The freemium business model

1. What is freemium?

Freemium as a business model was named in a way that is almost too good to be true: crowd-sourcing. Systematically described in a 2006 blog post by Fred Wilson, who lacked a name for the model, the name 'freemium' sprung forth in the comments by a poster only identified as Jarid. As will become clear, the focus on the input and experience of users is the cornerstone of the freemium model, so you could hardly imagine a more auspicious beginning.


But what exactly is freemium? 


Freemium is simply the business model of giving away your core service for free and then attracting more users through word of mouth. When these users have integrated the core service into their daily routines they discover that there is another layer of the service that is available for a fee. A percentage of the free users will reognise these features as valuable to them, trust the company providing them because they are already using the core service, and pay to upgrade.


At its core, the model is a model for attracting users through confidence in the power of the user experience of the product rather than through traditional marketing campaigns. It is a signal of trust in a product and in the users of the product. 


This approach has been used by many different types of businesses from Adobe's Acrobat PDF viewer to the internetdriven phone service Skype. If you only want to read PDFs, you can use the free version of Acrobat, but if you need an effective tool for creating and modifying PDFs, an upgrade is available. If you need to phone other Skype-users through the proprietary software, the service is free, but for a price you can phone people on their other phones through the same software.


Since at least the mid-00s this business model has been adopted in the games industry as well, with increasing success. From Angry Birds to Star Wars: The Old Republic all parts of the gaming market on all platforms have their share of freemium games. Even the usually closed and slow moving console markets seem to be opening up with titles like Cutthroats: Battle for Black Powder Cove for the PlayStation 3 and the entire Xbox Live system basically being built on a freemium model with silver membership available for free and gold being a paid version with more features.


The freemium principle is driving revenue to a greater and greater degree, with the percentage of revenue in the U.S. App store for iOS Games accounted for by freemium games rising from 39% in 2010 to 65% in 2011. The model, which has been met with skepticism from many creators, has proven itself to be profitable to say the least.


But simply making a game, giving it away and selling a premium version is not a guarantee of success. As with all other things in life, the devil is in the details and the manner of execution of the simple principle at the core of the freemium model is key in ensuring success.

2. How to succesfully do Freemium

When you talk to people in the business of making freemium games you will soon get confused. They will be spouting weird words like MAU and ARRPU, and though you may be tempted to call an exorcist, you should not despair. These terms are shorthand for two of the three most important terms used in analysing and creating freemium games that deliver revenue. It all comes down to this formula:

MAU x CR x ARPPU = monthly revenue

MAU is simply Monthly Active Users, that is to say the number of unique players who have logged in and played your game in the last thirty days. You're interested in this, because this shows how stable your user base is. Since you will be dependent on a steady revenue and this revenue is generated by users, this number is where to start.


CR means Conversion Rate, which is the rate of conversions from free users to paying users. The number needed to make a succes differs from genre to genre, with social games generally hitting between 1 – 5 % and freemium MMOs clocking in at somewhere between 12 – 40%. This obviously needs to be stated not in percentage, but in decimal form for the equation to work.


ARPPU is the Average Revenue Per Paying User, which is simply the amount of money you can expect a converted user to pay for your game or service on average. For a social game on the US market designed to appeal to gamers used to paying for games and other sorts of entertainment, a typical number could be around $105, while a more casual game such as a city building social game in the vein of Farmville would probably number around $35.


Note that to excel in just one of these fields is not enough to gurantee profitability. A large MAU is inconsequential if you are not managing to convert them to paying users and no amount of paying users will save you with a dismal ARPPU. A succesful equation could look like this:

6000 MAU x 0.05 CR x $35 ARPPU = $10500 monthly revenue

or like this

35000 MAU x 0,15 CR x $14 ARRPU = $73500

or even

6000 MAU x 0,15 CR x $35 ARRPU = $31500

But as you see the key is to have a strong number in each field. If even one of them lacks, we end up with numbers like:

6000 MAU x 0.005 CR x $35 ARPPU = $1050 

or

35000 MAU * 0,15 CR * $0,5 ARPPU = $2625

or

200 MAU x 0,15 CR x $35 ARRPU = $1050

So the goal is to have as many monthly active users as possible AND convert as many of them as possible to paying customers AND have each paying customer pay as high an amount as possible. Only then can a satisfying revenue that approaches or exceeds profitability be generated.


Okay, so now the goal and the terminology is clear. But how do we go about achieving that goal? While every game has specific details and scenarios that need careful attention, certain principles can be applied across all genres and platforms. Here is a five step plan of principles to adhere to:

A. Create a great core product

It goes without saying that no business plan can sell or make profitable something that no one needs. This does not mean that consumers are already aware of their needs, however, and part of the freemium business plan is to make it easy for consumers to recognise that your game fulfills a need that they did not know they had. After all, they can try the product themselves without paying.


This is why it is of paramount importance that the core product – the part of your game that is free to play – is great. You should not design a great game, then remove features and let people try a tuned-down version for free. The free core game should feel like the full game and the content or features that are opened up should make a rich and full experience even richer and fuller.


Think of it this way: you are designing not one, but two great games. One great game that people can play for free, and another great game that they can pay to play. Instead of cutting features in developement to make the 'free version', add features to make the paid version.


All of this goes towards two things: first and foremost it boosts your MAU. If your free game isn't great, why would people play it in the first place? And if no one is playing your free game, you can't convert anyone to being paid users. Secondly, it should make it clear to players what the benefits of becoming a paid user is, which allows you to optimally prize the paid version, managing your ARPPU.

B. Decide what is free and stick with it

Once you have introduced the free game, you should never reduce the amount of features that come with it. You have made a proposition to your players: they can have this for free. Taking something away you have for all intents and purposes given as a gift is seen by the players as a betrayal. 


For example, the burgeoning film social site Letterboxd recently left its free beta-period and decided to introduce a freemium based model. Unfortunately they decided to cut back on one of the core features – the ability to make lists of movies, which was reduced from unlimited capacity to lists of up to 20 movies – in the free version of their site. Loyal users professed on the site that they would love to pay to support the site and to get extra features, but that this removal of features was clearly a case of extortion on the site's part. The changes lasted less than a week, with Letterboxd reverting to making all the formerly free features free again, while pledging to add extra features on top in the future. The community of users reacted with a strong reaffirmation of their loyalty.


You need a plan for what is free and what is not free and you need to recognise that once something has been free, you can never again charge for it.

C. Carefully consider the use case

What platform are you designing for? Increasingly, this is the most relevant business question in the video games market, as there are significant differences in the use case scenarios for gamers on a console, a PC or a mobile platform, even when it relates to payment options. 


For all of the platforms mentioned below it is worth noting that it should be very, very easy to simply begin playing your game. Make your download as small as possible and make the way from starting the game to playing it and it being fun as short as possible. While the fact that the game is free is a great motivator to try out your game, the fact that the player has no money riding on the game also translates into less patience with it.


Once your players are playing, however, the question becomes how you can make it as easy as possible for them to convert to paying players.


On the closed markets of the consoles there are many steps from the player being interested in paid content to the player actually purchasing it. Often the player has to pay money into an account with the company (PlayStation 3 or Wii U) or buy specialised currency (Xbox 360) to be able to spend money on the paid content. This is a barrier to spontaneous purchases and may make impatient players give up before the purchase has been made. To overcome this, concentrate paid content in large packages and make it clear and reliable what the players are getting, so they will go the extra mile.


On a PC you are often dealing directly with users and as such the distance from interest to purchase is often considerably shorter than on console. You need to make a decision on what clients to use for distribution and what this means for the purchasing situation. If you design the payment sytem yourself, keep in mind that there should be very few steps from interest to purchase – but not too few. While shopping online is no longer considered a insurmountable risk by most consumers, it still requires that your customers are always at ease in every step in the process. Consider whether you want to offer to store the credit card information of your players, since this poses many security issues. Perhaps integration with a payment service such as PayPal is a better alternative. If you use an existing client such as Facebook or Steam, these problems are in large part already solved for you and are part of the service you pay the client for. Your job then becomes to cut down on the amount of steps involved in moving from your game to the distribution platforms purchasing screens.


The optimal platform for freemium and other free to play business models seems to be the mobile platforms, though. Users are already registered with their credit card at the operating system company – most likely Apple, Google or Microsoft – and they are used to buying apps and games with a few clicks. This swiftness opens up the possibility for many small pieces of premium content and for a very short journey from interest to purchase, both of which can drive up your CR considerably.


When you are designing your great free game, and your even greater paid game, you should consider carefully the users' possibilities for moving as swiftly as possible from the former to the latter. 

D. Trust your users

Speaking of users: they are not just a source of income. They are the people you want to entertain with your game, and as such they can provide valuable insights in what they like about it and what they don't like. This is of course common knowledge in a Web 2.0 world, but in the context of the freemium model this needs to be finetuned by asking this question of your users: what do you want in addition to what you already have for free?


Your game is great, you know what is free, and you have made it easy for your players to move from being free players to being paying players. But just because it's easier, your players may not necessarily want to do it. There needs to be a clear benefit in upgrading to the paid game. While the word of the players is never the be-all end-all of what paid features and content will get players to upgrade, it is a good place to start. 


Since the freemium model already builds up a mutual trust between you and your players, you should consolidate and use this trust through an ongoing development and upgrading process. More trust an empowerment to players, even free players, generates positive word of mouth eventually leading to an increase in MAU.

E. Trust your product – but update it

You can – and should – have the best game in the world, with clear benefits to becoming a paying user, but this does not mean you are done. Take a moment to consider ARPPU again. This number can fluctuate quite wildly over time, since you have users who have already upgraded to the paid version who will not upgrade again. This means that to keep your ARPPU up ypu need to constantly attract new users that are convertible to paid users. But you already have an amount of users that are paid users but who cannot pay you more, even though they have demonstrated their willingness to pay for a game you make. How can you realise their potential again?


If you make it very clear from the start what the paying customers get, additional features can be introduced later at a different payment tier. Thus, players who have already bought the great paid version can now buy the even greater paid version to gain access to these.


Be aware that too many of these pay-more upgrades can make the users go sour, since the worth of the free and initial paid version lessens in comparison. It is therefore a good idea to not just add new purchasable features and content, but also to upgrade the free and the originally purchased version. For example, you could take one of the popular features from the paid version and make it free, while adding a new feature to the paid version to stand in for the now free feature, all the while stacking a whole bunch of great features in a new paid version. This keeps existing players happy and delivers new opportunities for paying players. 


Done correctly the launch of an update should result in a spike in MAU too, so a well-maintained update schedule can benefit both CR, ARPPU and MAU.

So these are the principles to reach the goals we started off outlining. But how do you go about putting these principles into practice? The following 11 step plan is a guideline that should help you ensure you have thought about the necessary problems in implementing a freemium model.

1. Plan to use freemium from the start

2. Determine the needed revenue to sustain the business

3. Run different MAU, CR and ARPPU-scenarios to determine the minimum required goals to generate the needed revenue

4. Design a free and a paid version from the beginning – both must be fun

5. Make it easy to begin playing – as small a download as possible

6. Incorporate strategies to maximise MAU, CR and ARPPU in the design – make it fun to play for free, make it look like even more fun to play the paid version, make it easy to upgrade, make the paid version actually be even more fun than the free version

7. Plan ahead of time when you want to launch upgrades to the game – not necessarily by setting a date, but maybe by setting a goal of MAU, CR and/or ARPPU

8. Gauge your players for ideas for possible upgrades

9. Implement upgrades widely across all payment levels – relative amount of fun between payment tiers must be preserved

10. Repeat step 7 to 9 as needed

11. Never, ever take away something that has been free

3. Can Freemium stand alone?

Freemium as a business model originated in software services, and to a large extent it is still in that area the model works best when not combined with other business models. Even in the digital services sector the model is nowadays often combined with a subscription model, whereby you pay not one time for the paid version, but several times over the course of your use of the service. The AVG Anti-Virus program is a good example of this, while in games World of Warcraft and Star Wars: The Old Republic are examples of the freemium + subscription model.


In games, one popular and often successful combination is that of adding ads to the free version that are removed in the paid version. This adds to the revenue stream buy having an indirect income from free players. Combining the freemium model with various other, similar models such as supporting microtransactions for virtual goods rather than just for features and content is also an option. That is to say that you can pay to purchase small boosts of customisational options in-game independently of gaining access to a full paid version. Often the paid version offers a discount on these microtransactions.


The strength of the freemium business model is that it generates trust and offers a very low bar of entry for players. The weakness is striking the perfect balance that ensures a high MAU through a great free product, a high CR through clear and desireable benefits from upgrading, and a steady ARPPU through either constant flow of new paying players or constant upgrading. 


Combining the model with ad sales minimises the problems of a middling CR, while the addition of microtransactions for virtual goods supports the ARPPU by giving more options for already paying customers without the heavy upgrading needed by a pure freemium model.


In conclusion, the freemium model can work very well on its own, but it truly shines in conjunction with other free to play-based business models.
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