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APRIL 25, 2019

TO OUR SHAREHOLDERS,
This letter is being published a few months shy of our five-year anniversary as a public 
company. Looking ahead to the next five to ten years, our annual goal is to grow 
revenue 20% to 30%, achieve and maintain an adjusted operating margin of 15% of 
revenue, and reinvest as much of it as possible while achieving an anticipated internal 
rate of return (IRR) between 30% and 40% for a single average pet. If we can achieve 
these three goals on an annual basis while continuing to build moats around our 
business and maintaining our culture, we will have had a good year.

By these measures, 2018 was a good and consistent year. Revenue was up 25%, our 
adjusted operating income grew 36%, and our Pet Acquisition team was able to 
deploy $24 million dollars which, based on our calculations, provides a 37% internal 
rate of return on a single average pet.

As we approach our fifth year as a public company and pass mile nine in my 
marathon analogy, it’s the right time to go back to our values and ask, “Have we done 
what we said we would do?” 

On the whole, my answer is yes. But before I go into why, I want to set the stage by 
opening with our inaugural shareholder letter to give you a chance to reset with me 
around who we are as a business, why we are here and what we believe in.



April, 20 2015
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5 YEAR REFLECTION
When I re-read the 2014 shareholder letter (and the 2015, 2016, and 2017 letters) and 
review our five-year report card, I feel good about our progress so far. That said, we 
have a long way to go to become the company we aspire to be. That is why we are 
on mile 9 versus mile 26!

With a 30,000-foot perspective, I would describe our first five years as relatively 
predictable with important highlights, failures, learnings and departures.

REVENUE & PET GROWTH 

In our inaugural letter dated April 2015, we target 
650,000 to 750,000 pets in 5 years or by Q2 of 2020. 

Certainly no guarantees, but we are tracking to 
achieve this.

A-

ADJUSTED OPERATING MARGIN (AOM)

Goal is to be at 15% by Q2 of 2020. Fixed expenses are 
scaling, but we need to watch this metric based on 

cash flow as we have been capitalizing some of our IT 
spend. Also, our subscription cost of goods (what we 
spend paying veterinary invoices) has been tracking 

200 basis points higher than our plan.

B

IRR Tracking nicely A

FREE CASH FLOW POSITIVE

Our stated goal was to be free cash flow positive in Q2 
of 2016. We achieved this goal. Our subsequent goal 
was to remain free cash flow positive while spending 
as much of our discretionary profits (AOI) as possible 
acquiring additional pets with IRRs between 30% and 

40% for a single average pet. We achieved these goals.

A+

PATENTED SOFTWARE THAT ENABLES 
US TO PAY VETERINARIANS DIRECTLY 
WITHIN MINUTES, ELIMINATING THE 
TRADITIONAL MODEL IN WHICH A 
PET OWNER HAS TO PAY FOR THEIR 

SERVICES OUT OF POCKET AND WAIT 
FOR A REIMBURSEMENT

Software and member experience is going very well. 
Would have hoped to be further ahead on the number 

of deployments.
B

PRICING BY SUB-CATEGORY
Making good progress, particularly in the last 2 years, 
but a little behind where I would have expected we 

would be 5 years ago.
B

ACTIVE HOSPITALS We have added approximately 
700 new hospitals each year. B

SAME STORE SALES Better than expected and it appears to be scalable. A

NUMBER OF TERRITORY PARTNERS

More in total, meaning we have added more 2nd 
and 3rd Coca-Cola trucks (Territory Partners) than 

previously anticipated, but we are behind in the total 
number of markets covered from what I would have 

expected.

B

5 YEAR REPORT CARD
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YEAR 2014 2015 2016 2017 2018

REVENUE $115.9M $146.9M $188.2M $242.7M $304.0M
YEAR-OVER-YEAR CHANGE 38% 27% 28% 29% 25%

ADJUSTED OPERATING INCOME (AOI) $0.9M $3.6M $14.8M $23.4M $31.9M
ADJUSTED OPERATING MARGIN (AOM) 1% 2% 8% 10% 10%

PET ACQUISITION COST (PAC) $11.1M $14.8M $14.7M $18.4M $23.7M
INTERNAL RATE OF RETURN (NEW PETS) * N/A N/A 31% 35% 37%

FREE CASH FLOW ** ($16.4M) ($15.3M) $3.1M $6.5M $8.3M

TABLE 1. KEY METRICS

*See Table 4 for the IRR calculation for a single average pet. 
** 2018 free cash flow of $8.3 million reflects free cash flow of ($44.3) million, adjusted to exclude the $52.5 

million used to purchase our building.

5 YEAR HIGHLIGHTS: 
• Claims automation was an unexpected surprise. Claims automation and an 

increase in same store sales occurred because of our commitment to our 
software.

• Same store sales is a metric that we use when thinking about penetration rates 
per veterinary clinic. Same store sales are higher in veterinary hospitals with our 
software, an Account Manager and a Territory Partner.

• In our commitment to be the low cost provider by eliminating frictional costs, 
we purchased our building. By owning our building and eliminating rent, we 
reduce frictional costs by 100 basis points, meaning we save 1% of revenue. At 
the same time, we were approved to contribute portions of the building over 
time to our surplus (the cash we need on hand if every cat and dog were to 
be hit by a car on the same date, which is equal to revenue divided by 4.8). 
This frees up cash we would normally need to put into surplus, which means we 
have more cash on hand to grow the business.

5 YEAR LEARNINGS:
At ground level, along the way we’ve had our share of execution mistakes, but I would 
describe them as typical execution and growing pains. We’ve had no significant 
misses. 

IN 2015, WE MADE STUMBLES WITH:
• Onboarding new colleagues

• Lack of execution on educating pet owners about the benefits of our 
approach and value proposition compared to competition

• Sub-category pricing

• Fixed expenses — should have targeted a lower spend
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IN 2016:
• Our dogged focus on financials led to operational compromises: we grew too 

cautiously; didn’t execute on as many tests as desired; put significant strain on 
ops team. Culture took a back seat; team members didn’t feel heard.

• Our growth surpassed human bandwidth to handle failed payments (solution 
was to upgrade the systems and tools).

• Biggest disappointment was Nirvana — not only did we not make forward 
progress, we took a small step backward.

IN 2017:
• I slowed down the team and hurt alignment when poorly describing why 

something is important to the organization.

• There was not enough progress on Nirvana.

• We were spending money on things people don’t care about (e.g; postage, 
snail mail); need lower frictional costs.

• We need to be better at trusting one another — a prerequisite for innovation, 
nimbleness and growth; we have too much cynicism around our “how.”

• Some team members don’t have a clear path to higher compensation if they 
stay in their same roles.

5 YEAR DEPARTURES:
• In 2014, I implied that we would target IRRs greater than 40% in the future. In our 

2017 shareholder letter, we stated that we intend to target our IRR for a single 
average pet to be between 30% and 40%. We came to this decision based on 
the industry’s low penetration rate and large addressable market. Said another 
way, targeting higher IRRs at this stage of the category’s growth feels wrong. 
We want to be more aggressive for at least the next 5-10 years.

In short, although execution is hard for any company, we are fortunate that we live in 
a world where we solve a complex problem in a large, under-penetrated market, with 
a direct-to-consumer monthly recurring revenue business model. These three attributes 
of our business hide many of our short-term tactical mistakes. In other words, our 
business model makes us look good!

For me, I am less concerned with wins and losses over a short period of time or in a 
particular subject. I am more focused on monitoring our progress in pursuit of long-
term goals. We’re always juggling, always measuring, always learning. Two steps 
forward and one step back is progress.
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2018 IN REVIEW
As I mentioned earlier, 2018 was a good and consistent year. We kept digging our 
moats and building our team as we attempted to advance the ball on our five 
strategic initiatives (AOM expansion, increasing conversion rates, automated claims, 
same-store sales, Nirvana), which we believe will help us in the long term. In some 
areas we made more progress than others, though overall I am pleased.

Quarterly Premium by Policy Start Year Cohorts

(dollars, in millions)

Quarterly Revenue by New vs. Existing Pets

(dollars, in millions)
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We ended the year with over 520,000 total enrolled pets and an adjusted operating 
income of approximately $32 million (the cash remaining after we spent almost $214 
million paying veterinary invoices, nearly $38 million in variable expenses supporting 
our members 24/7 and approximately $20 million on fixed expenses, which includes 
our investments in technology as well as general administration costs). When you take 
the total money we received from the 520,000 plus total enrolled pets, our financials 
broke down as follows, as a percentage of revenue:

2018 

REVENUE 100%

LESS: PAYING VETERINARY INVOICES 70%

LESS: VARIABLE EXPENSES 13%

LESS: FIXED EXPENSES 7%

= ADJUSTED OPERATING MARGIN (AOM) 
(PROFITS BEFORE SPENDING 

ON PET AQUISTIONS) 
10%

TABLE 2. KEY MARGINS

YEAR
ENROLLED 

PETS
REVENUE

YOY 
REVENUE 
GROWTH

ADJUSTED 
OPERATING 

INCOME

INVESTED 
CAPITAL TO 
ACQUIRE 
NEW PETS

IRR ON AN 
AVERAGE 

PET

CASH, SHORT TERM 
INVESTMENTS, OUR 
BUILDING ASSETS, 

MINUS DEBT

EARNINGS 
(NET LOSS)

2012 127,704 $55.5M 50% $3.0M $6.7M N/A $5.1M ($8.1M)
2013 182,497 $83.8M 51% $4.3M $8.4M N/A $7.9M ($8.2M)
2014 232,450 $115.9M 38% $0.9M $11.1M N/A $60.6M ($21.2M)
2015 291,818 $147.0M 27% $3.6M $14.8M N/A $43.2M ($17.2M)
2016 343,649 $188.2M 28% $14.8M $14.7M 31% $48.8M ($6.9M)
2017 423,194 $242.7M 29% $23.4M $18.4M 35% $54.4M ($1.5M)
2018 521,326 $304.0M 25% $31.9M $23.7M 37% $134.7M ($0.9M)

TABLE 3. FINANCIAL PERFORMANCE 2012-2018

* 2018 cash, short-term investments, our building assets, minus debt factors in the purchase of our 
headquarters building in August 2018, which consisted of $46.4 million of building and improvements, $15.8 
million of land and improvements, and $3.0 million of lease-related intangible assets. 

The Pet Acquisition team, led by Margi Tooth, our Chief Revenue Officer, spent 
approximately $24 million of our AOI enrolling over 120,000 new subscription pets. We 
anticipate that we will earn an approximate 37% IRR on our pet acquisition spend 
(as calculated in this letter on a single average pet basis). Our free cash flow after 
acquiring these pets was approximately $8 million (excluding the building purchase). 
As the following chart demonstrates, we have been improving our key financial 
measures since becoming a public company in 2014!



PG 27

YEAR

TOTAL SHARE 
COUNT PLUS 
OPTIONS & 
WARRANTS 
GRANTED

REVENUE 
PER SHARE

YOY 
GROWTH

ADJUSTED 
OPERATING 

INCOME 
PER SHARE

YOY 
GROWTH

CASH, SHORT TERM 
INVESTMENTS, OUR 
BUILDING ASSETS, 

MINUS DEBT PER SHARE

YOY 
GROWTH

EARNINGS 
(LOSS) PER 

SHARE*

2012 22,467,205 $2.47 53% $0.13 -7% $0.23 -30% $(9.76)
2013 24,889,316 $3.37 36% $0.17 31% $0.32 39% $(6.23)
2014 33,813,736 $3.43 2% $0.03 -82% $1.79 459% $(1.64)
2015 34,138,237 $4.31 26% $0.11 267% $1.27 -29% $(0.62)
2016 34,879,610 $5.40 25% $0.42 282% $1.40 10% $(0.24)
2017 35,444,460 $6.85 27% $0.66 57% $1.53 9% $(0.05)
2018 37,862,666 $8.00 17% $0.85 28% $3.56 133% $($0.03)

TABLE 5. GROWTH PER SHARE

*Loss per share is calculated using the GAAP basic weighted-average shares at year end.

In 2018, our outstanding shares, including options and warrants, increased 2,418,206 to 
37,862,666. Of the increased share count, 86% was based on the capital raise used for 
the purchase of the building and the 14% balance was used for compensation.

For our performance in 2018, we calculated our increase in Trupanion’s intrinsic 
value per share for compensation purposes to be 22.8% before stock grants. For 
compensation purposes, we try to calculate intrinsic value per share conservatively, 
grounding the model in history (generally using 3-year historical averages), rather than 
using forward-looking estimates for our assumptions. In accordance with our Intrinsic 
Value Incentive Plan, a portion of the intrinsic value growth is shared with our team 
members, with the remainder going to shareholders. Given our 22.8% intrinsic value 
per share growth in 2018, we shared 1.37% of this increase in value with the team, 
with the remaining 21.44% increase per share going to shareholders. Please see a full 
description of our Intrinsic Value Incentive Plan in the Compensation Discussion and 
Analysis section of our 2019 Proxy Statement.

At 1.37%, the total size of the grant pool in 2018 was 398,193 shares. 113,325 were 
allocated during the year for new hire grants, individual performance awards and 
board compensation, leaving 284,868 shares that were issued in Q1 2019 for our 
Performance Grant Program.

In search of value, one cannot look at revenue growth and IRR in aggregate. It’s very 
important that we look at it on a per share basis. Although revenue grew 25% year over 
year, because we had a capital raise to purchase our building, revenue only grew 17% 
on a per share basis. Our adjusted operating income (AOI) grew as evidenced 28% 
year over year per share. Our balance sheet is much stronger this year as evidenced 
by our cash, short term investments, building assets minus debt, which increased 133% 
year over year on a per share basis.

YEAR 0 1 2 3 4 5 6
MONTHS 6 12 12 12 12 12 5.4 71.4
AOI $34 $67 $67 $67 $67 $67 $30 $401
CAPITAL CHARGE $(3) $(7) $(7) $(7) $(7) $(7) $(3) $(40)
PAC $(164) IRR
FCP $(134) $61 $61 $61 $61 $61 $27 37%

TABLE 4. 2018 IRR CALCULATION FOR A SINGLE AVERAGE PET
MONTHS 71.4 AOM 10.50%
MONTHLY CHURN 1.40% ARPU $53.44

AOM = Adjusted Operating Margin 
ARPU = Average Revenue Per Pet (Unit) 
AOI = Adjusted Operating Income  

PAC = Pet Acquisition Cost 
FCP = Free Cash Flow Per Pet
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We ended 2018 with 123 Territory Partners visiting 20,200 unique veterinary clinics. 
In total, we estimate that we made an additional 90,000 face-to-face visits during 
the year and, in aggregate, have made approximately 751,000 such visits since we 
entered the US market in 2008. 

We increased the number of active clinics by 14% to 9,700. We now have our software 
in 3,516 clinics and paid $53.5 million dollars directly to veterinarians — an increase of 
32.6% over the prior year. 

We’ve learned that we can be more successful when we partner with hospitals 
that have our software installed. A partnered hospital commits to having a “Go-To” 
employee in their hospital who consistently helps us in situations where we need 
additional information to pay invoices quickly and efficiently for our mutual clients. 
Of the 3,516 clinics that have our software installed, 2,908 are partnered with us in this 
way. Trupanion has also created a team of dedicated account managers to support 
these hospitals, and they touch base by phone on a regular basis to ensure we are 
consistently communicating with them. Our Territory Partners typically visit hospitals 
in their territories every 60 days, and having more frequent touchpoints than that has 
proven to improve customer experience.

We will provide more insights into these metrics at the Annual Shareholder Meeting this 
June in Seattle.

YEAR

NUMBER 
OF 

TERRITORY 
PARTNERS

ESTIMATED 
NUMBER OF 
CLINICS WE 

ARE VISITING 
EVERY 60-90 

DAYS

ESTIMATED 
AGGREGATE 
NUMBER OF 
FACE-TO-

FACE VISITS

APPROXIMATE 
NUMBER OF 

ACTIVE CLINICS 
(PEAK FOR 

GIVEN YEAR)*

ENROLLMENTS 
PER ACTIVE 
CLINIC PER 

MONTH

NUMBER OF 
PARTNERED 

CLINICS WITH 
SOFTWARE 

& ACCOUNT 
MANAGER

ENROLLMENTS 
PER CLINIC 

WITH 
SOFTWARE PER 

MONTH

2012 34 15,000 262,000 5,300 0.87 n/a n/a
2013 40 16,200 324,000 5,800 0.97 n/a n/a
2014 58 15,400 404,000 6,400 1.01 n/a n/a
2015 84 19,000 490,000 7,900 1.06 n/a n/a
2016 105 21,300 577,000 8,100 1.00 n/a n/a
2017 107 19,800 662,000 8,500 1.01 n/a n/a
2018 123 20,200 751,000 9,700 1.04 2,908 1.70

TABLE 6. VETERINARY CLINIC METRICS

* We define an active hospital as a hospital to which we attribute at least one new pet enrolling in the 
previous 3 months.

1 AOM EXPANSION AOM is the fuel for our growth. We are tracking to hit 
 15% by the end of 2020. A-

2 INCREASE CONVERSION RATES

Our conversion rate is calculated by taking the number 
of quotes online or over the phone divided by new 
enrollments. 2018 saw our blended conversion rate 

increase from 13% to 14%.

A-

3 AUTOMATED CLAIMS 4.7% of the invoices we paid with our software were fully 
automated. Average processing time was 16.5 seconds. A

4 SAME STORE SALES 40%+ increase when our software is married to an inside 
account representative. A

5 NIRVANA
Tactics and strategies were implemented with no 

improvements in the metric. Progress may take many 
more iterations.

C+

TABLE 7. 2018 REPORT CARD ON OUR 5 KEY LONG-TERM INITIATIVES
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Every year there are things we screw up, things we knock out of the park and things 
we learn…often the hard way. Here is my list this year:

2018 PROS:
• In our 2014 letter we talked about being a low cost provider and eliminating 

frictional costs. This year we took the painful dilution to pay cash to buy our 
headquarters in Seattle. We expect this to provide a home base for our team 
over the next 10-20 years. Also, by owning this asset outright, we strengthened 
our balance sheet and eliminated our need to pay rent.

• In 2018, we invested $3.3 million in TruUniversity, our training program. This was 
an 8% percent increase in our commitment to training over the prior year. 
Content has been improving and the delivery is becoming more efficient.

• Overall we had low turnover of team members. This was led by improvements in 
our 24/7 Contact Center.

• Territory Partners represented nine of our 25 highest compensated team 
members.

• We added 36 customer service-focused team members in the Philippines to 
take advantage of an opportunistic time zone for running a 24/7 operation. 
These dedicated team members are doing administrative tasks to help improve 
our customer experience.

• In last year’s letter, I mentioned 
a team member in the Contact 
Center who I was proud of. She is 
now managing a team and her 
desk was relocated. Meet my new 
neighbor, Paisley!

 2018 CONS:
• We did not recruit enough Territory 

Partners for new regions.

• Transparency and tracking of 
individual and department 
quarterly objectives lost some focus.

• More work needs to be done to link 
our gains in year over year changes 
in our intrinsic value to individual 
performance.

• Progress towards Nirvana (more on 
this below).
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2018 TEACHINGS
In the 2014 shareholder letter I talked about the importance of aligned and 
informed shareholders. It’s important that you come away each year with a better 
understanding of our business. To that end, this year there are four topics I want to 
dive into.

TOPIC 1 –

Nirvana
Nirvana is our very important and difficult goal of offsetting our cancellations by 
existing members adding pets or referring friends. All of these factors operate as a 
percentage of our existing members. In 2018, cancellations averaged 1.40% per month 
while referrals and added pets averaged 0.68% per month. We desire to have these 
offset so that we can grow organically with strong IRR, rather than spending money to 
only offset cancellations. At 1.40%, we will have 10,000 pets cancel per month when 
we have 714,286 subscription pets enrolled. 

In 2018, we added a record 126,000 subscription pets. Unfortunately, we had 
approximately 67,000 pets cancel.

Nirvana has been on our 2020 goals since 2014. It was added to our 5 Key Strategic 
Initiatives in 2017 and yet, we have made no progress. We need to think differently if we 
are going to achieve Nirvana. With this in mind, TJ Houk, our Chief Member Experience 
Officer, and his team created and own this year’s plan to drive our progress toward 
Nirvana. This team is doing a great job thinking about Nirvana differently and many of 
these changes started in Q4 of 2018.

We have a number of initiatives that focus on rethinking how we organize our teams, 
goals and communications. There is incremental investment in the Contact Center, 
with a focus on helping teams be more self-sufficient. Additional spend has been 
allocated to dedicated niche teams within our claims department, providing bespoke 
“white glove” service to members with their first claim. Additionally, we plan to 
communicate coverage summary reports with members when they enroll. The goal 
of a coverage summary report is to be more transparent with members about pre-
existing conditions to avoid a negative claims experience. We plan to begin doing this 
on a test basis in 2019.

Improving the member experience by increasing the number of veterinary clinics that 
have our software installed so we can pay them directly within minutes — or seconds 
with claims automation — will continue to be a key focus over the next few years.

In addition to the initiatives described above, we also spent time in 2018 designing 
and developing an updated Trupanion subscription product that we plan to test in 
2019. Led by Steve Weinrauch, our Chief Product Officer, the goal of the product and 
the test is to achieve higher conversion rates, higher ARPU and sustained or better 
retention rates, which we expect will further our progress toward Nirvana. All of these 
results drive higher intrinsic value and create moats. We will begin with a test in one 
state and, if not initially successful, we will keep iterating until we get it right.
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Our 2020 goal is to limit monthly cancellations to 1.3%. Perfection is 1.0%. Cancellations 
in 2018 broke down into the following cohorts.

COHORT TEAM
APPROXIMATE 

NUMBER OF 
CANCELLATIONS

AVERAGE 
MONTHLY 

CHURN

AVERAGE 
MONTHLY 

RETENTION 
RATE

90-day cancellation Pet Acquisition 14,090 0.29% 99.71%
Rate renewal Actuarial 4,193 0.09% 99.91%

Death Member Experience 16,306 0.34% 99.66%
Failed Payment Finance & Member Experience 9,722 0.20% 99.80%

General dissatisfaction Member Experience & Product Design 22,784 0.48% 99.52%

TOTAL CANCELLATIONS 67,095 1.40% 98.60%

TABLE 8. CHURN BY CANCEL REASON

2018 CHURN
ACTIVE PETS AT 

YEAR END
NUMBER OF CANCELLED 

PETS
DISTRIBUTION

MONTHLY 
CHURN

MONTHLY 
RETENTION

NO RATE CHANGE 86,914 26,960 20.18% 2.79% 97.21%
RATE CHANGE < 20% 290,719 30,000 67.49% 0.93% 99.07%
RATE CHANGE > 20% 53,137 10,135 12.34% 1.69% 98.31%

TOTAL 430,770 67,095 100.00% 1.40% 98.60%

TABLE 9. CHURN BY RATE CHANGE

Another view of our monthly churn or “road to Nirvana,” is to look at the 1.40% by 
members who cancel without seeing a rate change compared to those that see a 
satisfactory rate change and those that see a higher change.

The above chart shows two areas of focus:
1. First, and currently our biggest opportunity, is to reduce the number of pets 

that cancel within the first year (particularly within their first 90 days), before 
they ever receive a rate change. We need to figure this out. Some people 
enroll their pet when they learn there is a problem and hope we can solve it 
financially for them. We cannot. The best we can do is enroll pets as early as 
possible so we can eliminate pre-existing conditions. Others enroll for a spay/
neuter or other wellness activities. For these pet owners, we need to do a 
better job of educating them on the problem we solve and how we solve it. 
The last group are pet owners who get buyer’s remorse or their partner does 
not support or understand why we exist. All of these items require more upfront 
education.

2. The second area of focus is to reduce the number of members that receive 
a change to their monthly cost that is greater than 20% per year. On its face 
this seems obvious and over-time, this is a very important long term goal, BUT 
this goal should not supersede our desire to get more pricing categories as 
accurate as possible first. Let me provide you with a detailed explanation on 
why I believe this is the appropriate prioritization.
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1.   THE MONTHLY COST OF VETERINARY CARE + INFLATION. $35.00 + 10% = $38.50

2.   ADD 30%. $16.50

3.   ADD THE TWO NUMBERS TOGETHER. THIS IS THE MEMBER’S ADJUSTED MONTHLY COST. = $55.00

TOPIC 2 –

Pricing by Category
What is the problem Trupanion is solving? Trupanion exists to help pet owners budget 
for unexpected veterinary costs. A “lucky” pet may have unexpected veterinary 
costs that only amount to $500 over its lifetime, whereas an “unlucky” pet may see 
veterinary costs of $50,000+, which makes it very difficult for a responsible, loving pet 
owner to budget.

How does Trupanion’s pricing model work? Trupanion operates on a cost-plus model. 
This is where we understand the “average” cost before any potential inflation for 
each category of pet over their entire life and then add 30%. This results in Trupanion 
spending 70% of an average pet owner’s monthly costs paying veterinary invoices for 
pets that are sick or injured. Said another way, we spend $0.70 of every $1.00 received 
in monthly costs toward veterinary invoices. This model is designed to spread the risk 
equally and fairly among the lucky, unlucky, and average pets. That is our pricing 
promise.

Let’s share an example of how our cost-plus model works:

If we are really good at understanding the average lifetime cost for a category of 
pets, like Poodles in Brooklyn, NY, then on an annual basis we only need to monitor 
inflationary changes and pass those along to our members.

Typically, inflation-related adjustments would be between 5% and 10% per year. If 
we return to the monthly cost example set forth above, and the cost of veterinary 
care including referral and specialty care was trending up by 10% per year, then our 
members’ monthly costs would be adjusted accordingly.

1.   UNDERSTAND THE MONTHLY COST OF VETERINARY CARE TO TREAT ALL ACCIDENTS AND 
ILLNESSES FOR THE AVERAGE PET WITHIN A CATEGORY. $35.00

2.   ADD 30% (15% FOR PROVIDING SERVICE TO OUR MEMBERS 24/7 AND 15% 
TO ENROLL MORE PETS AND PROFIT). $15.00

3.   ADD THE TWO NUMBERS TOGETHER. THIS IS THE MEMBER’S MONTHLY COST. = $50.00

Other key points to note about our pricing structure:
• Members’ monthly rates are locked in for a minimum of 12 months.

• A member’s monthly cost is not impacted by their individual pet’s claim history.

• Over the last 10+ years, monthly rates have increased an average of 6% per 
year.
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How do we determine the right monthly cost for a pet? To achieve fair and accurate 
pricing, when a pet enrolls, we look at the following factors to help us determine the 
typical or “average” health care costs for that particular pet:

• Age at enrollment

• Breed

• Gender

• Location/local cost of veterinary care

• Chosen deductible

Currently, these are some of the categories we have chosen to observe to ensure 
we share risk fairly. One day we may add additional categories, such as indoor vs. 
outdoor cats or the quality of food being fed.

The key point to understand is that we do not, have not and will not dictate veterinary 
costs. 

How we learn/get better over time:

When we enrolled our first pet in 2000, we only had one geographical category across 
all of Canada. For illustrative purposes, we will use the following cost categories: 1 is 
the lowest and 5 is the highest.

To start, Canada’s average cost was a 3.

WINNIPEG CANADA TORONTO

Cost Category 2 Cost Category 3 Cost Category 4

CANADA

Cost Category 3

Over time, we learned that the underlying costs in Toronto were on average higher 
than other areas of Canada while those in Winnipeg were lower. We used this data to 
ensure we lived up to our pricing promise. We lowered monthly costs for our existing 
and new members in Winnipeg and raised them in Toronto. The rest of Canada 
remained the same as before.

In the above example, the swing in underlying cost was +/- 20% on average. Having 
monthly costs decrease by 20%+ is easy for one to handle or budget for. But for those 
in Toronto, receiving an increase of 20% or more is much tougher to handle. In fact, 
when you add the 20%+ to the 5% -10% we typically see for annual inflation, those in 
Toronto received a 30%+ year over year change to their monthly cost. This is not an 
ideal situation, but it is the right thing to do.

Let me explain why:

Our pricing promise is to spend $0.70 of every $1.00 we receive paying veterinary 
invoices for our members. This is our value proposition. If a sub-category of pets, say 
pet owners in Winnipeg, are paying the same monthly cost as the rest of Canada 
(including Toronto), yet their cost of care is 20% lower than the rest of Canada (40% 
lower than Toronto), then they would not be receiving the same value.

WINNIPEG REST OF CANADA TORONTO

50% value 70% value 90% value

100 pets @ Cost Category 2 = 200 100 pets @ Cost Category 3 = 300 100 pets @ Cost Category 4 = 400

AVERAGE COST ACROSS CANADA: (200+300+400)/300 = Cost Category 3
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WINNIPEG REST OF CANADA TORONTO

40% value 60% value 80% value

5 pets at Cost Category 2.75 = 13.75 50 pets at Cost Category 3.25 = 162.5 150 pets at Cost Category 4 = 600

AVERAGE COST ACROSS CANADA: (13.75+1162.5+600)/205 = Cost Category 3.78

Over time, fewer pet owners from Winnipeg would be enrolling, while Toronto would 
grow faster. Even though we are not yet as effective in educating pet owners about 
our value proposition as we’d like to be, they feel it.

If an insurance company kept all the monthly costs the same across Canada, then 
the average cost would increase from 3 to 3.5 and continue to increase as more pets 
would be enrolling from the Toronto area.

WINNIPEG REST OF CANADA TORONTO

40% value 60% value 80% value

10 pets at Cost Category 2 = 20 60 pets at Cost Category 3 = 180 150 pets at Cost Category 4 = 600

AVERAGE COST ACROSS CANADA: (20+180+600)/300 = Cost Category 3.63

WINNIPEG REST OF CANADA TORONTO

50% value 70% value 90% value

25 pets at Cost Category 2 = 50 100 pets at Cost Category 3 = 300 175 pets at Cost Category 4 = 700

AVERAGE COST ACROSS CANADA: (50+300+700)/300 = Cost Category 3.5

In this hypothetical, things would only continue to get more and more unbalanced. 
The value proposition in Winnipeg would be so bad that the only pets that would 
remain would be the “unlucky” pets causing the average cost in Winnipeg to rise from 
2 to 2.75. Soon we’d see the number of enrolled pets in Canada drop from 300 to 205. 
The average monthly cost increases (before inflation) 26% to 3.78 from 3.0.

What this situation shows us is that pet owners in Winnipeg and the rest of Canada 
are subsidizing those pet owners in Toronto, which is not fair. Fewer pets are enrolled in 
Canada, which is not good for veterinarians, pet owners, or Trupanion.

Having the same value proposition of 70% for each category is not just the right and 
fair thing to do, it provides the best and healthiest results.

WINNIPEG REST OF CANADA TORONTO

70% value 70% value 70% value

100 pets @ Cost Category 2 = 200 100 pets @ Cost Category 3 = 300 100 pets @ Cost Category 4 = 400

AVERAGE COST ACROSS CANADA: (200+300+400)/300 = Cost Category 3

Over the next several years, we will continue to home in on variances across 
neighborhoods.
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NEIGHBORHOOD COST CATEGORIES

1 5 3 2 2 3 5 4

3 2 2 1 4 5 1 5

4 2 3 5 3 2 2 1

4 3 5 5 4 1 4 5

2 1 4 2 5 1 3 5

1 3 5 2 2 4 1 3

3 2 4 1 2 2 1 5

2 1 5 3 3 4 5 1

WINNIPEG CANADA TORONTO

Cost Category 2 Cost Category 3 Cost Category 4

Once we learned that Toronto’s costs were higher, we didn’t stop there. We soon 
learned that Toronto is not a single Toronto. There was as much variation between 
the different neighborhoods within and surrounding Toronto as there was between 
Toronto and Winnipeg. Variations among neighborhoods can be dramatic throughout 
North America. For example, Los Angeles has 510 neighborhoods where household 
income, home prices, general cost of living, and, not surprisingly, veterinary costs vary 
dramatically. Think of Beverly Hills in comparison to Watts, both located in Los Angeles 
and only 12 miles apart, but vastly different in regards to demographics.

Remember, Trupanion is here to help pet owners budget. 81% of our current members 
live in neighborhoods where the average household income is under $100k. We need 
to make sure we are treating everyone fairly. Our job is to understand the underlying 
cost for a sub-category. When we get this right, year over year changes remain small, 
manageable, and easy to budget for. 

TOPIC 3 – 

Alignment with Regulators 
In the 2014 shareholder letter that is included at the beginning of this letter, I included 
the handwritten update that, in addition to loving pet owners, veterinarians and 
their co-workers, Trupanion Territory Partners, Trupanion employees and Trupanion 
shareholders, the departments of insurance are additional constituents with whom we 
desire to align our interests. To be clear, I have always felt that we are aligned with the 
departments of insurance and my omission of them previously was an oversight. 

Let’s start by explaining our alignment. The departments of insurance are mandated 
to:

1. Make sure all consumers are treated fairly, without being misled and with no 
one group receiving preferential treatment; 

2. Ensure that the underlying value proposition of the policies being sold is 
reasonable to both the consumer and insurance company; and

3. Ensure that the insurance company is adequately capitalized if a 
disproportionate number of insureds have a claim within the same time 
period. 
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Trupanion has, from its beginning, strived to:
1. Provide comprehensive coverage through a single product that covers all 

medical issues if a pet becomes sick or injured. This has always included the 
items most likely to happen to certain breeds. We pay a percentage of the 
veterinarian’s actual invoice. We don’t penalize a pet for becoming unlucky. 
We accomplish this by understanding the underlying cost for the average 
pet, then adding a 30% margin. We do this by breeds, neighborhoods, age at 
enrollment and a few other factors.

2. Provide a high value proposition. We purchased our own underwriting 
company in 2008 so we could eliminate frictional costs and increase the value 
proposition to our members, while achieving a reasonable margin (15% AOM 
when we hit between 650,000 and 750,000 pets).

3. Be well capitalized. We hold cash and short-term investments that equal our 
revenue divided by 4.8. These reserves meet the requirements for a category 
of insurance called inland marine. Medical insurance for cats and dogs 
currently lies within inland marine, which has other lines of insurance that are 
considerably more volatile. As our category continues to grow, I hope and 
expect our industry eventually will get its own category designation that should 
require reserve capital closer to 10:1, better reflecting the risk of our coverage. 

We believe that we are highly aligned with the departments of insurance. Their 
mandates and our values overlap. The fact that we are the only company that 
owns a mono-line underwriter and that we, as a public company, have further 
transparency, has us well positioned to be seen by regulators as the “experts” in our 
field. It certainly helps that many regulators are pet owners who appreciate that our 
product provides pets like theirs with a high value proposition (as a reminder, the NAIC 
industry average loss ratio for the “Special Property” category that includes the inland 
marine line of business is 56%, whereas we target 70%). We have, by necessity and by 
choice, preferred to have a seat at the table, taking extra time to build relationships 
with regulators when the opportunity presents itself. I believe that the more the 
departments of insurance understand our values, product design, desired member 
experience and value proposition, the more they like and support us.

Going back to my earlier omission, I believe we started off with very strong 
relationships, but I should have done a better job communicating internally our 
desire to over-communicate with the departments of insurance, as this would have 
resulted in better/deeper relationships with them. This should have been included in 
my first shareholder letter as well as in our internal communications. Years ago, and 
particularly between 2011 and 2014, we did not have sufficient focus on deepening 
relationships with regulators, nor did we provide the team with appropriate resources 
to do so. The task of managing these relationships moved to team members who were 
inadequately trained and underresourced, and we began to under-communicate 
and became reactive. We made some mistakes and, quite frankly, did not adequately 
prioritize the importance of complete compliance with the applicable insurance 
regulators. Over the last few years, we have paid some fines for these mistakes, and 
we will likely pay some additional fines for these previous mistakes. Although I am 
certainly not thrilled to pay them, I believe they are justified and appropriate. 
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TOPIC 4 – 

Internal Rate of Return
In the 2014 shareholder letter, I noted that our business model is, “to spend X to acquire 
a new member and have the discretionary income to return substantially more than 
X over the life of the subscription.” I go on to say, “for these reasons we are most 
concerned with IRR for incrementally adding an average pet.” Basically, our business 
model is designed to generate greater and greater sums of operating cash that 
we can reinvest at returns that are far greater than what’s readily available to most 
shareholders.

In the 2017 shareholder letter, I included examples of how our allowable PAC spend 
should expand while maintaining the same internal rate of return. Even after doing this, 
I’m still leaving a lot of people confused. So, here is our fifth attempt (WD 5) to provide 
clarity. This example compares our 2016 and 2018 invested capital. I chose to compare 
2016 and 2018 because they offer a good illustration of two years during which PAC is 
quite different. 

So, let’s compare 2016 and 2018’s invested capital.

In 2016, we spent $14.7 million (which translated to $12.4 million in net acquisition spend 
after you back out $2.1 million in sign-up fees and $0.2 million related to our other 
business segment) to acquire 100,692 new cats and dogs, with an average monthly 
revenue per pet (ARPU) of $48.81. Assuming that the pets act like our average pet in 
2016 with a constant 7.9% adjusted operating margin and an average duration of 71.4 
months, we calculate the IRR of a single average pet in this cohort to be 31%.

In 2018, we spent $23.7 million (which translated to $20.7 million in net acquisition 
spend after you back out $2.6 million in sign-up fees and $0.4 million related to our 
other business segment) to acquire 126,182 new cats and dogs, with an average 
monthly revenue per pet (ARPU) of $53.44. Assuming that the pets act like our average 
pet in 2018 with a constant 10% adjusted operating margin and an average duration 
of 71.4 months, we calculate the IRR of a single average pet in this cohort to be 37%.

On the surface, the Pet Acquisition Cost (PAC) spend in 2016 at $123 appears better 
than the $164 in 2018, BUT that would be mathematically incorrect if one is concerned 
with value creation! Because both the ARPU and margin are larger in 2018 and the 
pay-back period is reduced from 36 to 32 months, the 2018 IRR calculation of 37% is six 
percentage points better than the 31% in 2016.

Put simply, spending $24 million at a 37% IRR is better than spending $15 million at a 31% 
IRR. 

Over the next 5-10 years, our goal is to spend greater and greater sums of our self- 
generated discretionary capital with IRRs in the 30% to 40% range for a single average 
pet.
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In Walter Isaacson’s biography of Leonardo da Vinci, the author draws a comparison 
between Steve Jobs’ ability to merge engineering and art and Leonardo’s fascination 
with combining science and art. This comparison had me thinking about Trupanion. In 
my mind, Trupanion marries math with love.

The math comes from our value proposition and the simplicity of our business model. 
The love comes from the people on our team and in our member community. We all 
have unconditional love for pets.

For years, Trupanion’s biggest impediments to growth have been cash and/or 
opportunities. Today, it’s people and culture. We know that execution — our biggest 
risk — comes down to people and culture. And we need to be thoughtful about 
bringing in the right mix of talent, heart, and fearlessness to move the company 
forward in a way that preserves and strengthens our unique culture and commitment 
to customer service while achieving ambitious and innovative goals.

I wrote about Kuyashii in the 2017 shareholder letter and often use it as a sign-off on 
companywide communications when we need some inspiration. A few years ago, I 
watched a Netflix documentary about chef and Los Angeles restaurant owner, Niki 
Nakayama. Ms. Nakayama wanted to become a world-class chef, but was raised 
being told only men could become successful chefs and restauranteurs. She used the 
words of her doubters as her energy to succeed. She explained in the documentary 
that there is a specific word in the Japanese language that describes this inspiration 
and determination, which is Kuyashii.

If you would like to gain additional insights into Trupanion, whether you are an existing 
shareholder or new to our story, I invite you to read our 2015, 2016 and 2017 shareholder 
letters, as well as our investor FAQ. Both can be found on our IR website at Investors.
Trupanion.com. I also encourage you to come visit our Seattle Headquarters and 
attend our shareholder meetings on June 6th, 2019 and June 4th, 2020. If you’d like to 
visit, please reach out to InvestorRelations@Trupanion.com.

Kuyashii,

Darryl Rawlings 
Founder & Chief Executive Officer
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END NOTES
1 In this letter and our other publicly available reports, we present certain non-GAAP measures, including 
adjusted EBITDA, variable expenses, fixed expenses, adjusted operating income, adjusted operating 
margin, acquisition cost, and free cashflow. These non-GAAP financial measures may not provide 
information that is directly comparable to that provided by other companies in our industry as other 
companies in our industry may calculate or use non-GAAP financial measures differently. In addition, there 
are limitations in using non-GAAP financial measures because they are not prepared in accordance with 
GAAP and exclude expenses that may have a material impact on Trupanion’s reported financial results. 
The presentation and utilization of non-GAAP financial measures is not meant to be considered in isolation 
or as a substitute for the directly comparable financial measures prepared in accordance with GAAP. 
Trupanion urges its investors to review the reconciliation of its non-GAAP financial measures to the most 
directly comparable GAAP financial measures in its consolidated financial statements, and not to rely on 
any single financial or operating measure to evaluate its business. These reconciliations are included within 
our Supplemental Financial Information provided with the Q4 earnings release on Trupanion’s Investor 
Relations website.

Our internal rate of return is calculated assuming the new pets we enroll during the year will behave like 
an average pet. Specifically, our 2018 calculation assumes adjusted operating income (calculated as the 
average monthly revenue for new pets of $53.44 factored by the adjusted operating margin of 10.5%) for an 
average subscriber life of 71.4 months (calculated as the quotient obtained by dividing one by the churn 
rate, which equals one minus the average monthly retention rate of 98.60%).

Because of varying available valuation methodologies, subjective assumptions and the variety of equity 
instruments that can impact a company’s non-cash expenses, Trupanion believes that providing various 
non-GAAP financial measures that exclude stock-based compensation expense and depreciation and 
amortization expense allows for more meaningful comparisons between its operating results from period 
to period. Trupanion offsets sales and marketing expense with sign-up fee revenue in the calculation of net 
acquisition cost because it collects sign-up fee revenue from new members at the time of enrollment and 
considers it to be an offset to a portion of Trupanion’s sales and marketing expenses. Trupanion believes 
this allows it to calculate and present financial measures in a consistent manner across periods. Trupanion’s 
management believes that the non-GAAP financial measures and the related financial measures derived 
from them are important tools for financial and operational decision-making and for evaluating operating 
results over different periods of time. 

DISCLAIMER
This letter contains forward-looking statements within the meaning of Section 21E of the Securities Exchange 
Act of 1934, as amended, and section 27A of the Securities Act of 1933, as amended (Securities Act). All 
statements contained in this letter other than statements of historical fact, including statements regarding 
lifetime values of a pet, discounted cash flows and our intrinsic value model, future results of operations 
and financial position (including ARPU, AOM, AOI, IRR, PAC, and new pets enrolled), our business strategy 
and plans and our objectives for future operations, are forward-looking statements. The words “anticipate,” 
“believe,” “continue,” “could,” “estimate,” “expect,” “intend,” “may,” “model,” “plan,” “potentially,” 
“predict,” “project,” “target,” “will,” “would,” and similar expressions that convey uncertainty of future 
events or outcomes, are intended to identify forward-looking statements.

These forward-looking statements are subject to a number of risks, uncertainties and assumptions, including 
those described under the heading “Risk Factors” in our Annual Report on Form 10-K and other filings we 
make from time to time with the Securities and Exchange Commission. Moreover, we operate in a very 
competitive and rapidly changing environment, and new risks emerge from time to time. It is not possible 
for our management to predict all risks, nor can we assess the impact of all factors on our business or the 
extent to which any factor, or combination of factors, may cause actual results to differ materially from 
those contained in any forward-looking statements we may make. In light of these risks, uncertainties and 
assumptions, the forward-looking events and circumstances discussed in this letter may not occur and 
actual results could differ materially and adversely from those anticipated or implied in the forward-looking 
statements.

You should not rely on forward-looking statements as predictions of future events. Although we believe 
that the expectations reflected in the forward-looking statements are reasonable, we cannot guarantee 
that the future results, levels of activity, performance or events and circumstances reflected in the forward-
looking statements will be achieved or occur. We undertake no obligation to update publicly any forward-
looking statements for any reason, except as required by law.




