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			Freemium

			Key information

			
					Names: Freemium, crippleware.

					Uses: Business model, adapted for digital products and digital data.

					Why is it successful? Original cost management, massive attraction of customers, adapted to digital products.

					Key words: Freemium, free, premium, digital, conversion rate.

			

			Introduction

			There’s No Such Thing as a Free Lunch. This title of a book by the American economist Milton Friedman (1912-2006) speaks volumes about the attitude of the majority of economists towards free items: they simply do not exist.

			
				
					Good to know: There’s No Such Thing as a Free Lunch

					This phrase, from an unknown author, was popularised by economists such as Friedman. It refers to the illusion of free offers: everything has a price, whether direct or indirect, visible or hidden.

				

			

			However, a quick browse of the applications offered on the internet provides several counter-examples, including Spotify, Dropbox and antivirus software. Nonetheless, these products are not completely free:

			
					Spotify limits free listening time;

					Dropbox only offers some storage space for free;

					the antivirus software only offers reduced protection.

			

			These applications have the same mode of distribution: the offer includes a free version and a more sophisticated or fully developed paid version (premium).

			History

			The distribution of free samples has already existed for a long time. Offering a small amount of a product (food, shampoo, drinks, etc.) is a tried and tested practice, because it can attract customers and subtly encourage them to purchase the product. This practice has inspired the freemium model, which works in a similar way in a virtual environment. This type of free offer is a business model (a model summarising the activities of a business: objectives, processes and resources used) first developed in the 1980s, especially for software. In 2006, Jarid Lukin from the company Alacra gave it the name ‘freemium’, a combination of ‘free’ and ‘premium’.

			Definition of the model

			The freemium model is a business model that combines two pricing strategies. For the same product, the model offers two versions: one is free and allows unrestricted access, the other is paid-for and offers from improved or additional services.

			The strategy behind this model is based on the possibility that the free version will attract a large number of users and, above all, make them loyal customers. The aim is to convert as many users of the free version as possible into users of the paid version.

			This model cannot be used for any product. Although several cases illustrate its suitability for software or video games, it is challenging for cultural products in particular. This is therefore a strategy with the potential for significant added value, but it requires careful analysis of the context of the product, the services attached to it, as well as any operating costs, distribution costs, etc. beforehand.

		


		
			Theory

			What kind of free?

			There are different types of free offers:

			
					A free offer to attract customers and encourage them to buy the product. This type is based on the sale of complementary products alongside the free basic product (for example, a free razor with the purchase of three blades).

					A free offer supported by a third party/intermediary. This type depends on advertisers who finance the producer in exchange for advertising space, knowing that the advertiser is in turn funded by the consumer indirectly (the relative price of advertising is integrated into the product price covered by the advertiser).

					A free offer in exchange for reputation. This is the least common type in a market economy: the free offer is given in exchange for attention, reputation, etc., which have no monetary value.
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					Good to know: market economy

					A market economy is an economic system in which the interplay between supply and demand determines the price, quantity and quality of goods and services. 

				

			

			
					Freemium is a business model that exploits free items in such a way that a small share of consumers pay for the entire community of users to enjoy the free offer. 
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			The venture capitalist Fred Wilson encourages the use of freemium and makes his views clear on his blog: “Give your service away for free, possibly ad supported but maybe not, acquire a lot of customers very efficiently through word of mouth, referral networks, organic search marketing, etc., then offer premium priced value added services or an enhanced version of your service to your customer base.”

			
				
					Good to know: venture capitalist

					A venture capitalist is someone invests in young companies or startups characterised by high financial risk as well as strong growth potential.

				

			

			Between free and premium

			The balance of freemium is therefore based on a mixed offer, with free and paid versions of the same product.

			This is not a socialist model, where the ultimate goal is to provide the products in question to a particular segment of the customer base for free. Companies that opt for this business plan are constantly hoping to acquire new customers who are willing to pay for the premium version.

			How is this free offer model financed? How does it attract premium customers? To answer these questions, it is important to highlight that freemium is particularly suitable for digital products or those relating to information technology, which are therefore largely linked to the use of computers and the internet. Given that the cost of acquiring and using computers and the internet is decreasing, the development of products for this type of media is becoming less and less expensive. This reduction in production costs can be illustrated by the example of MP3 files: it costs only a negligible amount more to create 100 or even 10 000 copies than to produce the first version. In economic terms, the marginal cost (the cost generated by the second unit produced) in this situation is close to zero. Thus, the sale of a defined number of products is enough to cover all the production costs. This new reality has made a major contribution to the development of freemium in the digital domain. Furthermore, it is now possible to set usage limits in terms of time or functionality on digital products and services.

			
				
					Good to know

					The freemium financing system, which can only be considered by entrepreneurs whose product is suitable, is the opposite of that practiced by insurance brokers. Insurance brokers cover the costs of accidents incurred by the minority of high-risk customers thanks to the contributions of all customers, whereas with freemium, the minority (the users of the premium version) fund the use of the product by all customers (the users of the premium and the free versions).

				

			

			Since the free distribution of a certain number of their products does not lead to high costs, companies whose products are suitable apply this model to attract as many customers as possible. While customers’ interest in the free version is closely linked to the lack of transaction costs, the profitability of this type of model is based on the percentage of users – initially attracted to the free product – who will decide to pay for the premium version. This percentage is called the ‘premium conversion rate’. As it is obvious that no rational person would pay for a product that they could get for free, it is important to ensure that the free and premium formulas are different by adding significant extra value to the second version and making it compelling enough for the customers who are willing to pay.

			Types of premium

			This added value can take various forms, which are grouped into different categories of premium:

			
					The first category offers additional options. In the free version, basic services are offered. The paid version offers improved versions of the same services, or possibly additional advanced services. Skype is the best example of this: consumers can make PC to PC calls for free, but they pay for calls to mobile phones. The challenge is therefore for the basic services to push basic users towards the more sophisticated version.

					The second category offers free services, but for a limited time. There are two different options:	The first allows limited periods of use. For example, Spotify initially offered 10 hours of free listening time per month (although it has since lifted this time limit), with unlimited listening in the paid version (streaming). 

	The second is more suitable for software. For example, users can access a trial version of the Microsoft Office suite. It is complete, including all services, but there is a time limit – access is subsequently blocked permanently unless the full version of the software has been purchased. In this scenario, the purchase is motivated by the habit of using the product, which leads the customer to acquire the permanently accessible version.




					The third category involves limitations in terms of quantity. There is usually a limited number of free megabytes (MB) or gigabytes (GB), which measure the storage space offered by the producer for this type of product or service. For instance, Dropbox offers a fixed amount of free storage, but anything above that requires payment.

					The last category is linked to the number of users who benefit from the product. Only one user can use the service for free. To add another user on the same computer, they must pay a set price. The HipChat service illustrates this type of freemium. The site allows the first five users to enjoy the full offer (group chat, which is often used in the workplace) for free, but as soon as a sixth person registers, the free offer expires and each user (even the first five) pays a flat fee per month. 

			

			The first category presents a kind of freemium based on different options, while the last three are more focused on capacity. Although this categorisation outlines the most common types of freemium, it is of course not exhaustive.

			In the following section, we will explain the challenges faced by entrepreneurs who opt for the freemium model.

		


		
			Limitations and extensions

			Freemium is a model that carries risks. On the one hand, it offers significant advantages in terms of customer attraction and an original way of managing production costs. On the other hand, it remains a difficult model to implement as it entails several risks that can be limiting when the model is poorly suited to the product.

			Limitations and criticisms

			Beware of freeloaders!

			Freeloaders – who are only attracted to the product because it is free – are the greatest risk, since the premium offer is never attractive enough in their eyes. If, in the worst-case scenario, all users prove to be freeloaders (meaning a conversion rate of 0), the freemium model will be a complete failure.

			The result could be the same if the consumers, who are not freeloaders to begin with, are not attracted by the advantages of the paid version. 

			Competition

			Competition – which is not new – can also be a significant danger. Freemium offers on similar products will inevitably offer substitute services. This situation risks creating a significant loophole, as users can juggle and switch from one brand to another to enjoy the free offers, continuously benefiting from trial premium versions without paying.

			Problems for the customer

			Alongside these risks to the entrepreneur, there are also some disadvantages for consumers. In particular, the customer has limited control over the free product. The user’s ability to make demands is actually very limited. In other words, whereas the customer is in control under normal circumstances, this privilege is cancelled when the product they are using is free. For example, an application used for free on the internet can disappear overnight without notice, which will probably cause problems for customers who are used to this offer.

			Furthermore, a particular case of freemium is highly controversial: the principle of pay-to-win in video games. In this case, players who subscribe to the premium version increase their chances of winning, regardless of their talent.

			Related models and extensions

			Financing from advertising

			Adware is one of the extensions of freemium. These are services offered for free but with permanent and sometimes very distracting advertising. This advertising can cover the costs of software or video game development while preserving it as a free offer. However, it is possible to obtain an ad-free version by paying. As such, adware can be classed as a type of freemium if we consider that the premium version is the version without advertising.

			Freeware

			Freeware (a combination of ‘free’ and ‘software’) is software that can be used for free, but with usage limits. The free version can be used as a loss leader to encourage users to purchase the paid version or other products by the same developer. The aim may also be to create an addictive effect: by offering the product for free, it becomes a standard in the field. This technique may rely on a trial period: the product is only free for a limited time. 

			Freemium for culture

			When these limits are well analysed and, above all, used as indicators of adaptability – or lack thereof – of the freemium version of the product, this model retains its potential profitability.

			Its relevance is
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