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Good-Bye to *
- .u‘ -
Venture Capital
Technology finance has turned ;'
rational—so 'm outta here. |
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oop-BYE! We venture ca-
pitalists like to think of
ourselves as giants strid-
I ing across the technology
landscape, showering mo-

ney on terrific young entrepreneurs, add-
ing value, creating jobs, nurturing real
companies. We are financial samurai. But
[ am giving it up. Why?

First, technology supply is bloated. In-
novation is not dead, but dernand for new
technologies is moribund and will con-
tinue to be weak for at least the next five.
years. During the boom times, VCs fi-
nanced more than 3,000 new companies a
year in information technology, commu-
nications, biotechnology, and the Inter-
net. The problem is that the buyers of new
technology cannot possibly utilize all this
stuff. There is a very real limit to what can
usefully be deployed. I'T and communica-
tions spending is no longer growing at 15
percent per year; growth will be in the
middle single digits for at least the next

capitalization for the leading technology
companies is now one-sixth of what it was
five years ago.

Fourth, these changes in venture fund-
ing are structural, not cyclical. VCs actu-
ally like cyclical markets; we can buy in
cheaply and wait for exuberance to bail us
out. Traditionally, we knew that if we
picked the right sector we could make 10
times our money. In fact, we knew if we
picked the best two or three companies in
that sector, we could make 50 times our
money—but you get my point. But those
days are, regrettably, over.

Here’s why: it takes about $30 million
to get a startup software company to break
even—and even great software companies
rarely grow more than 100 percent a year.
In irrational times, a software company
with $30 million in sales would have been
worth $180 million, or 600 percent of a
VC’s investment. Which is good, but not
great. Unfortunately, in rational times, the
company would be worth $47 million to

Howard Anderson is the William Porter
Distinguished Lecturer at MIT's Sloan School
of Management, where he teaches courses on
early-stage companies. He founded the
Yankee Group and cofounded YankeeTek
Ventures and Battery Ventures. He plans to
raise no new monies for his venture funds.

If you were a VC between 1994 and
1997, you couldn’t help but make money.
But by 2000, you were underwater.

Finally, it's not just supply of new tech-
nology that is too abundant. Ten years ago
there were 240 member firms in the Na- .
tional Venture Capital Association. Today,
that membership has nearly doubled, and
our fund size under management has in-
creased eightfold. There’s too much ven-

g‘;’\n’—g five years. Therefore, few software and the investors, or only 157 percent of their ture money pursuing too many deals.
‘H@ communications companies will enjoy the  investment. But that’s over five years/ Per  There’s nowhere for all that money to go:
T double-digit growth that inflames com- ~year, it’s a return of only 11 percent-and =~ we can’t spend the money we’ve raised.

= pany valuations and makes VCs rich. that’s for a winner. Remember: in venture Venture capitalists view themselves as
@ Second, there’s a good reason why funds, only 20 percent of investments are ~ pragmatists, but if they think the dynam-
HIE technology spending is stagnant. The winners. Forty percent are in the middle, icsofthebusiness haven'tchanged, they’re

1.

P g

2.

hype machine is broken. For years, tech-
nologists told the world that “information
is strategic”; we said that if companies
didn’t overspend to protect against Y2K
they were committing corporate hara-kiri.
Executives spent like crazy people. No
longer. Their new mantra: spend no more
than last year. ,

Third, the financial markets for tech-

20 percent are losers, and another 20 per-
cent are write-offs.

Venture funds all strive to rank in the
top quartile. But the returns of the top-
quartile funds depend on when they were
launched. Take a look at these numbers

for venture capital returns from-Cam-

bridge Associates:

as self-deluding as the next person.

“Ever wonder what we did for a living
in early-stage venture funding? I bet you
think we spent the day searching for the
next insanely great company. But we spent
most of our lives in endless meetings with
people who were lying to us: scientists
who swore that their patents were solid
and entrepreneurs who insisted that they

nology companies are no longer exuber- Year Fercentage increase had no competition. We lied right back at
antly irrational. VCs haterational markets: 1984 them: said our money was different.
rational markets value companies at two 1988 2.7 That was the old way, and it was.tons of
and a half times their sales at an initial 1994 19.6 fun, and we all made too much money. I'll
public offering or one and a half times 1997 67.5 ~*smiss it. But now the markets are too ratio-
their sales at a merger. We need a little ir- 1999 8.7 nal, and the returns are too small and un-
rationality to earn a living—but the total 2000 ~-8.5 certain. So, time to leave. &
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Predmtmg Customer Choic

Recent research has greatly improved management’s abilit y to anticipate
customer wants. Rohit Verma and Gerhard lechka

Vanishing mass markets, the proliferation of
products and services and new technologies
are requiring many companies to redefine
“their beloved core business doctrine: “Give
customers what they want.” At the same
time, in the best-selling book The Paradox of
Choice, Schwartz (2004) suggests that every
consumer decision, from buying a bottle of
shampoo or ordering a cup of coffee to
choosing a healthcare provider or setting up
a retirement plan, is becoming increasingly
complex thanks to the abundance of choices

available. Much the same is true for cus-

tomers in many business-to-business mar-
kets,

This dramatic explosion in options has
ironically become a challenge for customers
and businesses alike; Schwartz goes so far as
to argue that fewer alternatives are better than
many for the well-being of society. However,
the underlying problem in predicting cus-
tomer choices resides largely in the fact that
many people make purchasing decisions on
the basis of (potentially) many different crite-
ria simultaneously (McFadden 1986), includ-
ing brand, quality, performance, price,
service, features, channel and so on.

‘Given resource constraints, it is virtually
impossible for any tirm to excel in all prod-
uct aspects at once — that is, to provide the
highest quality, fastest delivery and greatest
variety at the lowest price. Firms must make
trade-offs on the basis of what they do best,
what their competitors are offering, and the
criteria they think matter most to their cus-
tomers (Verma, Plaschka and Louviere
2002). However, managers often struggle to
determine the “best” configuration of prod-

uct-service offerings that will appeal to their
chosen target markets. To create; capture
and maintain demand for their offerings,
businesses have to balance three key chal-
lenges (Verma and Plaschka 2003).

What do our customers

Ambiguity -—
really want? Companies lacking a clear
understanding of customer choices often
take a scattershot approach, hoping that at
least one of their offerings will succeed.
Unfortunately, this
type of approach is
neither efficient nor
profitable for rost
firms. Markets are fre-
quently flooded with
products and services
that offer relatively lit-
tle in the way of Added
value to customers
and that weaken the
seller’s bottom line.

Risk — Wwill
envisioned offerings

our

be successful? Man-
agers face complex
choices when decid-
ing which of their product-service bundles
to ofter. Potential product-service drivers
(such as price or-specific product-service
features) can have several variants, and
managers often use experience, bench-
marking analysis or simply gut feelings to
decide what will be attractive to custoimers.
Such “informed guessing” may spur new
and innovative ideas, but it also may be
unproductive and unreliable.

Conformance — Can we deliver what we
promised? Although it is important for
companies to understand market value
drivers, they rmust also support customer

preferences and align them with effective

supply-chain management practices. Even
if companies succeed in identifying and
delivering attractive product-service pack-
ages, their efforts may prove futile unless

During the last few years, new research hds#
expanded the toolbox that is available 1
businesses seeking to understand the drive £

of customer choices. The latest tools and: |

2

methodologiég gllow managers to predict™
with remarkable precision the market per-
formance of new or existing products, serv-
ices or experience-based offerings. Recent
works on the “art and science” of choice
modeling approaches have greatly improved
management’s ability
to predict customer
choices — even under
seemingly complex
and erratic market
conditions.

The CM frame-
work pioneered by
Daniel McFadden, co-
recipient of the 2000
Nobel Prize in eco-
nomics, focuses on
both the economic
reasons for individual
choices and the ways
researchers can meas-
ure and- predict these
choices (Manski 2001;
McFadden 1986). McFadden’s work, and
corresponding developments in experimen-
tal choice analysis by Jordan Louviere and his -
co-researchers, have led to diverse applica-
tions, including design and development of
new products and services, transportation
planning in urban environments and evalu-
ation of alternative pricing strategies (Lou-
viere and Woodworth 1983; Adamowicz et
al. 1998; Ben-Akiva and Lerman 1985; Lou-
viere, Hensher and Swait 2000). For exam-
ple, in a recent article, Hall et al. (2004)

Rohit Verma is an associate professor and
Thayne Robson Fellow, David Eccles School
of Business, University of Utah. Gerhard
Plaschka is an associate professor of strategy
and venture management, Kellstadt Graduate
School of Business, DePaul University
Chicago. Contact them at rohit. verma@busi-
ness.utah.edu and gplaschka@mindfolio.com.
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It was in the spring of the second year of his insurrection
against the High Sheriff of Nottingham that Robin Hood

tok a walk in Sherwood forest. As he walked he pondered

the progress of the campaign, the disposition of his forces,

. the Sheriff’s recent moves and the options that confronted
~ him,

The revolt against the Sheriff had begun as a personal

- ausade, it erupted out of Robin’s conflict with the Sheriff

and his administration, However, alone Robin Hood could

- do little. He therefore sought allies, men with grievances
- and a deep sense of injustice. Later he welcomed all who

- came, asking few questions and only demanding a willing-
hess to serve. Strength, he believed, lay in numbers.
He spent the first year forging the group into a disci-

plined band, united in enmity against the Sheriff, and will-
- ing to live outside the law. The band’s organization was
. simple. Robin ruled supreme, making all important deci-
-~ sions, He delegated specific tasks to his lieutenants. Will

Scarlett was in charge of intelligence and scouting. His
main job was to shadow the Sheriff and his men, always
dert to their next move. He also collected information on
- the trave] plans of rich merchants and tax collectors. Little

John kept discipline among the men, and saw to it that

 their archery was at the high peak that their profession
Scarlock took care of the finances, converting

hiding places for the surplus. Finally, Much the Miller’s son

t had the difficult task of provisioning the ever-increasing
| band of Merrymen,

569k A A /z;;}
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A

The increasing size of the band was a source of satisfac-
tion for Robin, but also a source of concern. The fame of
his Merrymen was spreading, and new recruits poured in
from every corner of England. As the band grew larger,
their small bivouac became a major encampment. Between
raids the men milled about, talking and playing games.
Vigilance was in decline, and discipline was becoming
harder to enforce. ‘Why?’ Robin reflected, 1 don’t know half
the men I run into these days’

The growing band was also beginning to exceed the
food capacity of the forest. Game was becoming scarce, and
supplies had to be obtained from outlying villages. The cost
of buying food was beginning to drain the band’s financial
reserves at the very moment when revenues were in
decline. Travelers, especially those with the most to lose,
were now giving the forest a wide berth. This was costly
and inconvenient to them, but it was preferable to having
all their goods confiscated.

Robin believed that the time had come for the
Merrymen to change their policy of outright confiscation
of goods to one of a fixed transit tax. His lieutenants
strongly resisted this idea. They were proud of the
Merrymen’s famous motto: ‘Rob the rich and give to the
poor. ‘The farmers and the townspeople’, they argued, ‘are
our most important allies. ‘How can we tax them, and still
hope for their help in our fight against the Sheriff?’
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Robin wondered how long the Merrymen could keep to Prince John was vicious and volatile. He was COni "

the ways and methods of their early days. The Sheritf was sumed by his unpopularity among the people, Whé -
growing stronger and better organized. He now had the ‘wanted the imprisoned King Richard back. He also lived -

money and the men, and was beginning to harass the band,  in constant fear of the barons, who had first given him the K

probing for its weaknesses. The tide of events was begin-  regency, but were now beginning to dispute his claim to ¥

ning to turn against the Merrymen. Robin felt that the  the throne. Several of these barons had set out to collect EE
campaign must be decisively concluded before the Sheriff ~ ransom that would release Richard the Lionheart from his %E

had a chance to deliver a mortal blow. ‘But how’, he won- —

dered, ‘could this be done?’

Robin had often entertained the possibility of killing the
Sheriff, but the chances for this seemed increasingly remote.
Besides, killing the Sheriff might satisty his personal thirst
for revenge, but it would not improve the situation. Robin
had hoped that the perpetual state of unrest, and the
Sheriff’s failure to collect taxes, would lead to his removal
from office. Instead, the Sherift used his political connec-

jail in Austria. Robin was invited to join the conspiracy in*"
return for future amnesty. It was a dangerous proposi- |
tion. Provincial banditry was one thing, court intrigue i
another. Prince John’s spies were everywhere. If the plan
failed the pursuit would be relentless, and retribution
swift.

The sound of the supper horn startled Robin from his
thoughts. There was the smell of roasting venison in the air,
Nothing was resolved or settled. Robin headed for camp |

!
tions to obtain reinforcement. He had powerful friends at  promising himself that he would give these problems his 1
court, and was well regarded by the regent, Prince John. utmost attention after tomorrow’s raid. 1
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