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In Facebook, Investing in a Theory 
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SAN FRANCISCO, Oct. 3 — The Facebook (www.facebook.com) frenzy is spreading.
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Marilynn K. Yee/The New York Times. Michael Lazerow’s start-up in New York, Buddy Media, is betting that outside interests will advertise more on Facebook as they see the potential to reach niches based on profile information. 

Thousands of software developers are creating features for Facebook, the rapidly growing social network, many hoping to strike it rich alongside Facebook’s own employees.

Facebook, based in Palo Alto, Calif., opened its service to outside developers this spring, inviting them to create tools for the site and to try to profit from them. Since then, more than 4,000 “applications” have flooded onto the site, spicing it up with games or whimsical programs called widgets that let you turn your friends into virtual zombies and more practical tools that let users display images of their favorite books, music, movies and wine on their profile pages.

The wave of attention from users and developers has sent estimates of Facebook’s value soaring into the dot-com stratosphere. Last month, there were reports that Microsoft was considering a $500 million investment that would value the three-year-old company at up to $15 billion.

Now it appears that such exuberance has infused the expanding Facebook universe, even though no one has yet proved it is possible to build a profitable business with sustainable revenues on the site. Some developers report earning tens of thousands of dollars in advertising with the applications they have created. Yet their applications are mostly running ads promoting other Facebook applications — a situation that recalls the earliest Gold Rush miners, who earned a living selling shovels to other miners. And developers must cover the cost of hosting the applications on their own Web servers.

Nevertheless, Silicon Valley venture capitalists are creating funds devoted entirely to investing in Facebook tools. Internet entrepreneurs are shifting their businesses to focus on the social networking site. Some of the most popular applications are being sold, sometimes for hundreds of thousands of dollars — but only when buyers’ and sellers’ ideas about the potential of Facebook are similar.

Lance Tokuda, the chief executive of RockYou, based in San Mateo, Calif., said the price would be high for anyone who wanted to buy his 20-person company’s most popular Facebook widget, Super Wall. “If you told me you were going to write me a check for $10 million, I’d say, ‘Forget it,’” said Mr. Tokuda, 41.

Super Wall, which lets Facebook members leave messages, photos or videos on one another’s profile pages, is an expanded version of a Facebook function built in on profile pages, called the Wall. Though 10 million Facebook users have added Super Wall to their pages, it could be quickly eclipsed if Facebook decided to improve its own Wall feature. 
Nevertheless, Mr. Tokuda says, life as a barnacle on Facebook’s hull can be profitable. “This is a completely new channel of delivering content to users and letting them communicate,” he said. “Owning that over the long stretch can be worth a lot.” 

Facebook itself has nurtured the enthusiasm among developers. The platform was originally pitched as a way to build a business on Facebook’s back. And last month, the company’s founder, Mark E. Zuckerberg, announced a new investment fund, the FB Fund, to give grants of up to $250,000 to developers creating new tools for the site. 

Chamath Palihapitiya, the vice president for product marketing and operations at Facebook, argues that the high values placed on Facebook tools are reasonable considering what the company is giving its entrepreneurs. “People look at our platform as a way to dramatically de-risk an investment. For little amounts of money in a short period of time, you can understand whether consumers will adopt your application,” he said.

That understanding can indeed come quickly. Facebook gives its members updates on what new features their friends are trying out, which allows applications to spread more quickly and cheaply than if they were available on a stand-alone Web site.

ILike, an Internet music company based in Seattle, was among the first to introduce a Facebook application when the site was opened up in May. The iLike tool, which lets users post clips of their favorite songs, has since been added to the pages of 8.6 million of the service’s 43 million users, and it gets twice as much traffic as iLike’s year-old Web site.

ILike makes money on advertising and commissions when users buy concert tickets or download songs from iTunes, but its goals are considerably more ambitious. “We have the potential opportunity to create the new MTV,” said Ali Partovi, its 34-year-old chief executive, who has spent the last two weeks traveling to Nashville, Los Angeles and New York, trying to persuade musicians and their managers to participate on Facebook as they do on its larger rival, MySpace.

Other Facebook entrepreneurs, and their would-be financiers, are indulging in the kind of exuberant thinking that recalls the first dot-com bubble. This summer, Lee Lorenzen, a venture capitalist in Monterey, Calif., who describes himself as “the first Facebook-only V.C.,” started a $25 million Facebook investment fund and introduced a Web tool, at Adanomics.com, that assigns a monetary value to Facebook applications.

Considering variables like the number of users, frequency of use and advertising revenue, Mr. Lorenzen values popular Facebook applications like Where I’ve Been (lets users show which countries and states they have visited), Texas Hold ’Em Poker and What’s Your Stripper Name (suggests what you and your friends would call yourselves on stage) at around $2 million each.

“It has become very clear this is a huge opportunity,” Mr. Lorenzen said. “It is very simple in my opinion for small development teams to very quickly build businesses on top of Facebook.” 

Yet there are questions about the ability of these Facebook-inspired businesses to create sustainable revenues. Developers are restricted to placing advertising on their “canvas page” — the portion of the site through which users install and interact with an application. Facebook does not allow developers to advertise on users’ profile pages, where the applications themselves are imbedded.

Several companies have created networks to funnel advertisements to canvas pages, and Facebook itself has indicated it will soon introduce its own ad system for developers. So far, most of the ads on canvas pages promote other applications whose creators are seeking exposure.

Michael Lazerow, the co-founder of Buddy Media, based in New York, thinks the pattern of Facebook applications relying on advertising from other Facebook applications is unsustainable. Buddy Media, his five-employee start-up, is developing a virtual currency for the service, called AceBucks, which can be won by playing games and exchanged for virtual goods and services on the site. The company is betting that traditional advertisers will ultimately flock to Facebook, attracted by the personal information members reveal to applications. Such data will allow advertisers to narrowly direct their messages.

“That is where it turns from a pyramid scheme to a major business,” Mr. Lazerow said. “Would you rather market to people who you have no idea who they are, or reach the exact people you want to reach?”

Not everyone is sold on this as inevitable. Andrew Chen, an advertising executive and adviser to the Silicon Valley investment firm Mohr Davidow Ventures, suggests that the Facebook enthusiasm is overblown. Precisely because Facebook is such an appealing and engaging environment, he says, Facebook users click on ads significantly less frequently than elsewhere on the Web. And Facebook members who add applications to their pages can just as easily remove or ignore them.

“It’s really hard to value these things right now except on a very arbitrary basis,” he said. “The ecosystem has to mature significantly before any sort of real revenue or value can be created.”

Some Facebook developers seem to agree and are keeping their expectations in check.

Rajat Agarwalla, 26, and his brother Jayant, 21, developers based in Calcutta, created Scrabulous, a popular Facebook adaptation of the word game Scrabble that has been added to more than 840,000 pages. Rajat Agarwalla said he had tried all the Facebook advertising networks and found that none earned much money. Now he is using Google AdSense to put text advertising links on the Scrabulous canvas page, and he said he is barely recouping his swelling bandwidth costs.

But that is fine with him, because developing for Facebook is only a hobby for the Agarwalla brothers.

“We see it as a project and as a community, where people are actually having fun with each other, rather than paying to have fun or thinking someone is running this as a professional enterprise,” Mr. Agarwalla said.

