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Introduction

For over five years I have hung a peculiar sign in my office at the University of Southern California. It is a picture of a monkey with the caption “Remember Santiago.” A peculiar sign and yet probably only one percent of people who visit ever ask me about it. However, that sign sums up much of what I think about building new businesses. (If you have read an earlier work of mine called Startup Sacrilege then you are already familiar with Santiago.)

And actually, once you know the story behind the monkey (I’m not giving the story away) you begin to see it everywhere (the story, not the monkey). But the real surprise for me about the sign is that while unusual, almost no one asks about it. But that’s the way the world is. Even when they see the sign, few people realize what’s there for them to see.

So this is a book about noticing what goes on beneath the surface. You can get there by asking questions, which we’ll do throughout the entire book. Importantly, I will leave you with helpful calculations, extensive examples, metrics from many companies and industries, and frameworks to apply to new situations.

A lot goes into business success. But the focus of this book is on ways companies gain customers and earn money from them. I don’t mean this in the marketing sense, but rather the way customer acquisition and lifetime value make businesses successful -- or not.

It Depends...

“It depends.” Those are two frustrating words. But the important and interesting questions are often complex, rather than objectively yes or no. The book will be a guide to figure out what specific situations depend upon and what to do about it. But the “it depends” will remain because what makes sense for your business might not make sense for mine.

Decisions aren’t made in a vacuum and data can be stressed or suppressed depending on the story it tells. But I’m avoiding that (big) side of business decisions here.

I ended up writing this book because of several experiences that changed the way I think about building businesses and working with entrepreneurs. First, I have operated startup accelerators for eight years. I started by co-founding the first funded startup accelerator in Hong Kong. Later I was hired to build the student, alumni, faculty, and staff startup incubator at the University of Southern California in Los Angeles (USC). Along the way I also helped lead a startup accelerator in Rome that was run with input from the Vatican (true story). I’ve now selected hundreds of startups for my programs and have seen these very different companies up close. Along the way I’ve helped a lot of other startup programs and corporates, too. While many things are different depending on what you’re doing and where you are, many things are also the same.

In a more formal setting, I also teach entrepreneurship classes at USC, including a class I created that is dedicated to the subject of how businesses grow. That class is not about short-lived growth hacking techniques (and neither is this book) and instead is about the fundamentals that will serve you well regardless of when you apply them. It soon became a popular class that draws from a wide range of students – everything from majors in business, engineering, design, and even a couple lost PhDs. Many students go on to be hired in a growth role or to use the techniques on their own businesses. Before any of this I also ran a startup in New York, worked in management consulting, and in tech product development in Asia.

The years working with startups and teaching gave me experience to know where businesspeople often ran into problems. The experience also demonstrated the need for a hands-on and analytic approach to figuring out how to step through specific business problems. My goal is that through asking questions and using some math, you will come to intuitively understand these principles. To provide examples I show 15 industry case studies to demonstrate different (and often strange) business behavior.

Feel free to say hi about the Growth Units topic. I’ll add you to an infrequent email list if you like: paul@startupsunplugged.com.

What You Will Learn

What are the fundamentals of building a sustainable product? How do we improve these fundamentals? Introducing the unit economics of customer acquisition cost and lifetime value.

In this book you will:

●      Understand and calculate Customer Acquisition Cost in a variety of scenarios,

●      Understand and calculate Lifetime Value in a variety of scenarios,

●      See examples of Unit Economics, Lifetime Value, and Customer Acquisition Cost from different businesses and industries.

Since the book is about ways businesses grow, I called it Growth Units.

Chapters start with summary questions. In the Appendixes are definitions of terms and the referred to sources.

I like to bring out examples from both tech and non-tech companies. As a percentage of business and economic value, startups and tech are still small. I hope that this broader view will help you see how principles of Growth Units apply in everyday businesses you see when walking down the street to buy a cup of coffee.

Rather than use academic formulas, I show straightforward ones and spreadsheets that you can build. This is meant to be a useful text with examples -- but not a textbook.

One other note. Based on where you are in your business or learning, the concepts in this book may not be your current priority. Other matters, such as hiring, communication, sales, or fundraising may be more urgent at the time. But you will inevitably have to return to the concepts in this book. These concepts are fundamentals of business sustainability.

Introducing Unit Economics and Why We Should Care

Unit economics are the direct revenues and costs associated with serving a customer with a unit of output. A cup of coffee, a month of a subscription service, a rideshare trip. One unit sold, one unit bought.

One part of unit economics is contribution margin, or the financial contribution selling one unit of a product makes to the business. Taken across all sales the business makes, this would be gross profit (or as a percentage gross margin). I mostly use business operator, rather than accounting, terms in this book and keep the examples as direct as possible.

If you sell that cup of coffee for $4 and it costs $1 to produce, your contribution margin is then $3 (or 75%).

Contribution margin is a factor of price and cost. But both price and cost can change.

Price could change as much as you want. Your volume of purchases will however be impacted as you move prices up or down. Do not assume that purchase volume always goes down as price goes up. That’s a textbook assumption rather than a real world outcome (and one that the coffee industry learned years ago). Also do not assume that you want to maximize units sold. You may want to maximize market share or may choose to maximize profit, for example.

Your costs can also change as you decide to use different methods and materials, become more or less efficient, purchase at different volumes, have access to different rates for borrowing, types of talent or tech, or have to compete for resources.

These inputs only tell part of the story. We can figure out how much a company earns each time an item is sold, but is the total volume enough to cover other non-gross margin costs like rent and employee compensation? Are the price and cost decisions setting up the company for future problems in market share and customer retention? How much does it cost to acquire a new customer? How many times do customers buy? Over what time period do they buy? We’ll get to all of this in detail but here’s a brief overview.

If a customer buys the above coffee (price of $4, cost to produce of $1) a total of five times before leaving, then their Lifetime Value (LTV) is $15 ($3 in contribution margin X 5 purchases = $15). And if it costs you $4 to acquire that customer through marketing (the Customer Acquisition Cost, or CAC), then your Lifetime Value to Customer Acquisition Cost ratio is $15 : $4 or 3.75. (That’s often considered good.)

Understanding unit economics, LTV, and CAC are important to build a sustainable business and one capable of growing. But calculating your unit economics can be surprisingly difficult. Many early-stage businesspeople avoid the analysis altogether until they get to the point of hiring a growth or data analysis team. If you use the frameworks in this book, you’ll understand the unit economics of other companies (which may be different from yours) and how you might apply that framework in your own business.

If you understand this for your own business, you’ll have a fighting chance. You’ll also be able to observe other businesses and, with some thinking and maybe some research, will be able to estimate their own unit economics. If you can estimate CAC, and LTV for competitors you will understand their strengths and weaknesses.

These two simple sounding terms are actually quite complex once you dive into how they work. If you don’t understand CAC, and LTV for your own business or competitors, you will fly blind as you try to navigate your way to new growth milestones.

CAC and LTV usually vary in precision depending on how much the business knows about its customers.

Differences in the way that CAC and LTV work also determine how certain we can be about them.

Customer Acquisition Cost, as the name implies, is incurred up front when you acquire a new customer, and before the customer generates revenue for you. But Lifetime Value is often only generated over time, and often with a delay, rather than as a one-off payment. That means that we often understand CAC before we understand LTV. This can cause problems.

To get better accuracy, we can also dive into each channel for customer acquisition and each customer segment for LTV. We can test different channels for acquisition and rate them on cost and associated LTV. We can look at payback periods. The list goes on.

Throughout Growth Units we’ll look at ways to deal with uncertainty and how to make estimates better, but we’ll always go with “approximately right” over “precisely wrong.”

Throughout, remember that it may actually be logical for businesses to get themselves into tactical binds even if they know that the bind is coming. These are just a few of the factors at play.

Let’s first dive into understanding CAC better.

Customer Acquisition Cost (CAC)

What is a customer (and why isn’t this such a simple question)? What is CAC? Why spend effort to calculate CAC? What should understanding CAC help a business do?

A customer pays a business for what they sell. If they aren’t paying, they aren’t a customer.

There are usually many more people who don’t want or need what a specific business provides. Those are non-customers. There are also people who do want what is provided, but just don’t know it exists or who haven’t converted to purchase yet. Those are potential customers.

An easy framework of an ideal, or “earlyvangelist” customer (the easiest ones to consider, especially early on) comes from Steve Blank, in Four Steps to the Epiphany. An ideal customer has the following list of characteristics, with the higher numbered ones being stronger determinants of likelihood to be an ideal customer. The assumption is that if the customer is high on the list (higher numbers), they also have some of the lower numbered qualities.

	They have a problem (that you potentially solve), 
	They know that they have the problem, 
	They are looking for a solution to the problem, 
	They have hacked together a solution to the problem, 
	They have or can acquire a budget to solve the problem. 


Typically, the vast mass of humanity does not have a problem that a specific business solves. They are not even at number one in the list above. This comes as a surprise to many early-stage founders, but believe me it is true. The claim, “but everyone would want this… it’s just so cool!” does not help.

Even more frustrating, those who do have the problem your business solves and the product you produce often do not realize that they have the problem in the first place.

There are also businesses that have unpaid users, who attract paying customers to the business (such as advertising platforms like Facebook). Here you have to remember that from the business’ point of view, the purpose of these free users is to provide a market for their paid customers to advertise to.

CAC metrics include variables of the cost to reach potential customers, conversion rate, cycle time, time to payback, and more. CAC can be made more specific by calculating it across different segments and connecting it to LTV.

For now, know that CAC is the measure of the cost to start a relationship with a new customer. And while customer acquisition can be free, much of the time it costs something.

Customer Acquisition Cost an Unhelpful Way (A Way You Often See It)

We’ll look at common unhelpful ways CAC is calculated and why they are not helpful.

Let’s show how CAC is often casually shown -- what I’ll call the unhelpful way since it gets you an answer, but the answer is not as helpful as it could be. I show this unhelpful way first in the hopes that this will inoculate you against using this method.

Unhelpful CAC calculation = total spent on marketing in period / number of new customers in period

That is, to figure out how much it costs a business to bring in one more paying customer, just take the total spent on all customer acquisition activities (ads, meetings, fliers, emails, etc) over a set time, say last month, and then count up all the new customers in that period. Divide the total spend by the number of new customers and that’s your CAC...
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