge more but they don’t—
they’d rather be accessible, and people love them all more for it. The economist
would say they should raise prices because they can. Yes they can, but it’s obvious
that rabid fans generate millions of purchases, and that financial impact is so much
larger than closing the WTP/Price gap to “demonstrate you have market power.”

Don’t believe me? Look at the growth curve (p. 324) of any startup that went from
7%/mo cancellation to 2%/mo.

At scale, new customers can be added only so quickly, whereas you have an enor-
mous existing customer base, so growth inside the base is a larger factor than
growth from new customers.

Indeed, new JIRA competitor Linear has quickly amassed a rabid fanbase on the
basis of exceptional UX. It’s easy to imagine JIRA users trying Linear and even
advocating to switch, whereas it’s laughable to imagine a Linear user trying to
convince their team to switch to JIRA.
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Coercion causes your customers to be allied with competitors;
they’re internally-motived to leave, so they will.

“Just give me an excuse.” Your customers, locked in against their will,
cannot wazt for a viable competitor to appear. They will go out of their
way to switch, coming up with reasons why investing in the switch
will pay for itself ten-fold, despite the cost. Exactly the case you don’t
want your customers building,

When your contract is up for renewal, you should be very afraid.
When someone asks on Twitter what tool they should use, your cus-
tomers say: “Well we use X, but don’t make the same mistake!”

You are constantly vulnerable to disruption, even by mediocre
competition. This is the weakest position you could be in, because

you're coercing customers instead of delighting them.

& {?Z% g@”

W, AMEa

>

/

“OK, little higher next time. You just gave him
a hankering.”
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PROFIT DONE RIGHT: CREATE
MORE WTP, THEN SPLIT IT WITH
THE CUSTOMER

“[When you increase WTP], you're adding value for the con-
sumer, and then figuring out how to split that with the con-

sumer.”

301

—Michael Mauboussin, interviewed on~"" the Invest like the Best

podcast.

Creating value for the customer comes first. Then—and only
then—you can decide how to “split it with the customer,” either le-
veraging Consumer Surplus for advocacy, high-retention, and growth,
or indeed by raising prices.

When you create that value through Love or Utility, this is both
sustainable and profitable. When it’s through Coercion, it is tempo-
rary at best.

The strongest organizations have all three. For example, Apple
generates Love through appealing design, being a statement of per-
sonal brand, and maintaining the highest standard of privacy even if
it means the product is less functional or interoperable. Apple also
leverages utility, becoming familiar and convenient (and thus a mental
effort to switch away), and trying to become the center of everything
from family photos to shared files to 10,000 notes to the common way
to purchase things, creating a form of “lock-in” that feels useful rather
than evil. But it leverages Coercion as well, as users are locked-in even
when they’d prefer not to be, unable to export data from apps like
Notes, and being forced to buy new devices as older ones suspiciously
stop working well after applying new (mandatory) operating system
upgrades, and changing the connectors on charging cables every 5-10

years.
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Figure 2: Apple’s net profit margin:
If they were increasing prices faster than WTP, profits would have increased.

In any case, Apple has increased WTP in all three ways over the
past ten years, and they’ve split that with their customers, as evidenced

by a consistent profit margin (Figure 2).

EVEN THE COLD-BLOODED
CAPITALIST SHOULD ESCHEW
COERCION

Here’s why Love and Utility results in more valuable companies, even
though it prioritizes Consumer Surplus over profits:

Imagine there are two companies, alike in every way: Same prod-
uct, same industry, same market, same number of customers at the
same price, at the same costs, and thus the same revenue, same profit,
and same WTP. The only difference is:

1. Company’s WTP is generated only by Love.
2. Company’s WTP is generated only by Coercion.
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Which one is most likely to grow in volume and profit over the
next five years? Which is more likely to capture more market share? In
other words, which is the better investment for a Venture Capitalist?

I'd pick (1). I know their customer base will help them grow effi-
ciently, while competitors look on helplessly, unable to convert cus-
tomers even with the lure of unique features and lower prices. Where-
as | know (2)’s customer base will be trying to leave, praying another
competitor comes to save them, publicly warding away potential cus-
tomers from repeating their mistake.

It is also possible for (1) to add Utility or even Coercive WTP to
their strategy, further strengthening their position, whereas it is much
more difficult for (2) to generate Love starting from their current po-
sition. It’s not that Coercion is never an appropriate ingredient, but
rather that the other two are better.”

Love beats Coercion, even as cold-blooded, money-grubbing capi-
talist investor, indifferent to ethics or the betterment of the world.

And yet Love makes money while in fact bettering the world, and
making everyone happier.

So choose Love by building it into your strategy, investing in it,

and then reveling in what you’ve created.

* It’s like the Agile Manifesto: 303 When it says “Working software over comprehen-
sive documentation,” it isn’t saying “Documentation is bad.” Rather, it’s saying
“Working software” is more valuable, so that’s where we should spend most of
our energy.
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APPENDIX: RELATIONSHIP TO
OTHER FRAMEWORKS

You can apply this concept directly to your strategy, and merge it with

other techniques.

Kano (Figure 3)

“Love” feels a lot like Kano’s*** “Delight”a joyous, perhaps even un-
expected upside. “Utility” maps to “Performance”—where the more of
it there 1s, the more value it is to the customer. “Coercive” maps to
“Inverse”—something that customers actively dislike, even though you

gain the selfish corporate benefit of retention.

Satisfaction Attractive
Performance
____/ Functionality
//——-——)
L~ Must-be

Figure 3: The Kano model
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Moats
Many of these things sound like moats (p. 727), and for good reason:
Increasing WTP of any type increases your ability to capture and
retain customers. The more forceful (whether positive or negative),
the more that becomes a permanent advantage that others cannot dis-
lodge. No one can take away a fantastic brand, and government fiat
can last for decades.

An interesting example is “network effect,” because it shows up in

all three types:

« “Love” network effects include community and ecosystem, where
participants help one another personally and professionally.

 One “Utility” network effect is a functioning marketplace, so e.g.
eBay was for decades the destination having the greater number
of buyers and sellers of collectable objects, and thus genuinely the
most useful place to transact. You might not “love” eBay, but
certainly people went there because it was useful, not because
they were forced to.

« One “Coercive” network effect is when choice is limited to “pre-
ferred vendors,” creating a cartel rather than creating choice. For
example, the United States health care system features insurance
companies who each support their own network of doctors. A
consequence is that switching insurance can mean you have to
switch family doctors—an unnecessary and “value-destroying”

activity as an economist would say.

Start with “Why”

“Love” reinforces the Simon Sinek’s admonition that companies must
“Start with Why,” (p. 385) i.e. understand and articulate its higher pur-
pose, it’s mission, because when that’s strong and important, when it
permeates everything from its market-positioning to its culture to its
employees, it’s extremely powerful, and impossible for a competitor

to destroy.
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Example: Buffer’®® has a relatively undifferentiated product and
pays lower salaries than many people can get elsewhere, but their
culture and transparency is second-to-none, and people want to be a
part of that. Example: TruthSocial, which can’t pay salaries like Twit-
ter, and doesn’t have the reach of Twitter, and has technical issues

307

with downtime and slow innovation,”’ nevertheless possesses a rabid

fanbase because of the mission and community.

Blue Ocean Strategy: The six kinds of “buyer utility”

In Blue Ocean Strategy,”®® W. Chan Kim and Renée Mauborgne high-
light six ways in which you can deliver “value” to customers. These are
a subset of the more general reasons why people are compelled to buy,
but it’s useful to emphasize the cases where the customer is benefiting

directly:

Blue Ocean
Buyer Utility =~ WTP Category Commentary

Customer Utility This category is too broad; it is impor-

Productivity tant to distinguish between “more
value” and “less cost.” Both contribute
to “productivity,” but it is an order of
magnitude more important to increase
value (p. 159). It’s also important to
define value (p. 250).

Simplicity Utility Included above.

Convenience Utility Included above, in several forms; for
example “location” is a specific kind of
convenience.

Risk Utility Included above.

Fun & Image Love Included above.
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Blue Ocean
Buyer Utility = WTP Category Commentary

Environmental Love Included in a more expansive “social

Friendliness and environmental impact,” as nowa-
days (2023) it is more common for cus-

tomers to make buying decisions on

309

factors like Fairtrade,””” or purchasing

from local or minority-owned business,
or supporting businesses with specific
values and public commitments, in ad-
dition to the idea of being friendly to

the environment.

Long-term engagement metrics
Many products wish to “drive engagement.” Some point to Facebook as
the pinnacle of “growth hacking,” driving up numbers, often slipping
away from Utility (to say nothing of Love) and into Coercive tricks.
But even at Facebook, solving for Utility over Coercion worked
better. In a fascinating multi-year UX experiment,’' Facebook found
that when they reduced the quantity of notifications (by keeping the
quality high), it had the expected negative result on engagement: Cus-
tomer satisfaction increased, but app usage decreased (because it was
leading you back to the app less often). But, after a year, app usage
actually increased and remained higher that it was before the change.
Increasing genuine satisfaction created more engagement in the long
run. They had to be patient to see the results; traditional “growth

hacking” did not discover the best solution.

Many thanks to John Doherty>'! for contributing insights to early drafis.



Chapter 15:

How startups beat incumbents

ADVANTAGES AS WEAKNESSES
UNQUANTIFIABLE RISKS - NICHE - UNSCALABLE
SERVICE - NEW TECH - DRASTIC CHANGES
OPINIONATED - POSITIVE-SUM - WORSE
NEW PROFITS
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It doesn’t seem possible for a startup to beat an incumbent.

An incumbent has everything: money, brand, customers, a sales
team, marketing that generates thousands of leads every month, prod-
uct and engineering teams that constantly ship. They mine their big
existing customer base for ideas, and then build exactly the right fea-
tures, and then charge for it. Their 24/7 support team provides faster
and better service than someone working in their pajamas at home.
They don’t have to build the basics or ask Twitter how to manage
international sales tax. They can just focus on innovating,

Of course if you've ever worked at a big company, you know
that while most of those things are true, it doesn’t feel like it. Big
companies are rarely well-oiled innovation machines, and it certainly
doesn’t feel like you're constantly outpacing the competition.

When we analyze how incumbents are vulnerable, we uncover op-
portunities that startups can exploit to win, where there’s often noth-

ing the incumbent can do about it, despite their advantages:

« Taking risks that cannot be quantified

« Addressing a profitable niche

« Doing delightful, valuable things that don’t scale
 Unsurpassed customer service

« Leveraging new technology

« Make drastic changes

« Having an opinionated personality

« Doing things that aren’t zero-sum

« Being worse-but-acceptable in most dimensions

« Being low-cost against a profit center



287 - A SMART BEAR

THE PATTERN: EVERY
BIG-COMPANY ADVANTAGE
CREATES EXPLOITABLE WEAKNESS

The reason big companies don’t function as well as described above is
that things at scale are super-linearly more difficult (p. 738).

It’s an advantage to have 100,000 customers when you're figur-
ing out what the next feature should be, or when you’re launching a
second product, or when you get free growth from word-of-mouth.

But it’s a disadvantage to have a lot of customers when you want
to innovate with your product, because no customer wakes up in the
morning and says: Gee, [ hope the software I'm accustomed to dramatically
changes today. Customers don’t want to learn new Uls. Customers have
workflows that you have to accommodate. Old technology that powers
those 100,000 customers doesn’t support the latest technology. You
have to update documentation and videos and the people in support
and sales who need to be retrained. Even a simple change can be diffi-
cult and expensive,’!? and certainly low-ROL

Besides “scale,” a big company must accommodate things startups
can ignore.

There’s the legal department, for example. A startup does all kinds
of illegal things. Most startups do not pay taxes properly, sometimes
not at all, especially in other countries. Startups don’t adhere to all
the Acceptable Use Policies of all the products they use. Startups don’t
have a security team who vets vendors before sending them sensitive
data, or vets libraries before they’re integrated into the code base,
causing all of their supposed “secret intellectual property” to become
open-source.

As aresult, the startup not only moves more quickly—which is how
most people characterize it—but they can completely skip things that
a larger company cannot. So Uber decided to just do illegal things in
order to grow. An incumbent taxi company obeys the law, so they lose.
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"This just says you won't reveal anything about
our nondisclosure agreement."”

You could say that that’s not fair. You could say that’s what regulation
ought to prevent. But the reality is that startups often ignore the law,
and that can be an edge.

The way a startup wins, is to do things that incumbents cannot
or will not do.

So, let’s see how to attack where they cannot defend.

TAKE RISKS THAT CANNOT BE
QUANTIFIED

The way a larger company decides to take a risk, such as launching a
new product line or entering a new market, is by creating a detailed

analysis of the opportunity, and a cost estimate. Then the decision is:
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1. Isthisis a good ROI? (potential-revenue divided by costs)

2. Do we have conviction that the risk of failure is low?

How can a startup exploit this decision process?

Starting with decision (1), the analysis is typically wrong. There
are studies everywhere—and your own experience, if you've worked
at a large company—showing that most development projects are sig-
nificantly late and over-budget, and also that the outcome is typically
worse than expected. Both sides of the ROI fraction are worse.*

So, whichever projects appear through traditional cost-benefit analy-
sis to be low-RO], are unlikely for an incumbent to do, even though
there’s a good chance that (a) theyre rejecting genuinely good ideas
and (b) they’re accepting weaker, more straightforward ideas, only
because those more readily lend themselves to ROI analysis. A start-
up who selects “apparently” low-ROI projects, will probably have no
competition from incumbents.

With decision (2), big companies don’t like to take big risks even
when the outcome might be large. The fear of failure is an order of mag-
nitude more motivating than the desire to innovate or even the greed
of success. One reason is that the core business is probably going well,
and you “don’t want to mess that up.” Another reason is that no one
wants to be the one who proposed, fought for, and then presided over
a mult-million-dollar failure. Another reason is that none of us really
knows what a “big risk” is anyway, because even experts can’t predict
what will happen (p. 186), and we don’t know how to talk about risks
(p. 945) or measure risks (p. 1254), even in retrospect (p. 1189).

At a big company, it’s safer to say “let’s gather more data” and “let’s
wait for consensus” than it is to take a risk.

But innovative things are often high risk or unknown risk.**

Therefore, a startup can pick things which are risky, or where the risk

* 1 cover exactly what to do about this in an article about how to do ROI analyses
correctly (p. 164).

** “High risk” means we know number that is the probability of success, and it is

low. “Uncertainty” is unknown risk, meaning we don’t know what the number is
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“OK, now that we all agree, let’s all go back to
our desks and discuss why this won’t work.”

is impossible to ascertain, but where the potential upside is high, and
incumbents are unlikely to follow.

Indeed, this 1s also what I recommend for work-planning in gen-
eral in selecting and prioritizing Rocks versus Pebbles (p. 213), where
the “big Rocks” that move the needle (p. 1009) should be selected on
the basis of potential outcome rather than ROI, whereas the Pebbles
should indeed be based on ROL.

Startups can do it, while incumbents are almost always too fearful.

That’s OK, the incumbent can buy you later at 10x revenue.

at all. Though different, they have the same result in this context: It’s too scary to
take the chance.
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ADDRESS A NICHE

An incumbent wanting to expand into a new market or launch a new
product line, must apply a significant amount of money and people—a
large investment, even for them. What kind of return do they need on
that investment?

The answer 1s: It has to materially affect their growth rate.

The rule of thumb is it should increase their overall revenue by at
least 10%; some people call this “the materiality threshold.” However,
that number goes up as the (perceived) risk or (actual) investment in-
creases. For an incumbent with hundreds of millions in revenue, that
means the product line must have a good chance of making $50-$100

million, or they won’t even try (nor should they).

Given our size, we only see a few good

things [to invest in]. If we were smaller,

then wed see lots of good things.”
—Warren Buffett.

Another financial metric that creates a materiality threshold is a
certain ratio on the Profit & Loss statement.

316 around 20% of their rev-

A software company at scale spends
enue on R&D, which includes Product, Engineering and Design. A
fully loaded team, including salaries, taxes, software, hardware, train-
ing, management, travel, office space, and so on, can cost upwards of

$2 million a year.* If that cost is supposed to be 20% of revenue, the

* Obviously this varies by geography, employment laws, tax laws, and the size and
composition of the team; this estimate assumes a team of eight engineers, a prod-

*%
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team needs to generate at least $10 million in annual revenue, which
means the product they’re working on must do that, even if the prod-
uct is a small add-on or the team owns a subset of a larger product.

Of course, a small startup doesn’t see it that way. A team of two
founders and one employee isn’t thinking “We have to make $10 mil-
lion a year, otherwise it’s a failure!” This means the startup can focus
on a niche that doesn’t need to generate $10 million; it could generate
$1 million.

The startup can focus on a niche and ICP (p. 307) that a big com-
pany cannot afford to target, either because that niche wouldn’t hit
the overall revenue materiality threshold, or wouldn’t hit the one-team
P&L threshold.

With that focus, the startup has no direct competition from an
incumbent. In fact, the larger the incumbent, the less the startup has
to worry about competition.

Feels good.

DO THINGS THAT DON’T SCALE

WP Engine was the first in our market to support LetsEncrypt.?!7**

We knew nearly all of our customers would want it. We wanted to
promote it heavily, but we were already deep into scale, with 100,000

customers who could potentially use it on day one.

uct manager, a designer, and a manager, in the US, and rounding-off for rhetorical
simplicity.
If youre unfamiliar with this web technology, don’t worry—the details aren’t
important to the story. Suffice to say: It was a desirable capability, and is now
ubiquitous.
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Therefore, it had to be scalable
before we released it. That means
breaking down the components
into queues, in case one step in the
process was faster than another, or
in case one failed and had to be
repaired before the system could

make progress. And we had to mon-

itor those queues, and send alerts to

humans if it stayed broken for too
long. And we had to run at-scale tests to make sure it worked when
there were 1000 simultaneous requests with random failures. And we
had to train hundreds of folks in tech support on the questions we an-
ticipated, and train hundreds of folks in sales on how to leverage this
to make sales, and work with marketing on how to message it. And
we had to make sure it had close to zero bugs, because if thousands of
people start using it, and 10% ran into a bug, we’'d crush our support
team, and hundreds of people would take to Twitter to complain.

We were correct to invest many months of time in all these areas;
on the first day, thousands of people did start using it, tens of thou-
sands in the first month, and indeed some components did break, and
lots of people asked questions in tech support. And people praised us
on Twitter as a result.

The good news about a large customer base, is that you can have
1000 users on day one and 10,000 on day 30. In this case we gave
it away for free, but in general an incumbent can be generating $1M
ARR or even $10M in short order. A startup cannot do that.

But a startup can launch something in a few weeks and iterate.
We had to be heads-down for most of a year. And so another startup
opportunity emerges: A startup doesn’t have to operate at scale.

You might say: A larger company can still make an alpha version
of a product, show it to a few dozen customers, and iterate from there.
Indeed, we also do that; it’s a wise process. However, what a larger

company is 7ot willing to do is take the next couple of years just to get
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to $1M ARR and then take a couple more years to get to $5M and
then take a couple more years to get to $20M. That’s just way too long
to get the “material” amount of revenue and does not leverage their
at-scale assets.

But the ramp I just mentioned is ideal for a startup; in fact, that is
a highly successful growth rate. It allows time for the product to settle
in and slowly get to the point where it is scaling. This is a reasonable,
fun, and plausible path. No one knows you exist; that’s bad for sales,
but good for iterating without harming your reputation.

Therefore, if a certain product idea is naturally very easy to scale
from day one, that’s easy for an incumbent to copy. But if the product

is naturally difficult to scale from day one, that’s ideal for a startup.

UNSURPASSED CUSTOMER
SERVICE FROM FOUNDERS &
ENGINEERS

I personally handled support tickets every day at WP Engine until we
had around 35 people; this is typical for a customer-oriented founder.
There’s no better way to understand how people interact with the
product than to talk to them about when it’s going wrong or not meet-
ing their expectations. You get feature ideas, you understand how to
streamline the product and how to increase retention.

Customers are impressed by the quality of support and the range
of problems you can solve. They won't get that from a company with a
thousand tech support reps. Some startups aren’t interested in provid-
ing great support, but those that do are naturally and even effortlessly
orders of magnitude better than a large incumbent. It’s a competitive

advantage available to everyone.



295 - A SMART BEAR

"So, as you can see, customer satisfaction is up
considerably since phasing out the complaint forms."

As if those benefits to both customers and product development
aren’t enough, it also fosters real love and loyalty from customers.
That love translates to forgiveness when you do have problems; see
the mountain of supportive tweets when a small-but-lovable company
has a big outage or security issue. It also translates into word-of-mouth
advocacy, as customers naturally reciprocate, and thus great support
results in inexpensive growth. Love is the best form of “willingness to
pay.” (p. 265)

Which incumbents cannot compete with.

As a startup scales, it loses this advantage. I distinctly remember
each time in the past 15 years at WP Engine that a new competitor
would brag about their amazing tech support. While WP Engine con-
tinues to objectively* have world-class support, it’s not the same as
personal attention from the founder of the company!

You could decide to never grow that large, optimizing for profit
and efficiency rather than revenue and scale, and make Support a

permanent competitive advantage.

* Won a dozen Stevie Awards, and maintains 98% CSAT.
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Max Lynch &
@maxlynch

I think we won a lot of deals @lonicframework largely because of this.
We were tiny relative to a lot of the vendors our customers used but we
had considerably better customer experience. This is your advantage as
a small company, gotta use it

No matter which future you pick, this is still a great way to get

started.

LEVERAGE NEW TECHNOLOGY

When a technology is new, the risk of using it is high.

Maybe it won't be supported in five years. Maybe you won’t be
able to hire dozens of engineers who are familiar with it. Maybe* it
will have a big security problem. Maybe it works well for the “Hello,
World!” case, but doesn’t work at scale. Maybe it’s efficient for one de-
veloper but too difficult to coordinate with thirty. These are all reasons
why incumbents are absolutely correct in avoiding new technology.

But a startup doesn’t have these concerns. Not because the big
company is wrong, but because the constraints are different. The thing
that will kill the startup is not going to be the tech stack; it’s going to
be that it’s too hard to find customers, or they don’t have a budget for
this problem, or it’s too hard to compete, or you run out of money, or

any of the other things needed to get to Product/Market Fit (p. 8).

* In fact, certainly it will have many security issues... the question is whether they
will be identified and addressed.
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And new technology often creates a competitive advantage. New
technology makes certain things efficient, or enables things which
previously were impossible, as in the current case of Al (p. 404).

The startup zs taking a risk on that technology. If youre banking
on a new open source project, and it doesn’t take off, you might have a
product built on a platform that is no longer supported, and that’s bad
even if youre a small startup.

However, what is the worst case, assuming the startup isn’t already
dead by then? It’s that, five years from now, you've built a sustainable
company, and now you have to redo your platform using different
technology. That does really suck for you. You might have to pause
new features for a year to make the transition, and engineers, product
managers, and sales reps alike will hate that. But if this penalty “buys”

you a successful company, then it was worth it.

MAKE DRASTIC CHANGES

Of course it’s nice to have 100,000 paying customers, but it also means
all change is difficult, expensive, and risky.

You can’t change the user interface even slightly without a torrent
of angry tweets, confused people clogging tech support, and updating
all documentation and screenshots. You have a solidified brand with
expectations on positioning and pricing; changing any of those is not
only disruptive, but risky. On the back end, you've optimized and
built for scale, which means youre locked into architectural choices,
technological integrations, and business partners.

New startups can change any of those things, even drastically, even
if they have 100 customers. Obviously youd prefer to have more cus-
tomers, but so long as you don't, take advantage of the fact that you

pivot into the market reality and your own strengths. Especially when
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the market shifts—like today with Al (p. 404), and yesterday with mo-
bile devices—the incumbents are the ones who cannot quickly adapt
to the new world, whereas the little startup can adapt immediately.
Part of why “big companies are dumb” is because they can’t change
even when they know they’re doing something dumb. New com-

panies can.

HAVE AN OPINIONATED
PERSONALITY

It is rare for a large company to express a personality.

There are many reasons for this. They want to address a large
and therefore diverse market to sustain their revenue and growth; by
speaking to everyone, they speak to no one in particular. They have
an established brand, which creates trust, which is one of the reasons
they win sales, embodied in the now-outdated phrase “No one ever got
fired for hiring IBM.” So the language on the homepage and inside the
product needs to reinforce this trust, which means being impersonal
but solid.

Another reason is that customer communication is spread over
hundreds or thousands of people, from Support to Sales to Marketing
to Product to Design. There isn’t such a thing as a genuine, human per-
sonality and style that a thousand people share and express identically.

Whereas everyone can conform to generic but professional language.
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Butastartup doesn’t have these con-
straints. Indeed, the founder often
has a strong personality, with spe-
cific ideas of what’s good and bad
and how things should be done and
how to express it. That’s at least
partially why they started a com-
pany in the first place.

Some potential customers will
be attracted to that personality and
some will be repulsed. But that’s true of anything that is wonderful
and different and powerful in this world.

You're a little company, now act like one.??° In fact, you will di-
rectly win customers (p. 892) because of it.

When a large company tries inject personality, it often comes off
as contrived, not genuine. Whereas with a startup, it feels genuine be-
cause it zs genuine.

Some customers only want to buy from the market leader. That’s
rational, and if that’s a primary deciding factor, there’s little a startup
can do about it, no matter what their home page says. Therefore, the
startup should ignore that segment and focus on customers who want

to buy (p. 307) from a plucky upstart that has something to say.

DO THINGS THAT AREN’T
ZERO-SUM

Some things in business are a zero-sum game.
In a zero-sum game, when one player wins, another player neces-
sarily loses. Poker is an example: When one player wins chips, other

players lose exactly that number of chips. Blackjack is a counter-
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example: Players at a table individually win or lose, unaffected by
other players; no player loses chips when another player wins.
Marketing gives us examples of each. Zero-sum marketing chan-

1

nels arise when there’s a power law”2! or where there is exclusivity.

Examples:

« SEO (The top positions generate more traffic than all other positions
combined)

« AdWords (The top positions generate more traffic than all other po-
sitions combined)

- Affliates (The top few affiliates generate more leads than all others
combined)

« Retail shelf space (Limited surface area)

« Exclusive distribution deals (7he zero-sum game is created by agree-
ment)

o Government fiat (A vendor can be written into law)

Conversely, there are channels that are non-zero-sum, and more to
the point, where even a well-funded, strongly-entrenched incumbent

cannot prevent others from winning:

« Social media (anyone can create a great social presence)

« Newsletters (anyone can create great content marketing)

« Collaborative promotions (both players more money than they would
have)

« Ecosystems like Salesforce and the Apple Store (a/l players make
more money)

« Consumers who buy multiple products (e.g. 3D animators often use

multiple tools)

Market dynamics can also create either type of game. Stagnant or
shrinking markets are zero-sum; without new customers entering the
arena, winning one customer means a competitor cannot have that

revenue. In growing markets there’s a steady stream of new dollars
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from new customers, so many competitors can grow. (This is yet an-
other reason why startups should target growing markets, whether the
goal 1s to build a small, profitable company or a unicorn.)

Incumbents are stronger in zero-sum games, because they can
apply money and specialized expertise. They can even over-spend,
because their scaled business model can absorb a low ROI activity,
intentionally losing money in order to stop competitors from using
that channel. This doesn’t mean startups should never play zero-sum
games, but they are more difficult, and sometimes impossible.

But incumbents cannot stop startups from winning non-zero-sum

games, so that’s where a startup should invest (p. 826).

BE WORSE BUT ACCEPTABLE IN
MOST DIMENSIONS

No one wants their website to go down.

It’s surprising how hard it is to keep a website up for an entire
year. For example, “99.9% uptime” might sound excellent, but that
equates to 44 minutes of downtime every month! If our company
WP Engine had even close to that much downtime, customers would
revolt, and rightfully so. Yet, most hosting companies* promise only
99.9%-99.95% uptime.

The reason is that it’s very hard to push the number higher. It takes
an order of magnitude more direct spend, software development, and
processes to get to 99.99%, to say nothing of the proverbial “5-9’s”322
that industrial operations sometimes target. Every little rare, strange,

unpredictable thing will knock you out of compliance; it’s expensive

* Including the major cloud providers, managed WordPress platforms like WP
Engine, and specialized providers like Toasttab for restaurants

HOW STARTUPS BEAT INCUMBENTS - 302

and difficult to solve all those cases. And yet, 99.99% just doesn’t look
that different from 99.95% on the pricing page.

Incumbents, however, often do have to invest in optimizing these
expensive dimensions like. One reason is that at scale, rare things
become common (p. 1277); at scale you have no choice. Another
reason 1s that it can win sales in some segments of the market; at
WP Engine we have enterprise customers who have internal policies
demanding 99.99% uptime, so we win against competitors with lesser
guarantees.

Startups don’t have the rare-at-scale problem, and they can choose
their target market (p. 307) such that customers don’t have extreme
demands,* and therefore startups can win while incumbents labor.

More examples where incumbents have to care, but startups don’t:

ANDER SNV

“Kathy, if you agree to these terms of
service, click ‘T do.”™

* Indeed, startups should actively avoid those customers. A startup with a new
product definitionally won't satisfy customers with myriad, difficult demands.
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Security

WP Engine spends tens of millions of dollars a year on security, ranging
from internal teams to corporate policies to annual employee training to
SOC and ISO compliance to software reviews to vendor security
reviews. For us, security is one of our main selling points, so this is
important both for scale, brand, derisking, and because it’s what cus-
tomers pay us for. But that’s not true of most products, and most cus-
tomers don’t demand it.

Quality

If the entire product is low quality in every dimension, that’s just a bad
product. I doubt anyone is excited to build that, not even as an SLC
(MVP) (p. 97). For example, uptime is important for WP Engine, but for
a SaaS product that is used only during normal working hours, targeted
at a certain geography where “working hours” is a well-defined time
frame, having even an hour of downtime in the middle of the night
doesn’t affect customers at all. A large, global company doesn’t have that
luxury.

Scalability

If a product will never need to handle “big data,” then the product can
be built with all sorts of simplifying assumptions* that make develop-
ment faster, safer, even more enjoyable. The UX can be simpler if the
users have basic needs, as opposed to nested security groups driven by

an external LDAP service.

Compliance

Large companies accumulate internal policies. These are for good rea-
sons, like ensuring that not everyone has access to all data (especially
customer data), ensuring that I'T teams are capable of managing and up-
grading thousands of devices, safeguarding ownership of their intel-
lectual property, and enabling sales to large enterprises and govern-
ments in various verticals who impose policies on their vendors. This is
one of the reasons they can get multi-million-dollar three-year contracts

* PostgreSQL instead of BigQuery, SQLite instead of PostgreSQL, Python instead
of Erlang, reading into memory instead of streaming, batch jobs instead of as-
semblages of queues and auto-scale groups, standard algorithms rather than dis-
tributed computation, normal debuggers instead of distributed logs, off-the-shelf
libraries and vendors instead of bespoke solutions
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and the start can’t. But it also severely hampers what they can do, or at
what speed they can do it, or at what cost, and therefore at what

customer-facing price.

Legal

We covered this earlier. While [ would never advocate for startups to do
illegal things on purpose, it’s a simple fact that startups often (unknow-
ingly) don’t comply with all laws. It doesn’t affect their sales; in fact, it

might increase it.

Most customers don'’t care about most things. This is great news
for startups, who can select one or two dimensions to care about, and
the ideal customer segment who also cares mostly about those specific
things (p. 307), and win that segment while incumbents chase com-
plexity in all quarters.

While incumbents have to charge more to cover the costs of multi-
dimensional excellence at scale, a startup can charge less for a product
that’s objectively “worse” along many dimensions, and thus the start-
up can win on price and still be profitable.

Startups can be worse, but unique (p. 848), and better where it

counts.

BE LOW-COST AGAINST THE
PROFIT-CENTER

An incumbent cannot change its business model.

The assets that give the incumbent its advantage are also static con-
straints. The brand is entrenched in consumers’ minds. The software
relies on platforms and languages and libraries that cannot be changed
without a massive rewrite which infamously almost always fails. The
business model of marketing, sales, service, and profits is set; a com-

pany with the costs of a global sales team, the white-glove on-boarding
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team, the expensive infrastructure, the vendor costs, and shareholder
expectations that profits will only increase, cannot drop prices.

Therefore, an incumbent cannot compete with a startup which is
“a ‘lite’ version for 1/10th the price.”

This is a softer way of restating Disruption Theory,* in which
incumbents see the startup coming but, rather than compete directly,
reposition themselves to focus on their best, most profitable customer
segments, thereby allowing the startup to thrive.

More specifically: Whatever generates the most profits for the in-
cumbent, is the thing they are least able to change.

You have to be careful, because incumbents will spend a lot of
money and attention defending their profit centers from attack. But
price won't be how they defend. That defense means you should le-
verage other topics from this article; for example an incumbent can
decide to spend “too much” money on AdWords to make that a worse
channel for you, but they cannot stop you from having a great content

marketing strategy.

Incumbents are strong in most ways, but they are vulnerable.

The only mistake is for a startup to go head-to-head with an in-
cumbent where the incumbent is strong.

Attack where you are strong (p. 525), and they are weak.

This 1s how to build a winning strategy (p. 471).

* Famously explained in Innovator’s Dilemma,?2# the theory is more specific than
what I'm saying here, involving new technology that is “worse, but cheaper, but in
some ways better,” where the incumbent seems to act rationally but ends up being
completely disrupted.
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| hate competitive markets. Being one of 20 is not interesting for me.

| want to compete against:

1. Stale, old incumbents,

2. built on outdated tech infrastructure,

3. with terrible talent brands,

4. lazy product roadmaps

5. arrogant approaches to customer service.
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Chapter 16:
Selling to Carol: Why targeting an
ICP brings 10x more customers than

you expected

EVERYONE IS NO ONE - SELLING TO CAROL
SURPRISE - PRACTICE - FINDING CAROL - REVENUE

"It's not that I don't like you, Ted, you just don't
fit my target demographic."
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SELLING TO EVERYONE MEANS
SELLING TO NO ONE

Everyone goes to your home page, therefore your home page has to
speak to everyone, right? Buyers, users, existing customers, curious
explorers, all working at companies large and small.

Most companies approach this the wrong way, which is to speak
to “everyone.” The worry is, if you were to speak only to a narrow
customer segment, everyone else feels excluded or confused, and will
bounce off the home page and buy something else. So you end up with
generic positioning statements like “The Power To Know.” (Figure 1)

SAS has trademarked “The Power To Know®” but I'm not sure
why. Can you tell me what the product does? Who it’s for? Did you
read that entire paragraph? Surely not.

SAS the power to know

Gsas

Giving you The Power to Know® Through innovative software
and services, SAS empowers and inspires customers around the
world to transform data into intelligence. SAS is a trusted
analytics powerhouse for organizations seeking immediate
value from their data. A deep bench of analytics solutions and
broad industry knowledge keep our customers coming back
and feeling confident. With SAS®, you can discover insights
from your data and make sense of it all. Identify what's
working and fix what isn't. Make more intelligent decisions.
And drive relevant change.

Figure 1: SAS is The Power To Know®, but
know what exactly?
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Could anyone in the world—even their perfect, ideal, best customer
(ICP: Ideal Customer Profile)—be intrigued and excited to learn more?
If that ICP happened across the website, would they even know they
are the ideal customer?

The first step in disabusing yourself of this fluffy language 1s to
see that by not speaking to a specific customer, you're saying nothing to
everyone and thus everyone will bounce off the home page, and never
think of you again. (You didn’t give them anything to think about.) If
your ideal customer doesn’t know you're selling to them, who will?

By the way, The Penny Group also delivers “The Power To Know®,”
also trademarked (Figure 2). So much for defensible differentiation
through trademarks.

Generalized messaging has no power, no emotional connection, no
interest, no information.

Exactly the opposite of what you need from your advertising or
home page.

The next step in disabusing yourself of this idea of “speaking to
everyone” is to acknowledge that it is impossible to speak to everybody
at once. You want software developers to know you have an extensible
API, but you want the corporate buyers to know that your product
makes them more money (p. 159). You want to look professional so
that managers at large companies are comfortable trusting your com-
pany, but you don’t want to so aloof that small company buyers see you
as “too corporate” and can’t relate. You want to highlight configurable

workflows and reports that allow large customers to apply your tool

m The Penny Group

The Power to Know*®

Figure 2: So much power! So much knowing!
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to all their teams, but you want small customers to realize that you can
turn all that off so things are simple and easy.

Once you agree with these two points—you must be evocative and
specific, and you can’t speak to everyone—you must conclude that you
have to speak to just one type of customer.

But how do you pick, and how you avoid excluding everyone else,
reducing your target market to a tiny niche?

We'll start with the first question.

SELLING TO CAROL

Describe a perfect customer. We’'ll call her Carol. Pick a concrete com-
pany that she works for, a company similar to one of your existing,
thrilled customers. What’s her official title and what does she do? If
your potential market includes a wide variety of company types and
positions, just pick one in particular. Whatever problems your product
solves, Carol has al/ those problems. She has all the problems, she
knows she has the problems, she already has the budget to spend on
those problems, and she’s already looking for how to spend it, just
like it says in your market analysis (p. 67). Write those problems down
from her point of view, the way she would describe them if complain-
ing to a friend over lunch. Whatever advantages you have over your
competitors,>>”* Carol needs exactly those things. Whatever makes

people love you,** Carol has those attributes. Whatever makes people

* Not sure? Ask your Sales team—they’ll tell you, “oh yeah, any time someone says
, [ know we’re going to close the sale.”
** Not sure? Ask your Support team—they’ll tell you, “oh yeah, the best people are
because they ask great questions and they’re always telling me how much
they love us, even when they have a problem.”
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continue paying for the product forever,* Carol has that. List all these
things.**

Carol 1s literally custom-built to be blown away by your product.

Now the question is: What would a web page / Google ad / print
ad / trade-show booth / postcard be like, such that Carol would imme-
diately understand that you are her savior? Remember, you get only 3
seconds to grab her attention and another 5-10 to convince her that
your product is the second coming.

Can you make it clear in a picture? Maybe a before/after she can
relate to? Will describing three features make it plain? Will pointing
out your best competitive advantage make her weep for joy in finally
finding a company who “gets it?” Can you ask a provocative question,
something she identifies with? Is there a phrase where she’d laugh out
loud because “that’s so true?”

You only get a few seconds, so a paragraph won’t do. You have
to communicate in a picture and a few words. The good news is you
have to please only Carol, and you know Carol. You even know she’ll

honestly be thrilled to find you.

If your ad can’t grab Carol’s attention—your perfect customer—

why do you think it will grab anyone else’s attention?

If you still say it’s impossible to communicate your message in
5-10 seconds, no one in the world will get your message. Simplicity is as

important in positioning as it is in strategy generally (p. 471).

* Not sure? Look at your retention data—which customers stay forever, even if you
think they shouldn’t? Not sure about that either? Use the Iterative-Hypothesis
method to interview them (p. 230)—you need to do that anyway so you can build
great products.

Some pundits recommend inventing a personal back-story like “Carol has two cats
and loves Mahler.” Don’t do that. It’s irrelevant and inaccurate. Stick with profes-
sional attributes, what Carol is interested in, why she is interested in it, why she
1s looking for a new solution right now, how she makes those decisions, what her
budget is, and so on, all topics listed in the aforementioned Iterative-Hypothesis
method (p. 230).
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-I- Cloud Communications
twilio | ..

Figure 3: Twilio targets developers, even though the buyer isn’t a
developer. This campaign was so effective, it turned into an entire
book 5?8

When you're willing to speak only to your target audience, it is in-

credibly powerful (Figure 3) (Figure 4) (Figure 5) (Figure 6) (Figure 7).

SURPRISE: YOU’LL
AUTOMATICALLY SELL FAR
BEYOND CAROL

Now let’s tackle the fear: That targeting Carol means you're excluding
the rest of the market, and therefore limiting your growth and reach,
even if you perform well in your niche.

That’s not what happens. Here’s what actually happens:

You have a target market—the bullseye—and the center of that
bullseye is Carol (Figure 8).

Every product has strengths and weaknesses. For Subaru:
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Figure 4: Dollar Shave Club was unabashedly “cheap but good,”
and didn’t care about sleek advertising like Gillette. It got every-
one’s attention because it was such a clear message, and sold
razors to everyone, not cost-conscious consumers only.

Strengths Weaknesses

« Low-cost + Low performance
« Reliable « Not sporty

« Safe (top-rated by government) « Not cool

« Rugged (take 1t off-road) « Ugly

Carol is constructed such that she values everything on the left,
and actively does not want anything on the right. To her, those aren’t
weaknesses, those are actually strengths, because she wouldn’t be
caught dead in a Porsche, her lifestyle isn’t sporty, and she disagrees
with your definition of “cool” and “ugly.” (Figure 9)

But Carol isn’t the only person attracted to this set of trade-offs.
There are other people who either like the things on the left or are
at least indifferent to them, and are indifferent to the things on the
right. For example: I drive my daughter to school, drive to work, and

spend a lot of time on highways and residential roads, so I want some-
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SUBARU MAKES SENSE
SUBARU OF AMERICA
N DIVISI

Figure 5: Subaru knows it isn’t
cool; it highlights its positive
attributes.

IT LOVES GAMPING, DOGS AND
LONG-TERM GOMMITMENT.
NLY A GAR.

Figure 6: Subaru is about accessible, safe family life.

314
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Calling it
transportation is
like calling sex
reproduction.

e centuay. The Cayman 614

Pa

The Cayman GT4.

Figure 7: Porsche’s mes-
sage is... differentiated
from Subaru’s.

Figure 8

thing safe and reliable, and I don’t care about high performance or
being sporty.

That’s the next ring in the bullseye—people who generally value
your positives and aren’t dissuaded by the weaknesses. There are 10x
more of those people than there are of Carol. Let’s call that person
Diana (Figure 10).
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STRENGTHS WEAKNESSES

-LOW cosT v/ *LOW PERFORMANCE-

*RELTIABLE v/ c\_wp\ai—,tl Shje V> 2NOF-SPORTY
-SAFE V' o Wom “NOF-CO0L

*RUGGED V~

Figure 9: Carol’s preferences

STRENGTHS WEAKNESSES
-Low cosT v/ « LOW PERFORMANCE
*RELIABLE \/~ . -NOT SPORTY
-SAFE / (dok ce) -NoF-co0L

2UGLY-

( dov{'b Ctll'e.)

Figure 10

But that’s not all. Buying a car—or anything—is always a set of trade-
offs. You rarely find a product that fits your preferences perfectly, i.e.
you're rarely The Carol for any product (or even The Diana). So, you
weigh the pros and cons. Maybe I don’t care about being rugged be-
cause I don’t go off-road, but I do care about safety and reliability, and
I'm neutral on cost. And on the weaknesses, I'm disappointed that it’s
low-performance, and I do care what it looks like. But, I don’t care

about “sporty” or “cool” specifically.
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STRENGTHS WEAKNESSES
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Figure 11

So where does that leave me? Who knows—everyone will weigh
these things differently. Clearly some of those people will still consider
the Subaru to be the best-possible set of trade-offs, and there are 10x
more of those kinds of people than there are of Diana. Call them
Eddie (Figure 11).

This is why, contrary to your fear that targeting Carol dramati-
cally limits your target market, your effective target is actually at least
10x larger (because of Diana) and more like 20x-100x larger (because
of Eddie).

Targeting Carol makes your message clear, compelling, evocative,
even emotional. But trade-offs are how people buy, and exactly be-
cause you were so clear about what those are, you've paved the road

for many people to make that choice.
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DOES THIS THEORY WORK IN
PRACTICE?

Continuing the Subaru example,* the advertisements above are about
being low-cost but practical. These are attributes valued by many
people. But in the 1990s, sales were in decline, so they researched
which consumer segments were most likely to buy a Subaru. They
found five categories: Teachers, healthcare professionals, IT profes-
sionals, “outdoorsy types,” and lesbians. Lesbians were the strongest
category—four times more likely to buy.

Targeting lesbians was a risky move in the ‘90s. There were still no
mainstream TV shows or movies with gay characters, and celebrities
were still in the closet. When Ellen DeGeneres (both a celebrity and
star of a popular TV show) came out as gay in 1997, advertisers pulled
out, including Chrysler. When Ikea ran a commercial featuring a gay
couple, their stores received bomb threats.

But as Warren Buffett says, “Be greedy when others are fear-
ful,” and Subaru invested where others feared to tread (Figure 12)
(Figure 13).

The campaigns were a hit, but not only with lesbians. Subaru grew
faster in the subsequent ten years than any other car company,** and
while the gay and lesbian demographic remained their strongest niche,
the vast majority of people who bought a Subaru were straight. And
they were buying the car because they value its attributes—affordable,
safe, rugged—and because on balance they cared more about those

than the attributes it lacks—sleek, sporty, high performance.

* This story is expanded and cross-referenced in Alex Mayyasi’s 2016 article in
Pricenomics.?2°

** Measured as a percentage of total sales volume33° from 1995 to 2005, of car
companies that were founded before 1990.
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Figure 12

It's Not a Choice.
It's the Way We're Built.

Subaru All-Wheel Driving System.
In every car we make.

Figure 13: Twenty years before Lady
Gaga (p. 1360)’s “Born this way.”
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Dz
@DanielZarick

Two weeks ago an @ArrowsHQ prospect offered to pay us
$48,000 same day & He was eager to start and would
bring tons of usage—and yet, we turned him down.

The decision took <5 minutes, and we were confident it
was the right call.

But why?

When you target Carol, your positioning is strongest, and you win
where you deserve to win. But far more people will buy because they

have similar purchasing preferences.

FINDING CAROL IN THE NOISE

When a customer cancels, we need find out why—what did they
think would happen, and how did we fail them? Unless the customer
stopped their project or went out of business, cancellation indicates a
gap (p. 8) between what we promised them (marketing) and what we
delivered (product).

This investigation is most urgent when the customer is Carol. You
stipulated she is the perfect customer, but she disagrees. Perhaps the
product needs to change, but perhaps your definition of Carol needs
to change to better match what the product has turned out to be or
what you are uniquely excellent at delivering (p. 525), or some other
facet of your strategy (p. 471).
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The same could be said Diana, but when it comes to Eddie it’s less
clear whether this is signal or noise. Eddie is a mismatch for some of
our attributes, and might cancel as a result, but that doesn’t mean we
should change those attributes, if they align with Carol and Diana. If
we treat all customers as if they are Carol, and therefore all cancella-
tion data as a vital signal, we lose track of building for Carol and we
end up building for nobody.

Some customers aren’t even Eddie—they’re not on the bullseye,
yet they signed up. You might think this would be rare, since it is ir-
rational, but in fact it will happen all the time. You need to identify
these customers and completely ignore their data—the noise will push
you off course.

Therefore, you need a way of identifying who is a Carol. Ideally,
right from the start, during on-boarding, maybe with a few questions,
maybe based on activity indicating they’re in that perfect zone. Then,
you can measure cancellation rates of Carol (the only rate you care
about), and spend extra time finding out why they cancel. The “extra
time” comes from the time you saved by not pursuing and interview-

ing other customers.

PRIORITIZING CAROL OVER
REVENUE

Of course it’s not just in cancellations that you want to segment the
ICPs from the rest of the customers. It’s in your activation funnel. It’s
in your trial or freemium conversion rate. It’s in individual feature
usage. It’s in conversion to monthly active users (meaning a single user
actually using it consistently month over month). It’s in tech-support
requests both for bug fixes and features. It’s in every aspect of under-

standing how customers are intersecting with our product and com-
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T (G
ANDEPRSON

“All I'm saying is just once I'd
like to be sitting without being
a target.”

pany. It’s always about the Carols; everything else is noise, and if you
don’t separate the two, you can’t build the best product, for any defi-
nition of “best”

The typical failure mode for this is that your biggest customer, who
you desperately want to keep because you really want that revenue,
occupies you constantly in tech support and in feature requests, some
of which you’ve implemented just for them, with the internal excuse
that “if they want it, other larger customers probably will want it, so
this is a path of growth,” yet they’re still perennially unhappy, unsatis-
fied, obviously a bad fit, an anti-Carol, but dangit you need that money
and if we can just make this work there must be more customers like
that coming.

And after all that, of course they leave in a huff, having been
incredibly unprofitable despite their high nominal revenue, and you
should turn around and say, “Wait a minute, that customer was not in
our bullseye all along” Rather than noticing that from the start, and
helping them to leave your company, you clung to them because you
so desperately wanted it to work, and for good reason—it was a lot
of money—but ultimately that wasn’t the right reason, and the whole

thing was an enormous waste of time. You could have been finding
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and on-boarding a few more Carols instead, and they would still be
here, happily paying you money, profitably.

You'll know that you're doing this right when you turn down a sale,
even though it would have been your largest customer, simply because
they’re not your ICP, as in these miniature stories from Daniel Zarick
at ArrowsHQ?*? and John Doherty at EditorNinja.>** This separates
first-time founders from seasoned founders. It’s not a coincidence
that both Daniel and John have seen this movie before, made this mis-

take before, and are avoiding it this time.
Can you?

After all this, if you reread that ad from SAS with The Power To
Know®, you'll die a little inside. So much nothing. Nothing to say, said
to no one, caring about nothing, changing nothing, being nothing,

You can do better.

And make more money doing it.

Many thanks to Florian Caeser>>° for contributing insights to early drafis.

Chapter 17:
Product/Market Fit (PMF):
Experience & Data

PMF GROWTH - PMF RETENTION

I had the ‘winner, winner’ dream again.”
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Every day people debate how to define “Product/Market Fit.”

It’s best to start with the subjective experience, because there is
no doubt when you have it. (If youre not sure whether you have
Product/Market Fit, you don’t.)

If every day it’s a struggle to get customers, 1t’s not working yet.
If every day it’s a struggle to keep up with demand, it’s working.

It is a momentum change from “push” to “pull”™-a change from
fighting for each customer, one at a time, to a flood of signups that you
can’t even explain. It’s a change from “how do we get more customers”
to “how do we handle the influx of demand?”

It’s working. Something clicked, like a final puzzle piece snapping
into place, a “fit,” and suddenly the floodgates are open.

It’s not all good. The avalanche of customer complaints outstrip
your ability to deliver bug fixes and simple enhancements. You feel
behind in every department simultaneously; you can’t keep up with
the work no matter how “productive” you are. You obviously should
hire someone—and this new revenue means you can afford it—but
who? Someone just like you, because you can manage them, or some-
one who complements you, so you can deal with the burgeoning scale?
Does it even matter—you don’t have time to interview.

It’s the proverbial “good problem to have,” but it doesn’t feel good
in the moment, with a crushing workload and unhappy new custom-
ers, and your brand slipping away (“I heard they were good but it took
them a day to answer my support question” says the public review).
Although of course it s the best problem to have.

You might think all this doesn’t matter—you’re just running your
company; who cares how some article defines a term like “Product/
Market Fit?” But it does matter, because it determines whether the
company is sustainable, and fundamentally changes how you operate
each day, how you plan for the future, whether and who you need to
hire, and what you need to build, and whether you're going to start

tackling scale (p. 738).
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(P.S. How do you go from idea to this state? This is my PMF' system
(p. 8) that I used to build a unicorn.)

What does Product/Market Fit look like numerically?

In my experience building several companies myself and angel-
investing in dozens of others (with a wide range of outcomes), I define
Product/Market Fit as all of the following:

1. Easy growth (pull, not push): Growth rate suddenly spikes up,
and sustains at the new rate. You often don’t know why.

2. High retention: Cancellation under 3%/mo (for B2B) or 5%/mo
(for B2C), because if customers are leaving in droves, you are not a
“fit”

3. Critical mass: At least $20,000/mo in revenue or increasing
WAU’s by at least 200/mo. Everyone can grow 1000% month-
of-month when the baseline is 7 customers; the fact that you have

only 7 customers means there’s not yet evidence of “fe*

What follows are the data to back up this definition, that also
matches the lived experience that is the essence of hitting Product/

Market Fit: in which life will never be the same again.

* What if you have a single huge customer? Congratulations, lots of people would
love to have a huge customer; great start. That demonstrates you have fit for a
single customer, but not for a market; that’s consulting, not product.
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Figure 1: Pallyy’s four-year MRR

THE CHARACTERISTIC GROWTH
CURVE OF “PRODUCT/MARKET FIT”

Bootstrapped products

When you see growth charts like Pallyy’s,?”

you can see the exact
moment when Product/Market Fit was reached (Figure 1).

Successful startups often have a growth curve like Pallyy’s: Revenue
growing linearly, slowly, often for about two years, then in a moment
—Product/Market Fit—when it suddenly turns upward, and continues
growing at that new trajectory.

The new growth is still linear, but dramatically faster. In particu-
lar, it is not exponential, though that’s the word people frequently use
(this universal fallacy is explained here (p. 110)).

ConvertKit?>?

was similar, bumping along for two years before
growing quickly but linearly, just like Pallyy (Figure 2).
And then that growth continued linearly, not “exponentially” as

many pundits like to say (Figure 3).

PRODUCT/MARKET FIT: EXPERIENCE & DATA - 328

v Months v
$128,779

$120,000

$100,000

$80,000

Aug 14
$60,000 $2,019
$40,000 4 31.4% from 30 days ago
+ Annotate
$20,000
S0 ee -

Jan*13 Apr13 Jul3 oct13 Jan 14 Apr 14 Jul'14 Oct'14 Jan 15 Apr*15 Jul1s Oct'15

Figure 2: ConvertKit’s early MRR growth
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Figure 3: ConvertKit’s scale-up MRR growth

You can see the sudden change between “every sale is a struggle”
and “the orders just won't stop coming in.”

ConvertKit founder Nathan Barry famously tells the story>* of
how he personally reached out one by one to his ideal target customers,
manually onboarding them to not only get the sale but to get the testi-

monial.* It’s a brilliant playbook that others would be wise to copy.



329 - A SMART BEAR

It’s also what it means to hard-scrabble for customers, and it’s really
obvious when the forces flipping from having to scratch and claw for

every dollar of revenue, to the company running away from him.

VC-funded products

The preceding companies were bootstrapped, but the pattern is the
same in the world of venture, because Product/Market Fit is about
products and markets and customers and fits, not about funding
models. My company WP Engine®** started 15 years ago self-funded
but two years later became VC-funded, eventually raising more than
$300M, experiencing hyper-growth** for a decade, yet it exhibits the
same two-year slow-growth preamble to high-growth, and both linear
(Figure 4).

You can’t tell from the chart when we first raised money (it wasn’t
January of 2012), nor subsequent rounds, nor the size of the rounds.
The shape of growth transcends all of it.

I distinctly remember when we flipped to “Product/Market Fit.”
Only five of us, completely sustainable, and suddenly everything
changed. We fell behind on our stellar tech support; one of the dangers
of bragging about how “the founder does Zendesk tickets” is that pro-
cess doesn’t scale. We couldn’t keep up with our free white-glove site-
migration service for new customers. And then, completely behind
on all work, trying to stand up new servers and answer phone calls,
knowing we needed to hire, we got even more behind because hiring
takes time—finding candidates, interviewing, not wanting to hire the

wrong person just because we’re moving fast, and even after we hired,

* Iwas one of them; perhaps you're reading this article because of an email from my
newsletter,>43 which is still on ConvertKit.

** Often defined as 2T3D, ie. in successive years after attaining $1M in annual
revenue, the company’s revenue triples, triples, doubles, doubles, and doubles,
thereby getting close to $100M five years later; WP Engine did that and more,
starting with 5x.
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Figure 4: WP Engine’s early growth curve

there’s no documentation or training, so we’re just working side by
side, hoping folks learn by osmosis, while the team gets even further
behind. And customers were complaining on Twitter that our service
is going downhill—and worst of all, they were right. They blamed it on
us raising money; what they didn’t know is we hadn’t spent a dollar of
it yet; in fact our error was not spending the money on hiring ahead of
need, to blunt the impact of a growth increase.

We did get back on top of it later in the year, and we’ve won all
sorts of awards for our service, maintaining 98% CSAT to this day,
because that’s who we are. But that’s not what it felt like in 2012.

The same thing happens to the “cool kids” companies in Y-
Combinator (Figure 5).

This isn’t a new phenomenon, nor a “SaaS” phenomenon. Peld:
Guilizzoni>*® famously shared his (one-time!) revenue for Balsamiq
Mockups back in 2008 (Figure 6).
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Figure 5: Anonymous YC company growth chart from
YC co-founder Paul Graham
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Figure 6: Balsamiq Markups one-time (not
SaaS!) revenue, 2008
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Figure 7: Hubspot’s early growth curve

Second products

Hubspot is a hyper-growth VC-funded company, now public. Early
on, you can see the linear behavior, fairly consistent even through the
2008 recession, as co-founder Dharmesh Shah?*® indicates on a chart

from his personal blog®*’ (

Figure 7).

Sometimes there’s another shift in the slope of the line, when the
company adds a second successful product, expands to a lucrative new
market, or changes its business model. Hubspot, after twelve years of
linear growth, changes to a new (but still linear) growth rate around
2021, around the time their second product-line reached its own fit

(Figure 8).

Viral products

All of the previous examples were of B2B companies without “viral”
or “network” effects, which are often associated with so-called “expo-
nential growth.” However, even classic “viral growth” examples like
Slack (at the time the fastest-ever-growing B2B company in history)
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Figure 8: Hubspot’s at-scale growth curve, exhibiting a bend,
and linear on both sides of the change

and Facebook (at the time the fastest-ever-growing B2C company in
history) did not grow exponentially. Instead, they grew in the same
way again: linear, then a sudden change, then still linear but faster.
Here’s Slack, which looks exactly like Hubspot (Figure 9).

And Facebook with a material bend in early 2009 (coinciding with
the introduction of the “like” button that you could embed on your
own website) (Figure 10).

Elsewhere I've gone into great detail about why even viral products
like Slack and Facebook specifically don’t grow exponentially (p. 110).

You can also see it in AirBnB with a bend in late 2010, coinciding
with the realization that professional photography was the key>* to

“fitting” with customer expectations (Figure 11).

Media products

In many ways, media and content is unlike building and selling prod-

ucts. But in growth curves, and this characteristic PMF curve in par-
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Figure 9: Slack’s early user growth curve
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Figure 10: Facebook’s early user growth curve

ticular, they are similar. Here’s one for a successful YouTube channel
(Figure 12).
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Figure 11: Airbnb’s final piece of the puzzle
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Or email newsletters like Lenny Rachitsky’s®” (Figure 13).
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Figure 13: Lenny’s Newsletter traffic
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Figure 14

Oh, and what did Lenny do to cause that sudden growth? You
guessed it (Figure 14).

Update: Sept 2024: A year later, Lenny published his subscriber
chart, and sure enough the pattern continues (Figure 15).

The bottom line is, these growth curves matching “fit” are common
with all business models—B2B and B2C, recurring-revenue or one-

time revenue, products or media, self-funded or VC-funded.
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Figure 15: The first small bend in 2020 resulting in a line
with a new slope, then the dramatic bend in May 2022 with
nearly perfect linear growth for the next two years.

HIGH CANCELLATION MEANS
THERE’S NO FIT

There 1s one killer metric that will stop growth in its tracks, even with
the curves above: Cancellation.
Founders often think cancellation of 5-7% per month is OK so
long as they’re getting lots of new customers. But they are mistaken.
High cancellation puts a ceiling on growth. This is on public dis-

play with Buffer,?®!

who started with the same sort of linear-change-
linear growth curve (2012-2014, then 2014-2020), but then growth
leveled off (2020) and never returned (and even shrunk) (Figure 16).
The reason is churn. Note how churn was higher during the slow-
growth period of 2012-2014, then reduced to 5%/month, permitting
faster growth (Figure 17).
But 5% is still too high; there’s no way to keep increasing new-

customer acquisition to outpace churn, for the simple reason that
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Figure 16: Buffer’'s ARR
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Figure 17: Buffer’s monthly cancellation rate

“5%/mo” definitionally grows in lock-step with your total size, but

marketing and sales does not continue to automatically grow just be-
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Figure 18: Buffer’s unit economics; new-MRR naturally tops out,
whereas cancellation never stops growing in absolute dollars.

cause your company is bigger. So, cancellations always win that race,
and at 5%/mo, you top out pretty quickly (Figure 18).

You can see a similar effect at SparkToro,’®” an impressive company
that 1s a testament to founder Rand Fishkin’s vision to build a great
company instead of a company that attempts to accelerate growth for-
ever; he explains®®® how SparkToro generates enviable profit, with
happy employees, happy customers, and happy investors. So this isn’t
an indictment of the company, but it is a demonstration of the growth-
destroying power of high cancellation rates (Figure 19).

It’s not actually about finances; it’s the fact that customers are
choosing to leave. The numbers are the objective measure that this
is happening, but they’re not the point. The point is that customers
don’t want to stay. That means it’s not a fit.

Therefore, both because “lots of customers leaving means it’s not
a fit” and because high cancellations means the growth curve will
quickly flatten, cancellation higher than 3% for B2B or 5% for B2C
indicates a lack of Product/Market Fit.
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Figure 19: SparkToro is consistent in adding the same dollars-per-month of
new-MRR, but their consistent cancellation rate continues to grow in dollars
per month, which means at their current size, cancellation “wins” that race,
and growth becomes flat.

Easy inbound growth is indeed a sign of fit, but if customers leave
in droves, it means the promise was right, the price was right, but the
product didn’t deliver, or the customer’s need was too brief to sustain
a recurring-revenue business.

Some people call this “a fit, but not sustainable” or “a fit, just with
limited upside.” I call it a lack of fit, because if customers are leaving,
it’s not a fit.* Don’t get distracted by dollars. Pay attention to customer
behavior.

If your company is growing slowly, that doesn’t mean you failed
(p. 1197). It just means you haven’t hit that success curve yet, and
haven’t found Product/Market Fit.

Maybe you never will, but you'll grind out a profitable company
anyway. Maybe you never will, and growth is so slow, it’s best to face

facts (p. 631), stop, figure out why it was too hard (p. 67), and try

* See this amazing five-minute segment3¢8 from Twitch founder Michael Seibel,
describing how his Socialcam app got 60M downloads in 4 months and ranked
among the top 5 on the App Store, yet retention was so horrible (almost zero
retained users after 10 days) that despite that inconceivable growth, it was not
Product/Market Fit.
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something else. Or maybe your growth spurt will start today. It’s im-
possible to know (p. 414).

Maybe if you follow my roadmap to Product/Market Fit (p. 8),
which I used to build a unicorn, you will succeed. Then again, in
that same article I explain that my previous startup used only half of
those techniques.

No one knows; that’s life. But now you know what it looks like,
when it is truly a fit.

Or that you still have work to do, if you're not there yet.

Chapter 18:
How annual pre-pay creates an

infinite marketing budget

COST OF MRR - REVENUE WE CAN SPEND
PAYBACK - OPTIMIZATIONS - ANNUAL BILLING
FAQ

e - Anﬁezw
“Something’s clicking. I want you to find out what,
and click the holy hell out of it.”
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Multiple founders have told me the ideas in this article were responsi-
ble for the financial success of their startup.

They might be exaggerating out of kindness, but if it’s even 10%
as useful for you, it will have been worth your time.

We'll explore how growth affects cash-flow, and conclude with sev-

eral techniques that can transform the cash-flow of your business.

THE COST OF A DOLLAR OF MRR

What does it cost a SaaS company to add $1 of new monthly recurring
revenue?

Using the typical acronyms:

CAC (Cost to Acquire a Customer) is the total cost to get one
new paying customer—Marketing and Sales costs, including
fully-loaded salaries.* The simplest way to compute it is “total
spend in a month” divided by “total new customers added

during that month.”

ARPC (Average Revenue per Customer) is the average
monthly-recurring revenue you get from a customer. The sim-
plest way to compute it in aggregate is “total recurring-revenue
in a month (MRR)” divided by “total number of paying custom-

ers during that month (N)”.

* In smaller companies, typically the founder and others are spending time on mar-
keting and sales activities as well; include the fraction of their time, or the salary
that you would have to pay someone else to do those same tasks. Also include
commissions.
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Since it costs CAC dollars to get ARPC new dollars of recurring-

revenue:
The cost to create one more dollar of MRR = CAC /| ARPC

If you haven't done it before, computing this metric will be eye-
opening.

Let’s posit a hypothetical company with a $10/mo consumer-
targeted SaaS product, where they pay $1.60/click for Google Ads;
that traffic converts at 5% to a free trial, and those trials convert at
40% to a paid customer. Their CAC is $80,* and their ARPC is $10,
therefore we would say “it costs them $8 to create $1 of MRR””

It’s tempting to conclude that “It takes 8 months of customer rev-
enue to ‘pay us back’ for the marketing and sales costs of getting that
customer. That customer is unprofitable before then, and becomes
more and more profitable after.” (Figure 1)

But, unfortunately, it’s worse than that.
] Y;

*$1.60 / 0.05 / 0.4 = $80
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REVENUE WE CAN SPEND

All companies have mandatory ex-
penses associated with delivering
the entire product to the customer.
Not just the product itself, but ev-
erything else the customer expects,
like being able to pay with a credit

card or call tech support:

« credit card processing fees

« tech support®

* Even if you're a solopreneur, doing support yourself, wanting to claim that there-
fore “support costs me nothing,” the opposite is true: Your time is valuable; you
could have used that time for anything else, such as marketing or building a new
feature. How should you account for this? Use whatever it would have cost to hire
someone else to do the service for you, and remember that low-wage people who
aren’t fluent in your language, can’t provide the level of service you're currently
providing!
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« infrastructure (if SaaS)

« professional services (if consulting)

bill of materials (if physical goods)

Anything else which, if missing, the customer would say “You're not

delivering the product I paid for.”
In finance we measure these costs relative to revenue:

GPM (Gross Profit Margin) is the percentage of revenue re-
maining, after subtracting these “expenses required to deliver

the whole product and experience.”

Continuing our example, suppose credit card fees are 3% of reve-
nue, infrastructure costs are 5%, and tech support is 25%. Then GPM
= 67%, 1e. after fulfilling our promises to our customers, we’re left
with 67% of the money they gave us.

PAYBACK PERIOD (P)

Now we’re prepared to compute the actual pay-back period: The
amount of time needed to recover CAC expenses, which is the number

of months of revenue we can spend:
p = “payback period” = CAC / (MRR X GPM)

In our example, p = 80 / (10 X 0.67) = 12 months.
(Figure 2)

The cash-flow implications are harsh. Consider:

You're bootstrapped. You scrape together $1000 from life savings
or credit card debt. You spend it on ads. Happily, it works! With the
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$(00+ Reduce CAC

2 o PROFIT —> Of course you'll (?p.timi.ze adverti.sing.3 n Howe\fer, everyon.e doe.:s this,
+§© . and most advertising is an auction model, which means it’s difficult
to find spaces that simultaneously (1) get enough traffic to matter and
(2) are low-cost. It’s still worthwhile to optimize, or to try to find less-
expensive channels, but this is incremental; it won’t transform your
business. In fact, CAC increases as a company scales (because low-

hanging fruit is already plucked) and increases as a market matures

(because of auctions from more and more competitors, who have more

and more budget), as I've documented (p. 110).

Some people scream “Social media is free! SEO is free! Content
marketing is free!” It’s not free—you have to write, manage, jockey for
attention, follow Google’s whims, Twitter’s whims, YouTube’s whims,

Instagram’s whims, TikTok’s whims, even though they don’t tell you

numbers in our example, you now have $125 in MRR, but expenses

what the whims are, and the whims change, optimize site layout as

are $42/mo, so it's going to be a whole year before you get that $1000 well as content, post often “for the algorithm,” and so on. These might

back. Meanwhile, you're just out that cash. indeed be great channels for you, but let’s not pretend that they are

o)
So... how do you get more customers? Another $1000... but how “free” any more than you are “profitable on day one (p. 359)

many times can you do that before you run out of savings? Now you
can see why people raise money...
And the faster you grow the more cash it takes, because no
matter how much you spend, it still takes a year to get it back. Now you Increase MRR

see why people raise money for companies that are designed to grow This is one of the main reasons why so many startup pundits (includ-

. . . 1370
quickly, and why it always takes more money than you think. ing myself) are always telling you to “raise your price” The difference

between $39/mo and $19/mo might not matter to your customers,*

but can cut your payback period to 1/3 of what it currently is.**

A FEW OPTIMIZATIONS

* I know it sounds like doubling your price would dramatically reduce how many
people sign up. However: (a) If sign-ups halve, you still have the same-sized busi-
ness, except far more profit, and higher-quality customers, and (b) my experience
and many others’ is that signups don’t halve; they might even go up. Examples

metrics in this equation, so that my pay-back period is reduced, so I below.

Your mind immediately jumps to the question: How can I improve the

can grow more quickly with less cash? ** Cut into a third, not a half, because MRR doubles but the costs behind GPM do
not, which means GPM also increases, so you get double-benefit.
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“I miss the old days when we could just tout things.”

a , Shane Harter m
%22 @shaneharter

We have had a very troubling response to our latest price raise. It seems,
we probably didn't raise it enough | ¢

So far, 4 wonderful responses, no churn, no requests for discount.

You're also probably not positioning the product properly. Here’s
how you can 8x the price (p. 159) through better positioning, or how
you can increase willingness-to-pay (p. 265), which then allows you to
increase price and growth and get word-of-mouth (which means lower
CAQ)).

You probably need more encouragement to summon the courage

to try higher prices, so here’s a bunch.
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¥ BhanuTejaP # & m
2V @pbteja1998
| raised prices for feather.so almost every month now.

This is how it all started...

...me freaking out when | raised it for the first time and @damengchen
saying that everything will be alright!

Raising prices is one of the best things that | have done!

# Ayman Al-Abdullah & & m ‘
@aymanalabdul
Friendly reminder that you're not raising your prices enough
Just got hit with this $10 price raise email

Immediately deleted and moved on because | love this service

This is immaterial to me but will likely double this companies profits

It doesn’t always work, but typically, startups are under-charging.

Increase GPM (by cutting costs)

This is tempting, because it’s easier to cut costs than to raise prices, and

easier to automate some tech support tickets or infrastructure rather
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Wilson Wilson &
@euboid

Raising prices didn't kill our business z5

Will share more on this later, but it's super interesting to see that raising
prices didn't nuke our funnel.

Instead...

— we were still getting the same # of customers.
— every sale was of 30-50% more value

— quality of our signups went up

— # of signups actually grew?

Our old pricing was barely sustainable and didn't serve us. Yet, we
almost chickened out.

Only reason we did it so quickly was because we both read @robwalling
's SaaS playbook chapter on pricing.

Now we've unlocked a new kind of growth %’

4:50 AM - Sep 17,2024 - 15.9K Views

Q1 M3 ¥ s [ 37

>

than finding a new advertising channel. Especially for Engineers, who
constantly fall into the trap of doing engineering stuff (p. 611) rather
than what the business actually needs done (p. 1463).

Of course this 7s valuable work, and if it’s easy to cut support-time
in half with a few days of keyboard macros or better documentation
or an Al first-line-of-defense, then do it. Just be warned that your nat-
ural tendency will be to file the rough edges off of costs—which isn’t
impactful—rather than work on pricing and marketing—which have

the power to transform the trajectory of the company.

ANNUAL PRE-PAY - 352

Mitch Colleran
, @Colleran

Adjusted our pricing on March 1st and it has already returned
big-time (screenshot is revenue by week from Stripe).

( ;“ Patrick Campbell &
ey @Patticus

b

A lesson from talking to 4.2k founders:
Your prices are way too low.

Because you just guessed.
And haven't changed them in years.

So raise your prices.
Right away.

S e1°Y o)

Remember, you can only cut costs so much, but the potential
upside of better marketing or pricing is uncapped. This is one of sev-
eral reasons why better marketing (p. 250) and pricing (p.497) is
strategic (p. 471), while cutting costs isn't.

JUpaio
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THE TRANSFORMATION: ANNUAL
BILLING

There’s another thing we can try: Billing plans where the customer
pays annually instead of monthly.

How much should they pay? Typ-
ically you reward the customer for
their up-front payment with a dis-
count. In our example, the product
is $10/mo; you might offer a plan
at $100/year, exclaiming “get two

months free!” on the pricing page.

This 1s a great excuse to raise
prices slightly: Offer the annual
plan at 12 times the current month-
ly price, then increase the month-to-month price by something like
20% (i.e. the “2 months free” amount). Existing customers can be
grandfathered in, or ask them to switch to annual to preserve their
monthly rate.

What does this do to our payback period?

In terms of cash:

+ Before: We paid $80 to get $10 of MRR, which is $120/year.
« Now: We paid $80 and also got $120/year, but we got the $120
today.

This gives us an infinite marketing budget. To see why:
« We spend $80 on ads. But 70z in cash; it’s on our credit card.

« We get $120 in our bank account, iz cash. We mentally set aside

the GPM costs that we will incur, that this income will need to
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cover. Those costs are $40, which leaves us with $80 that we’re
free to spend.

« Later, our credit card bill comes due, and finally the $80 ad cost
leaves our bank account.

« Which means we never actually lost the $80, in terms of cash!
We received the $80 from the customer before we sent away the
$80 for the ad, even after setting aside GPM costs.

This completely transforms the growth potential of the business,
without raising money.
In real life, not all customers select annual plans. However, this is

still eransformative because:
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1. Even if only a third of customers select an annual plan, it’s still a
huge impact to cash-flow.

2. You could raise prices on the monthly plans even further, which
both (a) increases selection of the annual plan and (b) decreases
the pay-back period of the monthly plan.

3. You could offer an annual plan only. (However an “even more
expensive monthly plan” is typically a better way of saying yes
instead of no (p. 598), as it retains optionality for the customer

and is very profitable for you.)

COMMONLY-ASKED QUESTIONS

After espousing this policy for more than a decade, here are the

common questions and conversations:

I hear that annual-plan customers cancel less often. So, will encour-
aging annual plans also decrease my cancellation rate?
No, but it is useful in cancellation analysis.

The reason people on annual plans have a higher retention rate, is that

they self-select into those plans. What type of person does that? A
person who is already intending to stay. So, offering annual doesn’t

change your overall cancellation rate, but it does segregate customers in

a useful way: Those more likely to cancel are now identifying them-

selves.

Which means, you can contact them and learn more about why they feel

that way, and possibly then do something to improve cancellations,

which is likely one of the most valuable things (p. 1131) you can do. You

can also compare their behavior and responses with those on annual
plans, to tease out what’s actually different between the cohorts.

ANNUAL PRE-PAY - 356

()

i
/
~

-
////

v 117

—/
\\\eﬁh _
o 0

~
7~
A 1B
N/
—

“It's not just a raise in my allowance, it's
also a boost for consumer confidence!”

When someone on an annual plan cancels after, say, seven months,
should I refund them the remainder of the term?
You can pick anything along this scale of generosity:

Refund pro-rata.
If they cancel after seven months, then refund % of their original pay-
ment. This has the benefit of simplicity and promoting your reputation

as being generous.

Refund as if monthly.

In retrospect, the customer is acting like they are on a monthly plan, so
compute what they would have paid in that case, and refund them the
difference. For example, if the annual plan is $100/year, and the
monthly plan is $10/mo, and they canceled after 7 months, then they
would have paid 7 x $10 = $70, therefore you refund them

$100 — $70 = $30, which is less than if you refunded 5 months of
their annual price, 1.e. % x $100 = $42. This also means if they cancel
very late in the year you don’t refund them at all, as a monthly plan
would have been even more expensive.
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Credits.

Rather than refunding cash, provide credit on the customer’s account.
Perhaps they’ll buy something else in future, or they want to switch to a
less expensive plan, or switch to monthly billing.

No refunds.

We have all experienced this with contracted services like our phone bill
or corporate services. This is of course the least-generous approach, so
you have to decide whether this policy adheres to your cultural values
(p. 790), your sense of business ethics, and whether you want to employ
this tool as a type of coercive relationship (p. 265).

What if the customer cancels before the payback period elapses?
Astute readers will notice that the “payback period” model didn’t
include cancellations.

Clearly, not all customers who sign up on day 1 will still be here on day
30, much less day 300 or day 3000. In particular, if they cancel before
the payback period, that’s a net-loss for the business. Don’t we need to
account for that somehow?

Yes! Cancellations were omitted here for simplicity, but in practice you
cannot ignore them. A simple way to account for them, is to first calcu-
late your retention rate across the nominal payback period. For example,
if payback is 12 months, what is your 12-month retention ()? Excel-
lent for Enterprise softwareis r = 95%; for SMB is 75%; Shopify is
just 50%.

Then, we declare that the customers who stay, must make up the costs
for the customers who Jeave. Therefore if the nominal payback period is

p (as defined earlier), we actually need to wait p / 1 to get paid back.

This formula is not exactly right either, but it’s a simple method that gets
you to the right vicinity.

What about all the other expenses at the company? CAC isn’t the only
cost.

That’s right, saying “infinite budget” is artistic license to make the point,
which is that it’s transformative for cash flow.

ANNUAL PRE-PAY - 358

[ hope you can use annual plans to dramatically change your cash-flow!

Many thanks to Fabio Caravita®®° for the idea of providing credits instead
of cash refunds.



Chapter 19:

Profitable on day one!

YET! - DON'T DESPAIR

“If by profits you mean an excess of revenues over
outlays and expenses in a business enterprise over a
given period of time, then yes, it doesn’t look good.”

PROFITABLE ON DAY ONE! - 360

My company is profitable, and has been
from day one.”
—every high-tech bootstrapped founder

[ know what you really mean.

What you really mean is that the only charges on your Business

Select PayPal MasterCard this month are:

« AWS “medium” instance for the SaaS with one paying customer:
$40

« Stripe fees for the one paying customer: $1.72

« AWS S3 storage to back up your loose “Best of Pat Benatar”
mp3s: $0.043

And since your one paying customer is at the $49/mo tier, you're

profitable!

I know that’s what you mean, but when you say “I'm profitable” it’s

a turnoff, because it’s actually bullshit, and anyone with a modicum of
experience knows it. Which means either youre coming off as a full-
blown bullshit artiste or—more likely, since we’re giving you the bene-

fit of the doubt—you’re coming off as ignorant. Neither is a good look.

Let’s be serious about what “profitable” means:

« Ifyour savings is going down every month, youre not profitable

yet.
« If you're making less than minimum wage, you’re not profitable

yet.
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“OK, let's not get into profit shaming here.”

« If you couldn’t afford to pay someone else to do the job that you
are doing, you're not profitable yet.

« If someone bought your company, and hired people to do the
work (even at below-market rates), and each month they’'d have
less money in the bank than the previous month, you're not
profitable yet.

« If'you have to work another job to pay the bills, you're not profit-
able yet.

YET!

The key word is “yet.” You're not a failure (p. 1197). You're not doing

anything wrong. It’s just that businesses aren’t profitable on day one.

They’re profitable later (if ever).

PROFITABLE ON DAY ONE! - 362

The main error is ignoring the cost of yourself. Although arguably
your time is worth $1000/hr (p. 1340), let’s just say you need to pay
yourself “enough.” Which means what?

An easy definition 1s: You are taking out of the business the same
amount of money you were making at the job you quit. (Oh, you
haven’t quit yet, because you need the money?) The market has al-
ready decided your time and skills are worth at least that; if the startup
replaces it, it’s fair (in my book) to call it profitable.

Indeed, the majority of small business owners make about the same
money as they were making when they were an employee, without all
the stress and extra hours:

And most small business owners make less than the average CEO
salary:

At minimum, you need to be ramen-profitable,*®> i.e. enough for
you to eat as cheaply as possible and not be malnourished, and also not
be burning savings. You can dramatically change that income require-
ment through lifestyle and location; this is why it can be easier to start
a company when youre young and unattached and childless, when
you have few material needs and might like living in another country

for a while.

$160,000 7

$140,000 4 f

$120,000 +

- !

[—o— Employee Income

—a&— Entrepreneur
Income

g
g

$40,000 +

Percentile
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How much do small business owners
pay themselves?

Salary in US dollars

None
Below 20k
20k to 50k

50k to 75k

75k to 100k

100k to 150k

150k + $163.000 is the average CEO’s salary in the US

0% 10% 20% 30% 40%

The strongest definition of profitability is to imagine that you've
sold your business to a high-quality operator who is hiring people to
do the work. You likely “wear a lot of hats,” so some of those roles
are part-time. You might be excellent at some—the new owner will
have to hire great talent at market rates—and poor at others—the new
owner can skimp on those. The company is profitable when it would
also be profitable in that scenario. In short, when ¢ is profitable on its
own power, not “it + a founder pouring their heart and soul into every

waking hour to the limit of their endurance and ability, for free.”

PROFITABLE ON DAY ONE! - 364

DON’T DESPAIR

So now that I've perhaps unfairly ridiculed you, let’s take a step back
and recognize what’s really going on, because it’s wonderful and amaz-
ing and fantastic and exciting:

You're building a business! Sure it’s just begun, sure it might need
a kick in the ass, sure it might be struggling, sure sure sure, so what?
You and every other little new business. You and everyone else who
doesn’t explode out of the blocks. Almost no company explodes out of
the blocks, including all the successful ones in all industries (p. 324).
This is exactly what you'd expect it would do, even if you're actually the
next 37signals or Smart Bear or WP Engine.

Indeed, that’s exactly what my company WP Engine looked like
for the first 9 months. And then it was chaos for two years, like it
always is (p. 414).

Same with my previous company Smart Bear—it took 2.5 years
before I could even hire one employee, and even then it was 1/4 of the
salary he deserved (and later ended up making). Eventually we, too,
made millions of dollars a year—in profit!—but not for years.

In other words, there’s nothing strange or bad here. It’s just that it’s
not “profitable from day one.” Stop saying that.

Dispense with the feather-fluffing and get to what 7s—the strengths
you have, the challenges you want to overcome, the resources at your
disposal.

And then set your mind and goals on making that sucker profit-
able for real!
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“And we all lived profitably after.”

Chapter 20:
Avoid blundering: 80% of a winning
strategy

NOT BLUNDERING - BLUNDERING IN STARTUPS
PREVENTABLE BLUNDERS - SOURCES

¥
§9/7

ANDERSON

"“Oh bother?!" *Oh bother?!" Buddy, we're way past ‘oh bother!”
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You have been told:

Establish a vision.
Set goals against the vision.

Create actions that achieve the goals.

Be D =

Measure progress against the goals.

I've told you that myself. It’s how you should plan work (p. 1009).

But... what if success is just as much about what 7ot to do, as what
to do? What if intentional goals aren’t the only way to succeed?

What if 80% of winning comes from: Not blundering.

NOT BLUNDERING YOUR WAY TO
VICTORY

Chess Grandmaster and chess-world-famous teacher / coach Ben Fine-

gold has a simple explanation for who wins amateur chess games:

What most people say is: “That guy is better than that guy, so
that guy won.”

But that’s not why that guy won. Normally the game is very

close, and then someone blunders and now it’s over.

If you look at it with a computer, it will say “no one’s winning”
y puter, y g
and then “white’s winning” and then “black’s winning” and
then “no one’s winning again” and then someone blunders and

they lose.

—Ben Finegold, YouTube**8 (with light editing)

AVOID BLUNDERING: 80% OF A WINNING STRATEGY - 368

Not strategy, not memorizing opening lines, not practicing your
end-game technique, not studying the Great Games of History, not
drilling with puzzles to get better at tactics, ... just blundering. Yes, good
chess players need to do all that stuff, but we scrubs just need to “not
blunder.”

Is this true for me? I'm a decidedly mediocre chess player, despite
countless hours of videos, puzzles, courses, and playing. Are the out-
comes of my games dictated by blunders, like Ben says?

Fortunately, I have perfect data. I have hundreds of games with
people who are of similar strength.* Chess.com creates an analysis of
every game, including the number of blunders, mistakes, and inaccu-
racies** made by each player (Figure 1).

I checked my last twenty decisive games. I won exactly 50%, which
is further evidence that the players were of equal skill, and that the

analysis includes both wins and losses.

= & Waytofiish off the game, accurately converting your
x endgame advantage into a win.

Reviewing as Black v Show Best Moves (@)

) b6

© Van't Kruijs Opening

Figure 1: | won, thanks to four blunders by my opponent. We both
suck at chess. As Ben says: The truth hurts.

* . . « . .
As evidenced by an even win/loss record and a similar rating.

** The definition of these terms is not important here; suffice to say they’re in de-
creasing order of “how terrible that move was,” and the analysis is consistent and
sensible across all games.
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Theoretically, the best estimator of “who will win” is whichever
player has a higher Elo rating* In these games, the player with the
higher Elo won 55% of the time—barely more predictive than a coin
flip. This makes sense, because the players were close in Elo,** which
means the players are of equivalent strength, so each ought to win half
the time.

In my games, the player who committed more blunders lost 86%
of the time. Ben is right!

However, in 40% of the games both players had an equal number
of blunders. So I also included “mistakes”—the next-worst kind of
error. | computed a simple “error score” that includes mistakes while

giving blunders more weight:

[number of mistakes] +
2 X [number of blunders]

Now almost all the games received a decisive prediction, and the
player with the higher error score lost 81% of the time.

To win at chess, blunder less.

This is true across many sports. In a wonderful article,””® Shane

*

Parrish recounts Simon Ramo’s analysis of amateur*** tennis games,

in which he found that 80% of the points were Jost rather than won.
Meaning, 80% of the points were awarded to player P because player

* Elo rating38? is an objective rating system used by all chess players for the past
fifty years. It shifts after every game, calculated by which player was higher rated,
and by how much, and the result of the game: win, loss, or draw. So, a higher-
rated player who beats a much lower-rated player results in a minuscule change in
Elo, because that was the expected result, whereas a much lower-rated player who

just draws a higher-rated player will gain significant Elo.

** Games had an average difference of 74 Elo points out of around 1100.

This observation applies only to amateur tennis. In professional tennis it’s just
the opposite: 80% of the rallies are won rather than /lost, as unforced errors are
infrequent. This is true in chess as well, as high-level players don’t blunder, and
thus it really is that litany of other skills that results in high standings.

AVOID BLUNDERING: 80% OF A WINNING STRATEGY - 370

Q made an error such as hitting the ball out of bounds, or into the
net, or double-faulting. Only 20% of the points were “won,” such as a
powerful return that landed out of reach of the other player.

Ramo concludes the same thing that I concluded about chess, even

invoking the word “blunder”:

... if you choose to win at tennis—as opposed to having a good
time—the strategy for winning is to avoid mistakes. The way to
avold mistakes is to be conservative and keep the ball in play,
letting the other player have plenty of room in which to blun-
der his way to defeat, because, being an amateur, they will play
a losing game and not know it.

Could the same rule be true of other complex systems, like startups?
My amateur chess games were 80% determined by blundering, and
Ramo’s amateur tennis points were 80% determined by blundering.

Could “not blundering” be 80% of winning?

BLUNDERING IN STARTUPS

It's common to say “startups die because they ran out of money”
or “startups die because the founders gave up.” But that’s like saying
someone died because their heart stopped, without mentioning that
they were battling lung cancer. Doctors call “heart stopped” the “prox-
imate cause”’—the last thing that happened—as distinguished from the
underlying cause.

We need to identify the cancer, not just say “the founder stopped.”
Otherwise, the advice for how-not-to-blunder would be “never stop.”
But “never stop” 1s not helpful, and indeed not correct (p. 153).

But it’s not turtles all the way down.>”! We mustn’t dig too deep,

g7 392

as tempting as “5 Why might be. Maybe they got cancer because
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they smoked a pack of cigarettes every day, so “smoking” is the cause.
Maybe they started smoking to fit in with a crowd, but “wanting to fit
in with the crowd” was not the cause of death, and it would be incor-
rect to conclude that “fitting in with the crowd is unhealthy.” (Though
sloughing off that activity might help you avoid unhappiness (p. 385).)

So we need to identify the blunders which aren’t merely proxi-
mate, but aren’t so distant that they are irrelevant.

There are many sources that claim to finally explain why startups
fail. I've provided a raw list at the end of this article. I've deduplicated
and rearranged those into the lists below, and added a heavy dose of

my own opinions.

Proximate causes

First, let’s dispense with the proximate causes, as these are not real

reasons, and we should neither repeat nor analyze them:

1. Ran out of cash.
(A consequence of failure, not a cause. Unless you over-spent with no
plausible way to recover it with revenue.)
2. Pivot gone bad.
(the reason you pivoted is because it was already failing)
3. Founder stopped.
(As opposed to what?)
4. Didn’t find Product Market Fit (PMF) (p. 324).

(a restatement of “it didn’t work”)

Bad luck

Perhaps there was nothing you could have done to predict or prevent
the failure. That makes it no less real, but perhaps there’s nothing to

learn from it, or to do differently next time:

AVOID BLUNDERING: 80% OF A WINNING STRATEGY - 372

1. Sudden, dramatic shift in the economy.
(If COVID bankrupted the movie theater, there’s no “strategy” they
should have already had in place to prevent it.)

2. Surprise co-founder break-up.
(Some of these are preventable—see below—but if someone falls ill, or
breaks a promise, or bails, or commits fraud, it’s unclear what should
have been done differently.)

3. Known Brittle Point
Brittle Points (p. 860) are single-points-of-failure in the business.
All new businesses have them; it takes time and investment to ad-
dress them. This is not a blunder, but a known risk. Sometimes,

“known risks” get triggered.

What doesn’t kill startups

Equally interesting are things that appear on these lists, but I don’

agree that it’s a blunder.

1. Badidea.
(We're repeatedly told that all great ideas start out looking like bad
ideas (p. 414),* so “having an apparently-bad idea” cannot be a
blunder by itself. It’s not the initial idea, 1t’s in finding the market and
in the execution (p. 8), iterating the idea into a working business.)

2. Can’t make the product.
(While this can happen, typically the founders know how to build
things; indeed, building the product while ignoring all other aspects of
building the business, is often the problem)

3. The number of co-founders.
(It’s easy to find examples of successful startups with one or multiple
founders, and equally easy to find failures. It’s easy to find failures

* Originally attributed to Steven Spielberg. Attributed to Paul Graham3°? in the
context of startups. I've also given many examples (p. 186) along with how to
build a strategy around it.
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specifically due to having just one founder, or due to or having multiple.

Even the great Paul Graham says in a single essay”**

that a major
cause of startup fai