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  THE BIRTH OF FREE


  THERE’S NO GETTING AROUND IT: Gelatin comes from flesh and bones. It’s the translucent, glutinous substance that skims to the top when you boil meat. But if you collect enough of it and purify it, adding color and flavor, it becomes something else: Jell-O. A clean powder in a packet, far removed from its abattoir origins of marrow and connective tissue.


  We don’t think much about the origins of Jell-O today, but in the late 1800s, if you wanted to put a jiggly treat on your dinner table, you had to make it the hard way: putting off-cuts in a stewpot and waiting a half day for the hydrolyzed collagen to emerge from the gristle.


  In 1895, Pearle Wait sat at his kitchen table poking at a bowl of gelatin. The carpenter with a side business of patent medicine packaging had been wanting to get into the then-new packaged foods business and thought this might be the stuff, if only he could figure out how to make it more appealing. Although glue-makers had been producing it for decades as a by-product of their animal rendering, it had yet to prove popular with American consumers. For good reason: It was a lot of work for a pretty small reward.


  Wait wondered if there might be a way to take gelatin more mainstream. Earlier efforts to sell prepackaged powdered gelatin, including by the inventor of the process, Peter Cooper (of Cooper Union fame), sold it plain and unflavored on the argument that this was the most flexible form; cooks could add their own flavors. But Wait thought that preflavored gelatins might sell better, so he mixed in fruit juices, along with sugar and food dyes. The jelly took on the color and flavor of the fruits—orange, lemon, raspberry, and strawberry—creating something that looked, smelled, and tasted appealing. Colorful, light, and delightful to play with, it was a treat that could add jiggly, translucent fun to almost any meal. To distance the stuff further from its abattoir origins, his wife, May, renamed it Jell-O. They boxed it up to sell.


  But it didn’t sell. Jell-O was too foreign a food and too unknown a brand for turn-of-the-century consumers. Kitchen traditions were still based on Victorian recipes, where every food type had its place. Was this new jelly a salad ingredient or a dessert?


  For two years, Wait kept trying to stir up interest in Jell-O, with little success. Eventually, in 1899, he gave up and sold the trademark—name, hyphen, and all—to Orator Frank Woodward, a local businessman. The price was $450.


  Woodward was a natural salesman, and he had settled in the right place. LeRoy had become something of a nineteenth-century huckster hotbed, best known for its patent medicine makers. Woodward sold plenty of miracle cures and was creative with plaster of paris, too. He marketed plaster target balls for marksmen and invented a plaster laying nest for chickens that was infused with an anti-lice powder.


  But even Woodward’s firm, the Genesee Pure Food Company, struggled to find a market for powdered gelatin. It was a new product category with an unknown brand name in an era where general stores sold almost all products from behind the counter and customers had to ask for them by name. The Jell-O was manufactured in a nearby factory run by Andrew Samuel Nico. Sales were so slow and disheartening for the new product that on one gloomy day, while contemplating a huge stack of unsold Jell-O boxes, Woodward offered Nico the whole business for $35. Nico refused.


  The main problem was that consumers didn’t understand the product or what they could do with it. And without consumer demand, merchants wouldn’t stock it. Manufacturers of other products in the new packaged ingredient business, such as Arm & Hammer baking soda and Fleischmann’s yeast, often bundled recipe books with their boxes. Woodward figured a usage guidebook might help create demand for Jell-O, too, but how to get them out there? Nobody was buying the boxes in the first place.


  So in 1902 Woodward and his marketing chief, William E. Humelbaugh, tried something new. First, they crafted a three-inch ad to run in Ladies’ Home Journal, at a cost of $336. Rather optimistically proclaiming Jell-O “America’s Most Famous Dessert,” the ad explained the appeal of the product: This new dessert “could be served with the simple addition of whipped cream or thin custard. If, however, you desire something very fancy, there are hundreds of delightful combinations that can be quickly prepared.”


  Then, to illustrate all those richly varied combinations, Genesee printed up tens of thousands of pamphlets with Jell-O recipes and gave them to its salesmen to distribute to homemakers for free.


  This cleverly got around the salesmen’s chief problem. As they traveled around the country in their buggies, they were prohibited from selling door-to-door in most towns without a costly traveling salesman’s license. But the cookbooks were different—giving things away wasn’t selling. They could knock on doors and just hand the woman of the house a free recipe book, no strings attached. Printing paper was cheap compared to making Jell-O. They couldn’t afford to give out free samples of the product itself, so they did the next best thing: free information that could only be used if the consumer bought the product.


  After blanketing a town with the booklets, the salesmen would then go to the local merchants and advise them that they were about to get a wave of consumers asking for a new product called Jell-O, which they would be wise to stock. The boxes of Jell-O in the back of the buggies finally started to move.


  By 1904, the campaign had turned into a runaway success. Two years later Jell-O hit a million dollars in annual sales. The company introduced the “Jell-O Girl” in its ads, and the pamphlets grew into Jell-O “best-seller” recipe books. In some years Genesee printed as many as 15 million of the free books, and in the company’s first twenty-five years it printed and distributed an estimated quarter billion free cookbooks door-to-door, across the country. Noted artists such as Norman Rockwell, Linn Ball, and Angus MacDonald contributed colored illustrations to the cookbooks. Jell-O had become a fixture in the American kitchen and a household name.


  Thus was born one of the most powerful marketing tools of the twentieth century: giving away one thing to create demand for another. What Woodward understood was that “free” is a word with an extraordinary ability to reset consumer psychology, create new markets, break old ones, and make almost any product more attractive. He also figured out that “free” didn’t mean profitless. It just meant that the route from product to revenue was indirect, something that would become enshrined in the retail playbook as the concept of a “loss leader.”


  KING GILLETTE


  At the same time, the most famous example of this new marketing method was in the works a few hundred miles north, in Boston. At the age of forty, King Gillette was a frustrated inventor, a bitter anticapitalist, and a salesman of cork-lined bottle caps. Despite ideas, energy, and wealthy parents, he had little to show for his work. He blamed the evils of market competition. Indeed, in 1894 he had published a book, The Human Drift, which argued that all industry should be taken over by a single corporation owned by the public and that millions of Americans should live in a giant city called Metropolis powered by Niagara Falls. His boss at the bottle cap company, meanwhile, had just one piece of advice: Invent something people use and throw away.


  One day, while he was shaving with a straight razor that was so worn it could no longer be sharpened, the idea came to him. What if the blade could be made of a thin metal strip? Rather than spending time maintaining the blades, men could simply discard them when they became dull. A few years of metallurgy experimentation later, the disposable-blade safety razor was born.


  But it didn’t take off immediately. In its first year, 1903, Gillette sold a total of 51 razors and 168 blades. Over the next two decades, he tried every marketing gimmick he could think of. He put his own face on the package, making him both legendary and, some people believed, fictional. He sold millions of razors to the army at a steep discount, hoping the habits soldiers developed at war would carry over to peacetime. He sold razors in bulk to banks so they could give them away with new deposits (“shave and save” campaigns). Razors were bundled with everything from Wrigley’s gum to packets of coffee, tea, spices, and marshmallows.


  The freebies helped to sell those products, but the tactic helped Gillette even more. By selling cheaply to partners who would give away the razors, which were useless by themselves, he was creating demand for disposable blades. It was just like Jell-O (whose cookbooks were the “razors” to the gelatin “blades”), but even more tightly linked. Once hooked on disposable razor blades, you were a daily customer for life.


  Interestingly, the idea that Gillette, the company, gave away the razors is mostly urban myth. The only recorded examples were with the introduction of the Trak II in the 1970s, when the company gave away a cheap version of the razor with a nonreplaceable blade. Its more usual model was to sell razors at a low margin to partners, such as banks, who would typically give them away as part of promotions. Gillette made its real profit from the high margin on the blades.


  A few billion blades later, this business model is now the foundation of entire industries: Give away the cell phone, sell the monthly plan; make the video game console cheap and sell expensive games; install fancy coffeemakers in offices at no charge so you can sell managers expensive coffee sachets.


  Starting from these experiments at the beginning of the twentieth century, Free fueled a consumer revolution that defined the next hundred years. The rise of Madison Avenue and the arrival of the supermarket made consumer psychology a science and Free the tool of choice. “Free-to-air” radio and television (the term used for signals sent over the airways that anyone can receive without charge) united a nation and created the mass market. Free was the rallying cry of the modern marketer, and the consumer never failed to respond.


  TWENTY-FIRST-CENTURY FREE


  Now, at the beginning of the twenty-first century, we’re inventing a new form of Free, and this one will define the next era just as profoundly. The new form of Free is not a gimmick, a trick to shift money from one pocket to another. Instead, it’s driven by an extraordinary new ability to lower the costs of goods and services close to zero. While the last century’s Free was a powerful marketing method, this century’s Free is an entirely new economic model.


  This new form of Free is based on the economics of bits, not atoms. It is a unique quality of the digital age that once something becomes software, it inevitably becomes free—in cost, certainly, and often in price. (Imagine if the price of steel had dropped so close to zero that King Gillette could give away both razor and blade, and make his money on something else entirely—shaving cream?) And it’s creating a multibillion-dollar economy—the first in history—where the primary price is zero.


  In the atoms economy, which is to say most of the stuff around us, things tend to get more expensive over time. But in the bits economy, which is the online world, things get cheaper. The atoms economy is inflationary, while the bits economy is deflationary.


  The twentieth century was primarily an atoms economy. The twenty-first century will be equally a bits economy. Anything free in the atoms economy must be paid for by something else, which is why so much traditional free feels like bait and switch—it’s you paying, one way or another. But free in the bits economy can be really free, with money often taken out of the equation altogether. People are rightly suspicious of Free in the atoms economy, and rightly trusting of Free in the bits economy. Intuitively, they understand the difference between the two economies, and why Free works so well online.


  A decade and a half into the great online experiment, free has become the default, and pay walls the route to obscurity. In 2007, the New York Times went free online, as did much of the Wall Street Journal, using a clever hybrid model that made stories free to those who wanted to share them online, in blog posts or other social media. Musicians from Radiohead to Nine Inch Nails now routinely give away their music online, realizing that Free lets them reach more people and create more fans, some of whom attend their concerts and even—gasp—pay for premium versions of the music. The fastest-growing parts of the gaming industry are ad-supported casual games online and free-to-play massively multiplayer online games.


  The rise of “freeconomics” is being driven by the underlying technologies of the digital age. Just as Moore’s Law dictates that a unit of computer processing power halves in price every two years, the price of bandwidth and storage is dropping even faster. What the Internet does is combine all three, compounding the price declines with a triple play of technology: processors, bandwidth, and storage. As a result, the net annual deflation rate of the online world is nearly 50 percent, which is to say that whatever it costs YouTube to stream a video today will cost half as much in a year. The trend lines that determine the cost of doing business online all point the same way: to zero. No wonder the prices online all go the same way.


  George Gilder, whose 1990 book, Microcosm, was the first to explore the economics of bits, puts this in historical context:


  In every industrial revolution, some key factor of production is drastically reduced in cost. Relative to the previous cost to achieve that function, the new factor is virtually free. [Thanks to steam,] physical force in the Industrial Revolution became virtually free compared to getting it from animal muscle power or human muscle power. Suddenly you could do things you could not afford to do before. You could make a factory work 24 hours a day churning out products in a way that was just incomprehensible before.


  Today the most interesting business models are in finding ways to make money around Free. Sooner or later every company is going to have to figure out how to use Free or compete with Free, one way or another. This book is about how to do that.


  First, we’ll look at the history of Free and why it has such power over our choices. Then we’ll see how


  CODA


  Free in a Time of Economic Crisis


  AFTER THE 2001 STOCK MARKET CRASH, the business models of the dot-com economy were laid bare. How silly we had been to believe that “monetizing eyeballs” was a good foundation for a business! What were we investors thinking when we stuffed our portfolios with shares of companies that sold pet food online? “Amazon.Bomb,” sneered the headlines. We hung our heads in shame at our embrace of some fanciful “new economy.”


  A few years later, when the markets recovered and we looked back, we found to our surprise that it was practically impossible to see the effect of the crash on the growth of the Internet. It had continued to spread, just as before, with hardly a dip as the public markets cratered. The “digital revolution” hadn’t been a mirage, or worse, a hoax. The number of people getting online had climbed at the same rate throughout, as had traffic, and pretty much every other measure of impact.


  This had been a Wall Street bubble, not a technology one. The Web was every bit as important as even the most starry-eyed forecasters had predicted—it just took a bit longer to get there than the stock market multiples had assumed.


  Now the markets have crashed again. Will Free be more like Web traffic and grow regardless, or more like online pet food?


  From a consumer perspective, Free is far more attractive in a down economy. After all, when you have no money, $0.00 is a very good price. Expect the shift toward open source software (which is free) and Web-based productivity tools such as Google Docs (also free) to accelerate. The cheapest and coolest computers today are “netbooks,” which sell for as little as $250 and ship with either free versions of Linux or the older Windows XP, which is cheaper than Microsoft’s latest operating systems. The people who buy them don’t load Office and pay Microsoft hundreds of dollars for the privilege. Instead, they use online equivalents, as the netbook name implies, and those tend to be free.


  These same consumers are saving their money and playing free online games, listening to free music on Pandora, canceling basic cable and watching free video on Hulu, and zeroing out their international calling bills with Skype. It’s a consumer’s paradise: The Web has become the biggest store in history and everything is 100 percent off.


  What about those companies trying to build a business on the Web? In the old days (that would be until September of 2008) the model was pretty simple: (1) Have a great idea; (2) Raise money to bring it to market, ideally free to reach the largest possible audience; (3) If it proves popular, raise more money to scale it up; (4) Repeat until you’re bought by a bigger company.


  Now steps 2 through 4 are no longer available. So Web start-ups are having to do the unthinkable: come up with a business model that brings in real money while they’re still young.


  This is, of course, nothing new in the world of business. But it is a bit of a shock in the Web world, where attention and reputation are the currencies most in demand, with the expectation that a sufficient amount of either will turn into money someday, somehow.


  The standard business model for Web companies that don’t actually have a business model is advertising. A popular service will have lots of users, and a few ads on the side will pay the bills. Two problems have emerged with that model: the price of online ads and click-through rates. Facebook is an amazingly popular service, but it is also an amazingly ineffective advertising platform. Even if you could figure out what the right ad to serve next to a high school girl’s party pictures might be, she and her friends probably won’t click on it. No wonder Facebook applications get less than $1 per 1,000 views (compared to around $20 on big media Web sites).


  Google has built an enviable economic engine on the back of its targeted text ads, but the sites on which they run rarely feel as flush. Running Google’s AdSense ads on the side of your blog, no matter how popular it may be, will not pay you even minimum wage for the time you spend writing it. On a good month it might cover your hosting fees. I speak from experience.


  What about the oldest trick in the book: actually charging people for your goods and services? This is where the real innovation will flourish in a down economy. It’s now time for entrepreneurs to innovate, not just with new products but with new business models.


  Take Tapulous, the creator of Tap Tap Revenge, a popular music game program for the iPhone. As in Guitar Hero or Rock Band, notes stream down the screen and you have to hit them on the beat. Millions of people have tried the free version, and a sizable fraction of them were ready and willing to pay when Tapulous offered paid versions built around specific bands, such as Weezer and Nine Inch Nails, along with add-on songs. (The Wall Street Journal is pursuing a strategy of blending free and paid content on its Web site.)


  At the other end of the business spectrum there’s Microsoft, which now has to compete with the free word processors and spreadsheets of online competitors such as Google. Rather than complain about the unfair competition (which would be ironic), Microsoft created Web versions of its business software and offered them free to small and young companies. If your firm is less than three years old and under $1 million in revenues, you can use Microsoft’s software without charge under its BizSpark program. When those companies get bigger, Microsoft is betting that they’ll keep using its software as paying customers. In the meantime, the program costs Microsoft almost nothing.


  But extracting a business model from Free is not always easy, especially when your users have come to expect gratis. Take Twitter, the fantastically popular (and free, of course) 140-character messaging service where people update the world on what they’re doing, one haiku-like snippet at a time. After taking over the world, or at least the geeky side of it, it now finds itself having to actually make enough money to cover its bandwidth bills. Last year it hired a revenue guru to try to find a business model and has announced that it intends to reveal its strategy in 2009. Speculation as to what that will be ranges from charging companies to have their “tweets” recommended to consumers (which is a bit like “friending” the Burger King on Facebook) to certifying identity to avoid impersonation. The revenue officer has his work cut out for him.


  Meanwhile YouTube is still struggling to match its popularity with revenues, and Facebook is selling commodity ads for pennies after its effort to charge for intrusive advertising led to a user backlash. And news-sharing site Digg, for all its millions of users, still doesn’t make a dime. A year ago, that hardly mattered: The business model was “build to a lucrative exit, preferably in cash.” But now the exit doors are closed and cash flow is king.


  Does this mean that Free will retreat in a down economy? Probably not. The psychological and economic case for it remains as good as ever—the marginal cost of anything digital falls by 50 percent every year, making pricing a race to the bottom, and “Free” has as much power over the consumer psyche as ever. But it does mean that Free is not enough. It also has to be matched with Paid. Just as King Gillette’s free razors only made business sense paired with expensive blades, so will today’s Web entrepreneurs have to invent not just products that people love but also those that they will pay for. Free may be the best price, but it can’t be the only one.


  FREE RULES


  The Ten Principles of Abundance Thinking


  1. If it’s digital, sooner or later it’s going to be free.

  In a competitive market, price falls to the marginal cost. The Internet is the most competitive market the world has ever seen, and the marginal costs of the technologies on which it runs—processing, bandwidth, and storage—get closer and closer to zero every year. Free becomes not just an option but an inevitability. Bits want to be free.


  2. Atoms would like to be free, too, but they’re not so pushy about it.

  Outside of the digital realm, marginal costs rarely fall to zero. But Free is so psychologically attractive that marketers will always find ways to invoke it by redefining their business to make some things free while selling others. It’s not really free—it’s probably you paying sooner or later—but it’s often compelling all the same. Today, by creatively expanding the definition of their industry, companies from airlines to cars have found ways to make their core product free by selling something else.


  3. You can’t stop Free.

  In the digital realm you can try to keep Free at bay with laws and locks, but eventually the force of economic gravity will win. What that means is that if the only thing stopping your product from being free is a secret code or a scary warning, you can be sure that there’s someone out there who will defeat it. Take Free back from the pirates, and sell upgrades.


  4. You can make money from Free.

  People will pay to save time. People will pay to lower risk. People will pay for things they love. People will pay for status. People will pay if you make them (once they’re hooked). There are countless ways to make money around Free (I list fifty of them at the end of the book). Free opens doors, reaching new consumers. It doesn’t mean you can’t charge some of them.


  5. Redefine your market.

  Ryanair’s competitors were in the airline seat business. It decided to be in the travel business instead. The difference: There are dozens of ways to make money in travel, from car rentals to subsidies from destinations hungry for tourists. The airline made its seats cheap, even free, to make more money around them.


  6. Round down.

  If the cost of something is heading to zero, Free is just a matter of when, not if. Why not get there first, before someone else does? The first to Free gets attention, and there are always ways to turn that into money. What can you make free today?


  7. Sooner or later you will compete with Free.

  Whether through cross-subsidies or software, somebody in your business is going to find a way to give away what you charge for. It may not be exactly the same thing, but the price discount of 100 percent may matter more. Your choice: Match that price and sell something else, or ensure that the differences in quality overcome the differences in price.


  8. Embrace waste.

  If something is becoming too cheap to meter, stop metering it. From having flat fees to no fees, the most innovative companies are those who see which way the pricing trends are going and get ahead of them. “Your voice mail inbox is full” is the death rattle of an industry stuck with a scarcity model in a world of capacity abundance.


  9. Free makes other things more valuable.

  Every abundance creates a new scarcity. A hundred years ago entertainment was scarce and time plentiful; now it’s the reverse. When one product or service becomes free, value migrates to the next higher layer. Go there.


  10. Manage for abundance, not scarcity.

  Where resources are scarce, they are also expensive—you have to be careful how you use them. Thus traditional top-down management, which is all about control to avoid expensive mistakes. But when resources are cheap, you don’t have to manage the same way. As business functions become digital, they can also become more independent without risk of sinking the mothership. Company culture can shift from “Don’t screw up” to “Fail fast.”


  FREEMIUM TACTICS


  FINDING A FREEMIUM MODEL

  THAT WORKS FOR YOU


  There are countless variations of the freemium model, but as an example of how to pick one, consider a business software company that offers its product as an online service. Initially it was charging all of its users from $99 to tens of thousands of dollars a year for the software. But it wanted to use Free to reach more people. Here are four models it considered:


  1. Time limited (Thirty days free, then pay. This is the Salesforce model.)


  


  • Upside: Easy to do, low risk of cannibalization.


  • Downside: Many potential customers will be unwilling to commit enough to give the software a real test, since they know that if they don’t pay they’ll get no benefit after thirty days.


  2. Feature limited (Basic version free, more sophisticated version paid. This is the model that Automattic uses with hosted WordPress.)


  


  • Upside: Best way to maximize reach. When customers convert to Paid, they’re doing it for the right reason (they understand the value of what they’re paying for) and are likely to be more loyal and less price sensitive.


  • Downside: Need to create two versions of the product. If you put too many features in the free version, not enough people will convert. If you put too few, not enough will use it long enough to convert.


  3. Seat limited (Can be used by up to some number of people for free, but more than that is paid. This is the Intuit QuickBooks model.)


  


  • Upside: Easy to implement. Easy to understand.


  • Downside: Might cannibalize the low end of the market.


  4. Customer type limited (Small and young companies get it free; bigger and older companies pay. This is the model used by Microsoft’s BizSpark, where companies less than three years old and under $1 million in revenues get Microsoft’s business software free.)


  


  • Upside: Charges companies according to their ability to pay. Gets fast-growing companies early.


  • Downside: Complicated and hard-to-police verification process.


  In the end, the software company went with time limited, since it was the easiest to implement. But the CEO is still considering the others. The problem with free trials is that they discourage full participation during the trial period: Why spend a lot of time learning to use something when there’s a chance that when the time comes to pay, you may not feel it’s worth it? Indeed, why start using it at all?


  Time-limited freemium models may have relatively high conversion rates to Paid from those who continue to use the product throughout the trial period, but they may be limiting the total number of participants. Some effort in creating a version that offers a more useful experience for the free user, without the risk of being cut off when the clock runs out, can increase the overall reach of the product. Even if a smaller percentage converts, it may be a smaller percentage of a much larger number.


  WHAT’S THE RIGHT

  CONVERSION PERCENTAGE?


  In Chapter 2, I described freemium as the opposite of the traditional free sample: Instead of giving away 5 percent of your product to sell 95 percent, you give away 95 percent of your product to sell 5 percent. The reason this makes sense is that for digital products, where the marginal cost is close to zero, the 95 percent costs you little and allows you to reach a huge market. So the 5 percent you convert is 5 percent of a big number.


  But that was just a hypothetical percentage split, to make a point. In the real world, what’s the right balance? The answer varies from market to market, but some of the best data is in the games world.


  In online free-to-play games, companies aim to structure their costs so they can break even if as little as 5 to 10 percent of the users pay. Anything above that is profit. Which is why these numbers from blogger Nabeel Hyatt, who follows the industry, are so impressive:


  


  • Club Penguin: 25 percent of monthly players pay, $5/month per paying user


  • Habbo: 10 percent of monthly players pay, $10.30/month per paying user


  • RuneScape: 16.6 percent of monthly players pay, $5/month per paying user


  • Puzzle Pirates: 22 percent of monthly players pay, $7.95/ month per paying user


  As the blog notes, that compares very well to the 2 percent of the casual downloadable game market that pays, or the 3 to 5 percent that a lot of “penny gap” free trial Web start-ups get. Estimates for the number of free Flickr users that convert to paid Flickr Pro range from 5 to 10 percent. And shareware software programs often see less than 0.5 percent of users paying up.


  But other companies are able to do much better. Intuit, for instance, offers basic TurboTax Online free for federal taxes, but charges you for the state version. Company officials tell me 70 percent of users opt to pay for that version. That’s a special case—practically everyone has to pay both federal and state taxes—but it’s evidence that some very high conversion rates are possible in the freemium model.


  For the typical Web 2.0 company planning to use freemium as its revenue model, my advice would be to set 5 percent as break-even, but balance the mix of free versus paid features with the hopes of actually converting 10 percent. More than that, and you may be offering too little in your free version and thus not maximizing the reach that’s possible with Free. Less than that, and the costs of the freeloaders start to get significant, making it difficult to make money.


  WHAT’S A FREE CUSTOMER WORTH?


  It turns out that not all free customers are alike, and what they’re worth to you depends on when they arrive. In the early stages of a company or product, when it’s trying to get traction, Free is the best marketing.


  It lowers the risk for new customers to try the product, and it increases the product’s potential reach. But over time, as the product or company becomes more established and better known, there’s less risk in trying it and Free becomes less essential.


  This was quantified by Sunil Gupta and Carl Mela, two Harvard Business School professors who analyzed2 an online auction company they called auctions.com (presumably, it was actually eBay). Sellers paid but buyers could use the service for free. The question was what these free buyers were worth.


  The answer is: more at the company’s start than after it was a few years old. Specifically, the lifetime value of the free buyer who started using the auction service in its first year was $2,500. As those early adopters, enticed by the free service, brought in other buyers, the critical mass of buyers brought a critical mass of sellers.


  Eight years later, with the auction company well established, the lifetime value of a new customer was much less: just $213. They might spend just as much as the early adopters did at the start, but their value wasn’t multiplied by a torrent of other users who came with them. The auction company kept the price of participation for buyers at zero, since its costs were pretty close to zero, too. But another company with higher costs might have switched to a pay model once momentum had been achieved. Knowing how the value of a customer changes over time can help you figure out what the right time for Free is, and when it’s no longer necessary.


  ________


  2 Gupta, Sunil, and Carl F. Mela. “What Is a Free Customer Worth?” Harvard Business Review 86, no. 11 (November 2008).


  FIFTY BUSINESS MODELS

  BUILT ON FREE


  THERE ARE COUNTLESS EXAMPLES of Free business models already in action today. Here are fifty examples, organized by the type of Free model they most closely fit into.


  FREE 1: DIRECT CROSS-SUBSIDIES


  • Give away services, sell products


  (Apple Store Genius Bar tech support)


  • Give away products, sell services


  (free gifts when you open a bank account)


  • Give away software, sell hardware


  (IBM and HP’s Linux offerings)


  • Give away hardware, sell software


  (the video game console model, where devices

  such as the Xbox 360 are sold far under cost)


  • Give away cell phones, sell minutes of talk time


  (many carriers)


  • Give away talk time, sell cell phones


  (many of the same carriers, with free nights and weekend plans)


  • Give away the show, sell the drinks (strip clubs)


  • Give away the drinks, sell the show (casinos)


  • Free with purchase (retailer “loss leaders”)


  • Buy one, get one free (supermarkets)


  • Free gift inside (cereal)


  • Free shipping for orders over $25 (Amazon)


  • Free samples (everything from gift boxes for new mothers to supermarket tasters)


  • Free trials (magazine subscriptions)


  • Free parking (malls)


  • Free condiments (restaurants)


  FREE 2: THREE-PARTY, OR “TWO-SIDED,”

  MARKETS (ONE CUSTOMER CLASS

  SUBSIDIZES ANOTHER)


  • Give away content, sell access to the audience


  (ad-supported media)


  • Give away credit cards without a fee, charge merchants a transaction fee


  • Give away scientific articles, charge authors to publish them


  (Public Library of Science)


  • Give away document readers, sell document writers (Adobe)


  • Give women free admission, charge men (bars)


  • Give children free admission, charge adults (museums)


  • Give away listings, sell premium search (Match.com)


  • Sell listings, give away search (Craigslist New York Housing)


  • Give away travel services, get a cut of rental car and hotel reservations (Travelocity)


  • Charge sellers to be stocked in a store, let people shop for free


  (“slotting fees” in supermarkets)


  • Give away house listings, sell mortgages (Zillow)


  • Give away content, sell information about the consumers


  (Practice Fusion)


  • Give away content, make money by referring people to retailers


  (Amazon Associates)


  • Give away content, sell stuff (Slashdot/ThinkGeek)


  • Give away content, charge advertisers to be featured in it


  (product placement)


  • Give away resume listings, charge for power search


  (LinkedIn)


  • Give away content and data to consumers, charge companies to access it through an API (eBay’s deal with high-volume analytics firms such as Terapak)


  • Give away limited “green” house plans, charge builders and contractors to be listed as green resources (FreeGreen.com)


  FREE 3: FREEMIUM

  (SOME CUSTOMERS SUBSIDIZE THE OTHERS)


  • Give away basic information, sell richer information in easier-to-use form (BoxOfficeMojo)


  • Give away generic management advice, sell customized management advice (McKinsey and the McKinsey Journal)


  • Give away federal tax software, sell state (TurboTax)


  • Give away low-quality MP3s, sell high-quality box sets


  (Radiohead)


  • Give away Web content, sell printed content


  (everything from magazines to books)


  • Charge buyers to shop in a store with lower prices; infrequent shoppers subsidize frequent ones (membership chains such as Costco)


  • Give away online games, charge a subscription to do more in the game (Club Penguin)


  • Give away business directory listings, charge businesses to “claim” and enhance their own listings (Brownbook)


  • Give away demo software, charge for the full version


  (most video games, which will allow you to play the first few levels to see if it’s for you)


  • Give away computer-to-computer calls, sell computer-to-phone calls (Skype)


  • Give away free photo-sharing services, charge for additional storage space (Flickr)


  • Give away basic software, sell more features (Apple QuickTime)


  • Give away ad-supported service, sell the ability to remove the ads (Ning)


  • Give away “snippets,” sell books (publishers who use Google Book Search)


  • Give away virtual tourism, sell virtual land (Second Life)


  • Give away a music game, sell music tracks (Tap Tap Revolution)
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