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    Capitalism rewards rare and valuable

    
    
  
  https://invertedpassion.com/capitalism-rewards-rare-and-valuable/

	
You create value when you fulfill the unmet desires of people better than the alternatives they have (from competitors). 

The idea that capitalism rewards things that are rare and valuable was proposed by Scott Adams in his essay on career advice where he recommended readers to master various skills until no one else has the mix that you have. That’s great advice. 

The same applies to startups too as the only way you succeed in the market if you provide something that’s rare and valuable to customers. For example, Facebook succeeded because it fulfilled the desire of college students to know who from their class they could date (the valuable part). Before Facebook, social networks weren’t limited to a particular college and hence it was difficult to find people who are in the same class and are also looking for a relationship. By limiting signups initially to Harvard University, Facebook created a destination for dating. No other social network did this at that point in time (the rare part). Notice that had Facebook done only the valuable part or only the rare part, it would have not succeeded.

A fatal but common mistake that entrepreneurs make is misjudging what makes something valuable. Many entrepreneurs start companies around their own passions and desires. When it comes to startups, scratching your own itch has a big implicit assumption that other people also share the same itch. But that’s rarely the case. Most people in the world are not entrepreneurs and hence their priorities in life are likely to be very different than startup founders’ priorities.

If you look at the world through the lens of your own desires and frustrations, you’re likely to overestimate the number of people who share your worldview and how intensely they feel what you feel. If you don’t understand what is valuable to others, you will end up building products and services that nobody needs. To have a shot at success, build things that people (not you) want.

However, even if you end up correctly identifying a broadly shared desire or frustration, another costly mistake is to ignore how such desires or frustrations are currently being serviced. If existing alternatives are doing a good job in fulfilling such needs, your odds of success in the market get slimmer. (Why would customers switch from the tried and tested options to you, the unknown one?) 

Hence, value creation requires identifying what specific desires of people others haven’t yet figured out. Doing this identification correctly is difficult. You may successfully identify what’s valuable or you may successfully identify what’s rare. But can you identify what’s rare and valuable?

In this mental model, notice that the circle around your capabilities is the only thing you are in control of. You can neither change people’s priorities, nor what types of competitors exist but you can definitely change who you are or what you can offer.

Using this mental model requires caution because entrepreneurs have a wonderful ability to justify their gut feelings. If you’re intent on deluding yourself, your mind can easily exaggerate differences of your products from competitors or misinterpret encouragement from friends as evidence of working on a valuable problem. 

If you err, err on the side of being skeptical of working on a problem that’s rare and valuable because discovering that requires tremendous insight, iterations, and luck.

Remember: the valley of value creation lies at the intersection of what’s valuable and what’s rare.

This essay is part of my book on mental models for startup founders.
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    Businesses exist to fulfil human desires

    
    
  
  https://invertedpassion.com/why-do-businesses-exist/

	
Human desires have been shaped by millions of years of evolutionary programming and therefore haven’t changed much during the course of history. In fact, the most fundamental desires of food, sex, health and security have remained the same as they were for our hunter-gatherer ancestors.

Sure, as culture evolves, new derivative desires emerge to help fulfil our basic desires in a better way. For example, the desire for transportation is derived from the desire for doing business with far flung areas which in turn is derived from the desire for profit which itself is derived from our desire to feel safe by hoarding resources for the rainy days.

You see, there’s always a hierarchy of desires and no matter how novel a desire may appear (say the desire to livestream on Youtube), it ultimately is in service of a fundamental desire that’s shaped by evolution (to be entertaining or appear desirable for improving status and prestige). 

Startups succeed because people are forever looking to fulfil their desires better than before. We are perennially dissatisfied and capitalism is a system that continuously tries to satisfy us through technology and creativity. 

Throughout history, our basic desires have remained the same but because we have always been welcoming of better ways to fulfil those desires, things have become faster, cheaper, more entertaining, of higher quality, while taking less time and effort.

This basic idea of what remains the same and what changes is captured well by Jeff Bezos in his 2016 letter to Amazon shareholders:

“Customers are always beautifully, wonderfully dissatisfied, even when they report being happy and business is great. Even when they don’t yet know it, customers want something better, and your desire to delight customers will drive you to invent on their behalf.” 
Jeff Bezos, 2016 letter to Amazon (emphasis is mine)

A similar insight comes from his answer to what will change in the next 10 years, to which he replied:

“I very frequently get the question: ‘What’s going to change in the next 10 years?’ And that is a very interesting question; it’s a very common one. I almost never get the question: ‘What’s not going to change in the next 10 years?’ And I submit to you that that second question is actually the more important of the two — because you can build a business strategy around the things that are stable in time. … [I]n our retail business, we know that customers want low prices, and I know that’s going to be true 10 years from now. They want fast delivery; they want vast selection”
Jeff Bezos, 2016 letter to Amazon (emphasis is mine)

What fuels capitalism is not the shiny new thing but the old one done in a better way. Our basic desires have remained the same throughout history and the businesses that have succeeded are the ones that have been able to help people fulfil their desires better, faster and cheaper than currently available alternatives.

Remember: always ask yourself what human desire is your business fulfilling and how can you fulfil it better, cheaper and faster than the current alternatives?

This essay is part of my book on mental models for startup founders.
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    Evidence of desire is in people’s behavior (and not in what they say)

    
    
  
  https://invertedpassion.com/evidence-of-desire-customer-behavior/

	
Many people say they want to quit smoking or reduce their alcohol intake. 

Yet days later they find themselves smoking or drinking again. How many times your friends have told you that they want to get fitter, only to later discover them ordering a large, cheesy pizza? We, humans, are notorious for saying something but doing something else. This tendency is troublesome for entrepreneurs because when people express their desire for something, it’s a mistake to take that on its face value.

(As an aside, if you’re interested in knowing how to form good habits that you can keep for long, read my essay on habit formation). 

What we tell others is driven by our desire to appear as nice, visionary, and thoughtful. So, we usually end up saying all the right-sounding stuff. But when it comes to our actions, we’re driven by our more primal fears and desires. An entrepreneur needs to understand this inconsistency.

One of the biggest mistakes an entrepreneur can make is to believe a potential customer when she says she likes the pitched idea. A fantastic example of this is Spirit Airlines. It’s the most hated airline in the US but it is also the most profitable. How can that be? Clearly, for the vast majority of air travelers, no matter what they say online, the desire to save money while traveling is more important than their desire for comfort. 

Customers vote with their wallets.

[image: image-placeholder]Illustrated by Aakanksha Gaur
So, don’t ask people what they want. Most won’t tell you the truth about their actual behavior because they themselves don’t know about it until they’re ready to act. To spot strong human desires, instead of asking people, watch what they do and what sorts of products and services do they pay money for.

Remember: behavior, not words, is the real evidence of desire.

This essay is part of my book on mental models for startup founders.



Join 150k+ followers

Follow @paraschopra

			

		


  
    Be in the desires market, not the solutions market
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It’s important to clearly distinguish between what people desire and how they fulfill them. Our desires usually remain the same, but methods of fulfillment keep changing. For example, the desire to have good oral hygiene can be fulfilled in multiple ways: toothbrushes, mouth wash, or even crunchy foods like carrots that help clean mouth as we chew on them.

[image: image-placeholder]One desire, multiple solutions – illustrated by Aakanksha Gaur
What people care about is their desires and not how they’re currently fulfilling them. If a better way to fulfill their desire comes along, they’ll switch to it in a jiffy. This is why innovative startups take over entrenched incumbents. People really have no loyalty to solutions.

Because there are diverse ways of fulfilling a desire, it also means that an established toothbrush company doesn’t have to just compete with other toothbrush companies. It also has to compete with all alternative ways of getting good oral hygiene (such as mouthwash and people chewing carrots). This is good news for entrepreneurs because this means no market is ever done. Even before toothbrushes came along, people cared for their oral hygiene and even long after toothbrushes are long gone, people will still care for their oral hygiene. 

Since desires always remain, better solutions can always supplant the old ones. 

Let’s look at a few more examples. Our desire for music has always remained but methods for fulfilling that desire have evolved from live orchestra, vinyl records, cassettes, CDs, MP3 players, to now streaming services such as Spotify. Similarly, our desire for finding information has also always remained but what has changed is that we’ve stopped going to libraries or looking at Yellow Pages and have started Googling. Tomorrow, even Googling can stop but our thirst for finding information will never go away.

Entrepreneurs are fond of saying that their solutions are unique in the market and hence they have no competitors. That’s not true. People do not sit still waiting for a perfect solution to arrive in the market. They’re usually using something or the other to fulfill their desires. You may not identify it as a competitor not what people are using be optimal or good, but it’s there and people use it. The first-ever search engine really did compete with the  Yellow Pages because that’s what people were using to find info. 

No matter how unique, all new things compete with old things.

So, as an entrepreneur, you need to have clarity on what human desire are you trying to fulfill and what existing alternatives are available to the customer to fulfill that desire. Even though CRM software and Microsoft Excel seem to be serving different markets, from the lens of desires they compete head-to-head because both fulfill the same desire of business owners to keep track of their customers.

(Desires are also known as “Jobs” in the popular “Jobs-to-be-done” framework for building products.)

Remember: solutions come and go, but desires always remain.

This essay is part of my book on mental models for startup founders.
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It’s near impossible for a product to create a new desire in customers all by itself. No single product creates a market. What usually happens is that multiple environmental, political, economic, social, and technological factors come together to delicately and gradually shape what customers desire, which then creates an opening for new products to address such evolved expectations.

The million dollar question is: how do you discover these evolving trends?

The best way to discover these unambiguous market trends is to look for instances where customers are innovating by themselves by modifying or re-imagining existing products.

Innovative customers have guided entrepreneurs throughout history – from lugging big stereo systems which led to the inspiration for portable music players to scooting their cars off the paved road which led to the inspiration for SUVs. 

Researching why customers are doing what they’re doing can provide deep insights into their desires. Maybe not all people want cars to satisfy their desire to go from point A to point B. Maybe some want cars to satisfy their adventure desire?

Another way to discover good business opportunities is to take the latest innovations in technology and imagine how can such innovations offer a radically better solution for existing customer desires. 

When Salesforce launched its cloud-based CRM in 1999, the CRM industry was well-established with offerings from Microsoft and other IT giants who offered their CRM software on-premise (i.e. businesses had to build their own data servers and purchase servers to install and host CRM software.)

What Salesforce’s founder Marc Benioff cleverly observed was that the dot com boom of the 1990s meant that software access could now be provided over the Internet. The dot com boom was primarily driven by online consumer retail. Marc Benioff took the newly available web technology and applied it to business software.

This new technology freed up customers from having to install their own servers, which meant that a much wider set of businesses could now use a CRM that’s always improving because it’s hosted not on customers’ servers but Salesforce’s servers.

Note that Salesforce didn’t create the desire for CRM – managing customer database is a human need as old as businesses existed. What they did was to take upcoming technology and apply it to serve the same customer need in a cheaper, better and faster way. 

Think of which existing human desires can be better fulfilled by currently emerging technology and you have a good business opportunity.

Because customer desires can only be understood through observing their existing behavior, it’s risky to get excited about an idea first and then go about researching the market. The excitement for an idea will cloud your judgment and inevitably lead you to find confirmatory evidence for it while rejecting all the contradicting evidence. You may think you’re objective but unless you’ve had special training as a market researcher or you’ve failed and learned by yourself many times, you’ll keep falling into confirmation bias towards your pre-existing ideas during research.

Therefore, rather than starting with an idea and then doing research, it’s much better to start with a blank slate and start observing customer behavior and trends. Sooner or later, you’ll find yourself full of bright ideas that are derived from actual customer behavior. Such market-first ideas have a much higher success odds than product-first ideas which may or may not address an unfilled customer desire.

Remember: shoot for market-product fit, not product-market fit.

This essay is part of my book on mental models for startup founders.
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    Don’t be a first-mover, be the first one to get it right
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Any one person or one company cannot create a new market. Markets are usually co-created by multiple competitors offering to satisfy a particular customer desire. Even the markets that seem to be dominated by one company usually have multiple credible competitors – Google has Bing and DuckDuckGo and Facebook has Twitter, TikTok and Snapchat.

Oligopolies exist because the first company to launch a product is rarely a home-run in terms of getting the market-product fit right. In fact, the innovative company ends up producing evidence for demand in the market for fast followers.

The usual evolution of a market goes something like this. 

First, a few startups or big companies launch innovative products that customers aren’t yet ready to adopt because what’s offered is often too unfamiliar, costly or inconvenient. Think of that awkward first-generation product in any category that most customers feel weirded out by.

However, not all customers reject innovations. Early adopters love to try the new. And if a product succeeds with early adopters (and many don’t because nobody wanted it in the first place), the first line of evidence emerges that there’s a possibility of a latent desire in the mass market. 

But many early entrants struggle because they keep focused on early adopters for long, who are not only a small market but often overwhelm the company with their feedback and non-stop demands.  At this stage, a smart entrepreneur should observe and learn from the limited but certain success of innovations with early adopters. Study what did they get right, and what did the get wrong. Think of electric cars before Tesla. What made early adopters rave about electric cars? Why did the mainstream not adopt it? 

After early experiments by multiple companies in trying to kickstart a market, there’s a narrow window when the timing is just right for a good solution that’s affordable, fast and convenient to address the latent demand of the mass market and grow massively. The window to penetrate mass market is narrow because the evidence from awkward early experiments tempts many entrepreneurs to jump into the game with their own takes on the product. And, sooner or later, one of them is bound to get it right. After Dogpile, Altavista, Lycos and Yahoo, Google finally emerges.

And hence, the business that dominates the market is often not the first but the one that learns from the first few ones to finally get it right enough to penetrate the mass market. Think Facebook, not Myspace. Think iPhone, not Blackberry. History is littered with late movers over taking first movers.

The good news for entrepreneurs is that windows of opportunities for startups always keep opening and closing in various markets at different points in time. The bad news is that any particular window of opportunity remains open for a short time. Therefore, timing in a market can make or break a business. Launch too soon and customers reject it for being too unfamiliar and launch too late and the market is already well-established. 

Both having no competitors or having too many competitors is a clear sign of wrong timing. Don’t build things nobody wants. And don’t build things that competitors are already fulfilling. Capitalism rewards rare and valuable.

Remember: be an early mover, but don’t be a first mover as the lack of competition most likely signifies a lack of genuine customer desire. 

This essay is part of my book on mental models for startup founders.
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    Only two types of startups exist: technology-led and culture-led

    
    
  
  https://invertedpassion.com/types-of-startups/

	
There are two ways an entrepreneur can fail: a) launch a product that nobody desires; b) launch a product that people desire but with no significant advantage over established competitors (hence give no strong reason for a customer to switch away).

These two failure modes have their analogous success modes: a) culture-led startup success where a new desire is discovered and fulfilled; b) technology-led startup success where new technology is used to fulfill an existing desire.

[image: image-placeholder]The culture-tech spectrum for startups

Let’s explore culture-led startups first. 

They are the ones in which the entrepreneur is able to observe a pattern of new derivative desires that didn’t exist before. Such trends are very hard to spot because initially they can be mistaken either as fads or insignificant. 

However, an entrepreneur who has good observation skills is able to connect the dots from diverse sources to grow his conviction about a cultural shift just when the market is ripe. This is why keeping an eye on early signs of growth in VC funding activity, new product launches, new regulations, and new careers/jobs is a great way to get a sense of which cultural trends are imminent.

New cultural trends create new markets by creating new derivative desires that didn’t exist before. The simplest example of this is banking or finance startups in developing nations. Founders of these startups understand that as an economy grows, the population tends to consume more and therefore the desire for consumer finance products will naturally emerge. Notice that this is a bet on the future desires of consumers, but it is an informed bet because that’s how the story has played in other nations. The need for consumer finance always grows as an economy develops. This happened in the US and western countries, and now it is happening in India, China and soon it’ll happen in Africa.

Another example of culture-led startups is the ever-growing number of startups around the idea of sharing and renting economy because the success of Uber and Airbnb has softened consumers into trusting strangers. This cultural change led to hundreds of other successful startups that are enabling, among many other services, sharing dog walking (Rover, DogBnB) and car parking (JustPark, ParkAmigo). Such companies are not using new technology. Rather, they’re using existing technology and shifts in culture to offer a cheaper and more convenient solution to age-old desires of dog walking and parking.

Established competitors are usually focused on their existing market, which often is built to serve well-established desires. Hence, a culture-led startup often has a wide “blue-ocean” of newly emerging derivative desires to fulfill. And they can often do it cheaply because such startups typically don’t need to innovate on technology as they can assemble a solution using pre-existing technology.

Technology-led startups

Technology-led startups, on the other hand, require innovative technology for substantially improving upon solutions offered by existing players. Such superior technology can either be developed in-house or be borrowed from an adjacent industry. The reason technology-led startups succeed is because new technology can help make a new product that’s cheaper, better, or faster than existing products. And customers love making progress on those dimensions.

Clayton Christensen called this process “disruption” and suggested that the reason entrenched competitors ignore startups with innovative technology because initially, technology-led startups do not have a fully built solution for the entire market. New technology often looks like a gimmick in the early days and by the time established players realize the full potential, it’s already too late and a startup has gotten the escape velocity it needs.

A classic example of a technology-led startup is Google. Their key innovation was PageRank, using which they offered demonstrably better search results and beat other established players at that time (Yahoo and AltaVista). Another successful technology-led product was iPhone that launched with an amazing touch-screen, thus providing for a much more natural way of interacting with the phone and paved the way for phones replacing desktops as our primary computing devices.

The culture-tech spectrum of startups is a continuum

In reality, no successful startup is either only culture-led or only technology-led. Usually, there’s a mix of both elements in successful startups. For example, Uber realized that people increasingly have internet and GPS-enabled phones and that people have developed a comfort with transacting online (a cultural trend). They combined this insight with technology innovations to produce a significantly better way to fulfill two pre-existing desires: faster taxi access to consumers and faster customer access to taxi-drivers.

Remember: best startup ideas capitalize on both emerging cultural trends and emerging technology.

This essay is part of my book on mental models for startup founders.
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    Define your market as narrowly as possible
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It’s common for entrepreneurs to cast a wide net early on and imagine their market to be huge. The logic goes something like this: if the market is worth a hundred billion dollars, then even if 1% of it is captured, the company will be making a billion dollars. 

All this sounds good in theory but in practice, it never works this way. 

Why would the market leader – the big fish in the ocean – let you take even 1% of the market? In fact, as soon as your startup shows first signs of success, the big fish will do whatever it can to crush you and snatch whatever market share you may have won by that time. 

[image: image-placeholder]Choose your playground wisely.

To avoid head-on competition with the big fish and getting eaten by it, a smart entrepreneur defines the initial market as narrowly as possible. 

To define the market size, instead of going top-down and taking an arbitrary percentage of it, you need to go bottom-up and actually count the number of customers that your startup is uniquely positioned to capture. Facebook’s initial customer base was a few thousand Harvard University students. Their product initially was a perfect-fit just for Harvard University, and therefore displaced the incumbent Myspace in that market pretty soon. Investors like entrepreneurs who show them a big vision but they like entrepreneurs who show specificity even more.

All big markets have niches that are underserved by established market leaders because their products try to serve large markets. A product initially targeted on these niches can replace established products by providing superior value. Such niches are also often called beachhead markets because they provide an entry point into the large market and provide an initial shielding from competitors as market leaders discount such opportunities as too small for them to care. This gives the much-needed breathing space for entrepreneurs to build a business and an organization with relative peace. The first-mover advantage is overrated anyway.

Beyond providing a laser-sharp product-focus, a narrow market also allows for laser-sharp distribution and marketing. Think about it. If the entirety of your potential market is Harvard University students, to get the word out, you can simply stick posters all over the campus. But what if the entire world is your potential user base. Where would you start sticking the posters and would you have enough posters doing that anyway?

A common fear that entrepreneurs have is that if they define their market narrowly, they’ll undershoot and build a small business. This fear is unfounded. A number 1 position in any market, no matter how narrow, often translates into a big enough business. 

Not all businesses have to and can be Google, Apple, Microsoft, or Amazon. Such huge businesses are an exception, not the norm. What usually happens is that most businesses keep on using their #1 position in a narrow market to expand into adjacent markets and hence always keep on growing at a steady pace.

Ask yourself would you rather have a business that makes money and grows steadily or a dream of a huge business that has low chances of happening? If you want the former, define your market as narrowly as possible. Count your customers one by one bottom-up, rather than as a top-down percentage of the population.

Remember: it’s better to be king of a niche than a nobody in a vast ocean.

This essay is part of my book on mental models for startup founders.
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There’s an inherent tension between how an engineer sees the product under development and how a potential user sees it. Engineers get excited by the technological advances and the number of options exposed in the gadget. A user sees all such complexity as overwhelming and off-putting. 

It’s easy for a creator to forget that the user has a life to live and using their product isn’t a highlight of her life. Rather, it’s likely a chore.

[image: image-placeholder]The Engineer’s Fallacy

People want their desires to be fulfilled in the most convenient manner. So, if someone wants to go from point A to point B, the most perfect solution would be instant teleportation and not starting the car and driving on the road. People care about their problems, and your solution is only an incidental means to solving those problems.

From an engineer’s point of view, internal combustion engines are fantastic – making a good engine requires knowledge and application of thermodynamics, acoustics, metals, and so on. But, for the busy user, it’s a hassle to get into a car, fiddle with the knobs, and then carefully drive to a destination. If the user can avoid all this effort, and get an additional hour of life not spent driving, she will switch from driving to teleportation in a jiffy. Everyone will.

While engineers get excited by how sophisticated technology they’re exposing in a product, potential users want none of it. 

James P. Carse captures this perfectly in his book Finite and Infinite Games when he writes:

“We do not purchase an automobile, for example, merely to own some machinery. Indeed, it is not machinery we are buying at all, but what we can have by way of it: a means of rapidly carrying us from one location to another, an object of envy for others, protection from the weather. Similarly, a radio must cease to exist as equipment and become sound. A perfect radio will draw no attention to itself, will make it seem we are in the very presence of the source of its sounds. Neither do we watch a movie screen nor look at television. We look at what is on television, or in the movie, and become annoyed when the equipment intrudes–when the film is unfocused or the speakers hiss.”
James P. Carse in Finite and Infinite Games (emphasis mine)

Apple understands this principle deeply as evident from the design of the most successful tech product ever: the iPhone. When the iPhone was launched in 2007, they took great efforts to remove the stylus, which was the dominant mode of interaction with screens until then (and certainly a fascinating example of technology). Apple innovated on the user interface to make interacting with the iPhone’s screen as natural as flipping a magazine.

They knew that nobody wanted to use a phone. What people wanted was to call their friends, write emails and browse the Internet. To enable these use cases, they took the latest technology and abstracted away all the complexity from the user. Sure, they could have exposed the variety of configuration options to make the “full” use of iPhone’s underlying technology. But if they did that – like many other phone vendors at that time proudly used to do – they would have killed the iPhone.

Remember: a perfect radio is no radio. It’s just music.

This essay is part of my book on mental models for startup founders.
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There’s always a temptation to launch a fully built product with more features and capabilities than existing competitors. It’s exciting to build the next Google, the next iPhone or the next SpaceX, isn’t it?

This temptation is dangerous because even the most successful products in a market had simple beginnings. No product arrives in the market fully fleshed out. The company behind a successful product has developed its internal capabilities and know-how about various tiny but important details over a long period of time. On day 1, a startup simply cannot match such capabilities. 

[image: image-placeholder]Nothing successful was complex on day 1
Think of your favorite products – from the phone you use to the car you drive. The first version of such products was extremely simple. It’s only after thousands of incremental advances that today these market-dominating products appear so marvelously sophisticated.

Does it then mean that it’s impossible to compete in an existing market?

Yes, it’s impossible to beat existing players if the aim is to compete with them head-on. Mature markets require mature products and getting there takes time. If you make an attempt to build a sophisticated product in the first go itself, chances are that you will miss many subtle but important details behind existing leading products’ dominance in the market. 

There’s also a risk of massive time and cost overruns during the development of a complex product. And after launch, because the product wasn’t iterated in the market, early users are likely to get confused by the strangeness of design. Even if you get early adopters, all the feedback on the product – a million tiny nuisances and misses – is likely to overwhelm your team.

In short, aiming for a fully built out product on day 1 is a recipe for disaster.

The most famous example of such a disaster is perhaps Apple’s first personal computer Lisa. Its development started in 1978. Steve Jobs wanted it to be perfect before launch, so the launch was delayed multiple times. It finally launched in 1983 with a hefty price tag of $10k. 

Lisa was costly because Apple introduced multiple innovations on day 1 with it – new OS, new GUI interface, a new file system, and floppy disks. The combination of these innovations translated into a sub-par experience for customers. It was too strange for customers. People like novelty but not too much of it. Hence, selling only 10,000 units, Lisa became Apple’s biggest failure, nearly bankrupting them.

If entrepreneurs shouldn’t aim to build a fully built-out product, what should they aim for?

A much wiser choice is to start with a simple product that excels only on one (or a few) aspects that customers care about, that existing competitors aren’t providing. The rest of the product features should be non-existent or extremely basic.

Take Tesla for example. It may seem that in 2004 when they started, the car market was already mature. But they didn’t set out to build a general-purpose car. Their first car, Roadster, was a sports car meant for a niche audience. Their strategy was to gain experience in building a car for a very specific customer – the one who desired electric sports cars before attempting to challenge the automotive industry giants. 

Even with that limited ambition, Tesla didn’t initially build the technology in-house. They took technical help from a company called AC Propulsion and car manufacturing help from Lotus, a company with seven decades of experience in building cars. Even after all the help, it took Tesla four years – from 2004 to 2008 – and multiple prototypes to launch the first version of the Roadster.

The Tesla cars that we see today are a result of a very simple first version evolving over a period of time.

All big companies ignore niches and building an extremely focused product for that niche is a much better strategy than trying to compete with the entire market. 

When starting out, aim to be the king of a pond, not a dead fish in the ocean. Once you dominate your pond, you can always aim to dominate another, and much bigger, pond.

Remember: initially, do one thing but do it really well and ignore everything else.

This essay is part of my book on mental models for startup founders.
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Most markets are like the car market. Some people like bigger cars, others like efficient cars and then there are some who like premium cars. That is, markets aren’t homogeneous. They consist of different sets of people who value different aspects in a solution. 

[image: image-placeholder]Markets are heterogeneous

Because different segments value different aspects, an improvement in one aspect will only be appreciated by that segment and get ignored by everyone else in the market. For example, if the customers in a particular segment are price-insensitive, your discounts won’t work on them. In your mind, a discount should clearly work but for a certain segment of customers, it may actually decrease the appeal of your product for them. But, if a customer segment is price-sensitive, and you give them a clearly higher quality product at slightly higher prices, they may not care enough about the quality to make a switch from what they usually use.

An improvement over existing solutions is not an improvement unless a large enough customer segment cares about it.

A good illustration of this mental model is a product called Cuil. It was a new search engine launched by ex-Googlers in 2008. Their point of differentiation was that Cuil organized results into various topics while Google didn’t. If you searched for Python, they’d cluster results into Python, the programming language, and Python, the snake. When it came to topic categorization, Cuil was clearly a better solution than Google.

But, apparently, they misjudged the market – while topic categorization was fantastic, nobody wanted it. After raising $33mn in VC capital, they shut down because they realized that most customers care about the relevance of search results (on which they were not better than Google).

Automatic topic categorization was certainly a cool piece of technology but people really don’t want to use technology. They want a good solution for their desires, and when it comes to search the majority of users want to find the most relevant result in the shortest amount of time.

If they had improved on search relevancy, then they might have had a shot at stealing Google’s market share. Or, if there was enough evidence of a customer segment caring about topic categorization, they should have set their eyes on this narrow segment rather than trying to attack the incumbent (Google) head-on.

Remember: do not improve a solution on a dimension that customers don’t care about.

This essay is part of my book on mental models for startup founders.

Icon (in the image) credits: Jigsaw by Kangrif from the Noun Project and Jigsaw by Adrien Coquet from the Noun Project.
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People have busy lives and they usually don’t think much about the products and services they use in their lives. It’s a myth that people are on a constant lookout to (marginally) improve their lives. The reality is that unless the value delivered by a new product or service is substantially higher, most people will not change how they live their life and by virtue of that, they won’t change what they buy or use.

[image: image-placeholder]Habit Breaking Threshold

It doesn’t mean that people don’t want to improve their lives at all. New products arrive in the market and replace the old ones all the time. But displacement of existing solutions happens only if people expect that the new product will have a material difference in their quality of life (at work or at home). The important keyword here is material. Slight improvements over existing solutions are usually not worth it for people to overcome inertia, change their habits and start using your solution.

For example, launching a phone like iPhone is difficult for a startup today (because complex things necessarily start simple) but even if it is possible, customers won’t switch to a new phone unless there’s something materially different about it for customers.

How much is this material difference? Well, there’s no math to it but a good thumb rule is to aim for at least 2x improvement over the existing solutions on parameters that customers care about. Any improvement below 2x is a marginal improvement in the eyes of the customer and you risk them surrendering to their day-to-day habits that include their familiarity with existing solutions. 

And as we saw earlier, even a >2x improvement on a parameter that customers don’t care about isn’t enough. The improvement has to be 2x and it has to be on an aspect (price, quality, convenience, etc.) that customers care about.

The classic example of 2x improvement is Google. Even though it wasn’t the first search engine in the market, it quickly became the number one player in the market because its search results and speed wasn’t just marginally better, it was significantly better (thanks to the PageRank innovation they came up with, making Google an example of technology-led startup).

Remember: you might think your offering is better than competitor’s but unless it’s 2x better, customers will stick to the tried and tested.

This essay is part of my book on mental models for startup founders.

Icon (in the image) credits: Jigsaw by Kangrif from the Noun Project and Jigsaw by Adrien Coquet from the Noun Project.
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Entrepreneurs are always in a hurry. They want the product to be out so that they can get customer feedback sooner. 

[image: image-placeholder]

This hurry is understandable yet misguided because it prioritizes getting the idea out in front of customers over everything else. The initial excitement about an idea can easily lead to months of wasted development effort. Imagine discovering major flaws in pricing, distribution, design, or market after all that effort. 

Isn’t it much better to flesh out ideas with a few weeks of research than to spend months developing them?

The suggestion to research an idea before launching is obvious and most people will agree with it. However, in practice, the rush of bringing an exciting idea to life biases towards development and against research. To prevent this, follow the week thumb rule.

The week thumb rule suggests that no matter how exciting an idea seems, rather than dive headlong into development, it’s wise to spend at least a few weeks researching the competition, customer needs, pricing, distribution channels, and development challenges. The more time that’s spent during research, the more obvious mistakes you’ll later prevent.

Why pivot after months when you can pivot within a week? So, be patient.

But don’t be too patient. Although it doesn’t happen often, it’s possible to do too much research. Entrepreneurship requires a dash of ignorance about the difficulty of solving some problems in the market. Do too much research and you may get dissuaded to even take the first step. 

Most successful entrepreneurs would say that they wouldn’t have started if they knew how difficult it is going to be. So, finding the right balance of doing just the right amount of research is important. 

In my experience, for most software / consumer products, research on the order of weeks is enough. After all that research, if you’re still excited about the opportunity, go for it.

Remember: doing a thorough scan of customers and markets before development significantly increases the odds of success by helping drop non-viable ideas early on.

This essay is part of my book on mental models for startup founders.
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Entrepreneurs are irrationally attached to innovation. In some cases, fresh ideas are absolutely required but an attachment to originality and the corresponding aversion to exploring ideas pioneered by others can often lead to a significant delay in success (or even failure).

This desire to innovate everything in-house even has a Wikipedia page: not invented here.

[image: image-placeholder]Copying ideas is highly underrated

Startups can fail for many reasons. Even if an entrepreneur gets everything right but errs on a specific aspect (say distribution, pricing, onboarding, or even the choice of technology), it’s possible that her entire project fails. 

Moreover, getting several things right in one go is always significantly more difficult than getting one thing right. Therefore, an entrepreneur should strive to have clarity on what few aspects of the total solution delivered to customers need originality and everything else should be borrowed from current best practices.

In short, innovate on a single factor but copy everything else.

By copying what’s working for other companies, an entrepreneur can focus on doing just one or a few things really well while resting assured that the remaining parts will probably just work out of the box because they’ve been tested and proven successful by others.

The most popular example of successful copying is all the Amazon clones that popped up in different geographies. Amazon in the US successfully demonstrated that people with Internet access are willing to buy stuff online. They showed that there was a viable business model in online retail. Entrepreneurs all over the world took this insight and applied it in their respective geographies. Actually, what Amazon provided to the world was more than proof of business model. They innovated on the user interface as well, which is also what Amazon clones copied happily. 

However, all these clones were not blind copies. Different geographies have different challenges that require innovation. Take Flipkart for example. It’s a multi-billion dollar company in India, and its founders learned the model after working at Amazon. Flipkart founders took everything that Amazon had tested and proved (business model, org chart, user interface) as a starting point and innovated on only a few variables they thought needed originality: lack of wide logistics infrastructure and credit cards in India.

Hence, they pioneered cash on delivery to make online retail work in India. Flipkart ensured they didn’t innovate on things that Amazon proved to just work. Imagine if along with India-specific innovations, Flipkart also changed the user interface, organization chart, or business model. With so many undecided variables, a suboptimal solution for any one of them would certainly have meant failure for Flipkart.

A note of caution: by suggesting copying or stealing ideas, I don’t mean to suggest that you do it blindly. Understanding why a solution works is more important than knowing that a solution works. It’s extremely easy to think something is a best practice when, in reality, such best practice depends on some non-obvious detail that you missed. 

For example, getting inspired by the iPhone’s App Store, many TV manufacturers launched their own “App Stores”. None of them got any traction because the important detail that was lost was the context in which a phone is used. Unlike TV, which is stationary at home, a mobile phone is in a person’s pocket. Apps on mobile work because they’re always in immediate reach of the user. Apps on TV however stagnate because the incentive to go to the place where the TV is located reduces because of the additional effort of walking to that place, especially because the user has all such apps in his/her pocket. This suggests that copying ideas is not a simple thing but actually requires careful thinking and analysis.

Remember: innovate only on one thing that differentiates your business; copy everything else.

This essay is part of my book on mental models for startup founders.
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All startups live in an ecosystem where different businesses directly or indirectly support one another. For example, in the case of the automotive industry, the ecosystem consists of car manufacturers, car parts manufacturers, petrol stations, car service centers, car insurance companies, and government regulators.

All of them mutually support the entire ecosystem, which means the growth or decline of one business will directly impact all other businesses.

[image: image-placeholder]You can’t fight the ecosystem

Ecosystems are not always as easy to spot as the automotive industry. Often they are hidden and only apparent in retrospect. 

For example, smartphones have become one of the biggest industries because a self-supporting ecosystem has emerged around it. Without smartphones, many useful apps like Uber or Google Maps wouldn’t have been possible, but without such apps, smartphones would have limited use and likely wouldn’t be as big as it is today.

While the natural urge for entrepreneurs is to capture maximum value for themselves, but that often gets them stuck into local maxima. For truly maximizing value, the entrepreneur needs to push for the growth of the entire ecosystem (and not just her own company).

Microsoft early on understood the usefulness of growing an ecosystem. They knew that Windows will only become a de facto operating system for PCs if there are enough useful 3rd party apps.  So in order to kickstart a developer ecosystem, they consistently tracked the amount of revenue going to non-Microsoft apps because of Windows. As non-Microsoft apps and games became popular, they drove the adoption of Windows too.

Identifying the right ecosystem that’s poised to grow is a great way to increase the odds of success. The key is to identify and establish tight partnerships where everyone (including the customer) benefits as the ecosystem grows. However, in some cases, an ecosystem can be hard to kickstart. Electric cars even today struggle because of the lack of an adequate ecosystem, the most obvious implication of which is the lack of widely available charging stations which have become the biggest blocker in the growth of the entire ecosystem. Though, through persistent efforts by the ecosystem (such as standardization of charging ports), this will likely change in the future.

A growing ecosystem lifts all companies that belong to it, but a declining one punishes even the best-run companies.

An example of a declining ecosystem today is the publishing industry. People are increasingly consuming news and information on the Internet and they expect it to be free and without ads. This shift in consumer expectations has put the entire business model of traditional publishing companies in jeopardy. But because there’s an ecosystem around the publishing industry, not just newspapers but hundreds of other businesses are also impacted. Think paper industry, the non-digital ad industry, and colleges that teach journalism. They’re in decline too.

Also, it’s important to get the timing to enter into an ecosystem right. Enter too early and the ecosystem might be under-developed. Enter too late and the ecosystem itself might be in decline.

Remember: your startup belongs to an ecosystem and to maximize your startup’s potential, make sure you grow the ecosystem too.

This essay is part of my book on mental models for startup founders.
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No business delivers value to the end customer all by itself. In reality, a business does very few things within its boundaries. Everything else must come from other businesses: from renting servers on AWS to leasing offices, and from advertising on Google to buying laptops from Dell. Most of the time, such dependencies emerge naturally and evolve without any conscious effort. However, sometimes some business dependencies can (and should) be deepened explicitly through partnerships.

[image: image-placeholder]To grow your business, first help grow a partner’s business
If nurtured well, business partnerships create positive feedback loops that help rapidly grow a business. Consider the case of Apple, a famously vertically integrated company that makes its own OS, processor, and many other phone components that other companies typically purchase from vendors. However, their iPhone App Store is proof that even Apple realizes that it can’t thrive without partners. Apple supports many thousands of 3rd party software developers who create millions of amazing app for the iPhone. These apps wouldn’t have been possible without the underlying technology supplied by the iPhone. Similarly, the iPhone wouldn’t have been as successful as it, if it didn’t provide the multitude of functionality that its users have now come to expect because of all the 3rd party apps available on the platform. So, the iPhone helped the developer community build a business on top of it, and with that, iPhone benefitted massively.

A common mistake that entrepreneurs make is to focus exclusively on end-customers while ignoring to build long-term, genuine partnerships with other businesses. While customers are obviously important, partners play a vital role in opening new markets, expanding the value delivered to customers, and preventing customers from switching to a competitor. 

To make good partners who can help grow your business, start by understanding the motivations and drives of potential partners. Do they want money from you? Do they want access to your customers? Or do they want a promotion or marketing help? Maybe they want guidance and training in a newly emerging field? After understanding their motivations, support their business as if it was yours. Once partners become enabled around your business and you give them what they want (training, exposure, commissions), they will work hard to grow their business, which in turn will grow your business.

Remember: play the long game by treating your partners’ business as if it was your own business and they will do the same.

This essay is part of my book on mental models for startup founders.
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Can an app built on top of Facebook become bigger than Facebook itself?

It’s easy to believe that you will get limited by how big is the businesses on which your business is built. But that’s not true. An app built on top of Facebook can become bigger than Facebook because the customers and desires that Facebook serves are very different than customers and desires that the business that’s built on Facebook is trying to serve. Facebook, in this case, is simply an enabling platform while the real value to the customer is being created by the app.

[image: image-placeholder]Components evolve more or less independently on the stack

Take Veeva for example. It’s CRM for physicians and general practitioners in the medical industry. Their offering is completely built on Salesforce but because their target customer and use case is different from Salesforce, they’ve managed to build a substantially sized business ($1.4bn annual revenue as of 2020) which is a significant percent of Salesforce’s own size ($16Bn annual revenue as of 2020). 

Stack fallacy is when you believe that it’s easy to replicate another business built on top of your business. This line of thinking jeopardizes genuine, growth-generating partnerships as you end up sending a signal in the market that you’ll compete with your own customers or partners. 

Remember when Google launched its own social network to compete with Facebook on Android and on the web. Or when Apple launched its own maps to compete with Google Maps on iPhone? The relatively low adoption of such products is a powerful lesson that reminds us that different layers of the stack are relatively independent of each other and that the success of a business depends on the market and competitive scenario within a particular level of the stack.

Remember: how big your business can grow mostly depends on your customers, and not on your vendors.

This essay is part of my book on mental models for startup founders.
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End customers typically get value through a series of businesses adding value on top of each other. For example, imagine the value chain required to bring a laptop to the end customer. The production begins with suppliers of metals and raw materials which are used by computer part manufacturers to build components like CPU, screens, and disk drives. These components are then assembled to build a laptop. The laptop needs software that’s typically written by some other supplier like Microsoft. And, finally, the fully functional, ready-to-use laptop is shipped by a logistics company to a warehouse. Customers transact with an online or offline seller of laptops which is typically yet another company (Amazon or BestBuy). 

[image: image-placeholder]Profits typically aggregate to whoever can commoditize the other (the curve above is called the smiling curve for obvious reasons)

The entire value chain of a laptop comprises different businesses at different stages who all compete for a share of the $1000 price of the laptop.

The key question is who gets what share of this $1000? 

The question is important because all businesses in the value chain want to maximize their share of this money but only a few are able to do so. To maximize their share of the money, all businesses try to squeeze their upstream suppliers in terms of cost and squeeze their downstream customers in terms of price. Gradually, few players in the value chain emerge as the ones who’re in the commanding position to set prices for others and everyone else has to adjust their profit margins to accommodate their asks. 

How do you think Apple boasts of >50% margin for their phones while LG exited the mobile phone business altogether citing profitability concerns?

Often, businesses that have either exclusive intellectual property or exclusive customer relationships end up commoditizing other businesses in the value chain. As a thumb rule, if a business is irreplaceable, it will eat profits of another upstream or downstream business that’s undifferentiated. In fact, what suggests differentiation is not an entrepreneur’s opinion but a healthy profit margin on the balance sheet.

For example, in the laptop industry, companies like Intel, ARM and Nvidia supply processors and graphics chips that are built on top of their patented intellectual property. There aren’t many alternatives to microprocessor companies but there are many suppliers of metals that go into building these chips and many assemblers who use these chips to assemble computers (Lenovo, Acer, Compaq, DELL, etc.). Similarly, because laptop users are familiar with Microsoft Windows and many of their apps only run on Windows, Microsoft is in a position to dictate their own price, which computer assemblers have to pay out of the money they get from the customer. Hence, in this simplified example of the laptop industry, profits accumulate at companies that are irreplaceable. Rest of the businesses in the value chain end up struggling to make profits because competition between them drives down the money they can keep for themselves.

Another example of this is the evolving online news industry. Before Facebook or Twitter came along, people used to visit individual publication’s website (like NYTimes.com or CNN.com). These publications owned the relationship with the customers, and hence accumulated the profits while commoditizing its suppliers (the journalists on their payroll). Now with Facebook and Twitter becoming the primary mode of discovering and consuming news for many people, these publications are getting commoditized. 

The surprising thing is that because of this commodification of publications, journalists who have a knack for writing content that catches attention on Facebook or Twitter are getting de-commoditized (Substack, I’m looking at you!). Social media has reduced publications to assemblers and elevated good journalists as exclusive suppliers. Some publications tried rebelling against this process by removing themselves from Facebook but they quickly came back as they realized that Facebook now owns customer relationships as customers weren’t abandoning it anytime soon.

While genuine, non-competitive partnerships exist and you must try creating them, most businesses try to continuously squeeze other businesses wherever they can. So, an entrepreneur must always try to be unique and irreplaceable, while exploring alternatives for its downstream and upstream businesses to reduce dependence on them.

Remember: profits accumulate to the one who’s irreplaceable.

This essay is part of my book on mental models for startup founders.
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Switching costs determine how valuable your business is because investors value a business equal to its expected future profits.  If your customers are able to switch easily to a competitor, potential investors see that as a risk, and hence will not value the business highly as potential future earnings of a business can easily be taken away by a competitor.

[image: image-placeholder]How easy is it for your customers to switch to competitors?

If building a business is hard, building a defensible business is harder and that’s why they’re rare. Warren Buffet’s top criteria for evaluating a business is the presence of moats. In old times, castles were protected by trenches filled with water which were known as moats. Such moats protected against an enemy attack as they were not easy to cross. In business, moats are whatever deters a potential competitor from taking away your customers. 

Buffet explains the importance of business moats quite clearly in one of his letters:

“A truly great business must have an enduring ‘moat’ that protects excellent returns on invested capital. The dynamics of capitalism guarantee that competitors will repeatedly assault any business ‘castle’ that is earning high returns.”


Moats could be patents, trade secrets, or exclusive partnerships that give you access to something unique that your competitors don’t have. 

Perhaps the most important moat is the switching costs that your customers incur when they move from your offerings to your competitors. If it’s trivial for a customer to switch, you do not have a defensible business.  To increase switching costs, get your customer to invest in your offerings. Such investment could be of various types:

	Historical data storage: customers won’t switch to competitors if they’ve stored their historical data that cannot be exported easily. Typical examples: email, CRM, or Facebook. 
	Habits and familiarity: for products that are used at a high frequency (such as personal phones or browsers or Coca Cola), the development of habits with such products pose a big deterrent for switching because people will have to build new habits and relearn what’s now familiar to them.
	Sunk cost: if customers have already paid for long-term use of a product, they’re unlikely to switch to a competitor mid-way and waste their investment. This is why SaaS companies prefer charging annually. But perhaps, the classic example of this is the Gillette razor which only works with Gillette blades. 
	Customized solutions: an offering that’s unique each customer also has a high switching cost because it’s unlikely that the customer will get the same unique customization from a competitor as well. A typical example of this is operating systems such as Windows, Linux or Mac which allow a user to assemble programs or apps that are uniquely suited to his/her needs. It’s unlikely that the user will get the exact same combination of programs in another OS. Even if there are a couple of programs that are only available on Windows that a customer uses, s/he is unlikely to switch to a Mac.


Highly valued businesses have several of these switching costs built into their products. The best example of such combined switching costs is Apple’s iPhone. The unique combination of apps on its app store, storage of data and photos on iCloud, and the muscle memory of its design ensure that iPhone users continue on the iPhone. And this defensibility of the iPhone’s business is markets value Apple so highly.

Remember: successful businesses attract competitors. Build moats from day 1 of your business to protect against their attacks.

This essay is part of my book on mental models for startup founders.
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Proven physical theories are called laws because they dictate how our world operates. If there were such a “law” of capitalism, it would probably be the fact that profits attract competitors who try to eliminate it by offering customers either a lower price or a higher quality. This law thus allows for only two types of businesses to exist: cost-focused business or quality-focused business. Think of a McDonald’s v/s your neighborhood gourmet burger restaurant. Any business that tries to be both doesn’t work out in the long run.

[image: image-placeholder]Which game are you playing?
Cost-focused businesses are those who compete on the basis of giving a lower-priced product than their competitors. Because they offer products at low prices, their profit margins are typically razor-thin but they make up for it by selling at high volumes. To remain profitable, cost-focused businesses work relentlessly to keep lowering their expenses via operational efficiency and pass the majority of cost savings back to customers in the form of low prices. A new competitor typically isn’t able to offer similar products at a lower price because they’re not able to match the enormous operational efficiency that’s required to do so. 

An example of cost focused-business is Walmart whose “everyday low prices” promise is made possible only because they’ve invested over the decades in squeezing efficiency out of their operations, procurement, logistics, discounting, and warehousing. They do not promise the highest quality product or experience because they know it’s impossible to do so at the price they offer products to their customers. But their customers are okay with this because they care about cheap prices more than anything else. For them, Walmart is much better than any other retailer.

Quality-focused businesses, on the other hand, compete by offering a highly differentiated product or service to their customers. They focus on keeping the quality of the product higher than other competitors so that it stands apart in the market. Trying to differentiate the product from competitors requires paying highly for premium talent or ingredients and because competitors are always trying to catch up, it also requires a never ending flow of investment into R&D. That’s why quality-focused businesses can’t afford to offer a low price. They resist competitors by building highly differentiated products which are expensive or difficult to copy.

An example of such a business would be Apple who has historically focused on design and innovation to stand apart from other computer and phone manufacturers. Their products are expensive because their philosophy seems to be high quality at all costs.

Amazon’s eCommerce business is a cost-focused business working on razor-thin profit margins. Bezos famously said “Your margin is my opportunity”. This shows that he believes Amazon is focused on winning customers by delivering the lowest possible price to the customer for commodity products. However, their other business, Amazon Web Services, is focused on building a highly differentiated cloud computing platform, and therefore it enjoys a double-digit profit margin for Amazon. 

Strategy is actually a combination of what you decide to do and what you decide not to do. In fact, deciding what not to do is perhaps more important than deciding what to do because it creates clear boundaries around your business model. If you lack this clarity on what you’re not, it’s easy to fall into wishful thinking and start believing that your business can do whatever it wants. That’s not true. Fundamentally, you have to let other businesses win most battles as you can only pick a few battles to win them with all your might.

Remember: you can either be cost-focused or quality-focused. Don’t try to be both. It doesn’t work.

This essay is part of my book on mental models for startup founders.
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Entrepreneurs have to be confident in their abilities, otherwise, they’d never take the risk of starting a business. However, this confidence can backfire if it’s adopted as a company strategy. If you think you’re smarter or more hard-working than your competitors, your competitors are also thinking the same.

[image: image-placeholder]Why are you special?

Competitive advantage arises out of true and exclusive advantages that give you an edge over competitors. Believing you’re the best or the most hard-working is probably neither true nor exclusive to you. Invest in actually building some real, hard-to-copy advantages in your business.

Remember: assume that your competitors are smart, hard-working, and hell-bent on growing their business. Only then you’ll do what’s needed to build a defensible business.

This essay is part of my book on mental models for startup founders.
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Capitalism rewards rare and valuable. Making something that customers value is important, but so is making something rare. Markets are competitive and initial success usually leads to other companies or new startups trying to copy and replicate such success for themselves. The last thing you want is for someone else to come along and capture your entire market for themselves.

[image: image-placeholder]What gives you an edge over your competitors?

It’s true that copying by competitors may or may not happen, and such copying by others may or may not be successful. But why leave that to chance? In fact, companies that are copying your business will likely use all their unfair advantages to crush you. If they have more funding, they can out-market you. If they have better engineers, they can develop a more stable product. If they have a brand name, they will use it. 

Forget about fairness. Business competition is brutal and your competitors will not hesitate to borrow, steal, cheat and lie to defeat you.

In 2017, Instagram used its unfair advantage of a larger user base to copy and launch Snapchat’s most successful feature – stories. And they were (rightly) unashamed of doing so. Instagram’s head of product Kevin Weil explained their move by saying:

“If we are being honest with ourselves, this is the way the tech industry works and frankly it’s how all industries work.  Good ideas start in one place, and they spread across the entire industry.  Kudos to Snapchat for being the first to Stories, but it’s a format it’s going to be adopted widely across a lot of different platforms.”


Instagram stories succeed massively and many believe that is what effectively stifled Snapchat’s growth.

So if other businesses use their unfair advantages all the time, you should use them too. 

Though it’s easy to believe that something is an advantage when it’s not. An advantage is unfair only if you have an access to it but your competitors don’t. (Believing that you’re better or more hard-working doesn’t work). Exclusivity can be because of your unique professional network, your gut-level understanding of a niche market (that cannot be easily replicated without sufficient time investment by others), your focus and decision of what to do and what not to do, proprietary technology or perhaps an insight that won’t be obvious to others even after launching.

Introspect and list down all your unfair advantages and then use all of them. Each unfair advantage matters and all of them add up to providing a significant deterrent to competitors keen on copying what you’ve built. 

When you are starting out, you may not have unfair advantages. If you know how to code, so do many other people. Lacking an unfair advantage, you can succeed only via good market timing and luck. As someone with no unfair advantage over others, be ready to fail multiple times to give luck and timing a chance to be in your favor. 

A word of caution. For an advantage to be unfair, it has to be both: an advantage and unfair. Due to our confirmation bias, it’s easy to fall into the trap of confusing non-advantages with advantages and common knowledge as something exclusively known to you. You must be totally honest about what’s an unfair advantage and what’s not. It’ll help you to take feedback on this from someone else.

Remember: the aim of any business is to prevent itself from getting irrelevant by competition while itself trying to make competition irrelevant. That can only happen with creating and using unfair advantages.

This essay is part of my book on mental models for startup founders.
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Business opportunities that seem easy, or those that require minimal effort or investment are easy for everyone (and not just you). Most people naturally gravitate towards work that’s easy, enjoyable, or sexy. This is why you have so many entrepreneurs make mobile apps because coding an app is fun and relatively easy. 

[image: image-placeholder]Appeal and competition is inversely related

Real advantage, however, lies in doing what others aren’t willing to do.  Such work is either really hard, or takes an enormous amount of time or requires enormous capital, or is extremely boring or is unsexy. The fewer number of competitors in these less popular domains usually translates into a much higher chance of building a profitable business.

A fantastic example of this is what Amazon does. They’ve focused on long-horizon investments into logistics, warehouses, and data centers which take decades to start producing a return. This long horizon requires patience and not all entrepreneurs or investors have it. But Jeff Bezos considers this lack of patience in other companies precisely his unfair competitive advantage. 

In an interview, Bezos once said: 

“If everything you do needs to work on a three-year time horizon, then you’re competing against a lot of people,”


This idea of long-term thinking as a competitive advantage is clear to Bezos from day 1. In his very first letter to Amazon shareholders in 1997, he said: “We believe that a fundamental measure of our success will be the shareholder value we create over the long term.” The reminder for long-term thinking is so important to him that this original 1997 letter gets included in all their annual shareholder letters. Given his fascination with long-term thinking,  it’s not surprising that he got a clock built that is designed to keep time for 10,000 years. 

Long-term thinking isn’t the only “hard” competitive advantage however it’s an important one because in a world where everyone is chasing short-term success. It lets you focus on doing really hard things over a period of time and hence eliminates competition for those projects. Other competitive advantages could be doing what’s unsexy or boring (like waste management, tax, and accounting, or mainframes). 

A word of caution: it’s easy to convince oneself that you’re long-term oriented or doing something that is hard while your actions gravitate towards short-term or easier stuff.

Remember: competitive advantage doesn’t come via doing what’s easy. It comes via things that others aren’t willing or able to do.

This essay is part of my book on mental models for startup founders.
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A business is said to have network effects if each new customer increases the value derived by all other customers. Take a telephone network. Each new customer with a telephone line helps increase the value of the network for all other customers because now more people can talk to each other than before. Contrast this to other businesses such as the appliances manufacturing business. It’s obvious to see that if I sell one toaster, none of my other customers benefit from that sale.

[image: image-placeholder]Network effects, once triggered, become unstoppable

A business with strong network effects gains a competitive advantage over time because new entrants have to start from scratch and a customer choosing between two alternatives will go with the one that delivers more value, which is often the one with stronger network effects. Because businesses with network effects keep attracting new customers who make such network effects stronger, these businesses soon become almost impossible to beat in their category. Think Facebook, WhatsApp, and Instagram.  The value of these apps is not in the technology they provide but in your network of friends using them.

Network effects go beyond this telephone or WhatsApp where people talk to each other. If that were the case, network effects wouldn’t be an important consideration because they’d only apply to specific kinds of businesses. The more general idea of network effects is positive feedback loops that make a business stronger over time. These loops are simple logical ideas that connect various aspects of a business model in a way that makes business growth self-reinforcing.

Amazon started with one such positive feedback loop (also known as a flywheel):

[image: image-placeholder]Amazon’s flywheel

Network effects are often hidden or unintuitive. For example, Google has no obvious positive feedback loop or network effect. However, for Google, the data generated by their users is a kind of network effect. The more data they have on searching patterns, the better their algorithms get which improves results for all users. 

Similarly, a business like Netflix has a positive feedback loop because the more customers there are on their app, the more movies they can buy or produce which then benefits all their customers.

Remember: Positive feedback loops gradually build unbreachable moats for a business. So you must strive to find not just one positive feedback loop in your business, but as many as you possibly can.

This essay is part of my book on mental models for startup founders.
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As an entrepreneur, you worry about customers all the time. And you’re correct in doing so. Focusing on customers is obviously important but customers will never ask you to introduce switching costs, which are precisely what you should do in order to continue making profits.

[image: image-placeholder]To anticipate future competition, keep an eye on the habits of your customers
Once you’ve been able to build a defensible business by building a big moat, you can pat yourself on the back. Your business now won’t get killed by competitors.

You’ve successfully thwarted risks from direct competition but your business is now likely get killed as collateral damage to something else where you weren’t even a player. Microsoft Windows had an absolute monopoly on personal computing and that’s why Linux or Mac OS didn’t impact its growth. What weakened its grip, however, was the shift of computing from the desktop to mobile phones that accessed services running on cloud servers (none of which were running on Windows). 

To prevent yourself from getting caught off guard, keep an eye on your customers who are switching to products that you never even considered as a competition. You may have laughed at these non-competitors as toys, but before you know it, all your customers are using them. Be in the desires business, not the solutions business.

Underestimation of new trends is basic human nature. In fact, often the biggest competition comes from people who compete on a completely different vector than you:

	If you want to make money, they want to make an impact (think Google entering your market and offering products for free, subsidized by its main search business). 
	If you want to make an impact, they want to become famous (think raising ever larger rounds and expanding aggressively, even when it’s unprofitable to do so). 
	If you want to become famous, they want to just have fun (think Satoshi Nakamoto disrupting banking by open sourcing bitcoin).


Remember: if you sell the best radios in town, your customers will likely switch to Spotify and not other radios.

This essay is part of my book on mental models for startup founders.
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Most of us are lazy. We do not wake up every day trying to actively seek new ways of improving our lives. We prefer the comfort of things that are known to work for us. That is why we frequent our favorite restaurants, watch our favorite TV shows and take our favorite routes to the office. Even though we like to think we’re not comfort-seekers, our actions usually speak otherwise. 

Most of us are risk-averse when it comes to trying something new.

[image: image-placeholder]Find your marketing beachheads

However, some of us are truly adventuresome. If you’re not someone who is comfortable trying the new-new, you may have a friend who prefers to go to newly opened restaurants with no ratings. Such people are early adopters and as the name suggests, they take pride in being among the first ones to try something new and are seen as a tastemaker among friends and community.

Every market is comprised of a small segment of such early adopters. These early adopters are market-specific though. For example, someone who likes to try new restaurants may never download a new unproven app on her phone (and vice versa).  So there’s no universal early adopter. Even within a specific market, there could be early adopters of many types. For example, in the case of restaurants, there may be some early adopters for Chinese cuisine and others for Indian cuisine. 

While most people are satisfied by their tried and tested, early adopters in a market have a burning desire to try new things. They’re perennially dissatisfied with existing options. As a startup against entrenched players, they’re a natural point of entry.

The only job of a marketer at a startup boils down to finding early adopters and telling them what’s new on offer. Marketing to everyone is wasteful because most people are satisfied with what they have and aren’t seeking a new solution. So it’s important to identify a marketing beachhead comprising of people who’re dissatisfied with existing solutions.

To get the word out about your product, you need to find out if there are online or offline places where early adopters for your market hang out. You need to find appropriate distribution channels for reaching that segment of your target market who’re dissatisfied with the status quo. You need to have a laser focus on marketing to the niche comprising of dissatisfied within your broader market.

Yes, finding profitable, effective, and precise ways to reach early adopters is the most difficult project for a marketer and it requires creativity (that’s what marketers are paid for). For example, if you’re opening a new Chinese restaurant, how do you identify and reach out only to Chinese cuisine early adopters in the area? You can always do a broad promotion like putting an ad on a billboard but since most people aren’t interested in trying something new, you’d be wasting money. In your early days, you need to find and target only those who have a burning desire to search for what you’re offering.

All humans like to boast and early adopters are no exception to this. One tip to identify early adopters is to look for people in the market who’re most vocal.

The vocalness of early adopters means that their experience with your offering matters a lot because they’re the ones other people in the mainstream look up to for guidance. If they love or hate your product, they’re going to tell their friends and colleagues. Hence, their experience with your product will likely determine the chances of your offering penetrating the mainstream or not.

Remember: Not everyone in your target segment has the same burning need that your product solves. Find and target only those who have the burning need. Post that, it’s mostly the product quality and customer experience that’ll determine whether your offering is able to attract other customers from the mainstream or not.

This essay is part of my book on mental models for startup founders.
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You get pitched by other companies all the time. It’s estimated that we get to see thousands of ads every day. How many marketing messages from yesterday can you recall? If you’re like most people, it’ll be difficult for you to recall even a single message. At best, if you stress hard, you’d be able to recall only a few ones.

[image: image-placeholder]Nobody loves marketing messages

If you, the marketer or the entrepreneur, cannot recall ads or marketing messages you were exposed to, how do you expect your customers to do so? 

Marketers spend a significant amount of time creating their campaigns, so they become biased into assuming that if their target customer sees the ad, she will remember it and take action whenever the need for the marketed product arises. But that’s not how customers’ minds work. They see an ad and move on with their life as if nothing happened.

That’s because all marketing messages compete for attention with however people want to spend their attention. If people want to focus on their work, a sales call is a distraction. If people want to spend time browsing Instagram, a TV ad in the background is a distraction. If people want to read articles in the newspaper, a banner ad is a distraction. And people automatically tune out distractions. They’ll not pick up phone calls from unknown numbers, switch off the TV or simply install ad blockers.

Because of this blindness to marketing messages, effective marketers take a more nuanced approach. While designing their marketing strategy, they focus their energies on three aspects:

	Motivation of the customer: in their marketing communications, they address upfront why should a prospective customer pay attention. And that ‘why’ is never about the product, it’s always about the person and her desires. Nobody wants to buy products. They want to satisfy one of their unmet desires. If a customer who receives a marketing message doesn’t relate to the ‘why’ of the ad or cannot easily find or understand such ‘why’, the ad becomes a distraction. That is why it’s important not just to articulate a clear reason for the prospective customer to pay attention, but also to avoid spending money on targeting people who don’t have that desire hoping that an ad will create such desire in them. Desire creation doesn’t happen that easily because an ad in itself doesn’t do anything. People forget the ads they see.
	Emotion evoked: people remember things that resonate with them emotionally. Marketing messages should hit the prospective customer on some emotional level – they should laugh, get surprised, or feel special. Unless they feel something, they will quickly forget that they ever saw or heard about something from your company.
	Repetition: one-shot marketing is worse than no marketing because it costs money without giving results. People forget things all the time. The only way to ensure that people remember that your product or service exists when they need it is to continuously refresh their memory about it. Yes, it’s expensive but that’s the only way it works. Effective marketers would rather reduce the number of people they reach but they ensure that they reach them again and again via multiple channels. It’s not the width of reach that matters, it’s the depth.


I call these 3 elements of marketing the MER framework (Motivation, Emotion, Repetition).

Remember that marketing isn’t about developing a message and reaching out to the target market. Most people consider marketing an intrusion into their lives. Effective marketing is all about crafting relevant, engaging messages that actually benefit and delight prospective customers and doing that repeatedly so that whenever the prospective customer feels a desire, she remembers your brand as the one that can fulfill her desire.

This essay is part of my book on mental models for startup founders.
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Many evolutionary psychologists believe that reason evolved to justify our actions to strangers. This justification was necessary because strangers couldn’t take one another’s claims at face value. Such claims had to be backed with reasons to convince the other that one is not taking advantage of him/her.

[image: image-placeholder]Heart beats brain
As we all know, actions speak louder than words. And emotions drive our actions.

Even though the capacity to reason is a highlight for our species, most of our decisions are made emotionally. Who we fall in love with isn’t rational but we can always find good reasons to justify our choice of partner. Similarly, our reasons for choosing to use certain products or services have a strong emotional factor, even though when asked, we will happily give rational justifications for the same.

One of the biggest mistakes a marketer can do is to assume that potential customers will judge the product from a cost/benefit or a pros/cons point of view. When a product is pitched to them, customers don’t spend time evaluating its features and then decide if they’re going to buy it or not. Rather, their first reaction is from the gut. The pitch (in form of advertisement, website, or a sales call) has to cross many evolved defenses before customers even start paying attention to what’s on offer.

Customers are initially skeptical because that’s how we’re evolved to react to pitches. Imagine that in a primitive hunter-gatherer society many hundreds of thousands of years ago, someone comes along and suggests that there’s a bounty of food behind that hill. You’d expect people in that group to be skeptical of the claim because a) why would a stranger tell others about benefits that he himself can make use of; b) what if there’s hidden danger or cost which benefits the stranger and that’s why he’s enticing us. 

So, people evolved to be skeptical at first of claims from strangers. And a pitch from a new company is nothing but a pitch for a bounty from a stranger.

To read more about how reasoning evolved in humans, go through the notes from a book I had read on this subject.


People’s (and hence customers’) gut reaction to the pitch is likely made up of hundreds of little heuristics that evolved over thousands of years to assist human decision-making over thousands of years. But we can isolate a few key factors that can help people decide in favor of a stranger’s pitch:

	Trust: are you giving a reason for people to trust? Research shows that people form a gut-level opinion on others as soon as they meet them. This initial impression tells them how skeptical and careful they should be in their interaction with a stranger. For example, a sales person who dresses nicely or a website that looks premium increases trust because people naturally assume that the stranger has enough resources himself that the likelihood of him cheating others for more resources is low. This property of good looks = more trust is exploited by many in the business world because it works.
	Social proof: do you have anyone else to back you up? A stranger who comes with a proof of someone familiar backing his claims has much higher likelihood to be believed than the one who just says: “trust me, I’m telling the truth”. This is why B2B websites and pitches are filled with social proof of prominent companies using their services, and this is also the same reason celebrities are effective in marketing. The most effective social proof is from a peer, which is why word of mouth is the most effective form of marketing (though it’s terribly hard to influence – your product or service has to be good enough that people talk about it by themselves without any prodding from your side).
	Evidence: what evidence do you have to back your claim? It’s just not enough to be likable and come with social proof. A successful pitch consists of evidence to back claims. However, it’s important to note that people only invest their time in listening to and evaluating evidence if first they feel they can trust you and you have enough social proof for them to even begin paying attention to what you’re saying. Order of these factors matter. You cannot overwhelm people with evidence first and then give reasons to trust. They will simply tune out and you’ll lose them.
	Effort: to get the benefits you’re promising, what are you asking in return (money, time, reputation)? Of course, people can still reject your pitch even if you’re trustworthy, have social proof backing you up, provide sufficient evidence for your claims. The golden rule of marketing is that people have to perceive that they’ll be getting much more than what they’re required to spend.  Benefits don’t just have to be marginally better than costs – they have to be substantially better.


Remember: the first job of a marketer is to dismantle people’s automatic skepticism of strangers; only then should s/he proceed with the pitch.

This essay is part of my book on mental models for startup founders.
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There’s typically an information asymmetry between what sellers know about their products and what buyers know. From buyers’ perspective, while engaging in a potential purchase, they never have enough information to know whether what they’re getting is worth the cost (in time, money, effort) that has been asked from them. Even when the seller gives information about the value the buyer will get, buyers suspect because both honest and dishonest sellers say similar things. 

[image: image-placeholder]Success = At all times(Benefits > Cost)

So for new products, as buyers can’t tell good products from bad products, they typically end up wanting to pay (in time, money, effort) much less than what the seller demands. In many markets, this drives away good, honest sellers leaving only dishonest sellers (which further aggravates the mistrust). The most famous example of this is used cars market, but some version of this plays in all markets.

One of the major reasons newly launched, obviously good products fail is default mistrust in the market for new tech products. Honest entrepreneurs get penalized in the market because of other dishonest entrepreneurs (who overpromise and underdeliver). So, for success, a key objective for an entrepreneur becomes winning the trust of the customer in the market. (This is why brands and social proof matter).

Trust is not binary as customers are continuously updating their beliefs about what products can do for them. Each time a customer is using a product, she is evaluating the costs (what she’ll lose) against benefits (what she’ll gain). Money is one of the many costs. Other costs are time, effort, and reputation investment.

When it comes to costs, it is important to understand that people are loss averse. They’d much rather not lose what they have than gain something new. For example, most people will avoid taking a bet where there is a 50% chance of winning $20,000 but a 50% chance of losing $10,000 even though the expected reward is positive (0.5*20k – 0.5*10k). But almost everyone will probably take a bet where there is a 50% chance of winning a million dollars and a 50% chance of losing $1000. This shows that in order to make a decision, people expect benefits to be much more than costs.

During repeated interactions with the seller (starting right with the initial pitch to the experience of the product), people are continuously estimating their benefits. At any moment, when their estimate of costs (that they know for sure – fill a form, talk to sales, $299/mo cost) seems to be higher than the evidence of current and future value, they drop off from the interactions with a brand and abandon their journey. Good salespeople understand this dynamic and start the conversations that put people at ease and only at the very end ask something tangible from them (like a request for another meeting or a trial implementation).

Your interactions with customers should be a dialogue (and not a monologue) where you’re delivering more value to them than what you’re asking for. If you make a big ask from them before they’ve gotten enough value from you, they’ll drop off. If you deliver value first and then ask for something later, they’ll oblige.

Popular examples of brands that do it right are freemium products such as Dropbox that let people get benefits first and only ask for money later. For many consumer products like an iPhone, before people purchase, they  have already gotten psychic benefits from imagining how their life will change with that new shiny phone. And that is what good marketing does for a product – convince customers of the benefits before asking for an investment from them.

Remember: marketing at all times has to deliver more (actual or anticipated) benefits to the customers than the investments it requires them to make.

This essay is part of my book on mental models for startup founders.



Join 150k+ followers



			

		


  
    Generating profit requires creativity

    
    
  
  https://invertedpassion.com/generating-profit-requires-creativity/

	
Businesses don’t exist to make revenue, they exist to make profits. But the lure of revenue is hard to resist. It’s natural to admire the billions of dollars that big US retailers such as Guess, Macy’s, Radioshack and Toys R Us generate every year but it’s difficult to digest that they are in terrible shape because they’re not making any profit. These retailers are expected to close thousands of stores and fire many tens of thousands of employees. What went wrong?

[image: image-placeholder]Competition eats away all profit

You may have heard of this before, but a sure-shot way of making revenue is to offer $110 for $100. If you open this business, you’ll have no problem attracting customers and you’ll not even need to do any marketing (except when a new competitor springs up who offers $120 for $100). This example may seem worthy of nothing more than a chuckle but this business model is actually very common. Large eCommerce players in India (Flipkart, Snapdeal, and PayTM) grew by essentially handing out money to customers (in the form of discounts and cashbacks).

The management team at such companies isn’t stupid. Rather, it’s simply that such companies are locked in an unforgiving competitive environment which slowly eats away profit (leaving the revenue unaffected). In a head-on battle between competitors, it’s the customers (and not shareholders) who end up having a good time.

So, how do you make a profit?

Well, that’s what is non-trivial. It requires creativity in a business model to keep profits from dissolving in the environment. All obvious sources of profits get hunted soon by either large players or nimble startups. The business equivalent of Tolstoy’s famous quote “All happy families are alike; each unhappy family is unhappy in its own way” could very well be: 

“All unprofitable companies are alike (engaged in the stupidity of head-on battle); each profitable company is profitable in its own way”.


How a company makes revenue is usually very obvious: they make some stuff that they sell for money. But, how a company makes a profit is usually mysterious. 

For example

	How does a consumer finance company that gives a 0% interest loan (like Bajaj Finserv in India) make profit? It charges a percentage of sales from the retailer for giving them access to a customer they normally wouldn’t have, and they charge a processing fee from the customer, and they have customer purchase appliances on MRP (so customers lose out on a potential discount they could have had otherwise). By combining all these methods, they make healthy profit even as they advertise a 0% interest loan.
	How does truck rental company U-haul in a commodity market make a profit in spite of having cheaper rates than the competition? They make all their profit on accessories like boxes and other packaging material and none on the actual hauling services.
	Why does Costco, a big US retailer, is able to generate profits while other retailers are struggling? Because they charge a membership fee and that’s where Costco’s profits come from (and not through selling stuff). They’re a club, not a retailer.


Businesses do whatever elaborate things they do to generate that tiny, little profit from someplace that isn’t obvious. So a cinema hall from the outside looks like it is in the entertainment business, but on closer analysis, it is in the food and hospitality business. The entertainment side of things is to get a captive, hungry group of people who then you can charge an unfair amount of money to fund losses for their hypercompetitive movie screening business. 

The next time you come across a business that has been there for quite a while, pause and think about how they make a profit. It is a fun exercise!

And also remember the famous quote by Peter Theil: “competition is for losers” because entrepreneurs in your industry think like Bezos who said: “your margin is my opportunity”. 

Remember: To survive as a business, you need to make a profit. To make a profit, you need to avoid competition, and to avoid competition, you need to be creative.

This essay is part of my book on mental models for startup founders.
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    What people pay for something is determined by its perceived alternatives

    
    
  
  https://invertedpassion.com/what-people-pay-for-something-is-determined-by-its-perceived-alternatives/

	
It’s hard for people to know how much they should be paying for a particular product. Evolution has trained us to be skeptical of strangers’ claims. By default, people will always feel they’re getting ripped off. So, instead of evaluating rationally, people resort to their gut feeling, which is informed by the perceived alternatives for the offering. Hence, the positioning of a product becomes the main criteria by much price is judged by people.

[image: image-placeholder]Where does your product lie on the value-price 2×2 matrix?

But it’s also the other way around. Especially for new brands, price serves as an anchor to the customer for deciding which category to slot the product in. For example, the price of a newly launched car slots it either in the luxury or the mid-range or the budget market. It matters less if the car is actually luxury or not, but if the price of the car is similar to Mercedes or BMW, the expectations of the consumer and their willingness to pay will be similar to Mercedes or BMW.

This suggests that no one company has the leverage to charge whatever it wants to. Customer expectations for the right price for a product are guided by what alternatives are available in the market and how much do those things cost. Startups have no option but to play within the market of perceived alternatives and charge similar to what those alternatives are charging. For example, Internet has made consumers habituated to free news, information, and videos. A startup that wants to charge for information has an uphill battle because, in the minds of consumers, the price of information is close to nil (even though the value they get from such information is high). So, value pricing doesn’t work out – water is valuable but people don’t pay a lot for it.

This is also why a lower price is not always better. When products offered are too cheap, they send a signal about quality. Especially in enterprises where they’re used to purchasing software and services worth many thousands of dollars, a product that’s only priced a few dollars is perceived to be meant for small businesses and not enterprises.

So, price your products not based on the value you’re providing but what your target customers are used to paying for offerings closest in their minds to your offering. This also means that through right messaging and positioning an entrepreneur has an opportunity to influence what customers compare the offering to and hence what he is able to charge. For example, if you’re launching an information product, don’t call it a report and have customers compare it to freely available info on the internet. Position it as consulting and customers will be able to pay dearly for it.

Remember: don’t price your product based on the value it creates, price it based on products you want it to be compared with

This essay is part of my book on mental models for startup founders.
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    Your product’s price determines your business playbook

    
    
  
  https://invertedpassion.com/your-products-price-determines-your-business-playbook/

	
The price of products determines all other components of the business. This happens because price influences the number and type of available customers in the market (higher the price, lower the number of customers and the corresponding premium positioning that’s required).

This in turn determines:

	the distribution channels you need to tap in order to reach the target market, 
	cost of customer acquisition, 
	cost and nature of sales and service process, and 
	all that in turn determines the organizational structure. 


In short, setting the price of a product is akin to choosing a highly specific playbook for building your business.

This tight relationship between price and business model suggests that a mismatch between the two means failure. The most obvious case is keeping the price low for a market that has a limited number of customers. The limited revenue opportunity means that a startup can easily get killed by costs. The other case is keeping a price higher for a market that has a very large number of customers. In such cases, competition usually drives the price down and a higher price usually means slower or no adoption of that product which can result in failure.

Business models that thrive in the narrow zone of viability quickly become the norm. A typical example of this is how similar enterprise B2B companies are to each other. The reason for this is that price of the product and the business model needed to sell it are tightly interlinked.

All B2B companies have highly paid salespeople who chase the same Fortune 500 companies via the same marketing channels (events, cold calls, or analysts). All such companies have account managers who are experts in relationship building and communication. The user interface takes a back seat for enterprise products as customization and adaptation to an enterprise are a higher priority.

Contrast this with how B2B companies targeting small businesses operate. Since their target market comprises tens of thousands of businesses, each of whom pays tens of dollars per month, they cannot afford to sell via a salesperson. They need to rely on platforms like Adwords or Google search for customer acquisition and their products’ user interface has to be slick enough for self-service.

This is also why best B2C companies do not spend on marketing because they simply can’t afford to since revenue per user for them is extremely tiny. Facebook, Google, TikTok — all of them acquire users using word of mouth or viral/network effects.

Remember: a large business (>$100mn annual revenue) can be built for a product at any price. But as soon as either price is chosen the market and business model gets chosen for you (and versa).

This essay is part of my book on mental models for startup founders.
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    Consumers want to conform, companies want to differentiate

    
    
  
  https://invertedpassion.com/consumers-want-to-conform-companies-want-to-differentiate/

	
Most consumers at any given moment are more or less satisfied with what they have. Since we’re creatures of habit, we tend to go to the same restaurants that we like, buy the same stuff as we’ve always done and live our days without significant deviations. We’re less exploratory than we’d like to think.

This is because there’s a cost of change. Whenever we are trying a new product, we’re incurring a cost (of effort, time, or money). And, we go to great lengths for avoiding these costs. 

[image: image-placeholder]We like to use the same things as our friends are using, but different things than our competitors are using

How do we avoid these costs? 

We see around us and copy what’s working for others. We usually want to conform to what others around us are doing. We do not want to be left out of the social phenomena of popular movies and trends. If our friends have it, we ought to have it. This desire to blend into our social group is what accelerates the adoption of consumer products. But the same tendency makes it hard for a new consumer startup to gain traction. Such startups face the classic chicken and egg problem: nobody uses their product because nobody else is using it already.

Companies, on the other hand, are usually on the lookout to differentiate. Instead of conforming, companies want to gain an edge by doing something nobody else is doing because that’s how they’ll generate a profit. Gaining an edge is why they’re sometimes willing to give unproven startups a shot or try new products that will make them faster, cheaper, or better than their competition. 

(Of course, there are consumers who want to differentiate from each other. But the greater tendency for humans is to avoid being a sore thumb in a crowd.)

Remember: social proof is way more effective for individuals than for businesses. Tell individuals how everyone interesting is using your product but when you’re pitching to a business, tell them how they can differentiate using your solution.

This essay is part of my book on mental models for startup founders.
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    Consumers hate getting sold to, companies love it

    
    
  
  https://invertedpassion.com/consumers-hate-getting-sold-to-companies-love-it/

	
Many failed B2C products might have worked out if consumers had the patience to understand what the product might do for them. But consumers are impatient and if the value is not delivered immediately and continuously, they stop engaging and abandon the product that could have been valuable later. 

History is filled with complex gadgets with thick user guides that have failed spectacularly.

[image: image-placeholder]B2B companies are dominated by salespeople while B2C companies are dominated by product and design people.

In contrast, for B2B products, the customer is habitual to getting sold. In fact, they prefer a sales process where a human explains to them the benefits and costs of the product. This preference to being sold allows an entrepreneur to communicate the total benefit of her product in a way that’s impossible to do in the B2C world. 

Imagine if you go to sign up for Facebook, and they start a video telling all the small and big features of the platform. As a consumer, you’ll immediately hit the back button. But for a B2B product, if you get their initial interest, prospects will want to watch videos, discuss and request presentations to understand what they will get for the investment they’ll be making in your product. 

Sidenote: businesses invest in products while consumers buy them


This lack of sales process for B2C products means that there are a lot more ways for them to fail: bland marketing messages, confusing first few seconds of onboarding, boring look and feel, lack of habit building, etc. 

In fact, for a consumer product, the design of the product has to do the job that a human salesperson does for a B2B product.

Remember: if your consumer app needs an explanation, it won’t work. Similarly, if your B2B app doesn’t have a process to explain its total benefits, it won’t work.

This essay is part of my book on mental models for startup founders.
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    Consumers want stuff for free, companies want to pay

    
    
  
  https://invertedpassion.com/consumers-want-stuff-for-free-companies-want-to-pay/

	
Mark Zuckerberg famously said that there’s no point in monetizing a consumer product unless you have a billion users. Consumers are habituated to getting digital services for free. This makes monetization for consumer products very tricky. Try recalling all the digital products or services you pay for as a consumer. In all likelihood, there won’t be too many as increasingly music, news, movies, productivity apps, and games are all free.

[image: image-placeholder]What you should be charging depends on who you’re selling to

Businesses, on the other hand, prefer paying. For consumers, their salary is a cap on how much they can earn, so they can’t increase their monthly costs indefinitely. However, for a business, if an additional cost helps them grow their revenue and profits, they will happily pay for it. So, businesses are used to buying expensive stuff if they see returns from it. 

In fact, enterprises won’t buy your product if they think it’s too cheap. The reason behind this is that when a business buys a product, they want it to last for a long time. Nobody inside an organization wants to put her job in line by designing a critical business need around a product that might not exist in a year. So, if a product is too cheap, businesses will actually be reluctant to purchase it as they fear it might not be able to sustain itself.

Remember: never make your product too cheap for a business and too expensive for a consumer.

This essay is part of my book on mental models for startup founders.
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    It’s winners-take-all in B2C, while B2B is a long tail
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There are only a few dominant social networks because consumer markets are prone to winner-take-all effects. There are multiple reasons for this. 

[image: image-placeholder]There are many more CRM companies than there are social networks

First, consumers want stuff for free or cheap which drives consumer companies to expand aggressively so that they can amortize their fixed costs over many such users.

Second, consumers want to conform with other consumers so inherent virality in products gets built-in. Once, a minimum threshold of consumers adopt a product, this word-of-mouth virality ensures the product becomes an obvious choice for the remainder of consumers left in the market. If you have Uber that all your friends are using and it has all the drivers in your city, why would you try something else?

But since businesses want to differentiate, each one of them is different than the other in their processes and strategy. This differentiation between businesses creates an opening for numerous products to exist, each one of them solving an almost unique problem for a specific set of businesses. Also, for B2B products, since the number of businesses is far less than the number of consumers, whatever network effects are there, they are weaker than B2C. There are network effects in B2B for sure: partner networks and communities emerge from successful B2B products but their impact is weaker. These network-effect-driven benefits in B2B can be overcome by solving a business problem in a way that’s specific to a niche market.

That’s why there are hundreds of CRMs out there that businesses buy in spite of Salesforce because these non-Salesforce CRMs are able to offer a better service, customized implementation, or that tiny feature that some companies want (which Salesforce doesn’t have).

Of course, there’s a flip side to this. Because few B2C products dominate the entire market, the largest tech companies in the world are predominantly B2C commanding astronomical valuations that B2B companies can only dream of.

So, ultimately, the choice between B2C and B2B is really a choice between high-risk/high-reward and low-risk/low-reward. 

Remember: a B2B company is far more likely to be successful but it is far less likely to be as valuable as a successful B2C company.

This essay is part of my book on mental models for startup founders.
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    Your 30 second pitch shouldn’t be about you
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Entrepreneurs generally confuse their 30 second pitch as something that needs to be about what they’re doing. This interpretation is understandable because usually anyone they meet ends up asking them what they do and the entrepreneur faithfully launches into her pitch.

Unfortunately, such a pitch often ends up with the listener quickly losing interest. 

[image: image-placeholder]

This is because even though people ask what you do with good intentions, they usually do not actually deeply care about what you do. What people care about is themselves, which suggests that a pitch should start and end with them and revolve around the world they live in. 

In short, your pitch should start with talking about the audience’s aspirations and goals and only then talk about how your startup helps fulfill those aspirations. For example, instead of talking about how many features you have in your CRM product, your pitch should be about how salespeople lose four hours a day updating customer information which comes at a loss of $50k per salesperson per year and how your product helps salespeople recover those four hours every day.

A fantastic example of such a pitch is by Elon Musk when he was unveiling Tesla’s battery product Powerwall. The video is on Youtube, and you should watch it. As you watch it, notice how Elon starts his talk by highlighting why the audience should care about what he’s going to say. For doing that, he points out greenhouse gas pollution and climate change – two drastic challenges that impact everyone in the audience (and their families). After grabbing their attention by telling them precisely what’s wrong with the world, he goes on to show the possibility of a world where these two challenges have been solved via batteries. Only after he has the audience’s interest firmly established, does he start talking about their battery product and how it can help the audience transition into a better world.

Andy Raskin has a fantastic write-up on common elements of great pitches (Google: “greatest pitch ever andy raskin”). Even though the content in great pitches is obviously different for different pitches, all of them follow a similar structure of highlighting the audience’s existing pain first, then showing a possibility of a better world, then highlighting the barriers to that better world, and finally introducing the product features as things that will help overcome such barriers.

This perspective shift from what you’re doing to why should the listener care doesn’t just help you in making a great pitch; it also helps your startup become more customer and market-oriented and less feature-oriented. And this orientation ultimately helps all aspects of the business. 

Here’s a fun exercise you can try. For your startup, try making a version of the pitch where your product is mentioned only at the very end of it and almost in passing. The bulk of your pitch should be about the listener and her goals. If the listener is not your target user (e.g. it’s for hiring or raising funds), you obviously can’t use the same pitch. The pitch has to be customized to each listener type. Your potential customers should hear a different 30-second pitch than your potential investors who should hear a different pitch than the people you’re trying to hire. 

Remember: never make your pitch about yourself. it has to be about the one getting pitched and her goals.

This essay is part of my book on mental models for startup founders.
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    Get press by giving journalists something surprising

    
    
  
  https://invertedpassion.com/get-press-by-giving-journalists-something-surprising/

	
Journalists don’t get excited about new products and features the same way an entrepreneur gets.

[image: image-placeholder]
 This is because:

	First, a journalist gets hundreds of pitches every day and a particular product launch announcement is no different than the many hundreds of launch announcements sitting her inbox. 
	Second, aliens visiting Earth is news but your product’s new feature is certainly not news. 


News is something that caters to basic human curiosity about the new and surprising. There is a reason why one death in a tragic car accident gets covered as news but thousands of deaths every day due to preventable diseases in poor countries don’t make it into the news. The former is surprising. People want to know how that particular accident happened. The latter is a statistic, a daily occurrence that people are familiar with and after a while becomes pretty boring to read.

To get a journalist’s attention, you have to get into the mindset of being a journalist yourself. Given the almost infinite number of things they can read online, people choose a few pieces that catch their attention (and those are usually surprising, breakthrough, or controversial). Similarly, a journalist chooses to read only the pitches that catch her attention among the hundreds of pitches that get sent daily. 

Next time you try to get into the press, try answering why would the journalist pick your piece to cover. Don’t talk about the boring. Highlight only the surprising part of your announcement. And if there’s none, don’t spend effort and money on doing press releases.

Remember: to be in the news, understand what usually is news.

This essay is part of my book on mental models for startup founders.
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    Raise funding by showing how you can raise even more funding

    
    
  
  https://invertedpassion.com/raise-funding-by-showing-how-you-can-raise-even-more-funding/

	
Fundraising is an exercise in demonstrating how your company can generate financial returns for the investor. 

[image: image-placeholder]Investors are interested in their returns. Tell them how you’ll help them get it

Different types of investors have different risk-reward expectations and that’s why they end up specializing. For example, a bank as an institution is risk-averse. They’re okay with a relatively smaller return (marginally more than the risk-free return) but they want to make sure that such return is guaranteed. 

On the other hand, funds specializing in seed-stage funding know that most of their investments will fail, and hence to cover for those duds, they expect to fund only the opportunities which can generate 100x returns. The few 100x returning opportunities and most of the others not returning anything means that on average they end up generating a decent financial return on their entire fund.

Not understanding the motivation of an investor class is a sure-shot way of an unsuccessful fundraise. Pitching to a bank that you’re building a great product is likely a waste of time. They want their guaranteed 10% return and it’s immaterial whether you generate that return via a great product or by selling bread. 

On the other hand, talking about how profitable and safe your business is to a VC is likely to be a waste of time because it signals that your business is already peaked and the 100x return that a VC expects won’t come via your company. If a VC wanted safe 10% returns, a VC would open up a bank. VCs exist for providing a different kind of capital – a type of capital that cannot be had from banks.

There’s a logical reason why unprofitable companies get funded. It’s because unprofitable companies, by definition, have to raise more funds in the future. And with each funding round, the expectation is that the funding would happen at a higher valuation at the next round, thereby increasing the value of the stakes purchased by investors. And of course, the new investors expect to make money from future rounds of funding. This is why companies don’t raise funds for safety or survival and keep them in their banks. VCs expect the raised funds to be spent within 12-18 months so that another round is raised soon, and with it, the value of their shares goes up. The end game of VC-led funding rounds is a company IPOing and eventually letting retail investors buy shares from initial investors at a premium.

All this means that to raise funds from VCs, the company has to show a path to becoming big enough to IPO. For VCs, a great product, a good team, and good business fundamentals are important but secondary considerations. The primary one is whether a particular business can keep on raising funds until it goes public or becomes important enough to be acquired. 

Remember: understand what drives VCs and then decide whether you’re ready to commit your company to that path. If the answer is yes, the entire focus of the funding pitch must be on opportunity size and growth potential because that’s what matters to VCs.

This essay is part of my book on mental models for startup founders.
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    Recruit exceptional people by showing them a promised land

    
    
  
  https://invertedpassion.com/recruit-exceptional-people-by-showing-them-a-promised-land/

	
A recruitment strategy should be indistinguishable from a marketing strategy. Entrepreneurs end up spending a lot of time understanding the market, talking to customers, building personas, and customizing their marketing messages to customer segments. However, they often fail to realize that recruiting people to work for you is no different from recruiting customers to use your product.

[image: image-placeholder]To recruit exceptional people, you have to first understand what drives them

It’s true that the key difference is that you’re asking for money from customers while you’re offering to pay money to prospective employees. However, for exceptional people, the money offered is a commodity because many other companies are offering them the same or higher money. Exceptional people never look for jobs; jobs look for them.

If you feel people will work for you because of the salary you’re offering, you’ll end up attracting only those kinds of people who want a safe, stress-free job that pays a regular salary. There’s nothing wrong with that but then that should be an explicit decision.

People who can add higher-than-average value to your company require a higher-than-average treatment during recruitment. In all likelihood, they’re not looking for just another gig. To attract such people, you need to understand what’s frustrating them in their current job and what they want out of an ideal professional stint. Is it a lot more money? Is it less interference from the manager? Is it coaching? Is it working on a new challenge? 

Just like different customer segments have different needs, different talent segments have different drives. Your recruitment pitch has to be customized to those drives. If you keep harping on about how great your product is while the star employee that you’re chasing is looking for freedom from micromanagement, your message is going to fall flat. Similarly, if you keep talking about how much freedom your culture allows to employees while that particular employee wants to make a million dollars through stock options, you’re not going to be successful in hiring that person.

Remember: treat your recruitment like marketing and prospective talent like prospective customers.

This essay is part of my book on mental models for startup founders.



Join 150k+ followers

Follow @paraschopra

			

		


  
    Your business is worth all future profits it is expected to generate

    
    
  
  https://invertedpassion.com/your-business-is-worth-all-future-profits-it-is-expected-to-generate/

	
It’s easy to get bewildered by the billion-dollar valuations of startups that are operating under heavy losses. If you’ve ever wondered why would anyone pay for a company that’s not making any money, you’re not alone.

[image: image-placeholder]It pays to study how financial assets are valued

Early in a company’s life when there is much uncertainty about its future, the valuation process is more of an art than a science. However, it’s not a blind science. No venture capitalist will just hand over money to you because they like you.

Valuation, even when it’s an art, is grounded on a very simple financial principle that an asset is worth discounted profits it is expected to produce over its lifetime. The term discounted means that the cash in the near term is more valuable than the cash in the long term. It’s easy to can find the exact formula for calculating the discounted cashflow. 

However, more important than the formula is to understand the implication of the concept on startups.

The first implication is of rapid revenue growth expectation by investors. A startup typically requires upfront investment before the product hits the market. This suggests that investors actually expect losses in the initial years. With these losses that are in the near term, because of the future discounting factor, the only way an investor can justify a positive valuation of the company today is if he expects the profits that are far off in the future to be substantially larger than the losses incurred today. This expectation of future astronomical profits is what drives the growth-at-all-costs expectation that VCs have for their companies.

The VC thesis typically is that a company can always become profitable by cutting costs but it shouldn’t cut costs too soon before reaching its full potential. Sometimes it works when young companies achieve a market leader position after loss-driven growth and start generating profits to compensate investors for early profits. This is what happened with Facebook which was loss-making in the early years, but today is extremely profitable.

However, the majority of times, the thesis doesn’t materialize and hence the high failure rate of even VC-funded startups. If there’s no clear pathway to profit, no matter how high the revenue, a company is of zero value. This is why smart entrepreneurs have their eyes on both aspects: loss-fueled growth of the company and its transition into a profit-making machine. Just revenue is worth nothing if all of it goes into expenses and shareholders and investors get nothing in return.

The second implication of discounted cashflow is that owners of many profitable businesses don’t realize the value of their businesses. They feel pressured by the billion-dollar valuations given by VCs to other businesses. It’s important to realize that the billion-dollar valuation of a loss-making company is entirely dependent on future prospects and with a high failure rate, could get down to zero. On the other hand, a profit-making business has much more substance to justify a non-zero valuation. Unfortunately, entrepreneurs that have profitable businesses sometimes end up raising capital when they don’t need it. If an entrepreneur can calculate the value of her profitable business, she may realize that raising capital could actually be value destructive.

Remember: the end game of all businesses is a stream of profits for shareholders. Growth for growths’ sake doesn’t mean anything. Only growth in future streams of profit matters and until that becomes a reality, it’s just an expectation in someone’s head.

This essay is part of my book on mental models for startup founders.
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    Business quality is determined by one metric: return on invested capital

    
    
  
  https://invertedpassion.com/business-quality-is-determined-by-one-metric-return-on-invested-capital/

	
The financial purpose of a business is to generate over its lifetime a higher return for its shareholders than what they would have gotten by investing in risk-free options (such as government bonds).

[image: image-placeholder]ROIC: one metric to rule them all

Imagine there is an entrepreneur with a business proposal and she requires $100 as the initial investment. She reaches out to you and pitches her idea to seek your investment. To make a decision, you’ll probably analyze and estimate how much return you’d get in return for the money you give to her. If you usually get 6% interest annually in a savings bank account (which happens in India), you would expect a higher return than that from the entrepreneur (especially since there’s a risk of losing your entire $100 while your money in the bank is virtually risk-free). 

The entrepreneur succeeds if she’s able to deliver you a much higher return than you would have gotten from relatively “risk-free” investments such as government bonds.

Because ROIC is how investors track the performance of their investment, it automatically becomes the most important metric through which entrepreneurs and companies are judged. Higher ROIC directly translates into more attractiveness of a business and hence garners higher multiples for valuation.

Warren Buffet is one of the most successful investors of all time and this is what he said in his 1992 Berkshire Hathaway Shareholder Letter:

The best business to own is one that over an extended period can employ large amounts of incremental capital at very high rates of return.


ROIC is not just important for investors but is also a fantastic decision criterion for entrepreneurs when they’re deciding which area or project to invest in. It’s a no-brainer to invest in projects where lifetime returns from the investment are expected to be much higher than what you’d get in “risk-free” investments (also called cost of capital).

ROIC also explains why companies that give out dividends to their shareholders are generally valued less than companies that retain the earnings or don’t generate earnings at all. In the former case, shareholders deduce that the company has run out of investment opportunities that could provide a return higher than risk-free return. And if a business can’t compound money at a faster rate than a bank, investors would rather put their money elsewhere.

An important caveat in calculating ROIC is lifetime returns (discounted by an appropriate discount factor) and not just immediate returns. That is what drives many tech companies to invest aggressively in user acquisition because they know that the lifetime revenue from acquired users over the years will justify high upfront acquisition costs.

Remember: a business is valued highly if it’s expected to regularly generate returns much higher than the “risk-free” returns that investors get in a savings bank account.

This essay is part of my book on mental models for startup founders.
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    Investors will prioritize financial returns over your ambitions
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Investors like talking about what makes a good business. You’ll find angels and VCs on Twitter constantly talking about what makes a good team, how to get product-market fit, and many other such aspects of startups.
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Given the amount of preaching that the investor community does, it is understandable then that many first-time entrepreneurs end up believing that the VC community invests in companies in order to make them better.

There’s some truth to it as investors are incentivized to see their companies improve. But investors invest in a company to get a good financial return in the company. This is a trivial observation but it can be easily overshadowed by the apparent we-exist-to-help-entrepreneurs gyan that is ever pervasive in the VC land. Perhaps the world would be a better place if most VCs openly talk about their own incentives rather than talking about what businesses should be doing.

In case you’re not aware, VCs typically do not invest their own money. They raise money from other places, typically pension funds, family offices, or university endowment funds. These institutions are called limited partners (LPs) in the investment world. 

As a diversification strategy, such LPs typically invest a minority of their entire corpus into venture capital or private equity funds. And because investment into private companies comes with a higher risk of the loss of investment, the expectation of LPs from VCs is to compensate that risk by delivering a higher return than what they would have gotten from public equity markets. So if a benchmark index (Dow Jones, Sensex, etc.) has delivered a 12% per year return, the expectation from VCs is to deliver say 18% per year return. 

And that 18% return expectation is on the entire fund. Since most startup investments fail to give any return, the expectation from any particular investment is sky-high. Typically, investors are pushing the entrepreneurs to grow the value of their investment by at least 10x  And that too within 5-7 years of investment, since that’s what VCs have promised their LPs.

This expectation of making a high financial return to their LPs drives the relationship between investors and entrepreneurs. This is what pushes investors to do all the good and bad things they are known to do. Before raising an investment, an entrepreneur must understand the motivation of an investor and their customers (LPs). A company can only be successful if the entrepreneur is aligned with the motivation of her investors. There must not be any delusion about investors “helping” the company at the expense of doing their duty towards LPs. It doesn’t happen and it’s not fair to expect that to happen. 

Investors have a job to do. When you raise money from them, your job becomes helping them do their job better by generating financial returns for the investment they’ve put in. It’s not always the case but it’s possible that such returns could come at the expense of your original motivation of leaving a legacy or creating a good product or working with a bright team. But remember that when you raised an investment, that’s what you signed up for. This is why selecting investors for the company who are aligned to the exact future an entrepreneur is envisioning is perhaps a life-or-death decision for a young company.

Remember: understand the incentive structure of VCs before you raise investment from them. Do a reference check on them to see how they behave when things become difficult for the company.

This essay is part of my book on mental models for startup founders.
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    Great entrepreneurs think like investors

    
    
  
  https://invertedpassion.com/great-entrepreneurs-think-like-investors/

	
There are many stakeholders of a business. There are employees, customers, suppliers, management, directors, shareholders, investors, investors’ investors, the government, and society. Things are fine when everyone’s interests are perfectly aligned.

[image: image-placeholder]You’d not be able to guess because there is no difference

But the more the number of stakeholders, the harder it is to keep everyone happy. When the interests of stakeholders diverge, an entrepreneur must choose whose interest must be prioritized. The choice, in practice, is hard, because some stakeholders are going to be unhappy when decisions don’t go their way. (Say, when an entrepreneur lays off employees).

In theory, though, decision-making is simple. Shareholders and investors will only remain invested in the business if they see returns on their capital higher than what they could get elsewhere (say with government bonds or public equity markets). And a business wouldn’t exist if shareholders lose faith in a business and start selling their stake at whatever price they can get. So, because a business wouldn’t exist without people who fund it,  its main goal boils down to achieving what shareholders want – which, in most cases but not always, is wealth maximization.  

Yes, maximizing shareholder value can come at a cost of destroying many other things that are good in the world but that’s how markets work. To change that, we need to change what our democratically elected governments allow for-profit corporations to do or not do.

Unless potential shareholders see a possibility of high return, they wouldn’t invest in a business. Without an investment, a business wouldn’t get off the ground. Hence, an entrepreneur has no choice but to start thinking like a shareholder who is unemotional about a business but is solely focused on the logic of generating high financial returns. 

The focus on maximizing shareholder value may sometimes cause an entrepreneur to do things that he may not be naturally inclined to do. Even if an entrepreneur is kind-hearted and has good intentions in mind, the expectation of profit maximization from shareholders will ultimately be the biggest influencer on his decisions.

That is why starting a business to do good or change the world is such a bad idea if you’re honest about why businesses exist under our current capitalist system. If “maximizing shareholder value” sounds unsavory or too shallow, an entrepreneur is better off not starting a for-profit company.

Remember: good entrepreneurs do not hesitate in taking (emotionally) hard decisions because they are perfectly aligned with what investors and shareholders want, which is often wealth maximization.

This essay is part of my book on mental models for startup founders.
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    Profit overpowers ethics, if left unchecked

    
    
  
  https://invertedpassion.com/profit-overpowers-ethics-if-left-unchecked/

	
We have seen our beloved companies transform into greedy and heartless entities over a period of time. Why does it happen?

[image: image-placeholder]Just like individuals, companies are idealist when they’re younger and pragmatic when older

It’s usually not because founders have had a change of heart and they start loving money more than anything else. What typically happens is that incentives in an organization gradually start exclusively prioritizing profits.

This process typically begins when a company raises investment from professional financers like banks or VCs. The number one job of investment professionals is to get a return on their investment. It’s not that investment professionals don’t care about anything else, but if their job exists to make more money from money, that’s what they’ll do. With professional investors onboard, whatever a company does then is seen from the lens of the return that investors can get. 

What this essentially means is that with more shareholders in the company, it matters less and less what any individual shareholder (including the founder) thinks a company believes in.  The collective aspirations of the shareholders start dominating the business decisions. 

So, it shouldn’t be a surprise that over a period of time, after a series of venture financing, when the shareholding is dominated by investors who want to maximize return, companies end up doing precisely that.

As the company starts getting dominated by return-maximizing shareholders, there’s a diminishing influence of the original mission, vision, or the ethical backbone of the company. This is why a founder has to be crystal clear upfront about why she’s building a company. If it’s just for the money and wealth, then there’s less to worry about because the profit-maximization value system of the company stays as is even as professional investors become shareholders. 

However, if the founder is truly inspired to work towards a particular mission, then such mission has to be guarded through appropriate structure / voting rights in the company and be made clear to any incoming investor. Not all investors are alike and neither are all companies alike. So what’s needed is upfront clarity on why you’ve started a company, which should then drive the voting structure in the organization to ensure those reasons don’t get diluted over a period of time.

Losing control of the company is OK if what you want is money above all (and there’s nothing wrong with wanting that). However, it’s delusional to believe that you can achieve both: doing the right thing and maximizing profits for shareholders. That works as long there’s not a conflict between these two drives. But conflicts inevitably happen and at that point, unless you – the founder – are in control, the company will always end up choosing profits. Be ready for that if you’ve signed up for that.

Remember: know that if the majority of voting rights in the company are held by professional money-makers, that’s what they will vote to do in all circumstances.

This essay is part of my book on mental models for startup founders.
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    What kills startups is the lack of feedback
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A startup is like a hypothesis inside an entrepreneur’s head and the entire point of the startup journey is to know whether it’s true or false (besides being able to make money).

[image: image-placeholder]Feedback – both positive or negative – forces you to iterate towards a better product

Entrepreneurs thrive on feedback from users. Every bit of feedback – even if it is negative – gives them an orientation. In fact, negative feedback is a clear indicator that the entrepreneur has identified the right problem, but perhaps the specific solution that she came up with is lacking.

As an entrepreneur, you should embrace negative feedback because it shows that customers are at least paying attention. What you should fear is silence. If no feedback is coming your way, prospects are not replying to emails, or users are dropping off from the product without telling you why then there’s simply no way for you to iterate.

It isn’t just that radio silence makes it difficult to iterate. There’s a psychological impact of working in the dark too. It’s extremely demotivating to keep putting effort without getting any feedback. At least with negative feedback, there’s a feeling of the right struggle. But if there’s no reaction from the market, an entrepreneur may just give up in frustration.

Radio silence from the market often happens when the entrepreneur is asking too much from the customer before delivering value. Or that the entrepreneur is solving a problem that doesn’t exist or is unimportant. If nobody cares about what you’re doing, consider whether the issue is in the identified problem or your approach in the market.

Since success depends on knowing the direction that leads to success, it is important to maximize the rate of feedback in the early days. Many entrepreneurs tend to keep their idea secret and spend a ton of time building the perfect product which gets no reaction from the market when it is launched.

Instead of keeping secrets, an entrepreneur should share what she’s building openly and engage with potential customers from day 1 so that she gets tiny doses of feedback every day. This will enable her to identify a clear direction for progress, creating a positive feedback cycle of motivation to progress even further.

Remember: nothing succeeds like the feeling that you’re succeeding.

This essay is part of my book on mental models for startup founders.
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    Study your most successful customers to set your direction
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Setting product and business direction is actually really simple:

	Study your most successful customers in detail
	Know why are they more successful than other customers
	Take those lessons and tweak your product in a way that nudges all other customers to be a bit more like the most successful ones
	Use your knowledge of the most successful customers to refine your pitch to highlight aspects of your products that your most successful customers get value from.


[image: image-placeholder]Your most successful customers are probably also your most underutilized resource

Your most successful customers are the ones who have by themselves discovered the use cases of your products that give them an enormous benefit. When your customers are working so hard to derive value from your product, your job becomes easy. All you need to do then is to interview successful customers and figure out how to make their valued use cases explicit in your product to other less successful customers.

It is also possible that some customers discover a use case of your product that you never designed your product for. When you discover these accidental use cases, highlight them in your marketing pitch to tap into entirely new customer types.

The definition of “successful customers” differs from business to business, but a good proxy is the time spent using the product.  You need to find customers whose actions (not words) reveal that they’re getting a lot of benefits from your product. While interviewing customers, remember to not ask: “what do you like most about the product”. Rather ask them to recall how they use your product. Your customers cannot give you insights on use cases, they can only supply the raw data. But you can infer from repeated patterns of successful use cases and derive insights into why some take that benefit while the rest of the customers don’t. 

An example of what studying successful customers can lead to is Facebook’s timeline feature. Before the timeline came along, Facebook users had to visit their friends’ profiles to check what changed in their lives. Like most behaviors, this behavior was also different for different users. Some rarely checked user profiles but others checked them obsessively. 

By discovering such obsessive behavior of people checking friends’ profiles several times a day, Facebook realized that perhaps people really like to know what’s happening in other people’s lives. 

Facebook took this learning and experimented with automatically surfacing changes in people’s profiles on a timeline. It was a massive success, one that increased time spent on Facebook significantly, and today it is the central feature of all social media platforms.

Of course, the timeline experiment could have failed. The point, however, is that new product feature ideation didn’t happen in a vacuum. Facebook mined for outlier behaviors in its userbase to discover an obsessive use case which was then productized for the rest of the users.

Remember: your most successful customers will use your product in ways you never designed it for. Your job is to polish these “newly discovered” use cases and offer them to the entire market.

This essay is part of my book on mental models for startup founders.
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    Your north star metric should be a leading indicator of profits
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Kodak, Toys R Us, and Blockbuster were market-leading companies with hundreds of millions of dollars in revenue at their peak. During their heydays, nobody could have predicted that they will one day go bankrupt. Yet, they did and, along with that, became a prime example of why revenue or profit is exactly the wrong metric when it comes to predicting the future of the company.

[image: image-placeholder]Always pay attention to what’s actionable

Financial metrics are, of course, important from an accounting point of view. But they are strictly backward-looking. They tell you how the company has performed in the past but have very little actionable information for the future. As an entrepreneur, you need to pay attention to where future growth will come from, not simply review the past growth. That’s the job of the accountants.

So, if not financial metrics, what metrics should you – the entrepreneur – pay attention to?

The short answer is customer value metrics. These are the metrics that track in real-time the value your customers are deriving from your products or services. Essentially, customer value metrics are the numbers that are good proxies for value creation in the world by your product. Another way to look at these metrics is to figure out what numbers are good leading indicators for lagging financial metrics such as revenue or profit.

It’s easy to get customer value metrics wrong. Many startups track user signups or Daily Active Users, not realizing that a customer signing up for the service hasn’t yet derived any value from the product. Good indicators for customer value happen downstream of the signup process, and that’s why they’re also very hard to get right. For example, Facebook used to track how many new signups on their platform end up adding 7 or more friends within the first 10 days.

For VWO, our customer value metric is the total number of A/B tests created on our platform with at least 1000 users. We decided on this metric because if our customers aren’t creating A/B tests, they’re going to churn. Moreover, we excluded A/B tests below 1000 users because those are likely made for debugging or learning purposes.

We validated our customer value metric by segmenting our churn rate by it and, sure enough, customers with higher customer value metrics had lower churn and higher lifetime revenue.

Find your own customer value metrics and then track them obsessively. If you are able to discover metrics that are predictive of your revenue or profits, then you have a magic tool to be able to influence future financial metrics in a very predictable way.

Remember: make customer value metrics your north star, and financial metrics will automatically be taken care of.

This essay is part of my book on mental models for startup founders.
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    Your team’s culture is defined by your behavior, not your words
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Imagine you’re the founder of a startup project (it could be a company, a non-profit, a religion, or even a country). You have a weird habit: you like to come to the office by noon and stay late (say until 8 pm). You hire your first employee, and on the first day he arrives at the office at 9 am (just like he did in his previous job). 

The empty office seems odd to him, and it becomes odder still when he sees you stroll by in the office during his lunchtime. In the evening, since it’s the first day of his job, he waits for you to leave but the entire time, you are happily busy on your laptop. You leave the office by 9 pm and a couple of minutes after you, the new hire leaves. Thinking of his first day as a fluke, the new employee comes in early again tomorrow but the same thing repeats.

[image: image-placeholder]

As you can guess, new employees usually don’t confront their bosses in the early days, so they end up adapting themselves to their bosses’ weird habits. When another new employee joins, she now sees two people working from noon-8 pm. So the pressure is even more to conform. As the team grows, for new hires, the situation gradually starts looking like a cult to the outsiders (a group of people who work from noon to 8 pm).

As more people join and the more time passes, the harder it is for anyone (including the old members) to change these joint habits. Continuing with the previous example, imagine that the company has now grown to 100 people and the CEO has had a change of heart. He declares that the noon timing is no longer OK and that everyone has to come to the office by sharp 9 in the morning. How do you think this proposal will be perceived by the company?

The criticism will likely be one among these: “our culture is changing”, “It’s not like the old days anymore” and “Here are 99 reasons why noon-8 pm is the best timing”. People don’t like to change their habits when they’re the norm around them. 

If the CEO himself faces resistance to changing these culturally ingrained joint habits, imagine how difficult will it be for anyone else (including new joiners) to try doing the same?

Organizations are habit amplifying machines. What is amplified in an org are not just weird habits, but all habits (good or bad) of the initial founding team. Do founders like to read? They’ll attract, retain and encourage people to read. Soon enough – reading books becomes part of their culture. 

In America’s case, since their founding fathers gave great emphasis on freedom of gun-owning, changing that now is political suicide for US politicians. Similarly, China’s totalitarianism that started with Mao Zedong’s reflects today in the government’s tracking and rating of its citizens. Apple’s maniacal focus on design continues even after the death of Steve Jobs.

When people ask why can’t China now adopt democracy given that they have everything else going for them, they’re missing the point that an organization resists change in its collective culture. And culture is nothing but common behaviors and habits exhibited by members of the org. 

Cultures do change but the process is notoriously difficult. Often, the changes have to be gradual or a revolution needs to happen that brings a sudden but destructive change. In the default case, culture, once established, resists change.

Remember: new employees observe previous employees to guess what’s okay to do and what’s not okay. And you – the founder – are the first employee.

This essay is part of my book on mental models for startup founders.
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    Don’t hire for roles, hire for a change
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It’s easy to hire people. You think of what’s the next bottleneck in your organization’s growth and hire a role to fill that bottleneck. Typically, this involves coming up with a job description (which is often copy-pasted from elsewhere), announcing the job opening, and then interviewing the candidates. 

Sounds easy, isn’t it?

[image: image-placeholder]

Hiring people is the easy bit – there are enough candidates waiting to be hired. But the challenge lies in hiring someone who emerges as a star performer, contributing significantly to your company’s growth.

Why is hiring star performers difficult? It’s often because founders don’t spend enough time trying to get clarity within their heads on what star performance means for their organizations. They usually hire for generic roles like “Sales Manager” or “Software Engineer”, and only a small percentage of such generic hires end up being good at precisely the thing that the organization needs at the moment.

What a specific “sales manager” or a “data scientist” does varies significantly from person to person. Labels can capture only so much. 

So, before hiring, a founder must know what precise change a new hire is expected to bring to the organization in the next 12-18 months. No business needs “software engineers”, what they need is “developing and releasing a bug-free feature to customers to increase revenue”. 

This clarity on what specific tasks a new hire is expected to do in order to be called a star performer helps in multiple ways. It gives clarity in interviews about whether an otherwise motivated person is skilled enough to bring about that change. It also helps communicate clear expectations to the candidate so there are fewer surprises later on. 

Importantly, this clarity helps in the smooth onboarding of the new hire. On day 1, the candidate knows what task is she brought into the company for, and hence rather than going through generic training and onboarding, the candidate applies herself to getting up to speed on the specific things which she is hired for, which ultimately benefit the company.

So, before you hire, rather than having a vague idea of your expectations from the role, assume you’ve hired the perfect candidate and visualize what specific changes has she brought into your organization’s growth. Then go ahead and hire the person who can bring about those changes. Whether you call that person a “software engineer” or a “ninja” is beside the question. The important thing is to know clearly what are you hiring the person for.

Remember: before you hire, know what specific change you want in your organization.

This essay is part of my book on mental models for startup founders.
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    People don’t leave companies, they leave their bosses
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It’s a common way of saying that so and so has left a particular company to join another company. Actually, a company is an abstraction for the group of people who comprise it. So, often, what people exit from is not the company but their interactions with their team in the company.

[image: image-placeholder]

Most people would stick around as long as they’re treated with respect, paid fairly, instructed clearly and given work that usually falls within their abilities but sometimes challenges it, giving them opportunities to grow. Good bosses ensure that they create such conditions for people.

Bad bosses often assume that just because someone is paid a salary, they get to have a license to command their team. Money is just one of the components that makes people stick around. Even if the pay is excellent, people leave if they’re disrespected or treated unfairly or given constantly changing expectations or asked to do the work that regularly falls above or below their skill level. 

A company’s job is to hire good managers and enable them to deliver work through their teams. People leave when the company (i.e. the founder in the early days) fails at this task. This is why hiring good managers and leaders is an incredibly important step. If good managers are hired, the capacity of the company to get things done is increased.

Remember: bosses are the conduit through which the company interacts with people. 

This essay is part of my book on mental models for startup founders.
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    The number one job of a founder is to communicate clarity
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In the very early stages when there are few people in the organization, only a few projects are running at any point in time. The founder typically knows how such projects connect with and reinforce each other to produce an output that’s more than the sum of its parts. 

[image: image-placeholder]Organizations amplify the directions coming from the top

As an extreme example of this, consider the organization when it is just one person: the founder. This person has the luxury of high bandwidth communication between different concepts sitting in his/her brain. The product manager, the marketer, the developer, the designer – all are sitting in the same brain of the founder, and hence alignment of their actions is a natural outcome. Whenever there’s an impulse in one part of the brain (like launching a new feature), another part of the brain immediately pitches in to prevent it from getting misaligned (like wondering – how will this feature sell?).

As an organization grows, founders typically get frustrated and overwhelmed by their inability to manage and control various projects that different people are undertaking. Individually, these projects are often well conceptualized and executed. However, taken together, many of these projects fail to reinforce each other. What the product team launches, the sales team is unable to sell. When the marketing team needs budgets for a new campaign, the finance team is busy with their audit. 

If all the projects undertaken in the organization are not in sync with each other, the organization doesn’t move ahead. What’s needed for an organization is a brain that detects inconsistencies in projects and acts immediately to align different proposals so that the outputs from most projects reinforce each other. 

Such an organization’s brain is the founder/CEO of the company. Just like when a foggy brain causes an individual to slow down, foggy and inconsistent directions coming from the founder/CEO cause the organization to slow down.

This is why the number one job of the founder/CEO is to consistently and repeatedly communicate clarity to everyone in the organization. For doing that, it’s important to have clarity in the first place. A founder/CEO cannot give clarity to teams if she herself doesn’t have it. 

Such clarity has to be as precise as possible. Imagine a new marketing person joins the team and you, the founder/CEO, tell him that he needs to increase signups on the website. There are so many different ways of increasing signups. What if the marketer increases signups that are of no use to the sales team? What if the marketer demands a budget for this that you can’t afford? 

So, to get the job done in the right manner, first you, the founder/CEO, need to know all these constraints. Typically, hiring a new person in the team should only happen when the expectation from the role is crystal clear.

If you have the clarity, then it’s your job to sit down and communicate all such context and then monitor to ensure people have understood the context as you intended it to be. It’s not micromanagement. It’s micro-communication to ensure you’re not assuming something and the other person assuming something else. 

Yes, this requires a lot of effort on the part of the founder/CEO and may make her wonder how she’s going to get anything else done in the organization but the alternative is the opportunity cost of doing wrong projects in the organization and spending more effort later in correcting all the damage.

Remember: the most important job that founders/CEOs have is to keep aligning their teams all the time. For the rest of the jobs, they should hire people who can do the job better than them.

This essay is part of my book on mental models for startup founders.
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    Aim to be a cult by hiring people who obsess about the same things
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Cults obsess about arcane stuff that nobody else cares about. Most of the time, they keep it to themselves and the rest of the world ignores them. But if they discover something valuable, the rest of the world benefits.

[image: image-placeholder]

Most mainstream phenomena start as a cult. Veganism was once a cult, and so was the idea of the US as a country. Science began as a cult when the Royal Society of London adopted Nullius in verba as its motto. By asking its members to “take nobody’s word of it”, the Royal Society became attractive to certain people and extremely unattractive to other people. This cohesion of views is what laid the foundation of modern science’s growth from a startup to a major force in the world.

Startups should aim to be like cults because effective communication is impossible between people with different values. If you are someone who believes in “taking nobody’s word for it” and someone else has unquestionable faith in God, no matter how hard you both try, your communication is going to break at some point. 

In the real world, democracy is great, and it is possible after a lot of effort and tons of debates for people to settle on a compromise. But companies are not countries. The objective of a business is to compete in the market of desires and to do that, they need to execute fast.

If your early team isn’t convinced that the world will be a worse place without your products or services, they simply won’t put the passion and energy required to make it happen. As an entrepreneur, you need to hire people who share the very same crazy view about reality as you. Of course, all of you could be wrong together (and that’s why most startups fail). But you’ll at least spend your energy on customers and market finding whether your problem-solution pair is valuable or not, and not in internal “alignment”.

How do you build a cult-like team?

People tend to hire people like them. But, if you hire someone with different values, and they’ll hire people like themselves. Pretty soon, your company will be a heterogeneous group that consumes all your energy in getting to an alignment.

This is why you should pay attention to the values of the person you’re hiring. For example, it’ll be disastrous for a startup to hire a genius who’s rude when everyone else in the team values respectful interactions (or vice versa). In this scenario, as a founder, you’ll find your energy consumed by telling the genius to tone down while telling others to be OK with a bit of “directness”. This is a big waste of time and energy. You’ll eventually start hating getting your team to “align”.

So, during interviews, focus on asking questions that reveal a person’s worldview and see that it aligns with your worldview.

The beauty of hiring for similar values early on is that after a while, it becomes self-sustaining. If the early team is homogenous, they will keep on hiring people who’re like them. So, as your company scales, you have to worry less about this. In fact, because of homogeneity, as the company grows, not having enough dissenting views becomes a problem. Cults become detrimental later in the company’s growth later on, but early on, they’re absolutely required.

What about diversity?

I’m not advocating hiring clones. Diversity is useful, but only as long as it’s the diversity of the right kind. An entrepreneur will gain tremendously from the diversity of experiences in his/her team. All experiences are useful data points. In a homogenous group with similar values, varying experiences enrich everyone. What someone else knows that you don’t is valuable. 

The perfect combination of a group composition is of different experiences but similar values.

However, this combination is hard to find because people’s experiences shape their values. So if you’re able to find someone with different experiences than you but has a very similar worldview, hire them immediately. But beware of championing diversity without understanding what kind of diversity you are creating.

Remember: when speed is everything for a startup, cult-like teams are faster than democratic teams

This essay is part of my book on mental models for startup founders.
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    Your company’s org chart is more important than you think
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Right from the start, an entrepreneur should constantly be thinking about what arrangement of people is most suitable for delivering the goals of the company and what arrangement may be required about a year after. No one else would do this thinking. No employee will come and say fire me and hire a specialist instead. Only an entrepreneur would need to take this call proactively.

[image: image-placeholder]Same people in different arrangements lead to different levels of satisfaction and success.

Organization design is simply what roles should be there in the company and how those roles should be related to each other. Many entrepreneurs and CEOs follow industry norms in hiring, and so their organization chart takes a standard shape that’s indistinguishable from their competitors. 

That’s inefficient because each company has an essentially unique strategy and hence deserves a unique organization design that implements that strategy effectively.

In some cases, org design happens by accident because there’s no well-thought growth strategy. A prerequisite for doing org design is clarity on strategy because if there’s no clarity, then whatever org chart you have will automatically start determining what your strategy. 

To be a good organization designer, you have to be a good psychologist. You have to first learn what conditions bring out stellar performances in individuals, and then design a structure where people can find themselves in such conditions.

Common mistakes that entrepreneurs end up making while designing their org:

	Underinvesting in specialist roles. It’s true that you don’t realize how much better a job can be done until you’ve seen someone do it 10x better. This means that for every role in your company, there are people who can do parts or the entirety of it 10x better than existing people. You don’t need a good marketer, what you need is someone who’s killer at search engine advertising when it comes to your industry. You don’t need a frontend engineer, what you need is a frontend performance engineer who can speed up your app 10x and hence considerably impact user satisfaction. If there’s a job worth doing well (from the perspective of your strategy), hire a specialist.
	Having quality functions report into quantity functions. Functions such as QA and development should always be parallel in org chart and not report to one another. If you report quality oriented functions into quantity oriented ones, quality will suffer. If you report quantity into quality, speed will suffer.
	Having long-term initiatives report into people accountable for short term. This is the reason big organizations often cannot innovate when it comes to completely new initiatives. For people who’re tasked with short-term targets, long-term initiatives are a distraction because at the start they’re simply too small or too risky to get meaningful attention or resources. Since such people’s performance is measured on short-term targets, the big and the scaled up is where their interest goes. This lack of early nurturing causes long-term initiatives to fail early, creating a vicious cycle of stagnation. To solve this, long-term initiatives (such as strategy, R&D lab or brand building) need to be put into a separate place in the org chart (perhaps under a leader who reports directly to the entrepreneur/CEO).
	Not eliminating outdated roles and functions fast enough. The org chart should change as the strategy of the organization changes, which happens automatically as the company grows. Org chart implements the strategy, so not changing it frequently means your company will keep attempting to grow via the old ways. So one of the jobs of the entrepreneur/CEO and the board is to frequently assess if the org chart is aligned to strategy.
	Promoting high performers to be managers and leaders. This is super-hard to avoid in reality, but when individual contributors who’re star performers get promoted, the organization gets damaged twice: one, the person who does the specialist job well isn’t there to perform it, second, now you have a manager who is probably a mediocre one (when you could have gotten an experienced manager). If you promote your best performers to managers, ultimately your org will be full of mediocre managers. Too often, org charts revolve around the availability of people (and the fear of losing high performers). The right way, however, is to be clear of what roles exist in the org chart and what types of people will perform those roles best. Don’t fit roles into people, fit people into roles.


You will lose your best performers as your company grows because their roles will become redundant as your strategy evolves. Typically, your company’s entire leadership team has to be changed 3-4 times before it becomes big (say, >$100mn).

Remember: organization design should be a deliberate exercise, as it is what’ll determine if your strategy gets executed well or not. Most roles in history didn’t exist until someone thought of it. So if you have to invent a role, you should.

This essay is part of my book on mental models for startup founders.
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Most entrepreneurs believe that they’re good leaders because their team does what they ask them to do.

[image: image-placeholder]

But that’s not leadership – that’s simply people working because you’re paying them money to work. There’s a big difference between compliance and commitment. Entrepreneurs often get compliance with their decisions, but they end up thinking they’re getting commitment.

Leadership is difficult because human nature is complex. Humans are capable of simultaneously admiring and despising people who have a higher status, more money or better prospects than them. This makes the job of a leader tricky because she has to focus on the quality of work and get the job done, despite who did it (an admirer or a hater). The leader has to somehow navigate people’s widely different emotions, desires, and personalities and make them work together to deliver an organization’s goals. 

Now, that’s tough.

What makes an effective leader is hard to summarize, but let’s give it a try. Here are the 10 hard steps to become a good leader:

1. Everyone wants to progress, but only leaders are willing to sacrifice for it

We all know what’s good for us: exercising regularly, eating healthy food, not smoking, and meditating. Yet, how many of us have the willpower to follow through?

Wanting and really wanting are two different things. Really wanting requires sacrificing short-term happiness for long-term success. You know this already, but you also know that the common wisdom is hard to follow through. We all fall into temptations decided by our today’s mood.

Leadership requires not falling into today’s temptation and putting in long hours when you least feel like doing it. To be a leader is to sacrifice today for tomorrow.

2. Leaders look up, while non-leaders look sideways

When we’re young in our careers, it’s natural to bond with co-workers and peers of similar age. And just like college, it’s easy to huddle up with work friends and get into a comfort zone.

We are a sum of people we spend time with. If your standards of work quality and effort are set by your peer group, you’ll progress slowly. To be a leader is to always set your standards to what people much better than yourself have (and not the standards that people like you in your peer group have).

3. Leaders select themselves in roles of leadership

It’s a myth that people are promoted to leadership positions. Leaders don’t wait for an official leadership position or title. They simply start behaving like leaders wherever they are, and then the organization simply gives them a leadership title to recognize what they were anyway doing.

As the name implies, leadership means leading the organization and not just following instructions (of investor, if you’re an entrepreneur or manager, if you’re an employee). 

Your chosen direction could be wrong, so you may gravitate towards playing it safe and only doing what is explicitly asked. But that’s not leadership. To lead is to take the risk of being entirely wrong.

4. Leaders make themselves dependable and indispensable

Different people have different definitions of ‘work’. For most people, ‘work’ is a set of activities they need to perform to make a salary. For leaders, ‘work’ is more personal, as they put their soul into their work. Because they have high standards, they take it personally when they fail to deliver. They know it’s upon them to work harder if the deadlines are tight, or when they’re asked to do the impossible.

Irrespective what project is given to them, a leader rarely externalize failure on someone else. Leaders never make excuses. Never. They always take it upon themselves to do whatever it takes to get stuff done.

While others are working, leaders are delivering. The tenacity and stubbornness to deliver good results make them dependable. Because the organization knows they always deliver, they’re given more responsibilities, and they get pulled into the most important projects. Leaders consistently prove their ability to deliver, and that’s how they become indispensable.

5. Discipline is a superpower and leaders know that

To be disciplined is to always come on time, taking copious notes in discussions, delivering before deadlines, doing regular and consistent follow-ups, and most importantly, keeping your promises. Sounds simple, but many leaders fail at these basics spectacularly and their team realizes this and gradually that becomes the norm.

For people early in their careers, being disciplined is probably the #1 predictor of their success. (And it’s also unfortunate how few know that it is so important).

As they say, the secret to life is simply showing up.

6. Leaders are unpopular among their peers because they work hard, know more and deliver regularly

It’s counter-intuitive, but leaders quickly become unpopular in their peer group because they’re just so much better at what they do. This growing unpopularity makes many would-be leaders uncomfortable, and they start changing their behavior to gain approval from their peer group.

Leaders who break through and progress rapidly swallow the bitter pill and do what’s right for their growth. A group of non-leaders is like friends – they comfort each other. A group of leaders is like a soccer club – they know that their lack of performance cannot be justified because someone else on their team are not performing. They understand that when the next season comes, it’ll be their performance that’ll count first, and only then the performance of the team they belong.

7. Leaders are intimidating because they’re masters of their craft

When you talk to leaders, they’re capable of intimidating you because they know so much about their field. All great leaders are functional experts. You put them against a peer in the same function, and they’ll know more both in depth and in breadth.

This almost PhD-level mastery of their field requires long stretches of tinkering, reading, and thinking. And the interesting part is: nobody asks them to master their craft. It’s easy for them to be good at what they do, but they’re not satisfied at that: they want to become great at what they do.

Non-leaders have a ‘fixed’ mindset and accept their fate of learning ability or IQ. Leaders have a ‘growth’ mindset, and that makes them put in additional hours every day required to master their craft. (The extra hours require sacrifice, but that’s requirement #1 for leadership)

8. Leaders lift the entire boat, and not just themselves

Leaders are independent but not individualistic.

People who’re individualistic in nature hit a ceiling in their career because as they grow, they find their job transform from doing great work by themselves to helping others do great work. But because bright young people are driven to succeed, they start competing with the very people they’re expected to help.

To be a leader is not to be competitive. It’s to be great at what you do and proactively going around in the organization asking everyone ‘hey, how can I help you?‘. Taking the analogy of a football club, this means a star player knows that to be successful, s/he has to perform his/her best and coach / encourage / mentor fellow players to perform their best.

The selfish path to greatness is to help others become great.

9. Leaders are firm in their resolve but never disrespect

One of the hardest parts of becoming a leader is to learn how to be firm and direct, without being an asshole. It’s easy to tilt in either direction: you can be nice and accommodating, but get pulled down by the tendency to please others. Or you can be rude and tell others how pathetic they are.

Neither of these is OK. What’s required is a fine balance where you’re direct but respectful. Assholes that perform spectacularly hit a ceiling in their career. So do really sweet people who get rolled over by lack of performance by their peers or team.

10. Leadership is hard so it’s OK not to aim for leadership, but it’s not OK to whine

Leadership is glamorous as leaders get fat salaries, prestige, and juicy projects. But it’s also not meant for everyone.

To summarize, leadership requires ALL the attributes below:

	Putting in long hours at work
	Being paranoid about discipline
	Moving mountains to deliver impossible asks
	Being OK when other people dislike you
	Offering to help everyone around
	Mastering your craft inside-out
	Proactively and continuously tinkering, learning, and thinking
	Taking risks by doing more than what’s asked
	Starting uncomfortable conversations but not losing temper


You miss an attribute, and you toss away your chances at leadership. This means leadership requires deliberate effort over long stretches of time. It’s a process that never ends because there’s always a better leader out there who can do what you do better and faster.

Remember: choose leadership as a career choice ONLY if you’re willing to work for it. It’s okay to select a comfortable career, too, as long as it’s a deliberate choice. What’s not OK is wanting to progress, but not willing to sacrifice for that progress. Sorry, you can’t have your cake and eat it too.

This essay is part of my book on mental models for startup founders.
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Imagine you are tasked with making a map of the world. How would you go about it? Think about this problem for a moment before reading on.

[image: image-placeholder]Maps are convenient simplifications

Perhaps you’d start with a stable reference point – like the North Pole – and start surveying Earth’s topography around it. Or you’d rely on the satellite imagery to gather the raw data. But regardless of what’s the source of your data, pretty soon you’d run into a challenge. Earth is a 3D surface, while you’re asked to prepare a 2D map. There is no simple way to present 3D information in 2D without losing fidelity of actual information.  

And that is what actually happens with the world map we’re so regularly exposed to. Since the 3D surface is stretched onto a 2D sheet, it expands land masses near the poles.  Greenland appears much bigger than the US, but is actually just 20% of its size. 

Why are maps dangerous when taken literally? Imagine that in a quiz you blurt out that Greenland is bigger than the US because you’ve seen the world map. You’ll just embarrass yourself.

Everyone has maps of different kinds inside their head. We have maps of culture, technology, industries, and people. Our maps help us plan and predict consequences of our actions. Our opinions are based on what we see in such maps. Maps are obviously useful, but they’re often wrong because no matter how hard you try, they’d never be able to capture reality in its full glory. 

While there is no way to avoid maps – reality will overwhelm us – it is important to always keep in mind that what we’re using for decisions is a map and not the reality. Some of the biggest errors and blunders happen when we confuse the map with the territory. Good decision-making is mostly about acknowledging the usefulness of maps while also simultaneously knowing how they’re deficient. 

The most proficient users of maps are always be on the lookout to invalidate their maps by gathering more information about the territory.

Our brain makes maps that are convenient to us and not necessarily a dispassionate and accurate representation of reality. That is why in your maps, you, your ideas and beliefs have the central location, and they’re often wrong. These cognitive biases inevitably lead to a distorted map that doesn’t capture the reality as it is, but rather a version of reality that’s convenient to you.

Remember: before making any major decision, take a moment to reflect what it is that your map isn’t capturing about the territory. 

This essay is part of my book on mental models for startup founders.
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Thinking is expensive for an animal – our brain consumes almost 20% of the energy of the body (even at rest). Hence, the brain takes whatever shortcuts it can to do less deliberate thinking (that requires more energy) and more automatic thinking (that requires less energy). 

There’s another name for such automatic thinking: cognitive bias.


[image: image-placeholder]Confirmation and confidence bias: the two cognitive biases that kill most startups

The word bias is used because our preprogrammed ways of thinking bias us towards paying more attention to certain information at the expense of ignoring other information. So, cognitive biases are systematic errors in viewing of the world. They are very hard to correct because you literally see the world through a lens that’s painted with cognitive biases. 

For example, take a look at the following image:


[image: image-placeholder]

What if I tell you that both monsters are of equal sizes? Unless you’ve seen this illusion before, this information is likely a surprise to you because “obviously, one is bigger than the other”. But that isn’t so. Measure both monsters with a scale, and you’ll know.

The reason one monster appears much larger than the other is because our brain takes shortcuts. It is taking cues from the perspectival depth in the image to conclude relative size. This shortcut works really well in reality like when seeing mountains at a distance, but like in the image above, it can backfire too.

Particularly relevant to entrepreneurs are two cognitive biases: confirmation bias and confidence bias. They exist because our brain tries to explain our intuitive choices by selectively filtering out views and evidence that are contrary to our existing beliefs. 

Confirmation bias leads one to overweight information that aligns to her beliefs while underweighting disconfirmatory information. And confidence bias leads one to overestimating her abilities while ignoring the weak areas. These biases help us make important decisions since, if we’ll always remain doubtful of our beliefs, we may never be able to decide. Since we can’t survive without taking decisions, these biases evolved to reduce doubt.

Even though confidence is a necessary ingredient in entrepreneurial ventures, it’s also the major reason for failure. Because of confirmation bias, entrepreneurs select all the positive evidence towards their idea and because of confidence bias, they overweight their ability to execute on that idea (while underweighting risks or opportunity costs). Taking informed risk is great but taking blind risk is not.

This is why an entrepreneur must consciously strive to expand his perspective to include disconfirmatory evidence. This can be done by asking or thinking about specific ways in which an idea can fail, or by making a “pros-and-cons” list. Many successful entrepreneurs spend disproportionately more time focusing specifically on potential reasons for failure because they know their mind will automatically rush to potential reasons for success. The “pros” of an idea come easily and naturally, and that is why the focus should be to find the “cons”. So, as a rule, an entrepreneur must always list evidence and reasons for potential failure (including an honest assessment of one’s risks and opportunity costs). 

Cognitive biases are a double-edged sword because the confidence that you get from believing that your idea will work is needed to make it work. The decoupling of entrepreneurial energy and knowledge of reality of one’s ideas and abilities is rare. 

Remember: overconfidence gives energy, but also lets people spend years solving make-believe problems that nobody has. Be skeptical. Whenever you’re feeling too excited about something, always seek disconfirmatory evidence.

This essay is part of my book on mental models for startup founders.
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People are generally nice in person. You’d know this if you have ever gone to parties where everyone is super nice to others but as soon as the party is over, they start gossiping about the ones who’ve left. Very rarely would anyone tell a person at the party that they look like a clown (while often thinking in their head of the same).


[image: image-placeholder]Be careful who you ask for feedback

This tendency of people not to tell honestly what they have in mind misleads entrepreneurs when they seek feedback on their idea. Even if the idea is obviously flawed, in general, people won’t tell that to an entrepreneur’s face. This means, if you’re an entrepreneur, you rarely get to hear why your idea sucks.

Combine this tendency of people to avoid giving negative feedback with the tendency of listeners to seek confirmatory feedback and you have a recipe for failure. The problem worsens when feedback is sought from close ones. Friends and family will never want to offend you, so they would go to great lengths to justify why your idea is a bright one. The more a person is close to you, the more the person will rationalize. But what you want is truth, not fabricated reasons.

There are two more problems with asking for feedback from non-experts (such as family or friends). 

	First, a common person neither knows enough about entrepreneurship, nor knows enough about a specific market to be able to give you the insight that you might be seeking. 
	Second, some people with a big ego interpret you seeking feedback as a sign of their superiority and would likely tell you why the idea will never work. By pointing out (sometimes obvious) flaws, they feel great about themselves, which is what their ego desires.


So, net-net, when it comes to feedback, what matters is who you ask feedback from. In fact, seeking feedback from everyone around you can backfire because you’ll likely latch on to positive feedback while ignoring the negative feedback. 

You want to seek feedback from someone who is honest, is an expert in your target market and doesn’t have a big ego. 

Such people are rare, but that’s why you have to be selective in deciding whose feedback to act upon. 

Remember: not all feedback is worthwhile. It matters who you ask feedback from.

This essay is part of my book on mental models for startup founders.
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When it comes to our life and decisions, we’re optimistic rationalizers. Every New Year’s Eve, we take resolutions that are grounded in perfectly valid reasons – reducing weight, quitting cigarettes, reading more books and so on. If someone asks why we want to read books, we can confidently blurt out that it will expand our worldview.


[image: image-placeholder]Memory is more reliable than intellect when it comes to understanding customer behavior

Fast-forward a couple of weeks in the new year, and we’re often back to our old ways. It’s spectacular that even when we quit our yearly resolution within weeks, we always have good reasons for why we abandoned our goals. (We’d rarely acknowledge that we’re lazy or are addicted to cigarettes.)

This tendency of people to provide well-thought-out reasons to justify their behavior easily misleads entrepreneurs who go around asking “if I build this, will you buy it?”. 

If you put people under the spotlight of this question, they will say something that makes sense. Nobody wants to appear to be a fool. However, the key question is if they’ll act the same way too when you’re not around. 

Asking people to justify their purchases or to imagine whether they will make a specific purchase is a useless exercise. If someone has purchased a TV of a specific brand, and you ask them why they purchased it, you’ll likely get a battery of reasons. People want to appear rational decision makers, so they will cite price, quality, technology or other dimensions as criteria. However, the truth may be that it was an impulse purchase because of a discount during a trip to a mall. 

Actually, it’s not like people lie on purpose. Rather, our brains have evolved to supply justifications for our actions. So asking someone to rely on reasoning and intellect is a sure shot way of getting fabricated answers.

Rather than asking people to use their imagination, a much better way to interview is to probe their actual past behavior. That way, you’re more likely to get a truer picture of how they behave (smoking several cigarettes every day) rather than getting reasons for how they want to behave (quitting the habit). 

People say all sorts of things to comfort themselves and others while they go on about doing something else. As an entrepreneur, you’re interested in what they actually do, not what they say. 

If someone is truly interested in quitting cigarettes, you’ll see this in their behavior when you probe and nudge them about their attempts to quit. If it is their burning desire to quit cigarettes, and they haven’t been able to do it, they will remember many such attempts with clarity. In contrast, if quitting is just someone’s idle desire, they’ll fumble and not clearly remember when was the last time they seriously attempted quitting cigarettes.

A practical tip on orienting people to rely on their memory: 

Ask them to imagine a documentary being shot on their life, and they have to remember as many details about the sequence of events leading to a specific event (like purchase of a competitive product). 
Get as many details from them as possible – who all were involved in the purchase decision, where they were when the thought first came to their mind, who did they talk to about their decision, how did they start the search and so on. 
Ensure that you’re not guiding their answers by asking leading questions. Your job during an interview is to listen impartially. Be careful of nudging people subtly towards answers that you desire. That’s confirmation bias at play, and you’d be doing it without realizing.


It’s true that one interview doesn’t reveal much. But as you interview multiple people, you will start observing repeated patterns. (Perhaps you will realize that in your industry, people are much more driven than impulse than you imagined). Such repeated patterns are the real nuggets of insights about people’s true desires. 

Yes, there’s a risk in relying on memories too, as people can fabricate false memories without realizing that something they remembered never happened. However, the probability of a false memory is much less than the probability of a false reason.

Remember: words are cheap and people use them liberally. Actions are where the truth lies, and the only way to get access to people’s actions is to ask them to remember what they did, and not why they did.

This essay is part of my book on mental models for startup founders.
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Mind projection fallacy happens when we assume that most other people are like us. It’s an error to assume that they have similar desires and fears towards things as we do.


[image: image-placeholder]

Normally, this is not such a big issue. The worst that can happen in most cases is perhaps an exchange of incredulous looks (for example, when a cricket fan encounters a non-cricket who doesn’t know who Sachin Tendulkar is). 

But for entrepreneurs, the mind projection fallacy is dangerous because it means they can end up working on the wrong problem.

As you can imagine, entrepreneurs are very different from non-entrepreneurs. They take more risk, have an unstoppable drive, and work hard to achieve what they want.  They’re also early adopters of new products and services. 

However, most people aren’t like entrepreneurs. So, it’s a mistake when an entrepreneur takes his drives as a norm for how all consumers behave. They assume that, like them, most people are driven, like to try new products and want growth.

Mind projection fallacy happens because we have imperfect data about the world. When we fill in the gaps about someone else, we use our behavior to predict how they would behave. That’s fallacious because they might not have the same worldview or value system as you, the entrepreneur, has.

If you ever said, “I never understand why people buy torn jeans”, you’ve acknowledged the limitations of mind projection. People are very different from each other. Managers are not like executives. Teenagers in the US are not like teenagers in Canada. People who have done PhDs are not like those who have dropped out.

A practical tip on addressing mind projection fallacy: assume you’re not a model consumer. As an entrepreneur, you most likely are an outlier, not the norm. 

Start by assuming you know nothing about target customers.  Then start relying on hard, cold data to knit together your target customer’s profile. Enrich the profile as much as you can. How do they decide? What’s their budget? What are their goals? What excites them? What do they fear? Understand their desires intimately, and acknowledge that your customers are likely nothing like you.

Remember: overcoming the mind projection fallacy is difficult, but it’s the only way you’ll form a less biased view about your customers.

This essay is part of my book on mental models for startup founders.



Join 150k+ followers

Follow @paraschopra

			

		


  
    Think from first principles before you Google (or ask ChatGPT)

    
    
  
  https://invertedpassion.com/think-from-first-principles-before-you-google-or-ask-chatgpt/

	
Like most technologies, search engines are both good and bad at the same time. They’re good because they open up vast resources of information. Today, our ability to know things instantly would seem like magic to previous generations. At the same time, precisely because searching is so easy, we’ve become habitual for googling for each little problem or doubt in our head.


[image: image-placeholder]To get original insights, you need original thoughts

In programming circles, coding by Googling is popular, but this is equally true for all professions. Because search results are so damn fast and convenient, we are now slowly getting wired to automatically and subconsciously Google any unresolved query in our head. This automatic reliance on search engines is dangerous because it is replacing our capacity for original thinking with second-hand information written by others.  

It’s important to note that articles written by others that show up on Google are almost always biased. In fact, all forms of written material (including this book) is biased in some way because authors always end up overemphasizing their favored perspective. (In fact, typically, the opposite view isn’t even mentioned). So, when we google queries like “how to design a landing page” or “how to interview customers” or “how to hire a marketing head”, we get to read a particular point of view of an author. 

Even if an article lists best practices, the problem is that such generic advice entirely misses the particular context of your situation. It wouldn’t have mattered if you could rationally consider whether what you read applies to your context, but in practice, our brain doesn’t work that way. 

Well-written articles, by definition, convince us that their way is the right way to do things. If you’re reading something that’s well-written, you can’t help getting convinced of the author’s way of doing things. This inevitably leads to wrong conclusions. For example, advice on hiring in an article might be relevant in a particular culture which may be an unsaid assumption, while your culture might be drastically different. Similarly, best practices for designing a landing page might be contextual to SaaS or ecommerce, while you may be selling pharmaceuticals. 

Why rely on second hand info when you have a brain of yours? To prevent getting biased, before you Google anything, start with a pen and paper and write down your own analysis and conclusions about the problem at hand. 

(And remember to always make a pros/cons list to systematically explore the opposite of your initial solution hunch). 

Only after you feel you’ve put enough effort to think by yourself, should you Google. By doing original thinking first, even your research on Google will be better as:


	a) you’d have your particular context prepped up in the mind; 

	b) you’d be able to clearly think through whether the suggested solution will work in your context or not.



Remember: the more effort you put in thinking up front, the more nuanced approach you’ll have towards solving the problem. Always approach problems from first principles and only then Google them to incorporate other people’s views.

This essay is part of my book on mental models for startup founders.
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Startups are like heat seeking missiles, except they seek profit and live in a multidimensional world where one mistake means missing the target by a mile.


[image: image-placeholder]The startup stack of success

Startups are hard because they require several things to go right simultaneously. It’s not sufficient to get one thing right, an entrepreneur must solve this multidimensional puzzle perfectly. 

There are many smaller but important dimensions, but here are the biggest ones that need to be just right for a business to succeed:


	Is the problem you’re solving a real one, or is it just in your head?

	Even if the problem is real, are people actively looking to solve it? There are many problems that are merely inconveniences that not many people bother to solve. Is your problem one of that? 

	Even if the problem has a high enough priority and that people are looking to solve it, are they willing to pay for it? There are many problems which people want a solution for, but they’d not pay anything or much for it because they’re habituated to expect a solution for free. For example, news and information is valuable to people, but people have come to expect to get it for free on the Internet.

	Even if the problem is real and people are willing to pay for it, do you have the required capabilities to develop a solution? Some problems may have challenging solutions that are not easy to execute.

	Even if you’re able to solve a problem that people are willing to pay for it, is there a way you can profitably market your offering to them? Marketing costs money, and often potential customers may not be aggregated at one place for you to profitably market to them.

	Even if you’ve found a distribution channel, does your business have any lasting competitive advantage that will prevent a bigger competitor or another startup from snatching your customers?

	Lastly, assuming you do everything right, will you deliver positive unit economics? Your business will struggle unless you’re predictably generating cash flow.



Remember: because so many things have to go right, most successful entrepreneurs either get lucky on all these aspects or they have a unique insight or expertise about one of the above aspects that others don’t have.
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We want to be successful with our decisions. Even though failure is often glamorized, nobody wants it on purpose. Everyone wishes to be successful when they’re starting a company, launching a product, hiring a leader or even while buying a house. 

It may sound obvious, but the bedrock of good decisions is defining what good means before you execute on a decision.


[image: image-placeholder]Success criteria has to be defined before a project starts, not after it ends

Here’s why it’s important to define a clear, objective and unambiguous criteria before making any decision. First, without a commitment to an objective criterion, your brain will latch onto your how you’re feeling to decide whether the outcome of the project is good or bad. These emotions are influenced by all sorts of subconscious cognitive biases. In the end, you will end up picking data points that support your emotional inclination while ignoring the other data points. 

An example of this is when you’re hiring someone. Without clearly defining what success looks for a particular role, you may get increasingly biased by your likeness to a particular person. Because there’s no objective criteria, you may start going with your hunch that’s subconsciously biased by the way a person dresses, talks and other such criteria that we use daily to judge strangers. But a company isn’t a tribal arena, and success in a job is most likely not a function of their first impressions.

The second reason why an objective success criteria helps is that the task of defining what success means to you can shed light on the project plan and even whether you need to execute it or not. Without defining success criteria, you’re in the mode of “let’s do this and see what happens”. But what if you didn’t need to do it in the first place? Suppose you force yourself to define a success criterion for a job before hiring someone. It’s possible that your struggle with defining it tells you that it’s impossible for a person to achieve what you’re expecting her to do, or perhaps that such candidates don’t exist in the market, or perhaps that your business doesn’t need this role in the first place? 

The third reason for an objective success criteria is that without it, there’s no feedback or lessons for you to learn and improve. This is because without success criteria, there’s no failure criteria, and without that, you’d never know where exactly you went wrong. You can only course correct in future if you have clarity and without objective criteria, you’d have lots of data points but no way to prioritize them for learning.

Remember: before taking a major decision, always make sure you have a clear evaluation criteria. Otherwise, you’re risking taking suboptimal decisions and at the same time not knowing why they’re suboptimal.
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As an entrepreneur, money is obviously a massive motivation for why you’re doing what you’re doing. However, it’s essential to understand that money is not wealth. 

Wealth is stuff we want and by that logic, people can be wealthy even if they don’t have a lot of money. In fact, because wealth is anything that is directly desired and attained, even animals and insects can be wealthy.


[image: image-placeholder]Money is not wealth

The reason money is so popular because it allows us to acquire (certain types of) wealth. Money will be worthless if what you desire cannot be bought, or if there’s nothing you desire. Because most of what we desire can be had for cheap in modern society, the importance of money in our society is reinforced by people who are excessively driven by status. 

Enough food, a decent house, good health and peace of mind doesn’t require a lot of money. But a private jet certainly does. However, a private jet may not give as much satisfaction as something cheaper (like a good conversation with an old friend) may give. 

In fact, if you’re not careful, excessive money can work as negative wealth as it may drive away friends and family or as the anxiety of not losing all the money can cause continual mental turmoil.

Many entrepreneurs feel that the reason they’re doing a startup is not because they want more money, but because they want to change the world. But changing the world is another way of playing status games in our society. In that way, it’s not much different from money. As the old saying goes: money, fame and power are interchangeable. However, none of the three are wealth.

A careful introspection will lead anyone to conclude that wealth is abundant in our society and can be easily had by anyone. This insight should make an entrepreneur reevaluate her definitions of success and failure, give clarity to the goals of her business, and less stressed about the inevitable day-to-day ups and downs that happen in all businesses.

Remember: money is not wealth; wealth is what we want and have in life.
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Picking problems to solve is a function of attention. Wherever and whatever you’re paying attention to is going to reveal problems in that domain to you. Solving such revealed problems is going to absorb you and will reveal even more problems worth solving in that domain. 

So this creates kind of a feedback loop.

[image: image-placeholder]

Because every domain of life has such richness, it’s easy to get lost in this feedback loop and spend an entire life solving problem after problem in that domain. In fact, this is what (traditionally) is meant by a career. There’s nothing wrong with going deeper into a niche if one is mindful and conscious of it. However, in my experience, few people consciously choose what problems to solve because very few consciously choose what to pay attention to.

More likely is the opposite situation where one’s attention is grabbed by something either by chance or by entities that are into attention-grabbing business (media, influencers, parents, friends). The incredible thing is that such attention-grab determines what problems they’re able to spot in the world.

An illustrative example of this is startups by college students. They often revolve around college problems such as dating, internships, jobs, and so on. Take Facebook. It started because Mark Zukerberg wanted to create a student directory that will ultimately help improve his dating life. In my case as well, my first two startups revolved around college life – one was a directory of college bands in India and the other one was a student projects platform. Were they the best investment of my time? No, but those were the only problems I could recognize back then because my attention was absorbed by the world created by my college experience.

I now understand that given the finite time, energy, and bandwidth that we all share, solving important problems is a better investment of life than solving whatever problems jump to attention. Why so? It’s because all problems in sufficient detail become interesting and fun. And if the amount of fun solving a problem is more or less the same, I should prioritize solving problems that lead to a bigger and non-trivial improvement in the world (rather than solving those that lead to a smaller, trivial improvement). 

So, to judge a problem’s importance, look at the expected improvement in the world if it is solved.

But, how to judge what is an improvement in the world? On what scale should it be measured? Well, to do that you need to develop your beliefs about what is “good” or “bad” in the world. In absence of your own beliefs, you’ll adopt someone else’s beliefs that can lead to you investing time in solving problems that you deem unimportant in retrospect.

To get clarity on what you consider as an improvement in the world, I recommend sitting down and writing your moral code. The gap between what world we have today and what world you consider a good one will help reveal important problems to you. For example, I prefer a world with less suffering in the world and that immediately reveals tons of important problems such as animal farming, depression, child mortality, and so on. 

Your moral code can absolutely differ from mine and we don’t have to agree on what problems are important. The important thing is to know what problems are important mindfully instead of going about solving whatever jumps to your attention via various influences around you (social media, colleagues, industry influencers, media). 

To sum up, most problems differ in their importance but most problems are similar in how much fun you can expect solving them. So why not choose to solve important problems?

One caveat here is that it’s easy to obsess over trying to find the most important problem worth solving. While such an exercise is fruitful in giving clarity about where to spend one’s time, it shouldn’t lead to inaction. The most obviously important problems such as climate change, poverty, or cancer are also the ones where any single individual has a limited impact potential. If many smart and motivated people have tried solving a problem and have not entirely succeeded, you should, by default, assume that you’ll have a similar outcome. It’s good to be confident, but not good to be cognitively biased. Be a good Bayesian and understand that the odds are against you when it comes to solving cancer or climate change. These are complex phenomena with no straightforward solutions.

This recommends the following thumb rule: choose problems that are at an intersection of importance and tractability.

[image: image-placeholder]

The may sound obvious but it’s difficult to be at the intersection. Tractable problems are appealing because they fall in our comfort zone (but do not necessarily improve the world). Important problems are appealing because they promise a large improvement in the world (but are not necessarily solvable).

What helps to choose tractable, important problems is to consider that the importance of problems is not a precise mathematical ordering but it’s a broad label that can be applied to many, inter-related problems. For example, even if you can’t solve climate change by yourself but can save a forest from getting razed or invent a more efficient battery, you should consider that as a worthy investment of life. You didn’t sit on your ass getting demotivated by the difficulty of solving climate change, making no difference to what you consider important. Neither did you spend your time working on a minor problem in a relatively unimportant niche (from your own belief system’s point of view). 

You picked the biggest tractable problem in a domain you consider important and solved it. That’s what really matters and you should be proud of it.

Remember: you have one life; mindfully choose to work on the most important problems that you can solve.

This essay is part of my book on mental models for startup founders.
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1/ Do you know how big companies make decisions? They build scenarios and models on spreadsheets. 

They do this because often the decision maker’s job is at stake, so all substantial decisions by that person require justification which is often to be had from numbers.

2/ It’s a myth that big companies don’t take risks. Introducing new products is risky and so is expanding into new geographies. In fact, all decisions are risky in a way. (If they weren’t, no decision is required as it’s simply obvious to all).

3/ Given that big companies take risks regularly, it’s a miracle that startups exist at all. After all, big companies are better resourced, have established brands, and are better capitalized than startups.

4/ So why do startups regularly keep popping up onto the scene and some of them even end up becoming big companies? That should be impossible, yet it’s a regular occurrence.

Why?

5/ The reason for this is that while big companies take risks, they hate uncertainty. 

The difference between the two? Risk can be modeled and quantified on a spreadsheet, while uncertainty can’t.

6/ Uncertainty is when something is beyond quantification. 

It’s what you feel when thinking about whether people will be ready to rent out their beds to strangers (AirBnB) or if anyone will ever buy a book without physically flipping its pages (Amazon).

7/ Big companies cannot model the market size of people buying books online because it’s completely uncertain (until a startup actually figures this out by actually doing it).

8/ And because key assumptions cannot be modeled, big companies won’t fund internal competitive projects until the uncertainty is fully resolved.

9/ Often by that time, the startup has become too big to kill as it would have developed its own moats.

10/ In this sense, uncertainty provides a cloud of fog that big companies systematically avoid.

11/ What if the uncertainty that a startup is pursuing is resolved before it develops moats?

This often happens with inventors or discoverers who show the world that something hard is possible, and then someone better resourced ends up eating their lunch.

12/ So, uncertainty about a key dimension of the business is good for a startup. 

If everything is obvious and known about your startup, you need to ask why is no one else eating this obvious source of value? Is it possible that you’re deluding yourself?

13/ An important caveat about uncertainty is that since startups are poorly resourced, having too many uncertainties is also not a good thing.

14/ Having one uncertainty is as good a deterrent as many, so a wise choice for an entrepreneur is to keep unknowns to a minimum (ideally just one).

15/ These unknowns can range from technology viability to market acceptance to revenue models or go to market approach, but which when resolved, works in favor of the startup.

16/ The idea of uncertainty as the fuel for startup success has all sorts of unintuitive implications.

17/ First, it explains why successful startups look like toys when they start.

It’s because successful startups have to feel unconventional. If they’re too obvious early on, competition will eat them up.

18/ Second, it explains why successful startups start by appealing to niche markets.

This is because, for the mainstream market, solutions to obvious problems are already being pursued by big companies.

19/ For example, there’s very little uncertainty in knowing that a higher mileage car will sell more and that’s why big companies continue to push fuel efficiency forward.

20/ Tesla, a startup, survived because it wasn’t certain how big a market was there for low-range, expensive cars that require a charger installation at home.

21/ Third, it also explains why startups often commercialize existing technology and don’t make fundamentally new inventions or discoveries themselves.

22/ That’s because if a new technology, once invented, is known to obviously be useful (like better fuel efficiency), it’s being pursued by big companies’ R&D departments.

23/ But if it’s not certain if a new technology will be useful, then no investor is willing to fund the double whammy of market and technology uncertainty.

24/ Sidenote: this is also why deep-tech startups have a lower odds of success than conventional tech startups. It’s because if a research area is well known to be important, deep-tech startups compete directly with thousands of researchers at better-resourced academic and industrial R&D labs.

25/ To sum up, the following aspects seem to make up the recipe for a successful startup:

	Large uncertainy about a key business dimension
	Uses existing technology
	Pursues a niche market
	Unconventional, “strange” offering
	Inferior current alternatives
	Builds strong moats while uncertainity is still unresolved


26/ If there are multiple uncertainties, how should an entrepreneur resolve them?

Prioritize the most significant ones early on, when the (opportunity and funding) cost to failure is the lowest.

27/ There’s a lot more to say about this and I leave you with Jerry Neumann’s blog, which revolves around the idea of startups and uncertainty.

28/ In fact, you can say that my essay is really a compilation of notes from Jerry’s blog. 

I highly recommend you read it.

This essay is part of my book on mental models for startup founders.
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1/ Startups get funded when they’re expected to be valuable, and they’re valuable when they can generate a continuous stream of profits for its investors.

2/ With this view, the value of a startup comes mostly from its expected moat, i.e. how well can it defend its business from competitors once they take notice of the market.

3/ Startups that solve technically hard problems are often in an economically disadvantaged position because solving technical problems is hard, but once a solution is found, it’s not as hard to understand or replicate it.

4/ And if the solution is the major value-driver of a startup but is easy to replicate, the value of the startup is diminished irrespective of how important a problem it is solving or how hard it was to solve that problem.

5/ The usual tool for business defense for such startups is a patent. But patents (outside of pharma) aren’t worth much. Patents are easy to work around and even if they’re not, a startup cannot afford the multi-year, million-dollar patent litigation fighting others.

No wonder, probably >95% of patents are worthless.

6/ One major exception to all that I’ve said so far is pharma/health/medical. There, solving technically hard problems is a profitable strategy, and hence a booming VC and acquisition culture has evolved around medical startups.

Why?

7/ Solving hard problems in the medical domain is worth the effort because of three reasons:

a) Due to patents, competitors can’t copy a molecule exactly so they have to modify it a bit

b) Once the leading molecule is demonstrated to work via Phase-1, 2 and 3 clinical trials, it has a lead time of 5-10 years over competitors who will have to do their own trials because their substitute molecules differ from the original one and hence regulatory agencies require fresh clinical trials

c) Because the medical market is price-inelastic, margins are high and the original innovating startup is able to accumulate enough cashflow in the initial years to fight patent battles 

8/ So, the value of medical startups comes from the long regulatory period (and not necessarily from patents). 

Plus, it helps that people pay a lot for healthcare (as compared to other things they desire).

9/ Thus, medical/healthcare startups can be seen as high-risk, high-return startups.

In contrast, most deep tech startups are high-risk, low-return startups.

10/ Low-return because, as we’ve seen, once a solution to a hard problem has been demonstrated, it’s often easy to replicate (unless there’s a regulatory agency with stringent criteria which implicitly gives an edge to the first one to solve the problem).

11/ A beautiful case study of high-risk, low-return startups is the cleantech boom of 2000-2010. 

MIT has a report where they analyzed funded startups in this industry and found out that 90% of them failed to return even their originally invested capital.

12/ According to the report, cleantech startups had high risk in multiple areas:

	Tinkering science takes time, so they were illiquid assets until then
	Expensive to scale as building factories is capital intensive
	Razor-thin margins as they were competing against established commodity markets (oil and gas)
	Potential acquirers not ready to pay a premium as they figured they can develop technologies in house


13/ High-risk per see is not a problem (as demonstrated by returns in healthcare) 

But high-risk along with no or weak moat translates into low returns, which made cleantech a bad investment (in retrospect).

14/ I worry that many upcoming “deep-tech” companies (in synthetic bio, climate, food, etc.) will face a similar fate to cleantech. 

They need to answer what moat they’re building and be honest with how strong it really is (patents are not moats).

15/ Technical and scientific breakthroughs are essential to push our society forward but they often don’t turn out to be great investments.

Hence, science/tech breakthroughs should be funded by the public (via govt agencies) and startups should comfort themselves in the roles of commercializing already available technologies (rather than inventing new ones).

16/ To sum up, even though it’s often the case that taking market-risk pays more than taking technical-risk, I don’t think it’s a useful classification.

18/ Rather, think about the strength of a startup’s moat once the scale of its innovations is widely known by many.

19/ If once the profit source is known, it isn’t easily competed away, you have a valuable startup. If not, you have something cool (and potentially useful to society). But it likely won’t become a successful business.

This essay is part of my book on mental models for startup founders.
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I’ve written earlier that startups shouldn’t solve technically challenging problems. I still maintain the same view but wanted to add an important caveat to that claim.

The caveat is that startups shouldn’t exclusively rely on a specific technical innovation as their main advantage. I’m talking about narrow technical innovations such as making a better internal combustion engine, cheaper glue, and so on. Startups generally protect such specific innovations via patents but they’re not sufficient protection and hence quite weak as moats.

To see that, it’s important to understand what patents are for, how they’re granted, and how they’re enforced.

What are patents?

Patents are exclusive rights to an invention given to the inventor. A patent must be: a) new (without any prior art); b) non-obvious; c) sufficiently detailed so that a skilled person can replicate the invention. Once granted, a patent (in most countries) prevents anyone else to sell for 20 years whatever is described in the patent. A patent consists of one or more claims. It is these claims that ultimately the inventor seeks to preserve as their exclusive property (till the time patent is valid.)

In theory, this seems an obvious protection/moat for a deeptech startup. But there are a couple of issues that work against a startup when it comes to getting protection from a patent:

1. A patent does not mean the invention is commercially useful

This is an obvious point, but worth emphasizing. A patent is granted for an invention, but it doesn’t imply that the invention is of any commercial worth. In fact, it’s estimated that the majority of patents are worth less than their patent filing fee.

2. Strong patent applications require a large investment into legal fees

The strength of a patent lies in how long is its claims section and how well are the claims supported in the application. Such strong patents cost money and they can patents can cost up to $20,000 a pop. A big company can afford it, but a scrappy probably startup can’t and hence startups often go for simple patent applications which contain fewer claims.

But fewer claims mean a potential competitor can simply work around the patent by making simple modifications.

3. The onus of enforcing patent lies with the patent owner

Once a patent is granted, the responsibility of keeping a watch for patent infringement lies with the patent owner. This means that if a startup ends up creating something commercially useful  (thereby resolving a key uncertainty), competitors often show up to replicate it and eat away the profit.

When a big company knowingly or unknowingly infringes upon a startup’s patent, the startup can’t easily defend itself. Patent battles go on for years and cost millions of dollars. Even though patent trial funding and insurances exist, startups are still disadvantaged as compared to better-funded rival big companies who can afford the best IP lawyers out there.

So what moats exist for a deeptech startup?

A patent by itself isn’t strong protection. In general, deeptech companies have weaker moats compared to consumer/software companies. This is because, for the latter, network effects make up a strong moat. 

But it’s possible for a deep-tech company to build a business moat in other ways. Combining all of the moats is even better than pursuing a single moat.

1. Huge funding to be able to file strong patents and defend them

A patent in itself isn’t worth much. But patent plus funding is a strong deterrent.

So to build a moat using patents, a startup has to be sufficiently funded to file strong patents and then have enough money to litigate those who infringe its patents.

The plant-based meat company Impossible Foods provides a good case study of this. They’ve been developing a plant-based burger that tastes like beef. Over time, they’ve developed a thicket of patents around their burger.

Just recently, they filed an infringement case against a competitor Motif Foodworks. This shows two things:

	It’s easy to replicate technology invented by an innovator (Motif quickly followed in the footsteps of Impossible)
	The innovator has to be well funded to defend its patents (Impossible has raised $2bn so far)


2. Traditional moats: brand, distribution, exclusive contracts, etc.

Of course, nothing prevents a deeptech company to have non-technical moats such as brands, distribution networks, or exclusive contracts with suppliers.

SpaceX is a great example of this. One of the moats they have is the exclusive long-term contracts from NASA that won’t be given to other competitors. This is mostly because, in launching satellites, the history of rockets matters, and building a history of safety is a strong moat in itself. This video goes into more detail about the different kinds of moats that exist for SpaceX. 



Embed: https://www.youtube.com/embed/vmSt0Gp1gio?feature=oembed



This moat is due to the regulatory requirement that prevents competitors. The same type of moat exists for pharma where FDA gives exclusive right to market a drug for five years after approval. And, I think a similar moat exists for startups working on nuclear fusion. The sheer regulatory requirements for nuclear safety mean that, like rocket launches, the history of demonstrated safety is going to be an inbuilt moat.

3. The ability to out-innovate competitors: internal knowhow and culture around innovation

Tesla famously gave away its patents for competitors to copy and still managed to become a huge company with a market cap of $900bn. How?

I think the answer lies in a given company’s ability to continuously innovate and, perhaps more importantly, its ability to tell the story of how it continuously innovates. Telsa does that exactly. Part perception, part truth – Tesla’s moat lies in its ability to be always innovating. Competitors can copy your products but they can’t copy your culture.

(However, this is a tricky moat as almost all founders believe they’re innovators or their company culture is innovative. So it’s easy to fall into a belief that you have this moat while you may actually not be innovating fast enough)

Summing up

A single patent is probably worthless, but all other ways of building moats still exist for a deep-tech company.

So, the question a deep-tech company should really be focused on is not so much what to patent but rather what would be hard to copy for a well-funded competitor.

This essay is part of my book on mental models for startup founders.
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