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Backhoed o nGbéyMo o r Lawd: A
Storyof Convergence

October 21,1996:1 Ineedyouy like theflowersneedtherain, youknow,| needyou,| need
y 0 u . -&merica,l NeedYou

We would like to propose a theory that you may find either obvious or unimportant or both. This
theory, which is actually borrowed from a friend at Teledesic,it hat backhoes d
Moorebs Law. Before we explain why this is

same page.

Mooreds Law was first noticed in 1965, when
price/performance of memoryipls was increasing by a factor of two every eighteen months.

Mooreds Law has been the | ifeblood of t he clom

processing power at a given price is a clear contributor to the insatiable demand for personal
computersAs | ong as Mooreds Law cont i nudasticitywe w

The backhoe is a piece of construction equipment that is used by several industries for general
productivity. One industry that has been particularly active in the baghkirokasing market is

telecommunications. You see, backhoes are used to dig trenches, in which telephony companies
lay cablel historically cooper, but more recently fiber optic.

Just i n case you are uncertain a,smelhamedunbethe(lfr

some research. This January, John Deere (DE, 43 7/8) will release an upgrade to its 310 series
backhoes, the first such upgrade in abouys@ars. We aggregated the improvement along six
different metrics and came up with an improvenwrit3.5% over approximately six years.
Admittedly on one feature, the allowable weight in the dipper stick at maximum height, has
increased 29.7%. However, this represents an annual improvement of 4.4%, which falls well
short of Moored3wl,Law equivalent (59.

By now you may be wondering where this is going. You hear a great deal about convérgence
how the computer industry has collided with telecommunications to deliver this great medium
we know of as the Internet. What you do not hear about is the dimwisconvergence.
Convergence creates dependency. Hopefully you have followed the hints we are giving. The
computer industry is now dependent on the telecom industry which is dependent on backhoes
which donét obey Moorebs Law.

Backhoe dependency is reajyst the simple side of our message. It is our impression that the
majority of the players in the computer ind
when analyzing the issues that exist with the Internet. This corapeniéic view could prove
hazardous. Not only will it lead to disappointed expectations, but it may also lead to a less than
accurate vision of the future.

We would now like to walk through five separate Internet issues, where we believe that the
computer centric viewpoint is misléiag. It is our goal to inform, provide a new way of thinking

jus
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about some of these issues, and hopefully improve the accuracy of the general outlook. As
financial analysts, we are extremely sensitive to the perils of unmet expectations.

HOW SMART IS THE INTERNET?

We suspect that many of you have heard that the Internet is this wonderfully flexible network
that was built to withstand a nuclear war. You have also likely heard that the information that
traverses the Internet is divided up into little packied$ €ach travel along independent optimal
paths. While we are not in a position to comment on nuclear wars, we will submit that packets on
the Internet typically travel along the exact same path. As a result, the standard way of improving
network performace is not through network optimization, but rather by providing raw

bandwidth.

This has interesting implications in terms of how you measure Internet usage. Some people will
tell you that there is no bandwidth crunch coming, based on the beliehtiait0-20% of the

Internet infrastructure is being used. The problem with this argument is that there is no way to
effectively allocate this excess capacity to the areas of the Internet where the bottlenecks do
exist.

THE VALUE OF INTERNET TELEPHONY

It seems to us that the majority of the players in the computer industry believe that Internet
telephony is cheaper because it is digital rather than analog and because it bypasses the
bureaucratic telecommunications companies. In case anyone has not ttic yea, Internet
telephony is an arbitrage play. During long distance calls, the long distance provider is required
to pay each RBOC involved 3.25 cents per minute. That accounts for 65% of the $0.10 per
minute that Candice Bergen likes to promote.

EVERYTHING OVER IP

One thing that you continually read about in financial journals is thatlapall media types

will traverse on a single network which will be some descendent of what we now know of as the
Internet. This would offer the best of both worltse efficiency of a packet based network with

the reliability and functionality of a circuit based network.

If something sounds too good to be true, it likely is, and we have no reason to believe that this
case is any different. Different data types regjdifferent backend networks. The satellite is

great for broadcasting video, voice, and even data, but it is horrible-staywoommunications.

The telephone network is phenomenal at-may communication, but it is horrible for video and
Internet trafic is currently stretching the limits of the central office switch. Then there is the
Internet. It is great for asynchronous communication. But then again, that is what it was designed
to do. Force feeding synchronous connections over an asynchronoosknstivikely

jeopardize the intended benefits of the IP network.

We envision a world where a single device connects our LAN or home to severai-bestd
backend networks and allocates the data according to media type. We like this idea for two
rea®ns. First, it fits with the generally accepted theory that intelligence should reside at the edge
of the network. Additionally, it fits with reality. Ascend (ASND, 62) and Shiva (SHVA, 42 3/8)

are separately working to deliver products that strip daffectfeom telephony lines before it

clogs the central office switch.

UNLIMITED -USE PRICING
We have run into several people that believe that unlimited use pricing is good for the Internet
and good for the computer industry. We disagree whe&tedly. Wekn you allow unlimited
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use of a Iimited resource you suffer the ATl a
than their fair share and actually decrease the overall value of the resource. If we really want this
thing to go forward, we should put tbee of the network in the hands of those who would find it
most profitable.

We are certain that some people will find the theory of a move to lrsesgepricing as

inflammatory. Yet, all we are really talking about here is capitafismsing price to progxly

allocate resources. Unlimited pricing, on the other hand, is socialistic. And history seems to
suggest that socialistic policies have not had a positive impact on infrastructure development.

MINING FOR GOLD

Over the past eighteen months, many finalnenalysts (including ourselves!) argued that the
way to make money on the Internet was to invest in the equipment companies, not the ISPs. This
theory was based on the lesson that the real profits during the gold rush came from selling pick
axes, pans,ral blue jeans to the miners. The problem with this theory is that it requires that there
be at least some gold in the mountain.

The companies that we are counting on to build out the infrastructure all face issues that could
potentially limit their abilityto deploy capital. The ISPs are experiencing significantly negative
cash flows and have limited access to capital. The RBOCs may lose up to 40% of their operating
profits as a result of access charge reform, came out on theeskaof the stick with rgect to

the Telecommunications Act of 1996, and their investors, unrealistically perhaps, expect a
dividend. The cable companies are overly leveraged, have a poor service reputation, and are
under assault in their core business from the satellite vendmty, the odd®n favorites, the
long-distance companies, may be surprised when the fax, an inherently asynchronous data type,
goes to the Internet. Fax may account for as much as 25% of their profitability.

We recently attended a conference where westenawere advised to acquire as many T1 lines

as possible, based on the theory that there may be ddopal' 1 shortage in front of us. Now
T1-hoarding seems a little drastic. After all, we can always lay more lines. But then again, laying
linesrequre backhoes, and backhoes dondét obey Mojor
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The Continuedevolutionof Advertiang or
How To Succeedn AdvertisingPartll

October 16, 1998:"You know | d o nb&lieve you when you say that you d o nngddme."
-HumanLeagueD o nYouWantMe?
Six months ago, I penned an articl erguedthat ed

the Internet was going to have a major impact on how advertisements are bought and sold. | argued

that the Internet would lead to a shift to performance based advertising, as each advertiser coulfi
measure the actual performance of each and exki®n the Internet, advertisers can measure not
only click-through ratios (the number of people that click on an ad divided by the number of
impressions) but also sehrough (actual customers divided by the number of impressions). The
supposition washiat if an advertiser could measure the exact response to an ad, why would they
settle for undeperformance?

nH

This article generated a completelytbo | ar response. The Acontenjo
fiery tongue. The standard response, whichwagel@t i n i ts simplicity,
more wrong. o0 These artisans were quick to pgoi
be measured using these overly analytical direct marketing techniques. Furthermore, they insisted,

the publicneeds o0t h Si enfeld and the Superbowl. And}] i
exist.

On the other pole, the people that actuall y] p
this day would come, 0 they chantdedsnidtwhwos kjbo
buyers of ads are much more supportive of this increased scrutiny than the sellers of ads. Looking
towards the future, my analytical mind favof s

control the dollars, or that they veer mor e supportive of my viewpolil

continued evolution of technology puts tremendous pressure on traditional impression baseo
advertising.

Internet ad buyers are learning at a tremendous pacen@iths ago, they beganosschecking

their ad expenditures by analyzing simple clickough ratios. During renegotiations with-ad
based sites they would point out that dollars per impressions did not matter, but rather dollars pe
click-through. Some sites might have many iegsions, but few viewers that bothered to actually
respond to the ad. On the other hand, some sites with specific context have much higher click

through rates. Ad buyers call these sites i p e

performers andonperformers off the tip of their tongue.

Of course, being the adaptive creatures that they are, many sites tried to game the system. Thdy
would artificially inflate their 1 mpressionf

as the gamehdfted to clickthroughs, the mythical consumers began to click on the ads. However,
the buyers continue to evolve as well, and now they are looking beyond th¢holigh and
analyzing the life time behavior of customers that click over from a partisitar These €
merchants can now tell you not only which advertisers producetbliokghs, but also whether
those customers actually buy, how much they buy, and what are the margins on the things the
buy. This is surely information an ad sales repredgmet never wanted to see.

Many Silicon Valley based companies are jumping in to help arm these ad buyers with detailed
analytical software. Companies such as AdKnowledge, Personify, and Epiphany are developing
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market analysis packages, which help marketationalize their ad expenditures across not only

the Internet, but across other media as well. This technology will result in much more rational
behavior on the part of ad buyer. Privacy advocates and ad sales reps will be equally displease
with the d@th of information in these customley-customer reports.

More radical shifts are also underway. Over the next sndhths, ReplayTV and Tivo will hit
the market with a brand new consumer electronics device that puts the control of television in the
hands of the wuser. These fAdigital VCRsO consi
amassivemukgi gabyte hard drive. Advances in harog
law, now allow us to store hours and hours of kqghlity video @ a device that costs less than

$1000. Two or three years out, these devices may hold 100 hours or more, and cost less thah

t oday-basedtV@Rs.e

The Digital VCR will render the traditional VCRs obsolete. It will be much easier to use, and will
record siows proactively that it anticipates the user wants to see. If you are a San Francisco Giants
fan, the device will proactively record every Giants game. Then you can come home and watch it
when it makes sense for you. And you can even skip straight othe i nni ng, i f {
get your kicks. Type into the device a list of your favorite actors and directors, and magically over
time, the Digital VCR will become a repository of your favorite films. Pick your favorite weekly
shows, and watch them al @ roll on the weekeridno problem.

Of course, you could theoretically do this today with VCR tapes, but these things are hard to use
and hard to program. This will not be the case with these new devices. They will have access td
data about the prograthsh at you want to watch and wil|l I
about. Over time, excess cable and satellite bandwidth (such as in the middle of the night) will be
used to push programs down to the device for later viewing. The concept ofknaitiennels will
finally be a reality.

Why does this affect advertising? Television advertisers are used to a world of synchronous
viewing. Shows belong in time slots, and people watch what is on at that particular time. The
digital VCR allows us to watctihings on our own time, in other words, asynchronously. Ad sales
are typically based on Nielsen ratings, which measure how many people are watching a show a
one particular time. Todaybés stellar Nielse
is no reason why this trend will not continue. The-t;ene world of the Internet will soon find

its way to television.

Some people respond to this by suggesting that ad sales will simply shift to something known as
an interstitial. Thisisanadthatisi nsertedo in the asynchronous:
the viewerbdés own time. While this is possi bl
and that these devices will allow the content provider to push content directly to thseznd
potentially on a payerview basis. If the consumer is willing to pay $5 to watch Sienfeld
commercial free, why should they be denied?

Payperviews limited success to date has been caused by the lack of an easy to use interface, arjd

not by a lack bdemand. Consider what is happening on DirecTV, a wonderful product with a
great user interface and four million raving customers.-geayiew is wildly successful on
DirecTV, and we are not talking just about movies. The NFL, NBA, and NHL all havegescka
that they can sell directly to the consumer. Why should the leagues involve the networks if they
can get directly to the consumer? Why pay for the overhead?
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There i s a more interesting example found dn
Days of Our Lives, is shown twenfpur hours a day, seven days a week. It costs $1.50 per
episode, itis quite successful,and bestdfallt 6 s commer ci al free. Thils
and not everyone is pleased. You can start with the local afi{ates who see their best content
slipping out the door beneath them. But the] act
created to sell products, and somethingds njot

This apocalyptic viewpoint is clearly overstatétetwork television will continue to thrive for
years to come, and it will likely be some time before we see a commieeaaEuperbowl.
Moreover, consumer products companies will continue to pay millions of dollars to hawk goods
on national television. élvever, underneath it all, a shift is happening. Consumers are increasingly
getting what they want, advertisers are begining to calculate what they want, and the companie
that make a living wasting your time may need to find a new gig.
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Internetinvestors Bewareof the Proxy
Valuation

August 17, 1998:f | ybu ¢ a nbé with the one you love, hongy, lovetheoney o u &wr € h. 0
-Stepherstills, LovetheOneY o u Withe

As the market begins to grapple with the lingering effects of a seven year bull market, the financial

crisis in Asia, and the undeniable shortfall in second quarter earninggptired underneath our

feet jJjust doesndét seem as strong as it once

the solidity of the earth below is even more difficult given the daunting distance from the bottom

Internet stocks are in fact acting quite resilient. However, if recent market skittishness has cause
you to reassess, make sure that youd@ate. not
Any financial academician will tell you that the only proper way to value a stock is to predict the
long-term cash flows of a company, discount those cash flows back to the future, and then divide
by the number of shares. As this is much easiertbain done, many practitioners often shortcut
the process using tools that serve as a i
the price to earnings ratio. ltds not a p
betweenthetwo but as John Maynard Keynes said i
wrong. 0

of your shoes to the actualrsi ace of the eart h. Per haps evie

In certain emerging markets, particularly ones that are capital intensive, the cost of market entry
is so high that even market leaders lose money for several lyefme eventually turning
profitable. This presents a bit of a dilemma for the typical market investor as his/her standard proxy
tools are irrelevant due to the fact that the variables used for computing vakliagamings,

earnings growth, cash flow psharei may all be nonexistent. Rather than throw in the towel,

innovative investors must turn to new proxies based upon variables that are indeed measurablg.

Simply make some assumptions that tie the proxy back to standard valuation tools and you are o
your way.

The cable television and cellular telephone industries owe a great deal to the proxy valuation. The
cash flow required to build these communication infrastructures was so high that most of the
market players performed quite poorly when evaluatdg standard valuation tools. However,
many optimistic investors Aknewo that these
that would then lead to profitability. Therefore, with no earnings to measure, these investors
grabbed hold of any vable they could.

—4

I n the cable television era, the variabl e t hat

the market value of the average cable company by the average number of homes who could
potentially subscribe to the service to calculate thleesper homgassed. This proved to be a
useful tool for valuing cable franchises, and you could always rationalize the value by calculating
a rough estimate of what the lifetime value of a single customer should actually be. Other variables
that proved ppul ar i n both cablpersabd (ceblseclrambewgn
before Interest, Taxes, Depreciation, and Amortizati@so known as EBITDA (more on this
later).

The Internet is currently going through a similar stage. Investors, whagatguilly optimistic
about the future and potential of the Internet, are anxious to invest in companies who are clearly

10
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many years away from profitability (perhaps many, many years). Not to bewhiatrr lack of a
valuation tool, these investors havgoecreated proxies that are tied to the variables that we happen
to be able to measure. Some popular ones include market capitalization per subscriber, market cap
to-subscriber, market cgperunique visitor, market cagp-page view, and the most poputdrall
0 market cago-revenues.

While abstract proxy valuation tools are indeed risky, there is no reason to belittle those that use
them. Keep in mind that while these tools are inaccurate, they still offer a distinct advantage over
theal t ernative of holding oneds finger in th
in these situations is typically offset by a greater potential upside. Columbus would have never
discovered America if he had waited around for someone tatitive Global Positioning Satellite.
Many investors in both the cable and cellular industries were handsomely rewarded for betting bigj
and betting early, and the same reality has already been proven true on the Internet.

However, as emerging markets begpnmature, the dangers of proxy valuation become more
apparent. These proxy risks can take several forms. First consider symmetry risk which flows fromj

\U

the fact t hat not al | Avari abl eso are creatled

is safe to assume that a dollar of cash at one company is equal to a dollar of cash at anothel.
However, as we move down the proxy continuum to earnings, and subscribers, and visitors, ang
page views, the likelihood that we are still comparing apples to agiphésishes. Is an Hrade

customer worth the same as a CDNow customer? Does a page view on Yahoo equal a page viejv

on GeoCities? Ités hard to say.

A second risk is assumption risk. After proxy valuations begin to stick, we begin to treat them as
fact. Fori nst ance, we might divide compani es® me
decide that a customer is worth $X. However, we should really take a look at the cash flows thatj
are likely to come from that customer and then determine if the ovehadltmm makes sense.
Becoming too comfortable with the proxy and its assumptions can be dangerous. For many years
cable investors were convinced that EBITDA was a great proxy valuation and that cable companies
should be worth as much as-26 times EBITDA Unfortunately, it turned out that ignoring

depreciation was a major mistake, since cable systems needd constant upgrades. The proxy ws

poor, and those that came to believe in it eventually suffered.

Another reason to be skeptical of proxy valuatiorsslgtrage. If Wall Street comes to believe that
customers, or visitors, or page views, or even revenues are uniguely valuable (regardless o
profitability), than entrepreneurs are likely to rush to market with companies that can achieve these
targets quitehandily, but may have little chance at producing real value in terms of cash flow.
With no focus on costs, it is easy to reach-financial targets. This is the great thing about cash
fow-based valwuation, i1itdéds hard to sweep costs

To highight this point, consider the absurd example of a \Wated company whose core service

is to sell dollars for $0.85 each. This company could obviously achieve record visitors and page
views at its Web Site. Revenue growth would easily set records, anduité conceivable that
sales could reach into the billions within the first few quarters of operation. Apply even the most
conservative Internet prige-revenue multiple to this franchise and we are talking about a-multi
billion dollar market cap. Perpa you are questioning how this hifiiing company will ever turn
profitable? You are obviously forgetting that with traffic like this, the potential for advertising and
targeting will be tremendous!

11
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Clearly, there are a few Internet companies that ddesgrve this type of ridicule. Yahoo and E
Trade have already proven profitability, and many investors are quite confident that Amazon can
achieve similar results over time. Additionally, even younger companies such as Ebay, a San Josg
auction house, awchieving record revenue growth without compromising profitability. However,
these are the exceptions. Investors should increasingly evaluate the potentigriong
profitability of Internet businesses before they invest. If the market continues tolipjsm

will be replaced with skepticism, and the companies that are most dependent on proxies will be
the ones that fall furthest.

On the margin, it certainly appears that arbitrage is in full swing. We are witnessing an increase ir]
companiesthatfileodfr | PO6s with | osses that are as | afjge
that this means that expenses are over twice that of reveregesomics that are actually worse
than my company that sells dollars at a discount. Additionally, it is runtbag¢atertain Internet
CFOs are pushing investoroés to | ook at EBI TPpAI
to get Wall Street to ignore what has become the single biggest expenditure for Internet startups
This only makes sense if you truly bekethat marketing costs will one day go away, which should
be considered unlikely. Perhaps we should make it easier and skip straight to EBE (Earnings
Before Expenses)é but thattorl ewkrsuesau,spdace ouG| vyi

12
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StandardsOpenFor Business

May 25,1998:i H e differentandhed o rcéréwhoknowsit.
S 0 me talboutmndnotthesame.
H e dierentandt h ahbwditgoes.
Andh e Bosgonnaplay yourgoshdarng a me . 0

-RandyNewmanfi | ®inf f er ent o
If you pay attention to highechnology business markets, you have undoubtedly noticed the
frequent usage of fAopen gegyahutdlaorassnarketirsg massage o
and political mantra. Leading highch executives such as Andy Grove, John Chambers, Jim
Bar ksdal e, Larry EIIlison, and Scott Mc Ne al
Afadherence too open standards.
Of cour®, they are not the only supporters. Executives of smaliigtartmagazine columnists,
industry analysts, and even customers such
and fundament al Abelief i no o pneenloyalty, and bediaf,d s .
you might think that discussing open standards would be a-Isleitexercisé kind of like
di scussing the force of gravity or a humano

We al | know that this is not t hpee ncnaesses., OWhtii
again we see executives and analysts qui bbl
company or that company is really adhering to the standard. If we all agree that standards are
good thing, why is there so much dissewfRen | hear executives announce support for open
standar ds, I am |l eft with an innate empty f
that | believe supporting openness as a fundamental philosophy runs directly counter to the basi
objedive of most businesses: differentiation.

How do you differentiate your product if your core mission is to ensure that your product operates

Nl

exactly as your competition? The bottom | infe

the confusion ahrhetoric regarding open standards.

With this as a backdrop, | would now like to walk through what | see as seven fundamental
principles of open standards. It is not my objective to halt all future arguments and discussions
related to the topic (althoughreduction in attention would certainly be welcomed). | do, however,
hope to open peoplebdbs eyes to the realities
past this current Areligious war o enhopertoo n me
highlight the motivation behind certain corporate initiatives, not so that we can criticize a
companyé6és behavior, but rather so that we ¢
success.

Principle 1: Open standards are a good thing.

A N

Make no mistake about it, open standards have a huge positive influence on technology marketq.

First, they speed market evolution. Since there is a high need for interoperability, guaranteein
that every printer works with every PC seriously reduces th® Ra&sks for both the printer
company and the PC maker. This allows both companies to get products to market faster, an
reduces costs. With standard, or open, interfaces, the design requirements for a printer or PC a
greatly reduced. The customer alsodigs through greater flexibility. If you buy a printer from
one vendor, and then upgrade your PC, It is
to buy a new printer. This flexibility also helps protect the customer from becoming overly relian

13
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on a single brand. If you buy a cellular phone from one network service provider, you can feel safe
that the phone will work on its competitor Ofs

solution.
Principle 2: Openness is a prodsgecificinteroperability strategy.

It is important to recognize open standards for what they are. Companies choose to support open
standards on a produby-product basis. When it makes sense for a company to embrace openness
they will; when tiThisday sosnd trite,tbyt many gegple wwyotm @osition
openness as a religion, business strategy, or corporate mission. This is going too far. It would b¢
virtually impossible for a company to adhere to a policy of openness in everything it does. Would
you consult a standards committee every time you made a corporate decision? Would you post the
design plans for your next significant product on the Internet for all to see, including your
competitors? Do you invite outsiders to your internal meetingsdorercompliance? Sure, Sony
lost a great deal of money when the proprietary Betamax failed to gain market share against thg
open VHS. However, other companies have grabbed significant share and market capitalizatior
by achieving success with proprietansgde gn. Someti mes it makes seps:i
Intel supports open standards on hggieed xDSL technology but works diligently to patent
protect its microprocessor spaut. Is Intel open?

Principle 3: The Aopeno buzzword is overusefd.

Undoubtedly, many high ech executives are guilty of abyysi
their company or to discredit their competition. We need to recognize that openness is really &
position along a continuum and not an absolute way of lifec&echoose to be completely open,

or completely proprietary, but there is a huge gray area in between. You likely have heard the
phrase, AWe wil |l support open standards, b ujt
say. The fact of the mattes that open is nedefinitive, and therefore its use serves more to
confuse than to clarify. | think executives should be limited to stating support for specific
standards, and should be dissuaded from stating that a product or product category isyinherent
Aopeno in and of itself. AThis product suppor
statement than Athis product is open. o

Principle 4: We must recognize that companies need to differentiate.

In a very real sense, open is a euphemism for catitpnoCompanies continually seek to
differentiate their products, and it is hard to differentiate a product that is supposed to behave
exactly |Iike the competitionés. There ar e, i n
as DRAMs and PCs. Bin these more commodHike fields, companies differentiate themselves
more with production or distribution prowess and less with innovation. In markets that are
fundamentally based on intellectual property, like software, production and distrib@iaimanst
entirely frictionless. Theoretically, you could have a better sales force or better service and support
but these are not typically assets that small innovative companies possess. This means thdt
competing with a c¢omp lofeetvery lijtle rdoongoe differensiation,amde g yj w
there is almost a necessity to have some closed proprietary advantage. It is difficult to criticize
companies for trying to innovate in a proprietary manner. After all, survival is instinctive.

Principle 5: tis very difficult to have open standards for complex products.

14
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For extremely complex products, it is simply too hard to coordinate activities across multiple
providers and to ensure that all of the products will behave precisely as expected. Thig is real
just a problem of numbers. As you add individual standards to a particular product, the number ofL
potential permutations, or Astates, o0 that the
is very difficult to have an open standard for ogiagasystems or microprocessors or Java virtual
machines or even browsers. This is why most Webmasters have to write bspasiéic code to
ensure that their sites behave as expected in every environment. It is easy to have open standarfls
for a PC mouselt is difficult to have open standards for an electron microscope. This is not a
political statement, but a fundamental reality.

Principle 6: Open standards favor larger companies.

It is almost ironic that the staup community in Silicon Valley was th@imary catalyst for the
current Awhirlwindo surrounding open standajrd
the large company with entrenched market share. The prevailing wisdom was that, by persuading
the market to support open standardssthealler company could be certain that no company could
obtain market ownership based on proprietary technology. However, the tragic flaw in this theory
was the failure to recognize that large incumbents could use open standards to protect themselvgs
from gmaller innovative competitors. If a small company gains market share with a new proprietary
product, the incumbent can simply argue that, with a product this important, the industry should
really have an open standard. Once the-sfagives in and suppisra standard (with the only
other choice being losing the support of an important market leader), the company must then
differentiate based on sales, marketing, service, and support. Yet, these are the assets of the larder
entrenched companies. Open stmdd allow large entrenched companies to mitigate the
innovation and market share leads of hot young-sf@stand easily move into their markets.
Silicon Valley created a sword that is most often used on itself.

Principle 7: In an open world, new companieeed new strategies.

Recognizing the true realities of an open world, smaller companies must seek new strategies i
they want to succeed. Unfortunately, the precedent of patent protection in the information
technology world is quite weak, which serveaggravate the new open paradox. Companies must
now offer broader and richer product portfolios that are packaged as complete solutions instead
simple Aprotocol so or technologies. Let me ]gi
company that leverages the Internet to change the education market. There is no shortage o
companies that fit this bill, but most focus on the technological problem of distance learning, such
as oneto-many streaming multimedia. The problem is that the protocaelghie underlying
technology are likely to be standardized and included in the underlying platform. Therefore, the
education company that will most likely win is not the one with the best streaming technology, but
rather the one that ignored this aspedhefproblem and focused on something else. The trick is

to find added value beyond the open protocol, such as implementation eddaissstration or
enrollment features. The problem is that solving these problems is not as technically sexy, and thag
is a hard lesson for the entrepreneur to understand.
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How to Succeedin Advertising

April 20, 1998:f | yf 0 u dnra & ime dvait, if y one ® e a dmnermrg | needto k n o wo
-TomPetty,| Needto Know
Over the next few years, there is likely to be a huge rise in perfora@seel advertising on the
Internet. Historically, Internet ads have been sold on an imprelaged metric known #iC P Mo .
CPM, which stands for cost per thousand, represents how much an advertiser will pay to get in
front of a thousand individual eyeballs. Some have suggested that price pénrcighh is a better
model, but why stop there? The proper model is perdocebased advertising. In this world, an
advertiser will only pay for an ad when and if the referral leads to an actual customer sale. Not
impressions, not clickhroughs, but honest to goodness revenues.
To be sure, this idea is not new. Businessesaldy accustomed to Aori gi
flourished on the Web. This includes everything from long distance, to credit cards, to mortgages.
In each of these cases, contbased sites help customers identify a personally appropriate credit
card ¢ mortgage, and the matchmaker is then paid a certain bounty for finding a customer.
GetSmart (www.getsmart.com) is a great example of a business built around this concept. Affiliate
programs are another form of sucebased advertising. Amazon.com hasless than 35,000
affiliate sites that receive approximately 15% of sales on book sales that are directed to Amazon.

Another form of succedsased ad models are ply-performance banner ads. Internet advertising
service DoubleClick believes in this marlend has launched an interesting initiative known as
DoubleClick Direct. However, the general new media community has shied away from this
market, with many executives dismissing the likelihood of adoption. | think the problem is that
success based progra fall way too close to direct marketing on the marketing continuum. For
most media types, comparing traditional impression based advertising to direct marketing is quite
a bit like comparing Paris to Las Vegas. Performance based advertising would $§eeming
jeopardize the essence of the experience.

Despite this snobbish reluctance, | see four reasons why success based ads will flourish on th[:

Web. The first and primary reason is that customers want it. With success based advertising, th
advertiser can asee that his/her advertising programs are economically sound. You simply add
the Abountyo fee to the cost of goods sold
simply not the case with traditional advertising. The model shifts the burderaloagug the
gual ity of each ad program to the content ¢

seller loses nothing, although the content company has used up inventory. Therefore, it is up to thg

content company to determine exactly whias are likely to produce results. This shift of
responsibility is quite palatable to the advertisers, and let us not forget the age old attege
customer is always right.

The second reason to believe in this emergence can be found in the evolutierast thedia
revolutioni cable television. If you watch one of the less popular shows on cable you will began
to notice an overwhelming amount of800 ads. This is because these programs have excess
inventory and the best way to maximize the revenue repect to these programs is success
based ad programs. Want a Topsy Tail? Need a citrus slicer? Want to adeHBsipdrthe
Seventies to your music collection? Ever notice the plethora880lads on the financial news
network CNBC? And to highlighht issue of ad choice responsibility have you noticed how often
CNBC plugs Evita Nelsond6s MoneylLetter? That
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The third reason these programs will flourish is the rising quantity of unsold ad space on the
Internet. In itsmost recent quarter, Internet bellwether Yahoo reported record revenues and
earnings. Interestingly enough, page views actually grew faster than revenues. This results in lowef
and lower average revenue per page view, which is also known as the ef@elenternet
advertising continues to grow at a healthy rate, however, an increasing number of pages remaif
unused with respect to advertising. Some suggest this inventory glut will lead to price erosion. |
think that there is another cure in performabesed advertising. What better way to bring
economic equilibrium to the ad market than to fill the marginal page view with a performance
based ad?

One unique aspect of succdmssed advertising is the opportunity for marketers and financiers to
conduct a rare thorough quantitative analysis. How much should you pay for a referenced
customer? You might think this is an easy question. Simply treat the bieenég an outsourced
marketing expense. In this case you would be willing to pay the same percentagesades and
marketing expense ratio. If you normally expect to spend 12% of sales on marketing then you
would be willingchargpgay @o 12%y dirseal elsa't bri
However, life on the Internet is not this simple, and natsrnet retailers are willing to pay much
more than this for a lead.

In markets like telecom, cable, and credit cards, where customers sign up to subscription service

U7

and churn i s measurabl e, many comparsi.®s Tthreejet

expenditures, which are sometimes called origination fees, are compared not to the imminent sal
price, but rather the lifetime value of the customer. The lifetime value of the customer is equal to
the future cash flows (not revenue!) expecteerdtie life cycle of the customer, discounted back

by a reasonable discount rate. What we are really doing is treating the customer acquisition as ah
investment and the lifetime cash flows of the customer as the yield on that investment.

14

If you expect the customer to stay forever, you can simply treat the cash flow as perpetuity and]
divide the periodic cash flow by the discol
telephone company expects to earn $40 a month in revenue frostoeneu and $6 a month in

cash flow. If they can keep this customer for life, the value of that customer will be equal to $72
divided by the discount rate. If we use 15% this equals $480. Therefore, this telco might be
interested in spending up to $480 tmaire this customer, as any amount below this would be
considered a valdereating investment.

Many Internet retailers are using this formula to justify expenditures on the Web. This may make
sense, but you must be very careful with your math. In theeadxample we assumed 0% churn,
which may not make sense for a CD store on the Web. You must also account for churn in the
foll owing way. Letds say you expect to | ose
average life of a customer equal®.05 or 20 years. In this case, instead of using a perpetuity
model you discount the life costs back over 20 years. For very low churns this has little effect (at
5% the $480 above only falls to $450). However, the value of the customer decreases edigonenti
as churn increases. At 10% churn this figure falls to $361 and at 25% churn all the way to $205.
Internet retailers with little track record will have a hard time calculating churn, but a mistake
could be quite costly.

Another problem presented toénhet retailers is that of repeat customers. Currently most affiliate
programs pay for all customer leads, yet only new leads really make sense with the above mode
In order to compensate for this, it is important to discount the approximated custamedny eie
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percentage of new customers-@sis old ones. For instance, a $300 customer is only worth $210

if 30% of the referrals are from repeat customers. As the Web matures, this percentage is likely tc
rise, which should push down the amount peopenalling to pay for customer acquisition. One

last concern may be efficiency of the Web itself. Price comparisons are very easy on the Web
which could lead to increasing competitiveness and lower profitability in the future.

| have heard stories that GBrailers are paying as much as $40 for a customer lead. If we assume
that the average consumer spends $100 a year on CDs (at a given retailer), has a modest 10pb6
churn, and produces a 10% cash flow margin, then this customer is worth about $50. Of course
this assumes that there are no repeat buyers. Throw in 25% repeat buyers and this falls to $37.90
and below the magical $40. So while the current suduassd advertising expenditures may not
be totally out of line, they are dangerously close to the edge.

—

Of course, one could even proclaim these fees as acceptable. If an Internet retailer can attrac
enough viewers, than they themselves may be able to become bounty hunters. Conside
Amazon.com. With 2.5 million users and a firm understanding of user it#eferazon is in a
good position to produce | eads for others.
Amazon offers to send you to a site that will sell you a surfboard or book a trip to Hawaii. Now
what if Amazon can generate 5% of salessiach trip and surfboard sold. In this case, they might

be willing to treat books as a loss leader and make it up on 100% gross margin referrals. Thinki
about what affect this could have on the book business.

There is no question in my mind that sucedeasel models will eventually rule on the Web. This

is not to say that impression ads will go away, but this remarkably efficient advertising will
increasingly serve a larger and larger portion of this powerful new medium. Every industry from
product sales toamplicated service providers (such as doctors and lawyers) will eventually use
ad programs such as this on the Web. What 0s
affects on the competitiveness of each industry and potentially neighboring iesludfricourse,

if you extrapolate this vision forward you see a world that looks more like a flea market than
Hollywood. Have you ever stepped onto a public beach outside a Mexican vacation resort? Howj
do you say no dinero in Web speak?
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The Rising Importance of the Great Art
of Storytelling

October 18,1999:
AOne shaf tshowgthelwayght t hat

No mortal man can win this day
ltds a kind of magicbo
0 Queen

| once had the unique opportunity to hear Bill Gates, certainly one of the smartest and most
successful men alive, describe other people he admii@gbing the list was his Seattiriend

Craig McCaw.When asked to describe why, Gates pointed out that McCaw had convinced
investors in not one, but two industries to pay attention to proxy valuations as opposed to
traditional valuation metricsln other words, McCaw convinced analyand investors alike that
valuation tools such as pri@arnings and priceash flow were flawed when evaluating early

stage infrastructure playas al t ernati ves, he offered up n
and 0 PDOPs6.to | ook teat this, | ook at

Why is instituting proxy valuations a stroke of genius® early stage infrastructure companies

use tons of capital, investors would have a hard time awarding high valuations to companies with
huge losses based solely on earnibgsed investmentetrics. Rather than settle for second

best, the early executives in both of these industries created new metrics based on more
measurable data by which to judge the valuation of these comp&ue=/en though these
companies may have been hemorrhageshg¢investors could now take comfort that a cable
franchise was worth $2,000 per home passed, or that a wireless company was worth $30 per PO
(percentage of population).

Most people view investment consideration as a bilateral relationship in whictvéstar

gathers as much data as he or she can about a particular investment and then judges that data tc
make an investment decisio this simple framework, investors look at data, and executives

try to deliver better datae., increase earnings, renge, and cash flowHowever, this simple

| »)

mod el ignores the fact that the executive cjou

consideration proces©®nce again, dondét | ook here, | ook
when you could instead convinttee world to value your company based on the number of
people that live in your service area?

Historically, proxy valuations have helped investors become overly optim@tinsider the
following quote from a 1997 speech by then chairman of the FedemainGnications

Commission, ReedHundfi As t he wireless industry goes flar
Wall Street analysts are going to have to think about valuation metficdss o6 per POPO |svy
served its purposes during the salad days of cellulnwe were green of yeaB.ut it 6s #Rot

how Wall Street generally values firms in markets that have the competition coming in to

wireless.And | thinkthe pe® OP v al uati on may already be drjag

So are proxies good or badheanswer to this question depends on who you Brem a
societal view, one could argue that they are good, as they facilitate the acquisition of capital that
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is necessary to build capHatensive infrastructures like wireless stations and cable pldinist

said, there are certainly investors who invested at the height of the proxy usage who have ill
feelings about such notion&nd there are others who invested early that perhaps bailed as they
saw the proxy begin to strain.

The notion that aexecutive could influence the investment decision process as opposed to

simply the performance of his particular cojmp

highly valued Internet stocksAs most companies are losing money, traditional valngvols
have been rendered useless. In addition, the public markets are quite eager to accept companies
at an earlier and earlier stage in terms of both revenue and eariiregaverage time from

venture capital investment to the year of an IPO haspgiebfrom 6.5 years in 1995 to about 2.5
years in 1999 We even have begun to see an increase in Internet companies going public with
little or no revenues (Stamps.com, forexamplex 6 s hard to have even p
company has no revenues or ousers.

As public market investors begin to evaluate younger and younger companies, their valuation
tools become limited to subjective notions such as quality of the team and the uniqueness and

boldness of theided. n ot her wor ds, obffthata busimess already éxists, e n o p gt

then they must make a judgment as to whether one Wihils typically boils down to the
executiveds ability to convince the invest ol
or her company will execute agat this opportunity.Like it or not, the skill we are talking
about here is storytelling, and just as with proxy valuations, the executive is now trying to
influence the consideration of the investor.

I n todayds uni gue | nt eantof«drytelbng sas takersos incgeasing r o njme

i mportance. Because of Anetwork effecto and
believe that first movers (or at least companies that are first to reach a significant scale) will most
likely take thelio® s s har e of aSofal inpoeals,mectionsiead bloak aind toy e
tailers, this has proven to be the cashe company that is most likely to move first is most

likely the one with the most money, and the company with the most mone\oiselieat has

had the proper ability to sell its story to the investment community.

This notion that the ability to tell a good story is a critical aspect of success is likely troubling to
many, especially i f you r epredemegatotytersn t er m i sft
A h y pTe® keep things in perspective, however, you must recognize the enormous likelihood
for seltfulfilling prophecies. Whoever grabs early mind share typically secures strong
financing. Strong financing adds to the story, whickriimay help enable a killer partnership
once again adding to the storyhe press writes about the partnership, which adds even more
fuel to an already increasing leadership positiBimally, consumers read about this unique
leadership company and ardluenced to use the product or service.

Consider the case of Priceline.coivhen the company first filed to go public, it reported 1998
sales of $35 million with $115 million in losses and negative gross manginsé s di f f i c u}
make that up in volumeéWhat Priceline did have was an extremely convincing spokesman, Jay
Walker, who fundamentally believed that his new idea would bear fruit as soon as the company
hit its stride. Fastforward to Q2 of 1999, when the company reported $111 million in revenu
with $10 million in gross profit and only $15 million in losses (a $60 million annual loss run
rate). While the company is far from profitable, it has made significant progress relative to 1998,
which supports the notion that as the model grows, ithaNe scale advantages.

20



http://blas.com/

M The Rabbit Hole
Jump In.

Will Priceline ever be profitable® is hard to say, but Q2 numbers seem to imply that things are
moving in the right direction\What is more important is recognizing that the ability of
management to convince others (includingeistors) to come along, even against a backdrop of
huge | osses, has been c AStheicampdny radised nioheg and o mp a
gained influenced, it signed up more airline partn&sthe partners came on board, investors

were more exci, which made capital ai si ng easier. As the comp
commented, and consumers gained more awareness of the model, leading to more business.

As another exampl e, | et 0Thefirsblikeeof the prospaass er | oo
summary for Healtheonds | PO stated, fAHealth
workflow, decrease costs, and improve the quality of patient care throughout the health care

i ndusTthrayt.60s aHedith cgre is uhbelievable leaucratic and papéaden, and any
company that could solve this problem would be unquestionably valuable. However, buried in

the same prospectus was the following note:
derived primarily from proprietarynemmt er net net wor k servi ceséo
Interneit he companyds revenue did not. To focus

importance of storytellingHealtheon did not go public based on what it was, but based on what
it would become.

It is important to note that these ideasarenotr@w.o k s | i ke RViragsbfthed Br o
Minda nd Ro b e r Influehcedola dreahjob@fshighlighting the importance of
information warfare in corporate success (interestingly, Brodie usedrkofor Bill
Gates).Despite this precedent, | still find people are uncomfortable at the notion that good
storytelling, the ability to influence and convince through the written and spoken word, is a
critical component of staxip successRest assurethat venture capitalists are hot in pursuit of
an entrepreneur or CEO with a thespian bent.

This does not mean to imply that other business principles are not impdstaat.

management, good execution, strategic decisiaking, and sound business migdall these
things still matter in a big wayHowever, with the public market acting more and more like
venture capitalists, the art of storytelling takes on increasing importance on a relativé’agale.
attention to the man behind the curtain.
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The Rising Impact of Open Source

July 12,1999:f Y csayyougota real solution
Wellyouknow
We Galilloveto seetheplan
Youaskmefor a contribution
Wellyouknow
We 6doiagwhatwec a n 0

-Revolution,TheBeatles
Perhaps the most powerful movement in the software industry today is the continuing rise of
Aopeanur c e o dpredacingsoain suncessful applicationstsas the Linux OS and the
Apache Web Server. Open source is a seemingly impossible development methodology wherg
source code is developed and debugged by not one company or even one group of individuals, bl
rather by a fragmented and distributed workéosimultaneously working toward a common goal.
Believe it or not, these individuals are likely to have never met in person, and provide most of their

efforts on a volunteer basis. Lastly, one caveat of the open source movement is that source code

must befreely distributed to all customers and competitors alike.
Can this be real? Is it a fad? Can distributed volunteer developers really produce code that is

reliable? Can open source impact the software industry at large? How can business models exist |f

all the code is exposed for free? Could open source impact my business? The answers to thes
guestions may be surprising t o-soyreeunovenéhtaayd s
be important to all business executives, as the lessons learned mayplecedity for every
industry, particularly as we move toward an increasinglydiiten economy. With that as a
backdrop, we will now introduce six things that every business person should know about open|
source.

Open source works. If it seems unreasdmao believe that distributed volunteers can produce
robust and complex software applications, then get over it. Open source works, and there is ai
increasing base of users for all types of epearce codiérom operating systems to compilers to
applicatons. This movement, which began many years ago, thrives on leverage. By distributing a
task across a |l arge group of HAusers, o0 the p
controlled by a single entity. Most successful opeuarce softwas projects rely more on

distributed testers and debuggers than actual developers, but the result is nonetheless amazing.

Previ odaewiid opttempts t o -nindedangineers (such ag Tatigen or o f
the PowerPC microprocessor) have a stigrhfailure. However, the loosely affiliated, bottoms
up, organic model of open source appears to be working. Last October, a leaked internal Microsof

t

e
mo

0 ]

document (now known broadly as the fAHatl owpert

source model ahoffered indirect credibility to the movement.

Opensource development can produce bushtpsdity code. The most obvious testament to the
business success of opgsource code is the unwavering dominance of the Apache Web Server.
According to Netcraft, Apache r ites 8andbasgamedr e

consistent mar ket share, even during Mie€rospft

source operating system, Linux, is also gaining steam. According to Red Hat Software, there were
12 million Linux users at the end of 199erhaps more importantly, IDC believes that Linux is
now running on 17% of all servers, most impressive as the server market is considered more
technically complex than the desktop market. Gmmurce allegiants believe that distributed
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testing actuallyleads to more reliable code than could ever be achieved within a single
organization. Search the Internet for articles on Linux, and you will find many users that believe

that opels our ce <code is in fact Amore relilabl eq@ 1t

Microsoft will vehemently disagree with this view, the fact that the argument exists at all is a
testament to the obvious legitimacy of ofgurce code.

Opensource business models are emerging. Believe it or not, it turns out that you can make mone{/

of freely available software code. Perhaps the best example of this is Red Hat Software, a compan
that packages, distributes, supports, and more importantly brands a version of the Linux OS. Ag
with any software product, users value consistency and émdtRed Hat has done a wonderful

job of packaging and distributing the Linux OS. Sure, you can download the code for free, but for
many users, $50 is a reasonable fee for code that is easy to install, comes complete with
documentation, and comes with thgport guarantee of Red Hat. As a testament to the importance
of Linux, Compagq, Oracle, Novell, and Dell all recently invested in Red Hat, and each company
entered into an agreement to either distribute or build upon the Red Hat OS. Efforts are now
undervay t o fAcommercsaliceeosotthwar epemde such
into open source email server space.

Open source is a tough competitor. Competing with open source is a bit like fighting the invisible
swordsman. For instance, in these of Apache, there is no company as the code is maintained by
anotforr-pr of it organization known as the Apache
for free, which eliminates price as a competitive weapon. The pricing tricks used by Miavosoft t
attack Netscape are less effective against an already free solution. And while Microsoft has now
begun to attack Linux as well as the legitimacy of the egmenmce model, they have painted
themselves in a contradictory corner by holding up the succésasuwfas a competitive threat to

be considered by the DOJ. As variants of the open source model proliferate, more companies wil
be forced to adapt to this faceless and distributed competitive force.

Opensource models are emerging for content. Whileoghexzsource elitist will disagree with the
specifics of the analogy, we are now seeing egmirce models emerge for content in addition to

a S

software. Unquestionably, the most successfjl

Once dubbed NewHoahis competitive directory listing to Yahoo is built by an army of
distributed volunteers, much in the same way that Apache is built be distributed programmers.
Additionally, the results of the directory are freely available on the Web for anyone jostises,
withopenrs our ce code. Open Directory proponents
to compete with its distributed volunteer base. In addition, the more sites that actually use the
directory the mor e v oYbe sutkedantothé prajectt Itasrhighly likely a t
that the distributed opesource content model will be replicated in other fields, and as with open
source software, it may prove to be an agile competitor.

Open source as a defensive weapon. At the ettteaday, open source may prove to be more of

ar

a defensive weapon that an offensive one. Con

project. By organizing and freely distributing the directory data, Netscape may have neutralized
the directory as a capetitive differentiator for portal sites. We may, in fact, see more and more
companies Adonated cert ai-sourcercameunityeirtdnweffott top r ¢

p €

commoditize a particular aspect of <caehbhesteti i O

interest to make sure that Net scapebds brows

er

source movement . No single company is |ikely
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market share in browsers; however, a freely available browaecan be customized by ISPs,
software vendors, and portals alike may actually gain momentum. With the rising awareness of
the potential for Microsoft to use the client as a control point for access to the Internet, a true open
source browser initiative ay be just what the doctor ordered.

Open source as a production model should b
assembly | i ne -miTimeDneanufacturiggdpocess.uBy taking advantage of the
electronic communication medium of thredrnet as well as the distributed skills of its volunteers,
the opemrsource community has uncovered a leveraged development methodology that is faster
and produces more reliable code than traditional internal development. You can pan it, doubt it, orf
ignore it, but you are unlikely to stop it. Open source is here to stay.
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The End of CPM

July 10,2000:If y o u fadtleeni ttitneyouspokeup too
-i O wtMyH e a drasiball

It is easy to be disgusted by writers who make a point of mentioning something they predicted in
the past in an effort to seemingly prove they have alaweeage prediction skills. So rather than
suggest that | have been right in thetpasd am somehow more right now, let me simply say that

| am belligerently persistent on this one issue: | strongly believe that the majority eha¥et
advertising will eventually be performanbased. The most common yardstick of Internet
advertisingf CPM, which measures the cost of advertising for every 1,000 "impressions," or
viewingg will be left behind.

Il n May of 1997, under the title ANew Medi a
predicti 6phésaned 66 pes waoadllyon the fragmented Webt' leeitdrated

the point in April and October of 1998 with "How to Succeed in Advertising.” And if you think |
havenot been insistent enough already, I (]
performancebased advertisg will eventually dominate, not because | believe it, but because |
see it happening in the marketplace every day.

After each of those articles, | received numerous flame mails from advertising and media company
executives bemoaning my ignorance and ceteplack of understanding of their market. They
will likely do the same this time. The arguments are simple: "This is not the way things are done

Ut

arn

in our worl déYou just donét understand." Howe

consulting theexecutives at Encyclopaedia Britannica and asking them how it felt when
technology developments completely changed their market. Denial was an ineffective strategy.

Of course, one of the rationales for buying impressiased ads is the "branding,"” or ‘@&weness,"
effect. If your advertising agency recommends creating an awareness study after you run the ad;s
you can rest assured youbre being pulled do
support in Internet land. As Intuit founder Scotiok eloquently put it at a recent conference,

"Great brands are earned, not bought." Customer experience is where brand is built, not in thg
marketing budget.

The prevailing reason that companies will buy Internet advertising based on performance instead
of impressions is because they have the data to make a more informed decision. Simply put, wég
can now acquire much more information in the advertising process than ever before. Companies
such as DoubleClick, Personify, Coremetrics, Broadbase Software agdthars are helping ad

buyers rationalize their purchases. The first step is to use this data to analyze past behavior. TT
I

second step is to show the content sites what their ad space is really worth. Undoubtedly, we wi
have only more information imé future.

Of course, the biggest catalyst in the past 90 days has been the closing of the IPO market and tije

subsequent focus in the stag world on profits and cost controls. This abrupt and refreshing
change is a major accelerator that immediateliritéigs the belt of most Internet marketing
departments and targets their spending on the most efficient forms of advertising they can find.
Gone are the days when companies indiscriminately bought the "anchor tenancy" on the favorite
portal just as a branalj event.

From the ground level of the Internet, it is apparent that dollars are aggressively shifting away
from large CPMbased deals with tiesne portals. With capital no longer an unlimited resource,
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these deals are nearly impossible to justify, and mangatos are doing everything they can to
unshackle the ball and chains from their ankles. So far, | get the sense they are being successfulf |
have no way of knowing whether these dollar shifts are large enough to affect the overall financial
performance of thesplayers, but | suspect that investors are asking a lot of questions.

So where are the dollars moving? While large impressased deals are being canceled, "per
click" and "per sale" deals are flourishing. Some of the setiengbortals and search stare
willing to do performancdased programs, and they are getting an increasingly larger percentage
of the ad budgets as a result. More and more, our companies are finding strong ad partnershigs
with companies such as GoTo.com and iWon, two -igffic sites that embrace these types of
ads. In addition, there is arise in CPC (cost per click) ad networks, and from what | hear, companie:
in this market (such as ValueClick) are doing extremely well.

The bottom line is this: If media companies want to Hamg-term, sustainable relationships with
their customers, they need to establish-win contracts. Otherwise, they will be stuck in a "churn
and burn" mode where they constantly are in search of new ad dollars. One of our companies has
successfully sceld down two impressiebased portal deals and has simultaneously engaged in an
exciting new performanebased deal with a third. Ironically, we are spending more money with
the new partner than on either of the other Glfdded deals. Of course, the cosaofuiring a

new customer through this form of advertising is less than 10 percent of what companies spend fo

A

customers through CPM. Thatdés math that worlks

Some purists will suggest that because radio, televigimh most print are still sold on an
impression basis, the same practice will continue for the Internet, too. The truth is that if we had
perfect information in these markets, the ads would be perforatesesl as well. Others may
suggest that the availdiby of information may not necessarily affect spending (the typical "brand"
argument). This is similar to suggesting thfat
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Like it or Not, Every Startup is Now
Global

June 12,2000:/ A nl thinkto myselfwhatawonderfuwo r I d . o
-LouisArmstrong

Ask 15 people where the best place on a plargatba company is, and 14 are likely to respond:
Silicon Valley. Despite this, entrepreneurism is gaining steam elsewhere, both across the Unitec
States and throughout the rest of the world. Historically, this has been limited to tech outposts inj
Israel @ India, but today venturback starups with overseas headquarters are popping up all over
Europe and Asia. Entrepreneurism is inviting infrastruéteature capitalists, attorneys,
recruiter$that will help make the global starp a permanent fixturenstead of a temporary
phenomenon. Ironically, itisthe startps i n good ol 6 Silicon Valll e
they are the ones that will first experience the challenge of being a true globapstart

According to IDC, this is the year thditet number of Internet users outside of the United States
will surpass the number inside the country. As you might expect, the gap is expected to widen.
Online usage is dramatically rising in Europe, with 66 million people expected to go online this
year, a40 percent increase from 1999. In most of the Nordic countries, Internet penetration nears
30 percent of the population, which is comparable with that in the United States. In addition, many
experts believe that the United States actually lags behindEbotipe and Asia when it comes to
wireless Internet access and usage.

Besides signs of increased Internet usage, there also have been several softer signs that reaffign
the evolution of a fertile stattp environment in Europe. Capital availability hagéased at all
stages along the company life cycle. Liquidity opportunities have increased with the success ofl
techf ocused stock exchanges such as Germany?®o |
expect the arrival of a Pdfuropean Nasdalike exchangeAs capital increases, service firms
such as recruiters and attorneys are dedicating more resources-stagglgompanies overseas.
Lastly and most importantly, Europeans have a new respect for entreprerieursmportant
step in a culture that oncevtared job security well ahead of ris#tking.

Far away on the other side of the planet, Califeb@iaed startips have slowly become aware of

the rising overseas activity. The first signs were subtle. Shortly after launching a Web site and
issuing a presselease about their recent round of venture financing, unsuspecting young
entrepreneurs may notice that the foreign versions of their URLs (.uk, .jp, etc.) have been registered
by cybersquatters. Someone on the other side of the globe is paying attestartup financing
news in Silicon Valley. Of cour se, we shoulfdr
opportunity, the Internet also offers instant information to anyone on the planet. The RedHerring
has become an arewage globafjoppontudigs. t ool f or n

While URL squatting is bothersome, it is a paltry problem compared with a more aggressive form
of imitation, which I will call "global cloning." Several Silicon Valley staris have been shocked

to find that overseas companiesve launched mirremage versions of their Web sites targeted

at the | ocal community. One notable site isj] I
auction site (eBay acquired Alando in June 1999). This is only the tip of the iceberg, h@vever.
company | work with encountered not one, not two, but three vehawgleed German staups
"borrowing" the look and feel of the original. Unfortunately, look and feel was not all that was
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borrowed. As HTML files can be copied directly off a starnts 8ervers, these new sites frequently
include exact copies of source from the originator.

Though cloning innocentstamtp s may or may not be ethical, |
on any international organization stopping the practice anytime sofact, | have heard rumors

that European venture capitalists encouraging cloning as the modus operandi. This presents gn

interesting problem for the global stap. Strong marketing and PR are standard elements of a
successful launch and can attraotployees, financiers and business partners. But these same
announcements attract unwanted imitation activity overseas-bds8d startips traditionally

wait until they reach a certain level of stability before expanding overseas. With a fertile
internatonal startup market, however, companies are in a quandary.

The new global staiip is faced with difficult decisions. One option is to move quickly and enter
as many markets as possible, potentially (and likely) well before it is ready. Rapid expansion
before a company has stabilized its domestic business is extremely risky, though, and it may suffe
a fate similar to that of Boo.com, which tried to launch in several markets simultaneously.
Regrettably, the opposite scompany actsaconsewvatively, O t

others may leverage its hard work and experience and quickly and easily take market share thgt

you may feel is rightfully yours.

As is true in most cases, a compromise is probably the optimal solution. As a first prinstigie, a
up should never look overseas until it has achieved at lease some minimal level of progress a
home, likely measured in terms of revenues, customers or profitability. Once that is achieved, therg
are three ways to enter a new market: through ayeimure, through an acquisition, or by building

a business from the ground up. If a company does not have a good understanding of the loc
market and culture, it should heavily consider the joint venture route, as it could use the perspectiv
of a local @rtner. If it has some understanding of the market, an acquisition may be in order, but
the company is still in charge at the end of the day.

Dol

The three Internet leadé®mazon.com, eBay and Yahioaffer some interesting lessons for
charting the global frorr. Amazon, clearly a successful international organization, with 24
percent of firstquarter sales coming from overseas, used acquisitions to get ahead in both the
United Kingdom and Germany (becoming the No. -tommerce site in both countries).

t

W C

Surpris ngly, these are Amazondés only two subsildi

Asia or South America. eBay acquired Alando in Germany and launched its own site in the United
Kingdom and Canada. It is noteworthy that eBay originally launched aelgaite on its own

but shortly thereafter brought in NEC as a joint venture partner to better compete with Yahoo Japar
Auctions.

Even Yahoo, the king of all Internet companies, used joint ventures to get traction early in foreign
markets. Yahoo owns 34ment of Yahoo Japan; 70 percent in the United Kingdom, France and
Germany; and 60 percent in Korea. Only recémthce it had established itself as a global
profitable companiydid Yahoo begin launching 100 percentned subsidiaries. | suspect that the
build-it-yourself scenario, which was the typical model for companies five to 10 years ago, will be
limited to such international powerhouses as Yahoo. With a globalugtanfrastructure, it is
simply too difficult to organically grow in multiple courgs simultaneously.

Though it may not seem obvious, the presence ofgpanfrastructure overseas actually poses
new challenges for local stasps that have visions of global greatness. Ironically, the same
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courage that leads a stai to look overseasould cause failure if the company moves too quickly
and aggressively or assumes it can get by without local partners. When considering such
alternatives, it is important to keep one fact in mind: 50 percent of something is worth a lot more
than 100 perag of nothing.
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A Return to Demand-driven Capital

May 15,2000:"Look up,look down

Keepyour earto the Ground

Keepyour ear to the Ground"
-HeatherNova

As a venture capitalist and writer, | am often asked to comment on the state of the venture capitaj
market and the outlook for staups in general. The recent pullback in Internet stocks has increased
the frequency of such queming, and it is safe to say that in general, Silicon Valley is abuzz with
prognostications. Although | am generally bullish about the amazing opportunities for innovation,
as well as the overall outlook for Internet staps, there is one issue thatisas me to pause:
something | will call "supphdriven capitalism."

One way to think about the state of the venture capital andugtartarkets is to contrast the
demand for startips with the supply of statps. Starup demand is driven by the problewfs

consumers and businesses that are left unsolved by current corporations, or when technology 1;
e

innovation allows those needs to be serviced better, faster or cheaper. The Internet is an extrem
disruptive technology that allows for many of these opputies in virtually every market. As
such, the demand for starps is quite high.

The supply of startips is driven by a combination of entrepreneurial interest and capital
availability. It would be hard to characterize entrepreneurial interest asiranytut extremely

high, with many students from "Top 10" MBA programs forgoing $150#00ar careers in
investment banking and consulting firms to enjoy the thanklesssatavy, yethighly-rewarding

career of a staip founder. Equally robust is tlggowth in venture capital availability. Venture
capitalists invested a record $22.7 billion in 1,557 U.S. companies during the first quarter of this
year, according to a report from the National Venture Capital Association.

With startup demand and supphoth at altime highs, it is difficult to determine whether there
might be an imbalance in the current market. Higher prices for venture deals may reflect movemen
between the supply of venture capital relative to the supply of entrepreneurial intgrésiples

not necessarily reflect on the actual demand for-sfzst How much innovation is needed, and do

we have enough companies providing it?

One way to gauge this is to look at the marginal staror perhaps a large group of them) and
trytounde st and the primary incentive for the cr
ups are far too often "supptriven” as opposed to "demaddven.” In other words, the ideas for

the starup are born purely in the mind of the entrepreneur; tayad attack, identify or leverage

a real problem or opportunity in the marketplace. Although this is almost impossible to definitively
measure, such a signal would be a strong indicator of risk in relation to a match betwaen start
demand and supply.

Toshed more | ight on this concept, l et 6s | od

startups and when new companies received less exposure. Frequently, the idea to start a ney

company would be born by an obvious need identified by the emtiepréMany times this need

k

was discovered by the work being done in tHhe

systems integrator who develops an application for a customer and then finds that two or three
other companies all have an ntereghmproduct. Eventually the systems integrator realizes there
is more value in the application business and shifts direction. You might think of this as a pull or
demanedriven starup.
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Many successful companies over the years have started with thisdisitk@ bias. Cisco Systems

was started when several people at Stanford University noticed the need to integrate heterogeneols

computer networks. They had demand for the product right there at Stanford. Soon others wante
the product, and before you knelwa company was born. Likewise, Michael Dell began offering
direct sales and support of branded PC products in Austin, Texas. The PC was complex, difficult
to purchase and hard to use, and people appreciated thedmargdationship. When Dell became
supply-limited with regard to branded PCs, he began to build his own. The customer valued the
relationship more than the brand.

There are many more examples such as these, and all have a similar theme. The market beganjto

emerge along with the supply of a guzt. There are numerous stories of venture capitalists

attending sal es c-&yeliavofahe thtensiy and breadtmoftheadentandrfod 6
the new product. In other words, there was some certainty of demand before the formation of the
stat-up.

v)

Today, more entrepreneurs are starting companies with more of a gut feel that someone willj
eventually need or want their product or service. This form of "ivory tower" capitalism is
dangerous, primarily because the stgrtmay be left with the enarous burden of establishing a

market rather than participating in one. To use a sports analogy, it is much easier to surf a waveg
than to create one.

A second risk to the supphbjriven starup is the relatively low barriers to entry that typically exist

wit h such a concept. Letbs face i1it: I f you chn

other people who can do the same. And with a growing infrastructure fougsaryou can bet
your bottom dollar that you will be one of many as opposexhéoof few. This is the problem that
emerged in the oftited example of the pettailing market, as well as in many vertically specific
businesgo-business exchanges. At last count, there were something like six vieatked
seafood exchanges. | ddubat the canneries are crying out for that much innovation just yet.

| suspect what 6esquaiteathat crdation is muchmere intéllectuallpappealing
than combing the earth for steadfast problems to solve. But keep this in mindt &aseninternet
company | i ke eBay was born of demand instes

d

wanted a place to trade Pez dispensers online. The company rose after the market voted. | suspdct

that entrepreneurs and venture capitalists aligald be weHlserved to return to the boring, but
perhaps more successful, world of demdnigien capitalism.
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Can Napster Be Stopped? NO!

April 17,2000: N opeoplegetready,t h e nteaila 6 c 0o mi n .
D o nngddnobaggageyoujustgetonb o ar d . 0
-Curtis Mayfield

As a columnist, | typically aspire to write about ideas or concepts that are unexplored, aiming to
offer a new viewpoint or fresh perspective. Occasionally, howeveromedired ideas can still be
underappreciated. The rigd a software application known as Napster, which has been much
discussed in many national publications, is just such a phenomenon. The music industry is abo

to undergo a change that is, at the very least, 10 times more important than the launch of th]
compact di sc. Everything wild.l change. And i t
the movie and book industries will be next.

To be comprehensive, let me start with a brief description of Napster. As we all know, the Internet
basically connds together all of the computers in the world. To date, this has manifested itself in
a Web serveclient relationship, in which we use browsers on PCs to access large Web sites.
Napster is different in two big ways. First, Napster is a software apphda@d uses the Interriet

there is no browser. More interestingly, Napster allows its users to share information among PCs¢
rather than between a big Web server and a PC. People tell Napster where music files (mostly MP
format) are located on their localrdadrives, and then Napster shares this information with the
world.

A~ =4

The result is that each user of Napster can share music files with any other Napster user. Downloalj
the software, type the name of a sontgesgnguodr je
is available. Doubkelick the song you want, and you are now transferring it to your PC. This
activity bothers the music industry for two key reasons. First, in addition to exchanging music that
is intended to be freely traded, people also camster any and all music that can be "ripped" to a
digital file. For what itdéds worth, this inc|lu
the industry is concerned is that Napster has achieved the remarkable milestone of 9 million user
in just six months. For perspective, it took AOL 12 years to reach 9 million members.

U7

Despite the hype, it is not at all clear that the music industry, as well as the broader press
understands the enormity of this movement. In the future, we will all listerusic via computer

filesi either on MP3 players or on hard drives. In his Fortune column six weeks ago, Stewart Alsop
highlighted two new MP3 players that use hard drives rather than flash RAM; each holds 80 hours
of music and fits in your pocket. The CBhich in many ways still seems so new, is actually on
its way out the door. And herebds the bigge
shared, whereas physical CDs can only be borrowed or traded. And with 9 million people
electronically canected through a centralized directory, the sharing is mighty easy.

v)
—

Remember that the amount of bits it takes to represemtduiglity audio is finite. Until the past
few years, the amount of space on a hard drive, as well as the bandwidth requaadfés &n
MP3 file, was prohibitive for widespread usage. However, both bandwidth and storage space arg
susceptible to Mooreds Law. This means t hajt
bandwidth needed to trade highality music will be unnoticbly negligible. Emailing an entire
album of music to a friend will be no different than forwarding a Microsoft Word document today.

The obvious question is, Can anything be done to stop the free trade of music on the Internet? T
the amazement of many gtlanswer is likely to be no. The first reason for this is that the cat is out
of the bag. Every multimedia PC in existence is capable of converting a music CD to a digital MP3
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file. This means that more than 100 million encoding devices already exisathabnvert the
more than 50 billion CDs floating around th
recall either the PCs

or the CDs. Could we produce new CDs that arerljppable"? This is unlikely if you want them

to work in the more thaR00 million CD players that already are on the market.

Could we create a new type of CD or encrypt
certainly exists to do this. One fundamental irony exists, however. As long as you can listen to the
mustc, it will be extremely easy for someone to rerecord it into a digitdinfdefs, ands or buts.
People seem generally circumspect of technology until they want to solve a particular challenge,
In this case, the music industry and the public still beleev#oly Grail exists that can save the

day. They assume that a technological solution is imminent. But the wait for a white knight will
be a long one.

Could litigation and legislation stop Napster? The Recording Industry Association of America
(RIAA) has sied the software maker in an attempt to shut it down. Napster claims that, just like

Betamax and the Rio MP3 player, the service has appropriate uses and therefore should not e

liable just because customers use the product for illegal purposes. | daubgtsiation can stop

this movement. Even if the RIAA were to injoin Napster, there are five or six more companies that
already have launched similar products. Make these illegal, and someone will launch one fromj
anot her country. Atndevision cteanpof@nilyl launched sa produdt taled f
Gnutella that uses a distributed directory rather than a centralized one. Shutting this down would
require the Internet equivalent of wiretapping, which would send privacy advocates into a
frenzy.

Anothermar ri er that wil/l make Napster a diffi cull

users are passionate about this product and are not afraid to make their feelings known. Universitigs

attempting to shut down Napster to combat heavy traffic on tetworks have faced active
protests. Although it may not seem as nobl e
are quite serious about their freedom to transfer digital files, whatever the content of those files
may be. St e wa rquote Bvat dnfiocm@ton Waatsto Bed-ree" has become a rallying
cry of this fervent young community.

The world will eventually settle into a new equilibrium some years in the future, and it will look
very different from today. Musical artists may make en@money from appearances, sponsorships,
and product licensing than from the sale of the actual music. Advertising may play a role, as mayj
new business models such as subscriptions to electronic distributions. We may even find that artist
can deal directlywith consumers via the Internet, bypassing the need for the large record
companies. Innovative industry leaders will embrace the new models and increase their chance foy
survivability and success. Others will fight and increase the odds of failure. Athdoaigh this,
only one thing will remain certaid@ dramatic and fundamental change.
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The Most Powerful Inter net Metric of All

March 6, 2000:If you are running a Web business and can only focus on one metric, what
should it be?By a landslide, the answer is conversion rate.

AOnce in a while

You get shown the light

In the strangest of places

If you look atitr i ght o

0 Grateful Dead

| f Archi medes were alive today, he | ikely
everyone?) and be focused on finding a highly leveraged way to do things Bettérose of you

who donot know, Ar c h itommmh W87 B swha is décreditedk with nV£n

inventing the lever and the pulley. The reason these tools are relevant is that both give the user t
ability to multiply the force exerted through the tool to the object to be mdysithg a lever, for
example a human can move a boulder or lift a car engine; both would be impossible without the
leverage of the tool.

When analyzing an Internet business, there is a single metric, or tool, that represents a leverage
power similar to that of the lever or pulle¥his metric, conversion rate, measures the number of
visitors who come to a particular Web site within a particular period divided into the number of

people who take action on that site (purchase, register and so on). Though this number may seefn

rudimentay or simplistic, a deeper analysis will reveal that conversion rate measures many aspects
of a Web site, and thatsérong conversion rate offers true leverage to the site owner. Archimedes
would be proud.

Letbébs begin with s o mpgowdrafsonversionaatello give a brdad sprisé | g

of perspective, average conversion rates are in the 3 percent to 5 percent range; below 2 percentj

considered poor; and 10 percent and above is awesome. This means that if one in 10 visitors t
your siteends up transacting, you are doing an amazingliob.t 6 s assume you S
drive 5,000 people to your site, and your conversion rate is 2 percent. This means that 100
transactions cost you $10, 000, o rcongedsiOnOratep e r

rises to 4 percent. The same $10,000 buys you 200 transactions at a cost of $50 per transactiop.
An 8 percent rate gives you 400 transactions at a cost of $25 per transaction. As conversion ratp

A

goes up, revenue rises while marketing casta percentage of salesfatl hat 6 s | ever a

Yet there is more to the power of conversion rate than numbers. It also reflects the many qualitative
aspects of a Web site. Consider these five important elements of an effective Web site, all of which
affect conversion rate:

Userinterface Sites that are easy to use have high conversion rates. The contrast is also true: Sitep

t hat are confusing, where itdéds not obvious
rates. If your siteequires a howo manual, you have failed on this one, as users will simply give
up.

Performance Sites that are extremely slow, or those that exhibit errors ordirtse will always

have low conversion rates. No magic liexestomers simply will not totate poorly performing

or buggy sites. This leads to abandonment, which leads to lower conversion rates.

Convenience Some users want to get in and out as fast as possible. These frequent users valu
convenient sites, and frequent users drive up conversi@s. Perhaps the best example of a
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convenience featwteckée semmrn¥poés Nonehich ajus
presses one button, and waits for the order. All other information (username, address, credit card)
is automatically fillel in from a previous registration. Convenience unquestionably enhances
conversion rate.

Effective Advertising It is one thing to have clever advertising and another to have effective
advertising. People will click on clever ads but may not have an iaedntpurchase or interest

in buying once they arrive at your site. Visitors driven by these ads will have highoiazigh

rates (CTRs) but low conversion rat€onversely, ads that properly identify and entice customers
in the right demographic thare poised to purchase will have extremely high conversion rates.
The goal is to purchase, not to distract.

Word of Mouth: Almost everyone will agree that word of mouth advertising, where one customer
tells another about a site or product, is the mostepful and cheapest form of advertising. Such
referred customers have a high conversion rate, and therefore the blended conversion rate rises ps
word of mouth awareness rises. Recognizing further leverage, sites with good user interfaces that
are fast, come ni ent and have great cust omer servijce
attention and therefore be mentioned via word of mouth. Success begets success.

No other single metric captures so many aspects of aduiglity Web site in a single number.
Sone people focus on advertising CTRs, or qustlead, but these numbers are inconclusive. As
they say, you can bring a horse to water, bu
effectively for a Web site with a great conversion rate than ex#@fkly convert a customer who
happens to have viewed an interesting ad. This is because conversion rate incorporates the totgl
user experience, and advertising metrics alone do not.

Are there any problems with conversion rates? There are a few, buightitat should preclude

you from making this the No. 1 metric in your compahyrst, keep in mind that conversion rates

for new customers are different than those for returning customers (which are much higher). Watch
them both, as well as the blendeter&econd, remember that seasonality affects conversion. Most
retailers saw conversion rates double during the Christmas season as determined shoppers weant
online. Lastly, keep an eye on profitability. Anyone can drive conversion by cutting price sbut thi
customer relationship is temporary (also known as renting customers).

Any serious company on the Internet should have an absolute awareness of conversion rate. Sm4ll

gai ns on | ow conversion rates can have umbe
perfor mance. What 6s mor e, focusing on convergioc
companyos busi ness, i ncluding performance

effectiveness and word of mouth advertising as a percentage of sales. Alwaysdoefaire
thing: employees who fail to embrace this powerful measure.
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When It Comesto Pricing Software, the
Greener Grassls Hard to Find

October 29,2001:fi R o uanddound
Whatcomesaroundgoesar ound. O
-Ratt,Roundand Round

Despite the fact that the software industry is careening towarfifséth birthday, in many ways
it looks like an industry that has not quite matureshe that is still finding its way in terms of
business model and pricing. While Microsoft seeks to move corporate users to a subscriptiony
model for Microsoft Office, manASPs (Application Service Providers), are working frantically
to return to a pricing model where more cash is collecteffampi i . e . |, Aaway o
subscription model. How can an industry so old have such schizophrenia about something as
simple as gricing model?

From the beginning, the software industry has had one key distinguishing characteristic from all
other businessés variable costs are at or near zero. Economic theory suggests that in order to
maximize profits, you want to pick price whereby marginal revenue equals marginal costs.
However, with marginal costs always equal to zero, this formula obviously breaks down.

Different types of software companies have used different approaches and theories. At the high

end, enterprisessot war e strategists say to price as #dhf

and to help offset direct sales costs. On the other hand, companies like Microsoft favor enteringl
the market at a low price with the objective of taking a huge portion of trelvkee. If your R &
D dollars are spread across the most customers, no one else can afford to keep up.

Prior to 1995, most enterpriseftware companies followed a pretty consistent pricing strategy.
Charge as much dfpont as you can for the software.gigally a number north of at least $250K

is needed to justify direct sales costs, if this is the chosen sales model.
On top of this, the customer is asked to pay about 18% of the original purchase price in

i

<

Amai ntenanceodo whi ch b gertianddcdess toaninereipgsadesaf e o lne r

product. Then, every three of four years, the
all customers to revisit the bigcket investment again.

In the midl1 9900 s, this model S tr, amdt neost enteprisssftvayrery s ijg n
companies found themselves in an awkward ppsi

would work as hard as they could to close as many customers as possible in theseftwaga
sales that were fast approaching $1liom per deal. However, when the quarter ended, the

company had to start again from ground zero, and the entire game began again. As customens

caught wind of the game, many began delaying purchasing until the exeauf-@makrter, when

the vendor was mosiager to close a deal. As such, the monthly allocation of revenue in a typical
enterprisesoftware company across a quarter could be asitgnl as 10%, 10%, 80%, with the
majority of revenue being closed in the lasttweeks of the quarter.

This modelis not for the faint of heart, and as such, many stresse@EOs began to search for
a new model that might alleviate the ewfequarter rush and the ridiculous amount of uncertainty
inherent in such a model. About this same time, the rise of the Ingawe birth to the idea of an
ASPT1 a model where software would be delivered as a service over the web, and customers woulg
Asubscribed to the software. Analysts raved
would pay an incrementalfeeach mont h, therefore eliminatd.i
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inherent in the software model. Assuming no loss of customers, the revenue from last quarter is
already booked for this quartemll new sales theoretically represent incremental growth.

Alas, the grass is indeed greener on the other side. For all the theoretical advantages of th
Ssubscription model, one key chall enge makes] it
a small software company that sells enterpsisitware the oldashioned way for $1MM base
license and 18% maintenance. With this model, the company will book and collect cash flow for
$1MM in year one. Now |l etds take the amount |t}
and spread it over 36 months in
a subsdption model. If the company closes 10 accounts in year one, spread evenly across the yeali,
the recorded revenue and collected cash flow for year one will only be $2.26MM, compared with
$10MM in the old model. This is why many ASP players backed off trgjinal pitch and are
attempting to sell traditional licenses.

The problem, you see, is capital availability. If you ever make it to break, then the
subscription model is clearly preferred. However, the capital needed to grow such a model is
tremenaus, as the customer payments have been pushédeuythe startup is providing vendor
financing. When the ASP model began to buzz, many of the entespfiseare vendors did this

mat h, and criticized the model as fiunobtainfab

Ironically, the difficult economy has created a situation where the customer seems to prefer the
subscription model. Capital budgets have been cut, and everyone would prefer to buy by the drink
instead of in one ufront lump payment. This has caused even the licensed softeaders to
enter into financing agreements whereby the customer pays out over a period of time instead of
up-front. Once again, schizophrenia is the only consistent theme.

So whatdés the best model ? Per haps iulisdigtiona bljen
basis, but try to collect as much of the cash flowfropt as possible. This will give you a
conservative brace from the trials and tribulations of the license model, but at the same time will
not leave you starved for capital to run the bessalong the way. Of course, this model will
require enormous patience to reach accounting profitability, but in the long run (forgive me Mr.
Keynes), you will be much better off.
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Tapping the Internet

October 1,2001:i D o mdidvewhat! saw.
A hundredmillion bottleswasheduponthes hor e . 0
i ThePolice

In the weeks following the World Trade Center tragedy, many goverrofferils were actively
lobbying for increased Internet surveillance as a method of restricting terrorist activity. This is
likely the direct result of numerous reports that Osama Bin Laden and his many supporters are
heavy users of the Internet for orgeational and informational purposes. From the floor of the
senat e, Senator Judd Gregg of New HampshireE
products without backdoors for government spr
Earthlink,and @Home, have reported that the FBI approached them after the tragedy and serveq
them with Federal Intelligence Surveillance Act (FISA) orders to search for possible
communications that

may have aided the attacks in New York and Washington.

Protectionof Freedom? This type of activity sends shivers down the spines of mapyiyaoy
technology activists. It should be noted however, that these outspoken and knowledgeable peopl
are not preterrorist. In fact, many are terribly disturbed by the terr@tsion. That said, they do

not believe that you can protect freedom through the process of restricting or destroying it. As
ammunition, they are quick to quote Constitutional contributor Benjamin FramkinT hey t hpt
give up essential liberty to obtainporary safety, deserve neither liberty nor safety."”

v

Disregarding these strofiginded, civil liberties based perspectives; a closer look at Internet

surveillance uncovers many problems in both implementation and potential effectiveness. For
starters, ther is a huge predicament with just how much of the genie is already out of the bottle.
So called fAistrongo encryption techniques (tho:
avail able on the Internet. M ondracluvedeim manytfamness e | p
I software executables, source code listings, and simple algorithms that describe the generg
concepts. Also importantly, many of these algorithms have been developed outside the United
States.

Another perhaps disturbing but redevelopment is the increased use and availability of
Steganography. Steganography is the act of embedding or hiding a message in another transpolft.
Several programs on the Internet, many that are shareware and free to download, make it easy f@¢r
you to embd one file in another. Typically the transport file (that which hides) is a large dense
file type such as a JPEG photo or an MP3 file. Interestingly, these encoding techniques are so slic
that the resulting file is indistinguishable to the human eye (JBE&ar (MP3). As a result of this
Aconversion, 0 a covert communication may apgpe
Spears song over the Internet. USA Today has reported that Osama Bin Laden and his follower
are heavy users of Steganography.

N

g

As mentioned earlier Senator Gregg has sugg@es
encryption products without backdoors for gpv
many difficulties once you look under the covers:

Whom do we trust®Ne canot get a majority of |l eadi n

terrorism, and we think we can line everyone up in an organized assault on encryption? ManyIg
countries have much stronger perspectives on personal privacy and are therefore unlikely t
participate. Other less industrialized countries are going to have a hard time considering this &
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relevant priority. More importantly, how will we implement the dissemination of government
keys? Do we trust all governments that join the effort? Who getsee cross border
communication?

Outlaw a tshirt? Many in the scientific community have pointed out the silliness in outlawing an
algorithm (basically a flow chart of how the code works). First, any good programmer can convert
a detailed algorithm intgoftware code, and as such the algorithm (or formula) is the tersest

representation of the offending material . Spc:

Il nternet, theydre on hard drives all beemer
printed on {shirts to highlight the free speech implications of such an attempted prohibition. There
is absolutely no way to reign in all the copies of these ideas, or to restrict their trade amongst thos
determined to do tsloaw Itthbes d tidkrey tiotdyg mamjgpeepleT horu
already know it at this point.

A sauna in the desert. Once again, Senator Gregg wants encryption software makers to implement

government backdoors in their products. The only people | know that actisallgncryption

products are those that hate, loathe, or at the very least mistrust the government. Governmerjt
issued encryption programs will see about as much use as a sauna in the desert. They might as wll

e

put a sticker on timeoboXhitéawoshgsb@dando!l dbpy:

Not so intelligent. Many have suggested t hag
due to their clever use of these technologies. Another Senator, Jon Kyl of Arizona has commented
frequentlyontt fAsophi sticationo of the terrorists
might be more a factor of their accusers own ignorance rather than their own aptitude. This stuff

t

fo

is ridiculously easy to obtain.pGogrtamwww. gy g

downloading. You will be able to put an email message into a family photograph within five
minutes. You must know the magnitude ofthe problem you are trying to solve.

AYour hands candét hit what vy o hisquaeyterefer todia 6 t

S €

lightening fast hands, but the same statement is true for message embedded using Steganography.

How will the government identify potentially hazardouscommunications if every photo, music,
and video file on the Internet is an unidiéable transport? And even if you found the transport

and decoded it, the message could still be En:t
It probably is.
One Abigd haystack. There are an i ncnetefosi ng r

name a fewd emalil, ftp, instant messenger, chat, file lockers, Napster, and Gnutella. In the next

few years, the number of emails and instant messages sent each year will be measured in the

trillions (for each). Peeto-peer file transfers will edly number in the billions. How do you
monitor all of this? Where could you even store the log data? The pin is small, the haystack is
large, and astute cryptographers can use Steganography to increase the size of the haystack.

The government should natvg up on computer surveillance. In fact, as a tool that is used to track
down a particular offender after isolation and identification, these technologies can be extremely

effective. However, we should not kbw@ogielsraneealljs

at our disposal. We are only going to spend a lot of money, waste a lot of time, and create a fals
sense of security.
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Bye, Bye, Bluetooth

August13,2001:i | fjustsfactof life
Thatno onescaresto mention
Shew a s godd
Butshehadgoodi nt ent i ons. 0

-Lyle Lovett
It is time to say goodbye to Bluetooth, the muncarketed technology standard for connecting
mobile deviceswirelessly. Such a drastic statement is likely to draw criticism, especially from
companies still hard at work on Bluetoettdated products. But the sooner those companies end
their efforts, the better off they will probably be.
For t hose ofknow, Bluetooiini®a thiiegearceffort by the tech industry to create a
standard for allowing PCs to talk to PDAs to talk to cell phones, MP3 players, or to whatever other
digital devices comes down the r obl@dThemdods e

cell-phone providers and many computer companies are also marketing Bluetooth as a broadef

solution to connect devices to printers and to serve as a complete wireless Internet connectior
And several startups are working on vel@sed pagip systemd nextgeneration walkie
talkiesd built around Bluetooth.

But | come to bury Bluetooth, not to praise it. The odds are stacked heavily against this well
meaning standard. And while many Bluetooth loyalists are likely screaming something similar to

S S

the old mandés | ine i B8idM6émtpnoP§ itidtimaltdegntpenbing Gr i

the eulogy.

One should not be too surprised t @rgaicedanB| ue
heavily marketed standards taking overwmweld. In fact, more often than not, the standards that
really change the world sneak up on us from the outside. Something like TCP/Hpe@ 2Deak!)
became the foundation of the information superhighway, while the cable industry strung together
proprietary networks in Orlando. And remember Taligent, the attempt by IBM, Motorola and

t o

Apple to create an operating system that wojl

Okay, mentioning Taligent may be a cheap shot. The real problem with Bluetooth is the rising
stardom of tk 802.11b wireless Ethernet standard, which also goes by the more prosaic name off
Wi-Fi. Not originally planned as a competitor to Bluetooth;FMs progressing at such a frantic
pace that it is leaving others in its wake. As a wireless standaréj Wis two key technical

advantages over Bluetooth: it is ten times faster, and it has about ten times the distance range. Y gt

it costs about the same, on a-pert basis. And it is already on an upward spiral of increasing
returns. As volumes skyrocket, costecline. As costs decline, the number of applications the
technology can serve increases. As this potential application universe expands, other solution
meet with an untimely early grave. Such will be the case with Bluetooth.

Search technical trade jowals for recent articles on Bluetooth and you will notice a common

t heme: defensiveness. Headl i nes read ﬁDonﬁr
ti ot

Neit her Bitten Nor Blue. 0 You sbead,antchee Blnude
to play offense when you are constantly playing defense. When Microsoft announced a few months
back that it was dropping Bluetooth support from Windows XP, the Bluetooth contingent must

have felt like it was standing in quicksand.
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Even without competition film Wi-F i Bl uetooth would have majjo

the very concept of a cable replacement like Bluetooth is flawed. In a world where every device is
connected to a single network (read: Internet), there is no need to connect individualatesites

ad hoc basis. Consider thisa walkietalkie is a device that supports communication directly
bet ween two nodes. A cell phone i s a devicgée
nodes because they are all connected to a common networkegnallthave unique addresses.
Blue-tooth is to a walkigalkie whereas 802.11 connected to the Internet is more analogous to the
cell-phone model.

This Aconnectedd model I's much more el egant
startersif you store data in a network rather than on a single device, you are much better preparec
to deal with the failure of that device. There is always an archive on the network. Second, if
colleagues need access to the same data, having a centralized atopyetiyone can retrieve
makes much more sense. With Blackberry, your assistant can update a calendar change on the fly,
and your PDA is updated in real time. Of course, if you insist on a direct deskipA update,
you can do it across the loealea etwork through WAFi (or even directly, with the right software
change).

Last week, Motorola released the Timeport 270c, a Bluetoathpatible phone. However, if you
wish to connect this phone wirelessly to your desktop, you need to purchase the $286tBlue
connectivity kit with Bluetooth Smart Module (to plug into the phone) and a Bluetooth PC card
(for the notebook). Seems like a lot of work to replace a cable.
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The Smartest Price War Ever

June 25,2001:/ Wa Whatisit goodf or ? 0
-EdwinStarr

The recent titles on PC industry trade articles speak volumes with regard to the current state of th
industry. ADPEsWRtebludm d®PWDlolubt it, o and AA
that highlight the current vieithe PC industry is in a tough spot. Worldwide growth is slowing
from the onceguaranteed 20%+ a year to somewhere closer to thelB0%aange a year, while
U.S.growth is barely up and could easily decline. And while the current state of the economy is
always mentioned as a contributor, analysts seem worried about something greater: saturation.

Il f this were not enough, De | | rerdial apottd, aunchedt h e
an aggressive price war in the fourth quarter, which continues unabated now six months later a
we near the end of the second quarter. Referring to the current price battle in the May 11 issue of
the Wall Streeu Georusrtnnaelr, nloBtMobds, LioPr i ce war s
dumb. o All of which begs the question, is th

14

PC

i n

I s

-

smitten with a strategy that, in Louds wor djs,

In a business context, comdity is typically used to describe a product or service where
differential advantage is difficult to achieve, and as such pricing is typically the sole determinant

in terms of the customerés purchase fthtenentsi of.

may not be in the adjective, but rather the object of that adjective. It would be hard to argue that|
the personal computer is not a commodity product. However, it is not at all clear that the PC
industry is a commodity business.

If a commodity prduct is one where no one can establish a differential advantage, then it would

follow that a commodity business is one where no participant can obtain a differentiated business
advantage. However, even in t oug hshduldemsalsoye De

its competitorso. Del |l 6s competitive advant
from building them smarter and faster, and consuming fewer resources in the process.

Much has been written ab o uesthdnaddlentas, alahg witk ltist  nj

|
ag

od

margin, from the sales process. And others pa\

4

allow it to pass on component price declines faster than anyone else in the industry. But perhapg
the unique aspectofDeldo s busi ness advantage is its ned

keeps only five days of inventories, manages receivables to 30 days, and pushes payables out fo

59 days, the Dell model will generate castven if the company were to report no profit
whatsoever.

Dell is clearly the lowcost leader when it comes to looking solely at the income statement. The
company has continued to generate a substantial profit margin even as other vendors struggle. F¢
i nstance, Isytemsdivigioa lostS® milkoh on revenues of $3.17 billion in the first
guarter . Howe vsheetadvahade is the added Kickenhere. Even in an environment
where a price war eliminates all profitabifityincluding that of Dellthe company will remain
cashflow positive. No wonder then that Dell would be willing to start a price war, and no wonder
that I BM would find it Adumb. 0

at

r

Del |l 6s fdAprice waro timing is particularly EI ¢

stocks depressed and investors more fangivaf lower expectations. Why try to hit homen
numbers when you are not likely to get much credit for it? Second, with most customers eyeing
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their own bottom line, they are much more likely to be influenced by thetm& sales pitch.
Lastly, theweale conomi ¢ environment makes it even mor

fight baclé which is exactly what Dell is counting on.

By pushing for markeshare gains through a price war mechanism, Dell has presented its
competitors with a true lodese diemma. On one hand, you can try to maintain market share by
pricing alongside Dell. The problem is that because of its business model advantage, Dell can stanfl
in the deep end of the pool forever. If you wade down there with them, you are likely to afn out
oxygen before too long. Currently, Gateway is the only player that has followed this path, and
understandably so. As the only other large player with a completely direct strategy, Gateway is
best equipped to ride out the war.

The other possibleesponse, and the one that has been chosen by IBM and HP, is to declare the

price war #dAirrational . o6 The problem here igqg t
continues its tear that led it to become the number one maker of PCs in the wueltirst quarter

of 2001. Sitting out the war is equally as Jda
decision to push the pedal during these tough times is so remarkably shrewd.

There is another reason that makes the timing of thisassgutt ut e. Whi |l e Del | ¢ s
wel | aware of the advantages it has, they hlav
As such, it certainly makes sense to go for the knockout punch now while the size of the advantag

is so obvious. Waitig will only give the others time to study the relative advantages and mimic
them.

There i s a r eal-warinavds will reananerilerhide éhe bapin term® of the
business model needed to be competitive in the PC industry. In the pastj@variick in gross
margin has indeed been permanent, and the rest of the income statement has adjusted accordingjy.
In this light, the decision by some to sit out the war may in fact be the first step towards sitting out
the industry. The screws are turgideeper, and Mr. Dell is asking everyone to put up or skdut up
hoping that they choose the latter, and hoping that they eventually exit the business.
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The Next Big Thing: 802.11b?

February 19,2001:A T uthertlockto zeroboss

Theriverswidew e &GWwirhacross

We 6 stagingupabrandnewd a 'y o
-Sting,Brand NewDay

It must be difficult for tech investors to keep their headshese days. Amidst the reset in the
NASDAQ, the concerns over corporate IT spending, the reduction in telecommunication capital
expenditures, and the economic difficulties surrounding the enormous 3G license fees, optimism
is likely a fleeting endeavor. Bperhaps all we need is a new hérgome innovation to point to

that is changing the world; a technology that is about to explode in terms of unit growth; a new
beacon of hope.

One seemingly unlikely candidate for just such a task is a wireless LANoleglgrthat goes by

the cryptic name of 802.11b. Also called -Wi by the industry standard group promoting
interoperability, 802.11b is the next big thing.-Wiprovides for wireless Ethernet transmission
primarily between laptops and local access nobas dttach to your standard corporate LAN.
Originally a second class <citizen 1in terms
transmit in the unlicensed spectrum at 2.5 Ghz, are capable of speeds of up toTlrhdvibpisan
enough speed to keep with the average Internet connection.

A few years back, wireless LANs appeared to be more research than development. Severay

scientists wanted to prove fithat it could bE

than with wires, it was hara tsee why there would be much value. As the technology evolved,
corporate users who prefer laptops found it quite convenient to be able to move around the office
(or campus) without the need for a physical LAN connection (Dell laptops now ship wih Wi
embedded). Later, facilities personnel began to realize the huge benefit of removing the need folf
wires when provisioning a new office or even adding a new user.

Universities also became huge consumers ofFiMechnology. With thousands of students all
clamoring to get on the Internet, no provost could be thrilled with the notion of retrofitting

thousands and thousands of CAT5 wires throughout centdrnyd f aci | i t i es. Wolu |

simpler if every student could access the Internet from almost angsgaimpus, including the

common spaces outside the buildings? The answer is unquestionably yes, and some of the largest

active WtFi networks are now installed at campuses such as Stanford, MIT, and Caledigie

Like other dislocating technologies, Wi is now working its way from the office into the home.
While home networks are still in their infancy, the benefits of a wireless architecture may be even
higher than at the office. Who has the capability to rewire their whole house? And although less
obvious, the interest in aesthetics at home heightens the benefit of not stringing wires halfway
across the room. Also, as we integrate the home entertainment center with the PC, a wireless lin
is particularly appropriate. Lastly, what if | could carry tagtop home from work, lay it on the
kitchen counter and be online instantly? You can today witfrWi

7

From the home we move to public access spaces. Working with companies like Wayport,
MobileStar, and Airwave, hundreds and hundreds of airports, hatellseven restaurants are
rolling out WiFi access throughout their facilities. On January 3rd, Starbucks and Microsoft
announced that in early spring, each coffee house would begin offerikg &dcess for their

~

patrons. Soon, Wi access may be like VFS: Afanywhere you want t
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compelling issue is the portability. You can carry one computer from work to home to the airport
and even to Starbucks and always reach your data.

Some startups have an even broader ambition to rollout celaigs WiFi access by installing
access points along rooftops in major metropolitan areas. This type of implementation would stress

the |l imits of todayds technology, and busi nfs:

at best. However, downtowPalo Alto is not much different from the Stanford campus when it

comes to size and geography. And with the @prv

sure many ventures will attempt to solve the business model problem.

In terms of market sizésrost and Sullivan forecast VH i manufacturero6s re

the year 2002, and Cahners3tat Group suggests that more than 10 millioaARidroducts will

be installed by the end of this year. | will go out on a limb and say that a 200 rtitomarket

in 10-15 years is not unrealistic, primarily due to the pervasiveness of the technology and the
ability to provide access at almost every physical destination in the world. Perhaps cellular carriers
should be concerned about the impact on thd f@e3G services if WFi access is pervasive.

Skeptics point to many challenges, including the recently announced security breach in WEP, the

encryption protocol associated with 802.11b. Other issues include congestion, interference, and &

lack of billing or roaming infrastructure. Still others will point to the emergence of Bluetooth, or
the existence of ot her home LAN protocol s
history of technology has proven again and again that if a certain opercitaieitgains escape
velocity there is no turning back. The cost declines brought on by ramping unit volumes alone are
enough to thwart any competitive threat.

Wi-Fi has all the makings of a disruptive and explosive technology: huge growth, a strong value
proposition, multiple and expanding uses, industry standardization, and global standardization.

There are flaws, but none are insurmountable, and none are nearly large enough to be anything

more than a speed bump with respect to the billions of dollar&bf &ready pointed into this
space. Lastly and most importantly, there is plenty of running room as we move from the
corporation to the home to the campus to the airport to the hotel and potentially to a carrier class
level. This truly is the next big thin
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| t Tonee to Put a Stop to Spam
April 3,2002:i O nlikesto believein the freedomof music,
Butglittering prizesandendlesssompromises
Shattertheillusionofi nt egr i ty. o
-Rush,TheSpirit of Radio
Between 5:00 PM Friday afternoon and 8:00 AM Monday mornnegeived 151 pieces of spam
femai | A jiinmykconpoaaielinbox. As you might guess, my email address is completely,

and | fear permanently, polluted. What | once considered to be just a mild nuisance is now aj

genuine drain on daily productivityprobably spend twenty to thirty minutes a day evading spam,
and this is up from maybe one or two minutes a year ago.

Spam is fast becoming an epidemic. Brightmail, one of the leading providers ofiightingy
technology systems, estimates that the peéagenof incoming emails considered junk has more
than doubled since September to well over 15% of all email. Research house Gartner estimate
that spam increased at least fiedd in 2001. Left unchecked, spam will undoubtedly cost
corporations billions fodollars in lost productivity and squandered IT resources. Overzealous and
overly clever electronic marketers are desperately compromising this highly efficient new
corporate communication medium of email.

Why is spam such a problem? The most relevarnwant that question is pure economics. The
cost to send an incremental email is fast approaching $0.00. With no variable costsatketer

is encouraged to send as many solicitations as it possibly tbeeme is no diminishing marginal
return as youmight experience in direct mail or telemarketing. Moreover, emalil lists can be
replicated with minehumbing simplicity, and as a result, there are several places on the web where
you can buy a CD of over 10 million email addresses for under $200. Lémsilysands and

thousands of email servers are unknowingly being used as hosts for spam assaults due to a problgm

known as fdAopen relayso. By -prbgoammed ihostp, pardsigci r
solicitors simultaneously reduce their costs as vegethair likelihood of being caught.

The first and most common spam prevention advice is to educate employees with regards to propdr

email user behavior. This is like telling someone that learning to swim will be helpful in the event
of a tsunami. For staats, if your email address has ever been posted anywhere on the web you
|l i kely already have a significant spam prob
assemble email address lists that are fast included on the-miemn®ned CDs. Other spaners
simply figuesso as to what your email addres
domain. | would hate to see how much spahm@aol.conhas to comb through. Another

of

| e

3 r

common trick is to include iwbsacrsiplaimmgad ]| firca aa

users do unsubscribe, the spammer knows this is a live addness your address is sold for a
premium to direct marketers. Remember, it only takes one misstep for your address to be
completely compromised, due to the easelettronic replication.

Once you realize the futility of the HAuser
seek out a technical solution to this problem. Several companies sell email filter technologies
which help identify unwanted emaily becognizing key phrases, or by helping you manage a list

of perpetrators. With these mundane solutions it is impossible to keep up with the spamrheés s
like cutting the lawn with nail clippers. More sophisticated solutions run largecedatars and
analyze messages sent to a large number of locations on the Internet. With this global knowledge
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these companies are better suited to recognize spammers using large lists across several ISPs gnd
domains. Brightmail is generally considered the leadernsnctitegory.

While these technology solutions can help reduce the problem, | am not convinced that they car
solve the problem outright. The reason-is |so
deterministic solutions are built to make a best guesswalether or not an email is indeed spam.
The problem with this educated guessing is that eventually you make a mistake. If one or two
pieces of spam are allowed to pass, no real harm is done. However, if you mistakenly identify al
Areal 0 e madidéleteat,sousgveaammajariproblem in the corporate world. Imagine what

happens when your company misses a key sales opportunity because the SpamNoMore softwale
guessed incorrectly. The soft war e-pasisve luréleno v eld
creates a real dilemma, and any company that can solve it will likely make millions.

With legislation as a possible solution, one could wonder why we even need a technology solution
Consider that our government could depend on each and every cotparmgect itself from
murder and theft by requiring them to defend all of their locations with armed guards. It is simply
more efficient to make these things illegal and rely on our public police for enforcement. The same
is true for spam. With the expential rise of spam, its obvious impact on corporate productivity,
and its relative uselessness within the corporate sétting members of the senate and congress
should act swiftly and vigorously to put an end to spam. There are proposed bills iof fitwat
house and the senate, but they all fall short of what is truly needed. Ironically, most government
officials have moved to webased contact forms on their web sites instead of disclosed email
addresses. Clearl y flhetys Skifriheywhave theguts th take pareofb | Je m
it.

Of course legislation is just the first step with enforcement being the second. The government mus
not only pass desperately needed legislation, but also simultaneously and ruthlessly prosecut
offenders. Additionally, as spam is a global problem, not a U.S. problem, our government will
need to work with other countries to completely stop the abuses. Email is fast becoming the
preferred communication medium for many corporations. Moreover, enadglo the baseline for
many new crossompany workflow applications. We simply cannot allow a bunch of Viagra ads
to put a dent in the evolution of the global economy.

A\1%4

For more information on stopping spam, please see the following resources:
http://span.abuse.net/
http://www.cauce.org/
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Cleaning Up After the Ninth Circuit In
an Attempt to Savethe Internet

Decemberl8,2003:1n 1998, President Clinton noted "Information technology now accounts for
over a third of our economic growth, and government should follow one guiding principle: First,
do no ham."” This phrase, which translates from the Latin phrase, primum non nocere, is a signal
to pay just as much attention to the "means" as the "ends." Often in complex political systems, thé
objective of an action can be honorable, yet the impact of samhamn be completely at odds
with the objective. This is largely because the tools we use to encourage behavior in such systenms
are often crude and imprecise.

On October 6, 2003, the Ninth Circuit Court of Appeals issued an opinion in the case of Brand X
Internet vs. FCC that has the potential to delay the progress of the Internet in the United States by
certainly years and potentially decades. Through its actions, the Ninth Court has "invited" the fifty
independent and natural bureaucratic statged puldt utility commissions directly into the fold

of the Internet.

How the Ninth Circuit accomplished this feat is both curious and confusing. The case in question
deals with whether or not cable lines that deliver Internet service can be considered a
"telecommunications service." This wording is critical because Congress and the FCC have made
it clear that states can regulate "telecommunications services" but must keep their hands of
"information services." In 1998, the same year Clinton made his declathgocity of Portland
mandated that AT&T Cable, as a requirement for approval of its acquisition of TCI, open up its
broadband lines to competitive carriers. Ruling on this in 2000, the Ninth Circuit stated that the
city of Portland could not mandate ttishavior as its jurisdiction was over cable franchises, and
these broadband connections did not technically represent a cable franchise. But the Ninth Circuil
did not stop there; it made one more historical, but seemingly unnecessary step. It declared cabl
modem service a "telecommunications service."

The FCC was compelled to react to the Ninth
FCC position on this matter, as well as the clear intent of Congress and the Executive Branch (botl
of whomhad echoed their desire to keep the Internet unregulated). Therefore in 2002, in an effort
to clarify and correct the decision in Portland, the FCC ruled that cable modem services are
"interstate information services" and not "telecommunication serviSes€n different petitions

for review of the FCCO6s "information servi
Circuits. Under the mukcircuit rules a judicial lottery was held, and the Ninth Circuit was
ironically el ectreldgto rule on the FCCO0s

In its decision of October 6th, the Ninth Circuit noted that the Supreme Court had ruled in Chevron
that agencies should be given the benefit of the doubt in interpreting the subtleties of their ownj
provisions, particularly when consistent with thear intent of Congress. Despite this, and without
ever questioning the intent of Congress, the Ninth Circuit relied on two key precedents to escape
this Supreme Court decision and rule against the FCC. Surprisingly (or perhaps not), these twg
key precednts were both previous actions by the Ninth Ciricaihe being the Portland case. The
argument, quite simply, is that the FCC had no business ruling on something that a promineng
authority, none other than the Ninth Circuit itself, had already decidednWhile, in a similar

case across the country on October 16, a U.S. District Court in Minnesota unequivocally noted tha
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"State regulation would effectively deci mate

unfettered by regulation.”

Not lacking in hub i s , Ninth Circuit Judge OO06Scannl ai
stare decisis (the legal doctrine that courts are restricted by precedent), even in the face of
subsequent agency interpretation contrary to our Portland decision, produces arésalt r i K i

inconsistent with Chevronés underlying pringi

in the present caseéappears to aggrandi ze,
complicated and highly technical area of telecommumit i ons | aw. "
that this certainly "appears" to be a jousting match of epic proportion between the Ninth Circuit
and the FCC. The unsuspecting and unfortunate casualty in all of this is the Internet and everything
it means to Anerican society.

Who would benefit from increased regulation of cable modem services? The only clear answer is
the fifty state public utility commissions. Perhaps fearing irrelevance as a result of the rise of the
Internet, these agencies have quickly gigdth the Ninth Circuit. It is not at all clear that the
Internet "needs" regulatiod in fact, quite the opposite. Therefore, in a day and age where
everyone is fearful of rising deficits, our government should revel in the opportunity to downsize
ratherthan increase outdated government programs.

14

Who would be harmed by increased regulation of the Internet? There are four constituents that arg
negatively impacted as a result of such action:

1) Consumers will be faced with higher prices for Internet sesvitlighly regulated industries
typically have complex tax structures and consistently increasing prices. Competitive technology
industries typically have low or no tax structures, and constantly falling prices. Apply regulation
to the world of the Interrieand you lay the foundation for things such as email taxation, instant
messenger taxation, VOIP taxation, per minute fees, bandwidth monitoring, and controlled pricing
(once again, read "increased" pricing at something like 5% per year). Requiringtlisenvice
companies to interact with fifty different state agencies every time they "tie their shoe" will
undoubtedly add costs and complexities to their lives, which will in turn result in higher costs and
slower innovation/deployment. California consumelready accustomed to paying the highest
gas prices in the country, will quickly enjoy the highest Internet fees as well.

2) The growth in information technology businesses will slow dramatically. The Ninth Circuit
decision, if it stands, will have halole consequences for Silicon Valley. The growth of the Internet

and the numerous resulting businesses and services are the unquestioned drivers of our current

economy. Slow the penetration of broadband through the imposition of increased regulation andi
all of high tech will suffer. The Ninth Circuit decision pours concrete on the number one facilitator
of technological growth in the U.S.

3) American competitiveness will suffer. Household broadband penetration in the U.S. is quickly
falling behind innovatie countries like Korea and Japan. While we are struggling to move beyond
20% broadband penetration, Korea is soaring past 60% on its way to 70%. Moreover, the

traditional U.S. broadband. These increases in Internet performance have resulted in increase
usage of the Internet for such things as telecommuting and online education. As the U.S. faces th
real loss of whitecollar jobs to the hard working, but lower geaconnected workers of Asia, one
cannot help but wonder what political leader would aim to intentionally slow theubtf the

connections in Korea are built around fiber optics and are resultantly many times faster thank
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Internet inside the U.S. Additionally, the key driver of the U.S. economy over the past twelve
months has been productivitpded. Why mess with the underlying network that is essential to
this important metric?

4) Competitive RBOCs object as well. While one might assume that all of the entrenched Bell
monopolies would be in favor of regulation for cable modem services, thid Wean erroneous
perspective. Verizon, one of the most competitive of all RBOCs, was quick to point out that it
believes that cable modem services should be exempt from regulation. Make no mistake, it wants
regulatory parity, but it wants it through deased regulation on DSL not increased regulation on
cable services. Likewise, a spokesman for BellSouth recently noted, "The Internet, and for that
matter cellular service, has thrived because of limited regulation. Economic regulation is crippling
this industry (telecommunication services)."

Some will argue, as does Judge Sidney Thomas of the Ninth Circuit, that opening the cable
networks to competitive carriers will directly benefit consumers. The enormous problem with this
argument is the prima facie eeince suggesting the opposite. Clearly stated in the Ninth Circuit
opinion, 70% of all broadband users use cable modem services as compared with 30% for DSL
Cable companies, free to compete without the shackles of regulation, represent ebhedsvaf

all broadband users in the U.S. DSL, supposedly advantaged by its open connectivity and therefor
supposed increased competitiveness, represents less th#nrdné regulated opeaccess is

such a great thing, why are cable modems such a compelling pedposition for consumers?

And why were the RBOCs slow to roll out DSL?

The bottom line is that we tried an experiment in DSL and it failed. Attempting to increase
competition by mandating that a company invest in infrastructure and then sharedlsauicture

with competitors is simply not a markieised solution. Companies, naturally motivated to take
market share, not give it away, are simply not effective at appropriately enabling competition. If
you want to increase competition, add holistic cetitprs, not partial ones. This type of solution

had a huge positive impact when PCS licenses created a third cellular alternative in most U.S
cities. Solutions such as cable overbuilding can accomplish this as well. Notably, a WISP in
Cerritos, Califorma recently announced an eight square mile 802.11 coverage zone based onf
CellularWiFi equipment from Tropos Networks*. This solution will offer ubiquitous broadband
of greater than 1MB throughout the entire city. These solutions are the ones that wakfulc
advantage the customer while avoiding the overt dangers of increased regulation.

A4

We should all know by now that rather than increasing competition, regulation typically reinforces
monopolies and oligopolies. Startups will not and cannot prevagavily regulated industries.

They lack the required resources and capital to manage fifty different utility commissions on a
hundred different regulatory issues. For this same reason, you will never see a startup deliver af
automobile in the U.S. as thhegulatory red tape swamps all efforts. Increased regulation will do
nothing more than ensure that new competitors and innovative solutions are permanently lockec
out of the market.

There are three ways to put an end to this potentially catastrophicmrobihe first is for the
Ninth Circuit to clean up its own mess in an upcoming large panel review known as an en banc
review. The likelihood of success here is slim. The Ninth Circuit is well known for its reputation
as the most oveurned appeals court ithe nation, and it is doubtful it would pick now to

jeopardize its record. Luckily, there are two more solutions that exist beyond the Ninth Circuit.
For starters, the Supreme Court could once again correct the Ninth Circuit. But perhaps morg
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appropriate), Congress should step in and legislate to ensure that this type of misunderstandingl
never happens again. As Clinton and many others have noted, the future of the Internet is simpl
too essential to our national interests to suffocate it with unnecessgaiation.

4

Judge O6Scannlain made a peculiarly Jironic

"Regardless of oned6s view of the wisdom of [t

our holding today effectively stops a vitalimportant policy debate in its tracks, at least until the

to (1) increase the likelihood of higher Internet access rates and increased costs for increment
sewices, (2) dampen the growth of Internet services and all the companies that benefit from tha
revolution, and (3) negatively impact American competitiveness, we hope you heed his urgent call.

Supreme Court reverses us or Congress decides to act.” For those in Washington that do NOT wai\t
I

*Benchmark Capital has an investment in Tropos Networks.
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Bewarethe Digital Hand

October 7,2003:i We a mevindw e 6goretoof ar 0O
-BugglesVideoKilled the RadioStar

In his famous 177& o r k , Weal th of Nati ons, Adam Smit hj
hando ensures that i f -inteeshpha goodekthe public oriindividuah e i
will also be optimized. An equally powerful and unavoidable force controls keigfimology
marketstodayt he Adi gi t al hand. 0 Like Smithods invi
the consumer, ensuring that fabulous products will be delivered in the most convenient way, ang
at ever lower prices. However, there is one bhifgence. The invisible hand suggests that both
companies and customers can profit simultaneously. The digital hand is not nearly as charitable t¢
the companies involved. In fact it can be downright brutal.

If you want proof, just ask the entertainmertustry. The music industry claims that CD sales are
down as much as 16% year over year, and clearly digital technology, not the quality of the music,
is the key culprit. Not only can users easily share digital content anonymously over the web, but
every shgle PC that rolls out of Best Buy or Wilart is equipped with all the technology you
need to masproduce copies of your favorite CDs. Need blank discs?Mét has those tod

50 for $15.00 or $0.30 each. Thse D¥lawritersard d uj
making their way into the market as well.

If the media industry blames the hardware industry for these evil consumer technology gadgets

then it can take solace in the fact t hhart t hje

the consumer electronics industry itself. Digitization is creeping its way across the entire consumet
electronics industry, as we slowly remove analog media and components from our lives. While
this is good news for consumers who benefit from thedoees that the digital hand ensures, the
quid pro quo for businesses is brutal competition.

S i

p |

One <cl ear i ndi cator of t his shi ft i s t he P C

industry. Last year, Gateway led the charge with its aggressitieipation in the flatpanel TV

mar ket. This year, it foll owed with an 1inn
(which we understand has currently been backordered). Last week, Dell joined the parade, and H
scrambled to declare they had bed the parade all along. Many pundits cleverly noted that only

a PC maker could covet the consumer electronics industry. But PC makers entering the market ar
merely symptoms of the bigger issue of digitization.

There are two critical dynamics occurriing the consumer electronics industry as a result of
digitization, and both unfortunately lead to commoditization. The first is thate@mductors are
increasingly incorporating the majority of the features and functionalities by which any
manufacturer wald differentiate their product. If you want to become a consumer electronics
manufacturer, simply call LSI, Zoran, ESS, and more recently MediaTek, and they will
i mmedi ately deliver the goods you need. Do

n o
refr ence design is on its way. Be it DVDO6s, H D’

hardware providers are quickly approaching zero.

The second key dynamic mirrors the binary code that underlies all digital goods. The cold fact of
the matteristat most digital goods either work or
quality that exists in an analog world. The reason relates to the first dynamic, in that most of the
valueadd is now at the semiconductor level. The complicated motorseamdmechanisms that
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inherently led to quality differentiation are slowly going away. Traditional TV tubes, which
through tuning offered a path to differentiation, are also on their way out, being replaced by
semi conductor Abr ai n sniershwil $ee a rlish 6f DEPRAIsRR dc WiV s d d
Christmas, offering Plasma quality at a fourth the price). Eventually even the rotor under the
CD/DVD is likely to be replaced with solisktate electronics or a hard drive (and no CE vendor is
likely to enter tle hard drive business).

Even more serious for the consumer electronics industry than pressure from PC makers is that
from Chinese importers such as Apex Digital. WHlrt currently advertises an APEX DVD
Pl ayer for $43.86. | t qah degode DBINY Digital ar@ Delby DESn d  |[MP
and supports -¥ideo output. This product works and it works well. So do all pieegling
products that APEX sells. After all, they use the same semiconductors as all the other
manufacturers. And, at fortyiree beks, consumers will start to view these devices as disposable,

a nice trade off for the obsolescence that is an inherent part of any digitized industry. Remarkably
APEX has quietly leapt to the top of the US DVD market.

With product differentiation on th@ane, distribution will play a greater role. Gateway has already
leveraged its direct model with early success. This could bode resultantly well for Dell.
Furthermore, do not be surprised if retailers like \Malt and Best Buy create-store brands
similar to what WalMart already does in every other line it sells. Best Buy is already doing this
in PCs, and it should be even easier in electronics due to lower support costs. Perhaps the bept
proof poi nt of di stri but i o (o@ner oktherDeSH qnetviork)i st h
catapulted from nowhere to lead the PVR (personal video recorder) market. A satellite service
provider now has the markshare lead in the most compelling new product category in consumer
electronics.

As we look towards the fute of the consumer electronics industry, the digital hand will ensure
two realties. First, consumers will be blown away by the incredible products they are able to buy
at shockingly low prices. Second, companies will be blown away by how incredibhhbgrdave

to work in a shockingly competitive industry. Never forget that the undisputed leader of the PC
industry has a supply chain and distribution advantage, not a technological one.
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Much Ado About Options

August 21,2003:d i A hkdoww h a beénsnyourmind,
Y o u éfraiéi tab lseenwastedt i me 0O
-TheEagles,WastedTime

Although it has been more than three years since theim@mous economic bubble burst,
regulators, congressmen, and press remain remarkably insistent on identifying a blame agent fof

the excesses of the late 1990s. This is despite the fact that economic bubbles exist precisely because

everyone is caught up ithe game: the SEC approved everni Siled in the late 1990s;
congressmen welcomed the tax income from excessive capital gains (and even planned for if

indefinitely); and the press as you know, hlai

The latest targetfothis welkintentioned group is stock options. Its seems that stock option

instruments, as opposed to human greed, malfeasance, and corruption, were so dangerously

alluring that they encouraged otherwise ethical men and women to commit fraud on ourieconom
system. It seems that options offer way too much upside for executives without the appropriate
downside exposure, encouraging them to take unnatural risks as leaders of corporate America.

The first strike in the war against stock options is the insistehat they be expensed on a
company6s income statement. The argument IS
corporation to the employee and therefore should be expensed on a GAAP accounting basis. Whil
companies are not currently requiredeixpense options, they are required to disclose the exact
nature of all option grants in their financial statements. Many believe that the FASB will require
the expensing of stock options in the future.

The second strike against options came on July h&nwiicrosoft Corporation announced that it
would forgo all future stock option grants in favor of restricted stock grants. Business Week
heral ded AMicrosoftdéds Bold New Pay Plan, 0o @&
represented the beginning the end for stock options. Newsweek even jumped in on the action,
declaring fAoptions have | ost a | ot of their

\14

n o

Despite these reactions, many questions lack succinct answers. Should stock options be expensefd?

What about restricted stock? Is reded stock better for employees? Is restricted stock better for
shareholders?

Stock options, like publicly traded call options, represent the right to buy a stock at some point in
the future. They are typically payeesdnlg chakdl at
money if the stock goes up above its current price, and their economic gain per share is limited ta

the increase in stock price above the strike price. Restricted stock, on the other hand is an outright

grant of a share of stock, withteai n | i mi t ati ons on when that
be sold. Unlike stock options, restricted stock retains much of its value, even if the stock price of
the company falls.

Should stock options or restricted stock be expensed? The answenqtes$tien is an easy one:

it doesndt matter. Stock prices, jJjust i ke
predicted future cash flows discounted back through time, as appropriate for risk. In fiscal 2003,
Microsoft generated nearly $16B operating cash flow and will likely do more than that in fiscal
2004. Neither the choice of equity compensation nor any decision to recognize such offering as &
GAAP expense will have any measurable impact on this cash flow. New grants of either options
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or restricted stock will represent future dilution, and the company will need to earn a return above
and beyond that dilution in order to generate value for shareholders.

Mutual fund managers understand this; they have understood it for some time, aamijubkefor
it in their calculations. To suggest that a mathematicataasih accounting change will affect

future stock prices, especially when the exact numbers have been available to shareholders fqr

many years, drastically underestimates the colledhteligence of the stock market. Smart
investors have already accounted for this future dilution, regardless of the actions of the FASB,
and therefore these future grants are already reflected in stock prices.

Recent events in the market support this aa. I n the week foll owing

announcement, the stock barely moved. Perhaps more noteworthy, since Amazon announced t

would begin expensing options on July 23, 2002, its stock is up 275%. Should we expense option
oncorporateintme st atements? Wall Streetds respons

Mi

e

Are restricted stock grants better for empljoy

resounding one. If a stock falls below its granted price, restricted stods gtdhhave value,

while options are worthless. However, an employee, who is granted the exact same economic valugp
in terms of restricted stock will make less money on the upside as compared to someone grantefl
the same economic value of stock optione 8 ngl vy, this fAextra ups|

executives to behave badly.

One downside to restricted stock for employees in that taxes at ordinary income rates must be pai
on the day that restricted stock grants are earned (i.e., the day that éseagbarested), despite

the fact that the employee has not realized cash value for this grant. Said employee will be digging
into his or her pocket to pay cash taxes oncash income. This can negatively impact employees
without the cash flow to suppastich activity, and will likely encourage most employees to sell
stock in order to raise money to pay the taxes.

Is restricted stock better for shareholders? This is the question that seems to go without mucl
scrutiny. Compensation consultant Watson WyatrMivide calculates that employees would be
better off with stock options i f15%ancuallypr@ny 6
would be better off with restricted stock in the scenarios that range from negative 99% return up
to a positive 10%eturn. As the historic return in the stock market is approximately2%o, it is

hard to understand why investors would favor an incentive package that is more appealing toj
employees when the corporation underperforms the historic market. Is seems thédlyace of
good sense.

In addition, restricted stock grants could encourage a form of widespread corporate conservatismj
If an executive is granted $2MM worth of stock, he or she might have incentive to help increase
the price to say $2.3MM, or 15%. @hsaid, the incremental $300K is peanuts when it comes to
protecting the value of the $2MM already on the table. There is a huge difference between
corporate sustainability and corporate value creation. GM traded at $38 per share in 1994, andg
sinceitiss38 per share today, it has fAsustainedd
behavior we hope to encourage?

Are options more risky? Unquestionably. But risk and reward have always been correlated, andl
that is why over the long run, stocks bavwutperformed bonds. The difference in performance

bet ween stocks and bonds is known as the #fe
stock incentives are likely to encourage behavior and returns more in line with bonds. This may
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be good newsor startups in Silicon Valley, who can prey on the stagnation in innovation at large
companies, but it will do little to benefit the overall U.S. economy and could actually harm U.S.
global competitiveness.

Another frequently discussed benefit of reséritstock over stock options is that it has more value,
and therefore employers can offer fewer grants. The conclusion is correct, but the premise tha
employers can reduce the financial impact of executive compensation is flawed. Employers are
likely to offer fewer absolute shares, but the value in each share, because of the downside
protection, will be much greater. At the end of the day, the financial value of the executive
compensation remains unchanged.

This was certainly the case with Microsoft. Afiigs initial announcement, the press broadly
embraced the idea that Microsoftds 2004 res
been using stock options. However, when Microsoft fully unveiled its plans for 2004 restricted
stock grants, it predted the impact to be the exact same $0.24 per share that it calculated for its
option grants in fiscal 2003. In 2003, Microsoft gave out $4B worth of stock options to employees.
In fiscal 2004, Microsoft will give out $4B in restricted stock to employ&ks is another reason

that Wall Street failed to react to this supposedly significant event. More yawns.

So why would Microsoft make such a decision if it is of little difference or even potentially
negative for shareholders? While granting restrictedksis relatively common among more

mature public companies, rest assured that this highly successful company spent many brain cyclds

on the issue. Al so recognize that to cl assi
the most compéive and properly selinterested company of the past 30 years. As it turns out,

there are many reasons Microsoft would favor such a move, even at the sacrifice of enduring morg
conservatism in the future.

As a reward for its dominance, Microsoft currgrehjoys remarkable operating margins of nearly
50%. These margins are not particularly supportive of the arguments madetmsdrttearings

that the company faces incredibly strong competition. As such, anything that helps reduce GAAP
earnings could bdeemed a positive. Secondly, and also relating to recent litigation events, it is
certainly in the companyds best interest to
on these seemingly devilish things known as options, it would be in Micrasaf pol i t i c af
to play to its concerns.

Most importantly, Microsoft is under enormous pressure from Wall Street to distribute its $50B
hoard of cash in the form of a dividend. With this cash position likely to grow by more than $10B
in fiscal 2004 this pressure is not likely to subside. With stock options, Microsoft employees who
have not exercised their options would fail to participate in any large dividend (because Microsoft

historicallyusednoggual s i nstead of | SOépaidaterdinarg incomee q UJi r

rates and not capital gains, it is unlikely that any employees had exercised their options). As man
are speculating that the company may be pressured to undertak¢irmeobelloon dividend of

up to $25B, this is quite signifio& This likely helps explain why Microsoft also arranged for J.P.
Morgan to purchase all current employee options, instead of letting those options remain in place
and simply granting restricted stock for future compensation.

For the most part, the argunis regarding stock options and restricted stock are indeed much ado
about nothing. In either case, decisions to include them in GAAP accounting results will have little
if any effect on stock prices. Additionally, they both represent equity claims aotperation,
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and most companies are likely to encourage some form of equity participation by their employees
The one key difference, however, is that restricted stock will encourage executives to become
shepherds of corporate value protectiamot creaton. And that subtle difference flies in the face

of the fiduciary duty of the board of direcfi
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The Comebackof the Mobile Internet

July 16,2003: Thingsare goinggreat,andt h e wpniygettingbetter
| ddwuingall right, gettinggoodgrades
Thef ut wobdghtsl gottawearshades

-Timbuk3,"TheF u t uSoBrigh"

It seems like just yesterday that the worldwide cellular industry was under attack from all sides.
As the bubble burst, the outrageous suhat were coughed up for 3G licenses, coupled with the
equally large cost of 3G deployment, stood out like two elephants crammed into a fish bowl. If
swall owing 3G costs werenodét enough, t he me
espouse thbenefits of open standard, unlicensed spectrum radatso known as 802.11 or Wi

Fi. Not only that, but everywhere you turned someone wantedtodisctssVdis di sr upt i
ltds hard to play offense when you are al wa
However, againsthis grim backdrop, something extremely exciting is emerging in the cellular
world. In the past twelve months, the cellular phone began to prove what many of its hardcore
supporters have voiced for yedrshat the cell phone can be a leading platformiritgractive
entertainment services. Whatodéds more, it cou
than the PC industry.

Recent Events

While these statements may seem like old news to Europeans, where SMS has been the bastion
electronic commanication for years, success with rawmice cellular applications is a new
phenomenon in the U.S. Since the fourth quarter of 2002, U.S. based carriers have begun to see
measurable increase in the usage of revgamerating interactive services. In galline, Verizon
Wireless announced that its interactive service, Get It Now, has achieved close to twelve million

downloads of entertainment content since its launch in September of last year. Its phenomena

growth is accelerating. May downloads averag&dniillion, which equates to an annual run rate
of more than 27 million applications.

More importantly, in April Verizon Wireless announced that active Get It Now customers showed
a $7.50 increase in Average Revenue Per User (ARPU). With ARPU declirangysteross the

industry, any product or service that can increase ARPU is the nirvana of the cellular business
model. Sprint and ATT Wireless have announced increased download and ARPU traction as well

The key trend contributing to the recent blossonaihglternate cellular applications in the U.S. is

the release of next generation cell phones. These "fat" phones come complete with huge colo
screens, large processors, plenty of memory, and sometimes even cameras. These phones, wh
began shipping inalume in the fourth quarter of 2002, are flying off the shelves, many at prices
under $100. No longer is the experience limited tol@sed interfaces, such as the mdehded

WAP interface. Qualcommbés BREW OS &gedera®on o s
phones, enabling numerous user interface, development, and deployment improvements. Twc
ot her contenders hoping to t ajbasedSBmartghene, asdh a 1
No ki a b s -b&gdnsbriesatl including the much ballyhooelGage product which is as

much Gameboy as cell phone. If history is a guide, given natural replacement rates and attractivé

price points, it should not be long before these "fat" phones represent the majority of new phones
being sold in the U.S.

Platform Advantage
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As an alternative to other potential interactive platforms (game consoles, PCs, GameBoy), cell
phones have some unique advantages. First and foremost, they are pervasive. The installed b
of cell phones worldwide is around 1.3 billion. Secondstpeople carry them wherever they go

T this is a real plus for interactive games as well as communication oriented features. Cell phone
games can entertain during "stolen momeritghe times that would otherwise be wasted.
Additionally, cell phone carers have been much more adept than say Internet portals in deploying
billing or "wallet" like features. You can "buy on a click® much easier on your phone than the
Interneti an example of the carrier leveraging its previously existing billing relationsastly,
because all current cell phones have both a global phone number and an IP address (with yod
carrier acting as the ISP) you already have a dire@oapling structure that allows any phone to
easily link to another.

The Victors

Who will be the vinners of this long expected revolution? Certainly the carriers will reap rewards.
Verizon Wireless has been particularly aggressive promoting these features in the U.S. with Sprin
and ATT Wireless following suit. New features like gaming and-tomges @n spur users to
upgrade their phones, and hopefully their rate plans, helping carriers retain customers.

Since carriers dondét actually make any conf
interesting applications for subscribers. In ordentmearage content development for cell phones,
carriers share revenue from downloads. One critical element of carrier strategy is determining the

optimal share. While a more carrerr i endl y split may be good {
coulddrivecot ent providers to more generous carr
|l ess attractive to users. I nterestingly, o]

DoCoMo service, is built around an extremely generous-9%split, which ismore favorable

than all U.S. and European carriersodé currenit

driving revenues and creating a viable ecosystem to encourage publishers to invest in content.

Handset vendors could also benefit from these services, as they now have more opportunity
to differentiate their various phones. This is offset by the OS vendors who are seeking to (1) creatg
some form of crosphone standardization and (2) move as much of the value add to software as
possible. he most interesting development here i s
which integrates a handset OS with a unified billing and provisioning platform, was at first easy
to ridicule as overly ambitious, but is doing amazingly well. Verizon, ogaéais reaping the
benefit as the only U.S. carrier to fully commit to CDMA and BREW.

Publishers are also establishing a critical role in the marketplace. The cell phone "platform” is, in
reality, a complex patchwork of OSs, phone form factors, ancecaetworks. The matrix is quite

mind numbing, easily rocketing into hundreds of permutations. It is also difficult for cellular
carriers to manage relationships with the thousands of small developers that hope to delivel
applications for this new mediunThe group that simultaneously solves these two difficult
problems is the publishers. While some publishers from existing platforms are sticking their toes
in the water (like THQ), many of the publishers for this new platform are new companies. Leading
thegroup is JAMDAT, a young company out of southern California. Out of Europe, Gameloft also
has a compelling offer and a strong partnership with Ubi Soft.

The Numbers
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The puncHine to this story is the law of large numbérs this case the enormous nunef

cell phones deployed around the world. Consider this: analysts peg the worldwide installed base
of active PCs to be between 500 and 750 million. However, the active installed base of cellular
phone users is once again, approximately 1.3 billion. lt@pkorward, this gap is likely to
increase. The ID@€eported number for annual PC sales is approximately 150 million. The current
estimate for worldwide cellular sales is more than 400 million. Turn your eye to developing
countries and the gap is even krgin China, the installed base of cell phones, at 200 million, is
already ten times the size of the installed base of PCs.

It is |ikely that these mind blowing user n
bold commitment to 802.11. Widehvailable 802.11 signals bode well for PCs and PC variant
platforms (such as PocketPC). On the other hand, if the cell phone infrastructure (including the
physical plant, operating systems, handset characteristics, and more) matures ahead of broad sc
802.11 deployments, the cell phone industry could reap incremental rewards. The PC industr;]
aims to make the Internet experience mobile, through products such as Ceoivared laptops

and WiFi enabled PocketPCs. The cellular industry aims to makeits-kased platform more
interactive, by driving nexgjeneration phones, as well as 2.5G support deep into the installed base.

The potential "competition" between the PC platform and the cell phone platform are not lost on
PCindustrre x ecut i ves. I n a July 14th New York Ti
that "there are now about 40 million Wi users and new access points are selling at the rate of
about 15,000 a day, which makes -Wia much faster growing technologyath cellular
telephony.” The cellular phone is clearly emerging as an interactive platform that deserves
attentioni per haps everyonebs attenti on.
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In Searchof the Perfect BusinessModel:
Increasing Marginal Utility

June10,2003:" We @nthislovetogether,
Andlike berriesonthevine,
It getssweetenll thetime"

-Al Jarreau,We 06 In EhisLoveTogether

As companies continue to slog through this muddy economy, many executives are looking deepe
into customer metrics in an attempt to uncover some little nugget that might give them a
compeitive edge in the marketplace. Marketing managers are digging through piles of customer
data, evaluating every little thing from the cost of customer acquisition to customer churn, share
of wallet and frequency of customer engagement.

In thinking throughmetrics just like these, one might wonder, "What metric would highlight the
ultimate in terms of sustainable competitive advantage?” It would need to be something that
encompassed (1) a clear advantage relative to competition, and (2) something thegdnitrea

lead over time. In other words, the competitive advantage would constantly be improving. What if
a company could generate a higher level of satisfaction with each incremental usage? What if
customer were more endeared to a vendor with each ang evgagement? What if a company
were always more | ikely to grab a customer s
increase with each incremental purchase?

This may be the nirvana of capitali§nmcreased marginal customer utility. Imagine ¢chetomer
finding more value with each incremental use. Some may suggest that this concept already exist
in the form of volume discounts. However, this offers a vendor no real competitive advantage, as
all of its competitors are likely to offer the sameadiunt to large purchasers. Others may feel this

is just a buffeelip version of "high switching costs.” On the contrary, increased marginal customer
utility preempts the need to impose switching costs, which can be seen as "trapping"” or "tricking"
the cusbmer. Instead, the customer who abandons increasing marginal customer utility would
experience "switching loss."

1°Z

This is arguably the advantage that Amazon has compared to many of its online rivals. Customer
that have signed up for "orofick" ordering eyperience a dramatic increase in convenience during
the checkout process vésvis a new retailer. More interestingly, Amazon attempts to learn about
you with each and every purchase, as well as with each and every browsing episode. As such, the
company carmffer you suggestions that a new retailer could never anticipate.

An even more powerful example exists at another web powerhouse, eBay. Frequent eBay shoppels
may have noticed how fanatical eBay sellers are regarding their online eBay reputationsariLess th
five seconds after winning an auction, you may find yourself under assault (email assault that is)j
from the eBay seller requesting that you immediately leave "positive feedback” about the
experience. Why do these vendors care so much? Because theg beiethe vendor with the

best reputation will close more transactions and likely receive higher prices for their auctions. In
other words, these sellers are experiencing increasing marginal utility as they incrementally engagée
with eBay.

Sometimes a nedive example does as much to explain an idea as a positive example. U.S. cellular
carriers appear to have boxed themselves into a corner, whereby customers receive increasqd
marginal utility if they switch vendors, as opposed to remaining loyal to theierd service
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provider (decreasing marginal utility). In an effort to acquire new customers, carriers have made
it a common practice to subsidize the costs of a new phone. This strategy works well, as many neW
cell phone customers are quite interesteowning the latest and greatest piece of hardware. The
problem is, however, that when a current customer wants a new phone, the carrier quotes a fufl
price (minus the subsidyafter all, the customer is already acquired). Therefore, the cheapest way
to obtin a new phone is to be disloyal and switch carriers.

Two other companies in which Benchmark Capital has invested are also attempting to create
increasing marginal customer advantage. As the leading provider of "network neutral data centers,
Equinix encaraged carriers and ISPs to build facilities within their data centers to offer
bandwidth. The more connections Equinix brought in, the more carriers wanted to be in the datg
center to peer with one another. The more carriers that you could peer withftesnshe more
content providers wanted to be there as well. Ironically, many of these providers can completely
eliminate certain bandwidth charges by bypassing the Internet and directly connecting (via wire
connections in the ceiling of the data centerother content providers who are their business
partners. As more and more carriers and content providers host here, the value to each ney
customer increases.

OpenTable, which might be best understood as the Expedia for restaurants, recently imglemente
a program known as OpenTable VIP. For its most active consumer customers, OpenTable alertg
its 1,500 restaurant partners that a particular customer is an "OpenTable VIP." As these restauranjs
understand that these customers are-frigiuency (and likelyrigh-margin) diners, they typically
make a special effort to impress these customers. As these customers enjoy being impressed, thgy
are then encouraged to book through OpenTable in the future which will lead them to be treateo
well again and agaifijncreasing marginal utility.

The Internet appears to be a fertile ground for programs that offer increasing marginal utility. As
most Internet businesses revolve around the creation of a network, the utility of the marginal
customer may be influenced by theesand scope of the customer base itself. Also, the ability to
aggregate a tremendous amount of customer data increases the likelihood that one could satisjy
customers in some type of increasing fashion. Lastly, as the Internet matures, and companiep
becone more reliant on revenue from current customers, we will likely see a rise in attempts to
locki n customer | oyalty. Just recentl vy, USA
announced plans for a cregsoperty membership rewards program. Tdoacept should not be
limited to the Internet. All companies would serve themselves well to uncover some form of
increasing marginal customer utility. Make them love you more and more each day.
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The Revolutionary Businessof
Multiplayer Gaming

October 19,2004

| t sdeasywhenyouknowtherules
| tsdesasyall youhaveto do

Is fall in love,play thegame
-QueenpPlaythe Game

Wh a thénsostvaluablelnternetcompanyin China?ls it aportal?ls it ane-commercesite?No.
The most valuable Internet companyin China, clicking in at US®.0B in market cap, is an
MMPORG. MMPORG, an acronymwhoselength is matchedonly by PCMCIA, standsfor
Massively MultiPlayer Online Role-playing Game(a shorteracronym,MMOG is also gaining
acceptancepimply speakingMMOGsenableanultiple playersrom multiple geographieto meet
onlineandinteractin someform of digital groupactivity. Onceconsidered nichebusinessand
evenafailed onein the U.S.,the prospectgor multi-playergamingbusinessearerising sharply.
Thisrenewedaith maybe prescientasthe businessasefor MMOGs is remarkablycompelling.

T o d a MIMNQGs are direct descendantsof Multi-User Dungeons( i MU D deat-pased
multiplayeradventurepopularwith the UNIX crowdin theearlyl 9 9 (Bimeethen,therehave
beennumeroudailed attemptsaatMMOGs, includingseveracompaniesuchasWorlds, Inc. that
achieveda high profile statusduringtheorginal Internetboom.Thefirst title to obtainundisputed
businesssuccesswas Ultima Online, originally releasedin 1997 by Electionic A r t Grigin
Studios.In atelling move,the creatorof Ultima Online, RichardGarriott(akafi L oB rdi t iss h o)
now working with K o r eN&LC80dt,asM M O G dhavefoundtheir largestaudiencesn the Asian
markets.

N C S o hit MM®G, Lineage,hasamassd morethanfour million usersandNCSofthasgone
onto delivermanysuccessfutollow-ups,includingLineagell andmorerecentlyCity of Heroes,
whichtheyaremarketingprimarily in theUS.Like C h i nShaldaNCSoftsportsanimpressive
marketcapitalizationof US$1.7billion. Webzenthenumbertwo playerin Korea,sportsaUS$780
million capitalizationwhile NetEasea portalin Chinathatgenerate®ver50% of revenuefrom

gaming,hasa marketcapof US$1.3B.Make no mistakeaboutit 8 thesearerealbusinesses.

Shanda,despite being consideredby somea i J o haomey a t ehdypy others a mere
distributor,is theundisputeachampiorof the ChineseMMOG market.Thecompanywhichbegan
by repackaging massivelymultiplayergamefrom the KoreandeveloperActoz, is a distribution
machine.lt wasearly to deployits provisioningtechnologyand promotionalmaterialsto nearly
all of C h i nsevérahundredthousandnternetcafes.This allowedthe Internetcafesto collect
cashon behalfof Shandaa critical accomplishmenin a marketthat lackscredit card adoption.
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Shandas nowinvestingin originalintellectualpropertyandwill bemorepublisherthandistributor
in thefuture.

Despitea price point that canbe asmuchastentimeslower thantha in Korea,S h a n 208% s
forecastedevenuesof US$160million will comecloseto matchingthoseof NCSoft. This is
becauseS h a n dvaragenumberof concurrentusers(700K+) is greaterthan the numberof
memberghathaveeverplayedthe correspondindeadingtitle in theU.S.If thiswerenotenough,
roll in thelow costof Chinesedevelopmentandoperatingnarginscomein northof forty percent.

Despite Asian dominancethereare U.S. successstoriesas well. The leadingU.S. MMOG is
S o n ¥Ev@rQuestwhich hasattractedaround500K registeredusers.Concurrenusersarelikely
10-20% of this number,perhap$0 to 100K; still dramaticallylower thanthatof ShandaWith a
$50initial feeanda$13monthlysubscriptiorfee, EverQuests likely in the $80-90 million dollar
peryearrevenuerange.A recentForbesarticlenotest h a t , figugesitncguld earnup to $500
million in profitsin eightyearson EverQuestywhich costs$30million to build and$14 million a
yeartou p d aNice.. 0

With numerousjnnovativeMMOGs in the market,the genrehasmovedbeyondits swordsand
sorceryfantasybeginningsPlayerscanreplicateWWII asa gruntin Battlefield 1942,join in an
intergalacticstrugglein Planetsidedecoratetheir virtual homesand entertainfriendsin Sims
Online, or build comic book charactersandbattle evil in City of Heroes MMOG playersmake
astonishingemotionalcommitmentgo their in-gamecharacterandto the mastemarrativeof the
virtualworld. | t ndtsincommorfor usergo continuepayingmonthlyservicefeeslong afterthey
stopplayingregularly,sothattheyd o rhéveto fi k i digital@vatardan whichtheyhaveinvested
literally hundredsf hoursof activity.

In fact,in manyMMOGs, theopportunityto i ma &lei v playiggihe gameis totally feasible,
andtherearemanyexampleof gamersearningnorthof $40K ayearsellingvirtual propertyfrom

within thegameworld. In Korea,someof thesepassionatactivitieshavetakenon amoreserious
tone,asthe governmentasrespamdedto numerouseportsof digital theft. To be clear,this is

whereoneplayerfi s t eadigital assefrom anotheruserinsidethe gameworld, andthe police

interveneto try andreciprocatewhat they view asan abductionof value. Evenmore seriously,
someKoreanplayershaveresortedo reatworld physicalretaliationfor battlestheymayhavelost

within thegame.

Overtime, asmillions andmillions of peoplefrom acrossthe globeinteractacrossthe Internet,
t o d aolefplaying gameswill becomeone of many genresof MMOGs. Already there are
examplesof MMOGs that are more casualand that penetratenore demographicshant o d ay 6 s
titles. In Korea, the leading chat site SayClubhas morphedinto a multi-player avatardriven
gamingdestinationC h i readinginstantmessengetompanyTenCentasaddedyamingto its
QQ client andis rapidly becominga leaderin casualmulti-playergaming.AOL andYahooare
quickly mimicking their Asian counterparts NeoPets,an Internet site focused primarily on
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children, may in fact be the mostsuccessfuMMOG in the U.S. While manyhardcoregamers
maynotconsideMNeoPetatrueMMOG, acloserlook will revealmanyof thecoreelementssuch
asavatarspersistencentellectualgrowth,groupactivities,andavirtual economy.

Perhapghe mostambitiousMMOG to dateisL i n d e rSecarulifeSecondLifewhich most
closelyresemblesNealSt e p h efanedMe@dversefrom the pagesof cyberpunkbestseller
SnowCrashjs basedon the theorythat the MMOG itself shouldrelegateto the usersas much
creativefreedomaspossible.In otherwords,let the communitydesignandbuild asmuchof the
environmenasit can,simultaneouslynlockinghumanpotentialandbusinesgconomie®f scale.
LindenLabhasalsoestablishedninterestingnew pricing modelwhereuserspay for suchthings
asfi | aandfiot a xaedsvhekethecommunitycreatesactualdigital businessesuchasavirtual
nightclubthatchargesadmissiorto anevent.

Therearemanyreasonsvhy MMOGs makeenviablebusinesses:

1. RecurringRevenuesAnyonewho haseversold softwarecovetsthe predictability of recurring
revenuesparticularly subscriptionrevenueghat are basicallyfi g o untl ¢ a n c Mokt of dhe
leadingMMOG businessesmploysomeform of subsciption pricing.

2. CompetitiveMoats.WarrenBuffet is fond of sayinghe likes businessewith castlelike moats
(i.e., oneswith high barriersto entry). As usersinvest more and more time into a persistent
characterjnto an avatar,into accomplishmentanto online relationshipsandinto the resulting
reputationthe higherthe coststo switchto analternateplatform.

3. Network Effects/ IncreasingReturns.Thereis no betteronline barrierto entry thana strong
community. Witnesshow Amazon and Yahoo both failed to distract eBay userseven when
offering a free product. For most MMOGSs, the more usersa particular game has, the more
compellingthe experiencas for incrementalsers.This self-reinforcingformof Me t ¢ alla e 6 s
is alive andwell in manyMMOGs.

4. Real Competition.In the future, traditional softwarebasedgameswill merely be practice
vehiclesfor the muchmoreinterestingendeavoof multiplayercompetition MMOGs allow for a
senseof competitiveaccomplishmenandprovidevehiclesfor the humanegoto berewardedall

of which drivesextremelyobsessivéoehavior.

5. Time EngagedAccordingto the previouslymentioned~orbesarticle, i goodPC-basedyame
hasa lifespanof 30 hoursof play; a good multiplayergamegets20 hoursin justaw e e Khiso
puts MMOGs, from the perspectiveof t o d augels,en par with televisionin terms of time
engaged.

6. Unlimited Complexity. In a world where other playersare part of the userexperiencethe
numberof permutation®f experiencess quite redistically limitless. Fromtherelatively simple
rule-setsand economiespresentin most MMOGSs, astonishinglycomplexemergentbehaviors
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arise. This offers a stark contrastto previousinteractive entertainmentwhere the game can
eventuallypbefi b e aliy theuser.

7. High Risk, But High Reward.The numberone criticism of MMOGs is thattheyarefi hi t 0
businessedike Hollywood businessesA closerlook will reveal that the averagesuccessful
MMOG hashada usefullife of overfive yearsWh a tmérs,sequet areamazinglypopular.As
such,it is notunrealisticfor atitle to lasttenyears.Thatsaid,therearemany,manyMMOG efforts

that fail to reachthe breakevennumberof subscribersnecessaryo havea positive return on
investmentAs with theentire history of finance,risk andrewardremaincorrelated.

In the future, oneinterestingcharacteristido watchis just how susceptiblea particulartitle is to
increasingeturns. As we mentionedmostMMOGs arepartialto increasingeturns butthereare
differentlevelsof scale Many MMOGs reachanupperlimit to their networkeffect. Forexample,
consideronline chessor backgammonA room of 200 playersdoesnot offer a dramatically
differentexperiencghanaroom of two million. For a four-playergamelike Hearts thatnumber
may by 400 or 500. Add a competitionor ladderschemeto the mix andevenfor simplegames,
the network effect canrise higherand higher. Complexfantasygamedike LineageorSh an d a 6 §
Mir havean evenhigherliquidity threshdd, althoughthey are sometimedimited by their own
architecture(only so many playerscan interacton a particular serverinstance).The ultimate
MMOG will havea viral, selfreinforcingvalue propositionand no upperlimit on its ability to
exploit network effects.

SomeskepticsarguethatMMOG is still afi n i dbsmassandthat the samehalf-million users
aremigratingfrom Everquesto Ultima Onlineto City of Heroes Underthistheory, MMOGs will
neverbe massmarketandwill neverreally i ma t i thea$20 billion interactiveentertainment
businessHowever,with billion dollar businesseaow dotting the NASDAQ, it becomesharder
andharderto invokesuchskepticism And if newparadigmsarchitecturesandbroadbangpeeds
allow for titlesthatmeetthe needsof awider demographicignoring MMOGs may be equivalent
to ignoringthe successoto television.
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Entrepreneurialism and Protectionism
D o nNix

May 6, 2004

"l thinki ttithe
Thatyoufoundwhatthe world is waiting for
| thinki ttitnes
Togetreal."
-StoneRosesWhatthe World is Waiting For

It is quitebizarreto seeJohnKerry, PatBuchananandRossPerotall onthesamesideof apolitical

issue Of courseregularAbovethe Crowdreadersmightfind it equallybizarreto bereadingabout
politics in this newsletter.However,one recentpolitical issuedirectly threatenghe high-tech
community.Economicprotectionismthe mandatethat strangelyties the abovethreegentlemen
togethersuggestshatin orderto protectjobsin America,the governmenshouldput up barriers
to free tradethat "advantage'the Americanworker over others.If implementeda protectionist
policy will have a profoundly negativeaffect on high-tech startups,ertrepreneurialismand
innovation.

Herearesevenreasonsvhy Silicon Valley shouldbevery alarmedover protectionism:

1) ProtectionisnWill Hurt the OverallEconomy:

Hi story has <confirmed that Adam Smithoés t hjeo

prophetic. Not only have scores and scores of countries thrived as they initially encountered globa
trade, but many others have crashed dramatically upon raising barriers to the same. While therg
are many examples of such catastrophes, including Chinae anith of the first millennium,
Hol l and in the 16006s, Great Britain in the
relevant is Americabés own protectionist mov
economic drought in Americahistory. Ignoring the theory of comparative advantage is the
intellectual equivalent of harboring thoughts that gravity might be a myth or suggesting that diet

v

D

and exercise really arendot that | mporovemht . WWhi

economy will certainly hurt the market for startups.
2) StartupD o nGoltectSubsidies:

One typical method for implementing protectionism is to offer subsidies or tariff advantages to
local companies such that they have an advantagewssforeign competition. Here is the catch:

startups have no idea how to file for subpi
Washington. They have no idea how to schmooze their Congressman in order to increase thei
chances of receiving preferentialatment on some new muliillion tax credit program. These
are the skills of large, bureaucratic companies in staid industries that already have hundreds of
empl oyees in the nationds capital
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3) Diversity Is Critical to StartupSuccess:

The startupvorld embraces diversity like no other industrial sector. It is not unusual for a company
in Silicon Valley to have employees from numerous geographies, representing numerous religions
and numerous languages. More importantly, no one seems to noticeal@esmgucceed, because
they can recruit the very best from all around the globe. Multiculturalism is ingrained in the fabric
of everyday life. The xenophobic notion that someone deserves a job over someone else simpl
because of religion, ethnicity, or ratality has no place in the 21st century. Protectionism will
only serve to bring tension to a community that has none.

4) StartupsAre IncreasinglyGlobalatanEarly Age:

Ironically, the protectionists in Washington are beginning to beat their drunasjatrtups have

become dramatically more adept at crossing boarders. Jamdat*, an emerging player in the mobil
gaming space, is distributing software in 29 countries, transacting business in 9 currencies with
60% of its employees living outside the USkype, a company that began just 18 months ago in
Europe, already has 40% of its users in the Americas and Asia. Google may have grownj
internationally faster than any company previously. It already offers its search service in 97
languages across 95 intational domains and in its recent quarter, international revenues were
already 30% of its overall results. The Internet has reduced friction in communication and

14

distribution and has enhanced the speed at which young companies can serve the entire worlg.

Protectionism will put a quick end to this remarkable development.
5) The Critical EmergingMarketsAre Outsidethe U.S.:

The leading cellular markets are in Europe. The most innovative broadband carriers are in Koreg
and Japan. Increasingly, the majorifyconsumer electronics are being designed and assembled
in Taiwan and China. The largest emerging market for every product under the sun is also in China
I the country with the leading GDP growth, and the country that will one day be the largest
industrial zed country in the worl d. America is |1
Startups are increasingly focusing on markets outside thei ls@netimes bypassing the U.S.
and entering the market elsewhere. Protectionism will slam the door omdke critical
opportunities for startups.

6) Takinga StepBackwards:

The U.S. Government, as well as leading companies such as Intel, just spent the past year

convincing the Chinese government to embrace a single global standard for @Q2l&%s
products, bypassing its previous decision to implement a proprietary security standard. This single
feat will have an overwhelmingly positive impact on thousands of small companies that build
products based on 802.11 in the United States. Alaif products will now work out of the box

in the most important emerging market on the planet. It seems laughable that just as we convince
the most historically communist country of the benefits of free trade and comparative advantage,
a few of our owndaders seem to have contracted amnesia.

7) Protectionismis Inconsistentvith the EntrepreneuriaMindset:

1 ==

nt

It is hard to imagine a successful entrepreneur arguing that he or she deserves a job over someope

else that is equally skilled and willing to worlorfa lower wage. The entire spirit of

68



http://blas.com/

M The Rabbit Hole
Jump In.

entrepreneurialism is based on finding ways to do something better, faster, and cheaper. It is th
whole nature of the game. If someone can do something better somewhere else, it simply means
it ds ti me hiowith imeleot\aral teehnotogyaniot politics.

14

Perhapsheonly savinggraceis thattheinternationacommunitymay protectSilicon Valley from
Washington.Just as our entrepreneuriafounding fathers must have had choice words for a
maturingEurope Americais now beingcriticized by theemergingeconomie®f ourtime suchas
IndiaandChina. The WTO hastakenon a significantrole in the globaleconomyandmanyof its
membersare specificallytargetingU.S. protectionistpolicesastheir key agendasJust as many
countriescriticizedwhatthey considerto be unilateralU.S. military behavior theyareequallyup
in armswith regardgo unilateraleconomidoehavior.

Whatmanyin Americamay missis thattherestof theworld will go onwithoutus.Overthe past
thirty years,the key marketfor technologyproductswasobviouslythe U.S. Startupsin Europe,
Israel,andAsiawould developtheir productsathome but quickly shift thefocusto theU.S.when
it cametime for marketingandsales.This is no longer the case.In manyinstancesgEuropeand
Asiaarequickly becomingtheenviablemarketsWh a imére,asrecentlynotedin the New York
Times,"Foreignadvancesn basicsciencenow oftenrival or evenexceedA me r i appa@igly
with little public awaenessof the trend or its implicationsfor j o b slféAmerica closesits
borders,ntelligentandresourcefulentrepreneursr EuropeandAsia will cheerfullystepin and
generaté 0 mo r leadingbreakthroughcompanies.

*BenchmarkCapitalhasaninvesinentin Jamdat
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All Things IP: the Future of
Communications in America

March 24,2004

"Gonnakeepont r yi n o
Till I reachthehighestground”
-StevieWonder Higher Ground

Takeatrip to Koreaor Japarandyou will immediatelyhavea newappreciatiorfor the definition
of broadband.There,it is not uncommonfor a ¢ o n s u meernebcennectionto breathea
blazinglyfast 10 plus megabitgpersecondln Japan)YahooBB goesa stepfurther,trumpetinga
full 45Mbpsofferingfor acoolUS$37permonth.Still notamazedKoreaboastsamind-boggling
80% broadbandgendrationrate,while the U.S. still amblesaroundhalf that. Thatsaid,eventhe
U. S42@%penetratiorrateis deceptiveasthe U.S. versionof broadbands afar cry from these
Asianfire hoses.

What is most striking about the notion of a 45 megabitIP connectionis the overwhelming
universalityof suchanincredibly high-speedyacketbasedconduit.Into it meltall formsof media
andcommunication$ voice,data,video,andanyotherapplicationor serviceyou mightimagine.
Thereis no needto considerbringing multiple connectionor serviceprovidersinto your home,
for this networkcando everythingyou needand more. Early signsin Japanare consistentwvith
this notion. YahooBB announced stunning80% attachmentateon its IP-basedohoneservice.
It is now promotingan IP-basedsettop box for the ultimatein personalizedelevision.

Onecannothelpbutwonderif we areheadedor asimilar fatein theUnited Sates asinglesuper
high-speedpipe into the homethat carriesall mediaforms overa simple standardP connection.
It certainlyseemsprobable althoughthe pathto suchareality is by no meansa straightline. The
key constituentgthe cablecompaniegandtheRBOCs)eachwill makekeybusinesslecisionover
the next 5-10 yearsthat will dictatethe likelinessof suchan outcome,andin doing so could
simultaneouslhensureheir own leadershipr obsolescence.

Hereareseverkeyissues/questionthatwill shapethefutureof communicationsn theU.S.
1) Whois theleadertoday?

Make nomistake about it; the cable companies rule the broadband world in the U.S. While their
networks are not currently "dlP," their coax cables are the only communications transport
capable of carrying voice, data, and video simultaneously. The satell#tdchsters are indeed
gaining steam on the video side, and they have improved their data offerings, but voice is a real
stretch due to latency. The RBOCs unfortunately sit in the worst position. Not only are the current
copper wires quite feeble when comgiito a coax cable, but the RBOCs are simultaneously
hamstrung by excessive regulations, including the requirement that they share their networks
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RBOC execs have claimed these rules are a disincentive to investment, however, as we will discus
| at ethe RBOGsdhat have everything to lose from under investment.

2) Will therebealong-term,standalonebusinesgor voiceservices?

It is a common macreconomic understanding that marginal pricing will eventually approach
marginal cost, assuming a corntipee environment. As long as there are "enough” providers of
high-speed IP connections for each home, and assuming that the government does not impos
regulations that hamper market forces, voice should one day be absolutely free. Already, any twa
broadtand users anywhere in the world can make wonderfully free voice calls using the-peer
peer client from Skype. Those that question the quality of these calls have obviously not used the
product.

Now, while voiceshouldbefree,thatd o e snaadthatit will befree. Thetwo conditionsoutlined
abovearenontrivial. First andforemost,it is not at all clearthatwe haveenoughcompetitionin

the U.S. broadbandmarket. Innovationsin the wirelessmarket,particularly recentinnovations
aroundmesharchite¢ures,havethe opportunityto changethis. As of right now, however many
userssimply lack choice.Additionally, the manystatemunicipalitiesaroundthe countryareeager
to placetheir handson VolP. A poorly executedpolicy could in fact "increase"the long term
pricing on voice servicesfor all users(for example,would you really tax a free service?).The
regulatorsaresupposedlyooking after the bestinterestof consumersbutit is hardfor themnot
to look aftertheir ownlongevityaswell.

Onehugeirony in the marketplaces thatthe cablecompaniesnayactuallycontrolthe nearterm
fate of the RBOCs.It would be quite easyfor the cablecompaniedo decideto makevoiceafree
serviceoverbroadbandThe marginalcostsaresimply not thathigh, especiallyif you assumen
IP basedphonesolutionsuchasVonageor Skype.This type of offering would likely leadto an
attachmentrate similar to Yahoo B B 6irs Japan,which would in turn be devastatingfor the
RBOCs.Yet therearetwo reasonsvhy the cablecompaniesnay choosenotto dothis. First, they
may havealreadyfallenin love with thenotionof chargingfor voicei theymayview it tactically
ratherthanstrategically Alternatively,theymayview it asastrategianoveto prolongfrightening
theRBOCsinto fiber deploymentThelongerthe RBOCscontinueto believethereis along-term
futurein voiceservicesthebetteroff the cableprovidersmaybe.More onthis later.

3) Wasthe offer for Disneydrivenby avision of anall IP network?

It would be easy to dismiss the Comcast offer for Disney as just another example of the standarg
media strategy of bridging content and distribution. One could also point to the recent price hikes
of cable mushaves ESPN and MTV to see why Comcast miggnitva few aces in the hole next

time it has to barter. However, there may be one other reason for such a move: a keen awarenep

that in an allP world the power of distribution falls as all content providers can establish a direct
relationship with theicustomers. A similar move played out in the travel industry last week when
Hilton and many other hotels declared that in the future, the best rates would be found on their
own web sites, not on Expedia or Travelocity.
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Think aboutthis. If you assumeBrian Robertsandthe teamat Comcastarerational,thenthey
would only considersuchan offer if they believedthat the marketwas overvaluingdistribution
relativeto contentlf theyfelt the powerof distributionwouldrisein thefuturerelativeto content

it would bestrategicallyineptto makesuchamove.Theonly reasonableassumptions that,based
on currentinformation and valuations,the companywould love to tradedistribution dollars for

contentdollars.In anall-IP world, Disneywould certainlyhavemorechoicesandalternativeghan
it doesin a cableenvironmentwhereits only negotiationoptionsarefor channelplacementnd
bundlinginclusioni factorsthatarebothcontrolledby the cablecompany.

4) Will thecableproviders'break"the IP network?

One of the most strategically interesting issues of the next ten years will be the cable companie
desire to "break" the IP network in an effort to protect their video (and potentially voice) revenue
streams. Make no mistake about it, no cablemamy relishes a vision of the future whereby it
sells "X" megabits of IP connectivity and nothing more (i.e., a pure commodity access provider).
Cable companies are much too accustomed to packaging, bundling, and upselling an array of
offerings and choicesAdditionally, they are seeing early success with VOD (video on demand)
and believe it is their destiny to provide these services. AllPglbure, traditional IP) network
threatens these core business assumptions.

Sow h a &caldecompanyto do?lIt is quite easyfor acablecompanyto inserta half seconddelay
in its IP network.This delaywill go unnoticedby standardveb usersbut would quite negatively
impactthequality of aftermarketVolP clientslike SkypeandVonage . Thiswould allow thecable
companyto "charge'for its ownvoiceservicesln otherwords,customersvould payextrato have
their IP networkback.On thevideofront, the cablecompaniedavesimilar opportunitiego offer

prioritiesto "sanctionedIP-videostreamsandintentionaly reducethequality of streamgo which

the cableproviderhasno financialinterest.

History would suggestheseaypesof initiativesarecontinuallybeingconsideredCablebroadband
providersonce chargedfor VPN services,a similar "breaking” of the IP network to extract
financialgain.Wh a imére,overthe pasttwelve months,Comcashasterminatedheaccountof
userswho usemorebandwidththanthe companyprefers.Lacklustersupportof the "opencable”
initiative overtheyearsoffersanotheproof pointthatcablecompaniesvantasmuchcontrolover
theuserexperienceaspossible Again,it seemgooimprobableo assuméhatthecablecompanies
will quietly movetowardsa futureasacommoditylSP.

Therealityis, breakingtheIP networkswill elicit enormousvavesof negativefeedbackrom core
Internetusers.Early actionslike thosementionedabovehavealreadybeenmetwith tremendous
negativefeedbackacrosgsheWeb. Thatsaid,if thereareno reasonablalternativegor consumers
for nonalteredIP servicesthenthe cablecompaniesnayvery well getawaywith suchaction.

5) How will theRBOCsrespond?
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The RBOCs are unfortunately in a difficult position. Their current IP networks are simply too thin
to provide the type of IP connectionathcan realistically carry video. Additionally, they are
burdened with excess regulation, including one critical piece of regulation that requires they allow
competitors access to their physical assets. Lastly, cellular phones and VoIP aggressively threate
their core revenue streams. While they could theoretically make an offer for a satellite video
company such as DISH, this would require them to piece together an awkwardewidé
consumer experience.

Theonly realalternatives to immediatelybegininvestingin aseparatéigh-speedll-IP network,

eitherlike thosethathavebeenbuilt outin KoreaandJaparor onethatleveragesecentnnovation
in wireless.It turnsout thatthe RBOCsnegotiateda regulatorycarveout wherebythey are not

requirel to sharenew assetghat are not part of the currentplant. More importantly, only by

building a very high-speedP networkdo the RBOCshaveany chanceof slowingthe onslaught
of cablevis-&vis voice. While cableis busypuncturingthe voice market,the RBOCscanmake
anendrun andpuncturethetraditionalvideomarket.

Thiswill notbecheapputwaiting couldbefutile. While S&P hasputseverabf theRBOCscredit
on a ratingswatch, Wall Streethasnot fully embracedhe notion that wireline voice is under
significantthreat.As such,the RBOCsmarketcapitalizationsarelargeenoughthatthey might be
ableto raisethe capitalnecessaryo upgradeheir infrastructurelf theywait until the cablevoice
attachmentateapproachethatof YahooBB in Japar{whichreallydepend®ntheaggressiveness
of cableVolP pricing), a pessimistidVall Streetmaynot bewilling to providethe capitalneeded
to secureheir future.Oncemore,thatmay bethe scenaridhatcableexecutivegavor.

6) Whois undeestimatedn this marketevolution?

Believe it or not, Microsoft is the company that may be most underestimated infh@ativork
future. The company has done a magnificent job developing its WM9 codec and corresponding
DRM (digital rights managementgatures and now appears to be the technology of choice for
distributing video over IP. WM9 has a strong presence in both Korea and Japan. Hollywood
appears to be satisfied with the DRM features and has released many popular movie titles ovey
such Internesites at Movielink and CinemaNow. Microsoft has also won a huge victory recently
with respect to the next generation DVD format, which will also include support for WM9.

Why doesthe codecmatterWith strongexecution Microsoft canuseits positionasa leaderin
codecgo backdoorits way into the operatingsystemandpotentiallyinto a positionto controlthe
Ul for mostconsumetelectronicsproducts.Until last summer,Microsoft only supportedVM9
codecson top of Windows operatingsystems.t hasrecently agreedto let othersbuild WM9
codecsfor Linux, but restassuredt will focusits supportover time on Windows and WinCE.
Controlling the Ul (asit will unquestionablydo in PCs)is a very strongpositionfrom which to
aggregatebundle,andextract rentfrom videoover P services.

7) Will therebeavideooverlP portal?
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Who will make money from video over IP aggregation or distribution? As just mentioned,
Microsoft is in a very compelling position from which to extract rent. You can alreadyrseau
hierarchy within the media guide on Windows Media Player. Just last week Microsoft agreed to
pay $40MM to roll access to Major League Baseball video underneath its premium MSN services.
That is direct proof that Microsoft sees itself as a key playeideo over IP aggregation.

Thecablecompanieslsowarrantconsiderationespeciallyif theyaresuccessfuin alteringthe [P

networkto their benefit. Anotherkey advantagehey bring to the tableis a pre-existing billing

relationshipwith thecusbomer.Any vendorthatcanauthorizeoneclick orderingof video content
will haveahugeadvantag®versomeonehatrequiresfull registration.

Therearemanyothersthatwill fight this battle overthe nexttenyears.Companiedike Netflix
and Movielink have strong early leadershippositions and have aggregatedcey content. The
networksandthemoviestudioslikely fancyavisionwherebyuserswill visit their sitesdirectly to
purchaseligital content.BasedonY a h oarigingal vision whenthey purchasd Broadcast.com,
they might have an interestin this world, and Amazon must certainly be thinking aboutthe
implicationsof fatterandfatterIP pipes.L e tal8omotforgetRealNetworkslf it is successfuin
its litigation with Microsoft, RealNetworkswill likely havea very strongpositionin the market.
Currently,it hasmajorvideodistributiondealswith NASCAR, theNBA, andCNN.

While an all-IP world may not happenimmediately,you canrestassuredhat over the nextten
years,our communicationsietworkswill very likely follow theleadof the aggressiveolloutsin
KoreaandJapanAs IP engulfseverythingelse manytraditionalindustriesandparadigmswill be
challenged.For the companiesinvolved, the time to preparefor thesechallengesis today.
Postponemenwill only increasehelikelihood of failure.
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The Rise of Open-Standard Radio: Why
802.11is Under-Hyped

February 2, 2004:"To the lights and towns below,

Faster than the speed of sound,

Faster than we thought webdd goé
-Smashing Pumpkins, 1979

During the Internet bubble, John Doerr of Kleiner Perkins frequently decreed that the Internet was
in fact "underhyped.” He arguedhat despite the wild speculation and runaway stock prices,
people generally failed to appreciate the significance of the first globally interconnected
communications network. | am now prepared to make the same bold proclamation regarding the
rise of the 82.11 communications standard, also known as WiFi. Despite all the press and the
hype, | believe that 802.11 is remarkably unkdgped relative to the massive impact this
seemingly simple standard will eventually have on the entire wireless communicatibois

One clear lesson in the history of technology and business is that once an open standard gair
critical mass, it is extremely hard to derail. The x86 computing architecture and the Ethernet
networking standard are two salient examples of thisnru@nce a single interoperable standard

gains the acceptance of multiple vendors in a marketplace, a consumer bias toward compatibility
and scale economics create an increasing returns phenomenon that is nearly unassailable.

Open standards obtain a higli¢kiness" factor with customers as a result of compatibility. Once

customers invest in a standard, they are likely to purchase more and more supporting infrastructurd.

As their supporting infrastructure grows, their switching costs rise dramaticallyregilect to

competitive alternate architectures. Customers are no longer tied simply to the core technology
but also to the numerous peripherals and applications on which they are now dependent. All off
these things make challenging an accepted open stbadary difficult exercise.

Favorable scale economics result from two key characteristics ofsbaedard architectures.
First, when several companies all support the same standard, the architecture benefits directly frorn
the collective R&D efforts of &players in the marketplace. This applies both to direct innovation
with the standard, as well as an egeswing community that builds peripherals and applications
that reinforce the standard. The second reason that open standards have a powerfut econo
advantage is that high volumes lead to lower prices. Lower prices then increase the market for sai
technology, which in turn drives even higher volumes. The cycle then repeats, driving even lower
prices and ever increasing usage.

These dynamics were umegstionably present in the last quarter century evolution of the computing
industry. When IBM introduced the x8fsed personal computer in 1981, most analysts had very
little idea as to the usefulness of such an expensive and seemingly limited persomateco

Moreover, no one could have ever estimated that the processor inside that device would become fa

near universal standard throughout the entire computing industry. And while many technologists
would tell you that the x86 architecture is anythingddagant and certainly far from optimal, Intel
recently shipped its billionth x86 processor. Along the way, many proprietary computing
architectures have resultantly faced obsolescence. There have also been mduagdeell
attempts to unseat the standaehiember PowerPC®) all to date unsuccessful.
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Founded in 1980 by Intel, DEC, and Xerox, Ethernet has enjoyed a similar success story in the

networking industry. Prior to the 19800s, mnmos

strategy, and as @@sult each had their own networking standard. However, as more and more
vendors jumped on board the Ethernet bandwagon, each of those networking architectures slowl
faded away. While it started as a LAN technology, today Ethernet is being used in Ehé\da-

area network) and even the MAN (meaar ea net wor k) . What 6s mor €
voice and video, two applications that were never envisioned when the standard was introduced.

<

Simply put, 802.11 is to wireless communications what thex&6computing and what Ethernet

is to networking. This "opestandard radio" is today supported by more than 115 vendors with
more than 900 certified products. The collective R&D of Intel, Broadcom, Cisco, and Motorola as
well the entire venture capitabmmunity will move this technology further and further along the
price performance curve. Already in five short years, a backwardly compatible 802.119g chip offers
about 25x the performance at about 1/20th of the price of the first generation radissraritet.

As before, these low price points are leading to increased market opportunities and lower and lowe
prices. Currently 802.11 radios are a 50 million unit per year market, although history would
suggest this is merely the beginning.

With some 8021 radio chips approaching $5 price points, WiFi will likely be embedded in every
electronic product under the sun. This pervasiveness will impact the communications market in
two remarkable ways. First, vendors that build supporting infrastructure afidaéipps will

come to assume that WiFi is on board, further entrenching the standard. Perhaps more importanty
as a client technology, 802.11 will increasingly be considered "free." In the wireless
communications world, the cost of client technology (stimes referred to as CPE for consumer
premises equipment) typically has a huge impact on overall system economics and therefore
adoption. With "free" CPE, 802.11 will have a distinct competitive economic advantage.

There are three patterns that emerggu@vious operstandard architectures that are likely to play
out in the operstandard radio market as well. First, numerous vendors underestimated the
importance of backward compatibility. Second, vendors were amazed at the performance evolutior
of the ke interoperable standard. Lastly, and as a result of the first two points, everyone
underestimated the scope and pervasiveness that the standard eventually encompassed.

Letdbs start with compatibility. | ofthe'Winglui t e

architecture is the huge investment that customers have made in terms of software applications gs

14

well as training and education on those applications. Switching costs are massive, and therefor
projects such as OS/2 and PowerPC failed dm geal traction, despite arguable technical
superiority. The same is true of competing networking standards such as Token Ring and FDDI.
These technologies, while also potentially technically superior, are simply too expensive to
implement when you corgr total cost of ownership. 802.11b is already being used in more than
50 million devices, and by next year will be in 50 million more. That is a massive installed base
of "free" clients that will represent a significant hurdle for any challenger. Iibnitiais hurdle

can even be an impediment for other open standards that lack customer momentum. Vendorp

pushing 802.11a and 802.16 will find this to be a significant challenge.

While 802.11b already enjoys quite impressive performance at 11Mbs, manyniesrpalding
competitive offerings are quick to highlight the relative shortcomings of the technology. Cellular
equipment providers will tell you that 802.11 cannot support mobility or voice. UWB (ultra wide
band) chip manufacturers will tell you that 802 has "too much" range and not enough channels.
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802.16 chip vendors will tell you that 802.11 has "too little" range. All of these vendors are
hazardously ignoring the potent impact on innovation of collective R&D investment. 802.11 will
not sit still. Before you know it, the performance gap (especially on a value per dollar basis) will
quickly narrow. The x86 processor has increased its MIPS performance by 2x every 18 months
Ethernet performance has increased 10x every three years. The same will Wwappapen

standard radio, and those that promote the weaknesses of the standard are merely writing the

feature list for future innovation on top of the standard.

As a result of compatibility and superior price/performance, experts will continually bésedrpr

by the increasing scope and application of epamdard radio. Many suggested that Bluetooth
would occupy many of the sockets now owned by 802.11. Likewise, many vendors now believe
that a new standard, UWB, is needed for wireless communicationsnsurer electronics.
However, system companies such as Linksys and chip companies such as ViXS are showing tha
these same applications can be tackled without abandoning thetapeiard radio that already

has momentum. Likewise, while some vendorswilllpu e t hat 802. 11 doesnp

roaming, mobility, voice, or range, engineers across the globe are hard at work improving the
standard to do just those things. Vocera, TeleSym, and Meru have all providedddloe top
of openstandard radi and are now deploying compelling voice solutions.

Additionall vy, citywide net waandarss Wifiecplls alrgaglyd u
support roaming and mobility. From a performance standpoint, networks built using Tropos
already support averagewdlm | oad per formance | evels that &
beta depl oyments. Upl oad speeds are twenty
significant advantages in cost of deployment and operation.

Make no mistake about it. 802.11, or aiéts backwardly compatible descendants, will dominate

the wireless communications sector over the next 10 years the same way that the x86 architecture

dominates computing and that Ethernet dominates networking. There will be numerous doubters
and numerosl challengers, but they will all succumb to the inescapable power of the first true
"openstandard radio." Resistance is futile. Moreover, 802.11 is indeed-hypled.
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Wifi Nati oné

-

July 22,2005:

Click on this graphic from the most recent edition of Business Wé#&1at you will see, and what
many continue to deny, is that Mesoc a |l e Wi f i i sndt Tha netwbris@re y
live. They perform way better than EVDO or any cellular alternatiiédney are cheaper to
deploy. AND, there is huge momentum around more and more networks.

This 1is classic "1 nnov atAadrtliiesincubbehte shookl "starttty p e
embrace it insteadf trying to pass laws to make it illegal.

Resi st anc e dénslis fypically 4 ppa¥ busirtess strategy.
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Do VCsHelp in Building a Technology
Platform?

July 19, 2005:Here is arinterestingarticle on whetheror notMi c r o & o N tedh@ologyis
attracting the interest of the venture capital community.
As a platform company, Microsoft hasaped huge benefits from the formation of vibrant

application opportunities on top of its OSds.n t he 8060 s, the Microsjf

breeding ground for such successful application companies as Lotus, Borland, Adobe, and man)
more. Many of these companies were very successful s@ode public companied. n t he 9 (
many enterprise software startups were successful by betting early on Microsoft RTO6 s
resulted here as well.

Venture Capitalists look to the public markets for clues on @tego next.There is no point in

investing in technol ogi e sWhathhe articlé stresses is that thel t
majority of VC money these days is being spent on top of the Open Source platform rather thany
t he Microstiorint 6s . Net pl a

ltds not clear to me if this is because (1)
the Open Source platform, or if (2) VCs have recognized that Microsoft tends to move up the stack
quickly eating up these application opportunitiesgd have therefore turned to a platform that is
seemingly more benignt is also unclear what impact this will have on the overall staying power
of the Microsoft platform.Rapid and fervent application availability certainly reinforces, fortifies,
andprotects any platform play.
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DVD Glut

July 12,2005:1 candét hel p but whencvweorkandPixatishnesone eay e n t
related to the Internet, Tivo, and other disruptive technologi@&suld it be that people are
watching Shek 2 on Tivo and saving that on Tivo for future viewin@duld it be that other
activities, such as Internet usage, is infringing on DVD time?

There is another big issu&Vhy, in 2005, are we creating "inventory" of a digital good that can
then be retured and cause an earnings mi88§fy not VOD, or at least "print on demand" at Best
Buy and Tower Record€r at the very least, only recognize revenue on sell throtigis. seems

like a 1980 problem raising its head 25 years late.

Perhap®Amazoncansolvethe problené
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Pro-Broadband Muni Issue Goes
National

June 23, 2005:The battle to allow cities to control their own broadband &itig now
national. See thdront pageof todayWall StreetJournal Also, see thigshreepagearticlein this
we e k 6 s Theantibbrealband, amtompetition group appears to be back on their heels, as
the WSJ exposes Pete Sessions key reason for his pdsitampaign contributionsMunicipal
WiFiischeaper and faster than any other altern@ti
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TexasSetsKey Precedentfor Other
Statesin Refusing to Ban Municipal
Wireless

June 2, 2005:Last week, despite huge efforts mounted by the incumbent carriers, the Texas
legislature adjournedithout supporifor a proposed incunamtbacked bill that would have
outlawed or severely restricted municipal wireless networkBis decision by Texas will

undoubtedly be the AGold Standardo precedentt

on their own.As such, one can anipate many other state legislatures standing up for the rights
of their citizens by denouncing the incumbent efforts to restrict competition, and resultantly slow
the deployment of broadband in the U.S.

The reason the Texas decision was such a landnaark is that it was the first time that both the
incumbents and the prmompetition broadband proponents were geared up to fight the battle at
the same timeThe Pennsylvania decision was done quickly before thdoymadband team was
organized.As suchthe stateby-state battles in the future are much more likely to look like Texas
than Pennsylvanialn addition, this time everyone was watchings noted by Forrest Miller,
SBC6s group president for ext er natdtheadécfsian, r s
"Federalegislatorswill haveaneyeon howthis (sweepingelecomderegbill) is beingviewedin

Texas" Everyone knew how much was at stake.

It is remarkable how much effort the incumbents put into trying to outlaw and restrict muni
broadband in TexasThe incumbents staffed over 160 lobbyists in Texas al®hat is more than

one lobbyist for every voting districtThe key members of theléeom committee, lik€&hil

King of Weatherford, were allahedin campaigndonations They also encouraged sélinded
Aresearcho groups to write articl esomdelrlyut
ignoringthe hundreds of citwide depbyments where it already workéfter the prebroadband
movement resulted in the language being removed from the house bill in committee, a
representative from San Antonio added it back at the last minute on the house\flaonilar

trick was plannedn the Senate, but by then the fir@adband movement had gained too much
steam. The incumbents should be thankful to Phil King, who, though he failed, put the interests
of the incumbents above his own citizens from the beginning, through the middld,taed\ay

to the end.

The CEO of Verizon even chimed in with a remarkably proficient viewpoliitatcould be one

of the dumbestideas! & everheard" He wenton to suggest that cities will be unsuccessful
because they will be inept at deploymeiithere is incredible irnoy in the notion that these
incumbents are spending so much time and effort working to block a competitor that they also
declare will be pathee at implementationAre they really that fearful of "all" competition2ven

those that they have already geféscribed as weak?

The reason the proroadband movement was successful is because they organized, they gathered
the real data on the suceesf municipal wireless deployments, and they were able to inform the
citizens about this effort by the incumbents and their key legislators to use regulation to restrict
competition. They leveraged the Internet, blogs, and mailing lists, and made a huge
difference. The tech community also played a role with the AEA, the Broadband Coalition, and
TechNet all speaking out against this effort to intentional slow technical progresse lessons

and resources are now focusing on other states to ensurexthe dutcome.
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One should note that <carrier sponsoredNdroa
one cancelled DSL or cable modem initiativés.fact, many next generation FTTH initiatives

d b

from multiple carriers are happening right in Tex%0 one fAstoppedo t hose

because cities are now free to deploy Jow s t broadband t o t he
chosCcoompetiti on doesndét sl ow al tDSkspeedsen Japanp | O
are approaching 50Mbps at price®abelow those in the U.SThis is not because the Japanese
government removed all competition to make it easy on NTHis is because they made it
possible for Yahoo!BB and others to launch competitive servideshe U.Sfalls from 13thper
capitain theworld in broadbandieploymentgo 16th we can only wish we were as lucky as the
Japanese.
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Techdirt: The Fake Broadband Price
War

July 12,2006:Link: Techdirt:The FakeBroadbandPriceWar.

Techdirt has a great article on the reality with respect to broadband pricing in America. The
monopololistic carriers want congress to believe prices are low and falling. Nothing is further from
the truth. Turns ouhat they routinely overstate coverage and availability of DSL also.
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MMOs (MMORPGSs) Continue to Rock

MMOS (MMORPGS) CONTINUE TO
ROCK

April 27,2006:There is a great deal of interesting activity in MMO land these daysmay
remembethatwe highlightedtheinvestabilty of thistrend/categorgboutl8 monthsaga Despite

my enthusiasm, | could have never anticipated the massive impact of Wdrktcraft. It appears
today to be the most valuable title in the history of gaming. There are also rumors that Vivendi
(parent of Blizzard) may spin it out to get full credit from investors. Huge Kudos to the team at
Blizzard for frioumd the wWehlodoheard

Some updates and tidbits:

. Thereis anewsubscribeupdateat MMOGCHART.com This is a great site that tracks subscriber
counts for the major titles.

. SecondLifeis on the Cover of BusinessWeeklthis week(FYI-Benchmark is an investor in
SecondLife). Very inteisting story highlighting how entrepreneurs are making real money
developing real IP inside the virtual world.

. 1d o nthink ElectronicArts hashada blow awayquartersinceWOW launched In fact there hs
been a | ot of downward guidance. You donoét
must be tremendous. Wow launched in November, 2004.

. MicrosoftbuysMassive.comtheleaderin in-gameadvertising My own guess is that the price is
closer to $100MM, rather than the $2800 that the press is reportirichis follows on the heels

of Xfire beingacquiredfor about$102MM by Viacom (MTV). Microsoft clearly wants to make
sure that they are the Google of this space
hands. | have a hard time seeing how XBOX can thrive in MMO land itM o s oft wono{
net work fees with the developers. Today, on
PC is the alternative here.

. Many of the rising stars of mulfilayer interactive entertainment are more social than interactive.
Theyalso target much broader demographics than gaming ever dreamed of hitting. Consider thre¢
sites targeted at younger children and teens that are all doing extremely well
0 NeoPetsHabboHotel andGaiaOnling(Benchmark is an investor in HabboHotel).

. Lastly, there is an amazing amount of cool things happening in Korea these days, all around &
category that maangd aCa&s walld.i nGh @isAeal vaame g a me
multiple-players in a quick (& minute) interlude. Once again, very broad demographic. The
ungquestioned leader herekiartRiderby Nexon. Rumor has it that Nexon will file to go public on
the JSE ¢lick hereto seewhy JSEinsteadof NASDAQ), and should be a whale of a stock. Other
cool titles includeAudition (multi-player Dance, Dance, Revolutio®idderAttack (looks like a
Counter Stike knock off), and=reeStylg3 on 3 street basketball), whiglasrecentlylicensed

by Vivendifor launchin theUS. One more i®angyaa multiplayer casual golf game.

All of this is quite amazing and exciting. Mufilayer interactive is going to be a massive, massive
category.
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As Wifi Grows, SoDo the PR Attacks

An AP story ran yesterdaysuggesting there are problems with a-giftge Wifi network in St.
Cloud, Florida.What is amazing here is that the writer talks to 3 people total and then infers many
grand assumptions.

Here are the facts:

. In a few shortweeks over 3600 residents of St. Cloud have registered for the sefiiceis a
higher penetration rate (by an order of magnitude) that EVDO has seen in any city.

. The performance of the network is as high as 10X over EVDO downstream, and 100X upstream.

. The gentl eman that complained is dwotheswodde t h
teh big negative here is that more people want it than can ¢éhitmmé .

. EVDO is not planned to be dployed in a town this size (28K residents) anytimeHu®oarriers
are focused on the higher denisty cities.

Talk to the people and policy makers in St. Cloud and they will tell you this is a huge sUdeass.
post updates frequently.

Esmegetsis right overat MuniWireless.

Better performance than EVDO ata much lowerc¥sb u wondét stop t Ares wi
their issues?Sure, but | drop 5 cell calls a day in Silicon Valley and that technology (cellular
voice) is over 25 years old.
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Why SOXWill Leadto the Demise of
U.S. Markets

April 5, 2006:Everyoneshould read this article from the CEO of Nasdaq He is properly
concerned that the overly bureaucratic Sarb&hdsy (SOX) processes could leadtbhe end of

global domination by the U.S. capital markets. Ironically, the two gentlemen that created SOX did
it with the intention of Apreservingo U.S.
viewed our markets as too risky, and so theytcread S OX t o ensure that
our markets.

It turns out that SOX is doing the opposité is ensuring the demise of the leadership of U.S.
capital markets. New up and coming companies outside the U.S. are now shunning the U.S
markets inma s s . Let us not forget t hat t he Nasd
requirements that the NYSE. And eventually, the then new and up and coming companies like
Microsoft, Cisco, and Intel eventually came to dominate the Fortuné 800 they alktarted as
emerging companies that preferred the Nasddpw compani es are goin
markets with requirements that are less stringent than the SOX laden U.S. markets.

This is a HUGE issué.applaudthe NasdadBOD for going afterthe LSE, and | have to wonder
whether Mr. Sarbanes and Mr. Oxley have any idea that they will go down in history as the
specific architects of theethise of U.S. capital market leadership.
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Do VCsHelp in Building a Technology
Platform; Part 2

December5,2008:0ver three year s agbo\VCsHelpwrBaoitdiegaa p ¢
TechnologyPlatform® .The premise (as yooan go see), was that VCs who once primarily
invested in companies built on Microsoftds
source LAMP stack aheirtechnology platform of choice.This activity obviously helps
reinforcethe chosen platfom, asthemore apps built on top of it, the more universal solutions that
arethenavailable for that platform.

| wanted to offer two updates that relate to this theory/proposition.

First, Microsoft recently announcédat startupscan get three years of free software and
service From my point of view, this thoroughly supports the theory that where startups are
deploying mattersOtherwise, why do it?t alsoreinforceshe point that developers have been
moving away from Microsof choosing other platforms, which is what likely promoted the
discount offer.

st

p |

What 6s per haps even magoa,the keyraltemative toiclsoosindiMicrosoft h r e e

as a platform on which to deploy your startup was Open Source (LAR#2}.forward three years,
and there are three new entraitsSal esf or c e, Facebook odathattareA ma z

A

on

all demanding an aazing amount of attention from VC8%h at 6 s mor e, each off t

are doing a good job activelgeaching out to the VC community and encouraging development
ontheir platform.

It obviouslywoul d be overstating i to ttdc es pd qd dtatrtnmh a
said, it is a powerfully positive indicator if VCs show confidence in a pletformby shifting
where they deploy their capital.
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Benchmark Capital: Open For Business

Decemberl, 2008:

i P e ospdyoehavingfun
Justa-lying in thesun
Tell themthatyoulike it thiswa y 0

i BTO,T a k Canedf Business
The seemingly chronitate of our economy, combined with the thundering sound of dire financial
news has left many in a state of shodkis unprecedented moment in time has resulted in
unprecedentequesti ons, such as, A Do you t hi nk
invesmentkd&rdd to i magine in the past, but with
bail-out, who knows?
Therehavebeensimilar questiongaisedaboutthe VC industry,and perhapsmany of themare

equallyunprecedentedDo VCs havemoneyto invest? Are they pulling back? Do they have
accesdo their money? Do they have enoughcapital for follow-on investments?Are the LPs
pulling backfor their own liquidity? Thelist goeson andon, andif you readthe popularpress
you mightthink we areall underour desksdreamingof 1999.

I candt speak for ot her BenchmasCapithlis wideoperikoe n o
businesandwe are eagerto investnewcapital behindgreatentrepreneurs Right now. In this
environment.Today.

You may wonder why | feel the need to make this pronouncement, and you many even conside
this a stunt.lt is not. We have made fourteen new investments this year, and are actively
considering new investments each and every day.

Whatis driving our enthusasmto be optimisticwhile the generalperceptions thatwe shouldbe
i s ¢ a rHerdabefour answeronaroll:

1) We makemoneyinvesting,not sitting on our money. Innovationanddisruptionareconstant
andnot subjectto thewhims of the overalleconomy.

89



http://blas.com/
http://abovethecrowd.com/2008/12/01/benchmark-capital-open-for-business/
https://i1.wp.com/abovethecrowd.com/wp-content/uploads/2008/12/opn3.png

M The Rabbit Hole
Jump In.

2) We believe that environmentslike this tend to sort out the true entrepreneurgrom the

pretendersWhen moneyis easyin Silicon Valley, it tendsto attractshortterm opportunists
looking to makea fastbuckratherthanbuild a lastingconpany. Only the bestentrepreneurset
sailin roughseadike this.

3) Welike the probability for startupgespeciallySeriesA deals)in this environmentConsider
that peopleareeasierto hire andrentis cheap.Incumbentsare cutting their R&D budyets,and
therewill be fewer startupsin eachspaceall of which meandesscompetition.Theseare good
things.

4) GrahamandDoddsaidit first andbest,but onefi é shouldtry to befearful whenothersare
greedyandgreedywhenothersaref e a r Prettyclearwhattimeit is.

If youhearanyoneaskingif VCsarefi p u Ib ia capdunwilling to invest,pleaseell themto call

us. We areopenfor business.
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BAILOUT what?

July 22, 2008: | wish someone coulelphme understand why Fannie Mae and Freddie Mac stock
prices are not hovering near zero. Is our governement really going to bail out equity investors in &
failed business enterpriose? | totally get keeeping America afloat, but it is critical that failed
busi nesses FAI L. They mu s taidsFtdqlity faildre. The eviaole 6 t pr
system will come to a halt. Risk that pans out must result in failure. it is a crucial part of the system.
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Bleak VC Quarter? Why?

June 30, 2008: Matt Richtel over at the New York Times wrote an interesting article last week
titled, A V e n nuestoesWrapUp anUnusuallyBleakQu ar t er . 0
The main data point that spurred the article is that this is the first quarter since 1978 that not oné

venure backed company went publid. donot aim to Thkiisipdeede tlhe
true. However, the article goes on to imply thpat
backed by VCs.This perspective is most strongly suggested by Paul Kedroslgstor and the

aut hor of Il nfectious Greed, AThere 1 s notlhin

want éThe stuff theyorediitnbesftumganmnad appaealid
Street doesndét care. o

Having had several conversatgwith mutual fund managers in the last three months, | personally
disagree with this perspectivdany funds are starved for growth and appreciafitemny of the
leading large capitalization technology companies have seen flat stock prices for as seugna

or eight yearsWithout a robust IPO market, these investors are not able to balance this lack of
growth in their current portfoliodvioreover, the investors themselves lack the exposure to the new
trends and disruptionét a recent Wall Street oderence, several investors were visibly upset that
the venture community was not bringing more companies puliéel very strongly there is no a
Ademand probl emodo when it comes to | POs.

So where is the disconnedt it 6s not a deeissue@ pr obl em, wh
Il f you went back to say 1995 and asked any
goal f or vy otheywoaldbathgag in iy P This.overwhelming desire to be a part of a
company that achieved a public offering was univefsanirrored an athlete going to the
Olympics, or perhaps playing in the pré$is passionate desire to be public is completely gone

in Silicon Valley.For reasons you could easily list Sarbanes Oxley; 12bl trading rules;
shareholder litigation; optiopricing scandals; personal liability on-@0filing signatures it is

simply not much fun being a public executive.

The Benchmark portfolio current has over 15 companies north of $50MM in revenues, and they
are all privateThis would have never happehe 1995 (even prbubble) where most of these
companies would ALREADY BE public.

|l dondét think we have a de ma Nadongpwamstd neamage aw e
public company.
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Backto Blogging( may be) é

Junel19,2008:1 havenét written a public post i n o0V
might write again. The bottom line is | have been really busy. Busy with our investhese at
Benchmark, and busy with three growing kids at hoBut in the end, | am quite fond of writing,

and | have been inspired by some of the great writing of others.

That being the case, i thought | would start with an overview of some of thetldbdsisit daily,

with a brief overview explaining why.

My first two stops each day at@gaOmandTechCrunchThi s shoul dndét be nmuc

here to anyone in the valleypm Malik and Michael Arrington have put themselves at the ground
zero in Silicon Valley.Plus, they havboth developed a POV that is interesting and differentiated.

| have also been extremely impressed (as | know many have)withAn dr es s en
writing. Very thoughtful pieces that are very well reasoratt] at times quite lengthyMakes

you thinkd which | beielive is the highest objective of great writing.

| would also suggest that anyone that is trying to keep up with the edge between digital and medig
pay attenion t&hellyP a | meaily @ideoblog. Very terse, but always right orshelly is very
bright in this field, and is heavily used by the media industry as a consuftdhe valley, its easy
to know t he permptpesodlycangiveodu the peespeétideiofthe industry you
are trying to impact.

Anyway, | hope that this post will be the first of many more to come.
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Google RedefinesDisruption: Then L e s s
Than F r eBusinessModel

October 29,2009:[Follow Me on Twitter]

| like to think of myself as an @mfonado of business disruption. After all, as a venture capitalist it

is imperative to understand ways in which a smaller private company can gain the upper hand or
a large incumbent. One of the most successful ways to do this is to change the rdegaaigh

in such a way that the incumbent would need to abandon or destroy its core business in order t@
lay chase to your strategy. This thinking, which was eloquently chronicled in Clay
Chr i st Thalnrs e o\ Bdlimngdsshe key premise behind recently successful business
movements like SAAS (Software as a Service), open source software, andcthéiscussed
Freemiuminternetmodel And while each of these disruptions are impressive in their own right,
when| readthis weekthat Google was including free tuby-turn navigation directions with each
and every Android mobile OS, | had an immedia&ling that | was witnessing a disruptive play

of a magnitude heretofore unseen.

Google

Maps

Google has long had an interest in maps. Early in
its history, the company added fAMapsoOo as onfe
the screen above its fah search box. At that time, Google did what many others did to enter the
mapping business they licensed data from the two duopolists that ruled the mapping business
I Tele Atlas and NavTeq. Over the years, as these two companies gained more and reQre pow
and | arger and | arger mar ket capitalizationg
to spread its maps across the web, and to allow others to build on top of its mappinth&PI.
duopolists, recognizing a fox in the henhouse, were appsefeeto allow such activity.

NAVTEQ

In the summer of 2007, excitement regarding the criticality of map data
(specifically turrby-turn navigation data) reached a fever pit€m July 23, 2007, TomTom, the
leading portable GPS device makasyreedto buy Tele Atlas for US$2.7 billion. Shortly
thereafter, on October MNokia agreedto buy NavTeqfor a cool US$8.1billion. Meanwhile
Google was still evolving its strategy and no longer wanted to be limited by the terms of its two
contracts. As such, they informed Tele Atlas and NavTeq that they wanted to modify their license
termsto allow more liberty with respect to syndication and proliferation. NavTeq balked, and in
September of 200800gle quietly droppedNavTeq moving to justone partner for its core
mapping data. Tele Atlas eventually agreed to the term modifications, but perhaps they should
have sensed something bigger at play.
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Tele Atlas

Rumors abound about just how many cars Google has on the roads
building it own turnby-turn mappiy dat a as wel | as its uniqug
Whatever it is, it must be huge. This October 13th, just over one year after dropping NavTeq, the
other shoe dropped as weloogledisconnectedrom Tele Atlasand began to offer maps that
were free and clear of either license. These maps are based on a combination of their own data §s
well as freely available data. Two weeks after t@ispgle announcesfree turn-by-turn
directionsf or al | Android phones. This couldnét ha
worked on the respective Tele Atlas and Ney acquisitions.

To understand just how disruptive this is to the GPS data market, you must first understand tha
At tbhythur no data was the | ynchpin that held tle
(there are many free sources), but thyrturn data was remarkably expensive to build and
maintain. As a result, no one could really duplicate it. The duopolists had price leverage and
demanded remarkably high royalties, and the GPS device makers (TomTom, Garmin, Nokia) were
forced to be price taker¥ou can see evidence of this price umbrella inuthiguelyhigh $99.99

price point TomTom now charges for its iPhone application. When TomTom bought Tele Atlas,

the die was castEat or be eaten. Ifyodii dndét control your own datja,
the GPS market7This is what prompted the NokMavTeq deal.
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Googl ebs free navi g atatacmshifigel@vtouhe @PSstatks Garmirc e mejn t
fell 16%. TomTom fell 21%. Imagine trying to maintain high royalty rates against thtegt
move by Google. Android is not only a phone] O
in-dash Android GPS, guess what? Google will give it to them for free. As we noted in our take
on the free ibadsruptive®mpetitooahefler,a prdductor servicesimilar to
yoursfor 6 f r aneif, thieycan makeenoughmoneyto keepthelights on, thenyoulikely havea
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problem 0 |ld be wne thing if this were merely a mespirited play by Google to put an end

to the GPS data duopoly. But it is not. There are multiple facets to this remarkably disruptive move.
While it is obvious that this maneuver creates a problem for the-hillith dollar GPS market,

it also poses real challenges for the leading smart phone plaggisM6 s Bl ackberry

iPhone. Without access to their own mapping data, these vendors now face an interesting dilemmd.

Do you risk flying naked without freeavigation or do you suck it up and swallow the above

average royalty fee for each and every handp

as daunting as the one now faced by the Windows Mobile and Symbian téansaftware
providers, tley are lucky to get a per unit royalty equal to that extracted by the GPS data guys. If
they are now forced to integrate this data merely to keep their product competitive, their gross
margin just went negative. Ouch!

This is not just incredible defenseo@jle is apt to believe that the geographic taxonomy is a
wonderful skeleton for a gdmased ad networklf your maps are distributed everywhere on the
Internet and in every mobile device, you control that framework. Cash starved startups, building

intersting and innovative mobile apps,| twisl Ir iucnhd, o

is easy to use, and quite frankly the price is right. In the future, if you want to advertise your local
business to people with an interest in your local madketnces are you will look to Google for
that access.

Introducingthe L eThanF r eBaistnesdModel

CN>D=0ID

Googl ebs brilliance does
not to have been surprised by the rapid rise in recent buzz surrounding the Google Androidj
Smartphone 8. When | asked a mobile industry veteran why carriers were so willing to dance
with Google, a company they once feared, h e
With Blackberry and iPhone grabbing more and more subs, the carriers wegeclwsirol of the
customer Ul, which undoubtedly represents power and future monetization opportunities. With
Android, cariers couldre-claim their customerfi d e Additionally, because Google has created
an open source version of Android, carrierég
Google in the future.
I then asked my fri end,theeogle (wdmypenwsowrde)dicernsd e W
v er s i(BDIT:..One of the commenters below pointed out that all Android is open source, and
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the Google apps pack, including the GPS, is licensed onDape s n 6t change t heg
wanted the correct data indied here.)Here was the big punch linebecause Google will give

you ad splits on search if you use that versianh at 6 s r i ght ; Googl e wi
mobile OS. 1 I|like to call this the ndtogpsys t h

Because of its dominance in search, Google has ad rates that blow away the competition. T(l
e

compete at an equally Al ess than freeo pri
subsidize. Double ouch!!

ALess than fr eeohemabye no

phone. Go o gl e 6 s hashEe@Qquite ouispoke@tmolt ms slipport for the Google
Chrome OS. And there isnoreasontodelie t hat the Al ess than fr
used here as well. If Sony or HP or Dell builds a netbook based on Chrome OS, they will make

e e

money on every search each user initiates. Google, eager to protect its search share and market

volume, wlil gladly pay the ad splits. Microsoft, who was already forced to lower Windows
netbook pricing to fend off Linux, will be dancing with a business model inversion of epic
proportionif r om Ayou pay netdd st or efiall | pya yh ayridupaad@geb u i
for your sales team on those economics.

Naysayers of these assertions will likely have the same fegorlity is key. They will argue that

Go o g | e-lbysdurntapps are inferior to their well honed market leading products. With regard
to Android, Google will lack the user interface or embedded software expertise necessary and will
deliver a subpar producPlus, because the Android OS will be so splintered t€38ngwill be

difficult andincompatibilityissueswill abound. In the short run, these issues will exist.

Despite these challenges, it would be a dangerous strategy for any of the many threatened playe
in these marketwsaliot Wanmgatoinonal it hatsi ég for
will get better over time. The sheer volume of the Android phones in the market will give them
new data feeds to complement their own mapping effort. Also, they can create UGC hooks for
users to embellish their own maps (like in Google Earth), offering themselves further
differentiation. With regard to Android, version 3 will be better than version 2 will be better than
version 1. Microsoft knows this game well.

Another perhaps even more inmtant factor is that when a product is completely free, consumer
expectations are low and consumer patience is high. Customers seem to really like free as a pric

point. |l suspect they wil/l |l ove Al ess than |f
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Want To Know More About the Future
of Internet TV?: L e tLOGok to Korea

© o

MegaTV

September29, 2009:[Follow Me on Twitter]

We are clearly at a very important point in time when it comes to Internet video, especially video
that is served to your television, but over the Internet (also knofvroagtleet o p 0 | nt er nef
Christmas of 2009 and Christmas of 2010 will mark the point in time that Internet menus began to
show up inmass on televisions, DVD players, and game machines. That said, one would be hardj
pressed to predict exactly howghmarket will evolve.There are simply way more questions than
answers. For example:

Who will own the operating system layer?
Who will own the menu fistacko which dictate

What will be the key features of this menu system,vainidh applications will be most useful and
successful?

What type of programs are most popular in this format?

What are the typical pricing/product offerings?

Will this product live inside the carrier setp box or outside?

Will the carriers that control the @plso control this interface (either directly or indirectly)?
Are these systems selling at rates that are above or below expectatignér why not?

Is it considered a viable alternative to cable or satellite?

One way to have anoawhanmnt ageél i mappeadi st it mg
are further evolved in terms of broadband. The most obvious of these, with over 90% broadbang
penetration, is South Korea. Three providers in Korea offer antbg¢op Internet setop box,

and recenpress suggests thidterearenow just over800,000subscriber®f these services (out of
roughly 1617mm South Korean HHs)I'he leader is KT with theiMega TV offering, followed

by LG Dacom, and then SK Broadbandhile these numbers are certainly impressive, if memory
serves, the estimates from a few years back were for muitiiiens at this point, so for some
reason the roll out has not goneetty as planned.

Accordingto thisarticlefrom JanuaryMegaTV has 38 live channels and 85,000 episodes in VOD
format. Also, the video inltided immediately after this paragraph shows an integration of the
Mega TV service on the Playstation 3 (unfortunately its not in Engli$h)s highlights the
complexity of the Awho owns -tophleox asevel asergcee e s ff i
offering on other boxes.
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Unfortunately, outside of what is shared here, | do not have much detail on exactly how this market
is evolving. If any readers have more data, or have perspectives or answers to any of the questiorfs
listed above, add them to the coemis or send them to mekmurley@benchmark.comith
AKorea | PTV0O in the subject, and | wil|l i ncjor

will try to make it a |iving bl og -thed ®tpowivi llptof
market. Thanks a tofi | look forward to hearing from you!
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What Is Really Happening to the
Venture Capital Industry?

"BEFORE AFTER

August 24,2009: [Follow Me on Twitter]
Many are speculating that the year two thousand and nine represents a fundamental turning poir
for theventure capital industry. Some are arguing thatndustryis in dire straitsafter years of

poor performance. Others have argued tiwamath simply does not workfor

thei n d u surreny §ize. Another theory suggests ti@imanentchallengeswith the IPO
marketcall into questionthe fundamentakconomicsof the VC industry Lastly, someredible
authorshavesuggestedhat things are so bad that a federal bailout may be in order.

What is really happening in the venture capital industry? It is indeed quite likely that the venture
industry isin the process of a very substantial reduction in size, pethafisst in thehistory

of theindustry. However, the specific catalyst for this reduction is not directly related to the issues
just mentioned. In order to fully understand what is happeming must look upstream from the
venture capitalists to the source of funds, for that is where the wheels of change are in motion.

Venture capital funds receive the majority of their funds from large pension funds, endowments,
and foundations which repmst some of the largest pools of capital in the world. This

—

Ainstitutional capitalo is typically manageid

of earning an optimal return in order to meet the needs of the specific institution and/ax to gro
the size of their overall fund. These fund managers have one primary tool in their search for optimal

returns: deciding which investment categoripes

percentage of the overall capital allocation. Thispc ess i s known iassett he
allocation 0

Asset allocation is the strategy an investor uses to choose specifically how to divide up capitalf
amongst asset class®sch as stocks, bonds, international stocks, international bondsstaia

funds, leveraged buysuts (LBOS), venture capital, as well as other obscure classes such as timber
funds.Some of these asset classes,i pwich ass st D,
these instruments trade on a daily basis on exchanges around the world. For these assets, invest}
can be quite sure of the exact value of their holdings, as the price is set continuously in the marke
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Also, if they need to sellhere is a ready market to accept the trade. llliquid assets, also known as

alternative assets, include all the other investment classes that do not trade on a daily exchangg.

These fAprivated investments (as c odeedhigeed t of
risk due to their illiquidity, but also are expected to earn a higher return. Some hedge funds are
included in alternative assets either because they themselves invest in illiquid investments o
because they put strict limitations on the iimgccapability of the institutional investors, rendering
themselves dAilliquido.

Typical Asset Allocation

\

B U.S. Stocks

W U.S.Bonds

International

& Non-VC
Alternative
wvC

Asset allocation is a welitudied area within the
field of finance. A prototypical U.Shased asset allocation model might allocate 25% to U.S.

assets. Within alternative assets, LBOs might be 60%, and venture capital could be as low as 1
(of the 20%). As a result, venture capital could be as low as 2% of a institutional$undo v e r
capital allocation. Most people fail to realize just how small venture capital is in the overall scheme
of things.

stocks, 30% to U.S.debt,25%0 i nternati onal equity and de}t
0

Very generally speaking, experts and acadenmni

smaller allocation to all alternaB\assets reflecting the risks of illiquidity, the inability to ascertain
price, and the higher difficulty in analyzing the r&tandard vehicles. It is a fairly straightforward,
conservative investment approach to favor liquidity and certainty over absaténtial upside
(this is the same argument for holding bonds over stocks).

Over the past decade or so, a large number of very influential institutional funds have substantiallyj
increased their allocation in alternative assets. In some extreme casesntastors have taken
this allocation from a conservative amount of say20% to well over 50% of their fund. Many
people suggest th&tavid Swenserat Yale was the original architect of aategy to adopt a much

higher allocation to alternative assets. Regardless of whether he was the leader or not, several fungs

simultaneously adopted this highesk, highefreturn model. (For a more detailed look at how
this evolved and why, seey LeagueSchoolsLearn a Lessonin Liguidity andHow Harvard
Investing SuperstarsCrashedFor an even deeper dive includiogmparativeasset allocation
models sedoughlLessondor Harvard andYale)
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Contributing to this dynamic on the field, the early movers to this model were able to post above

average returns.* Also, due to the high disclosure policy of most universities, these above averag
performances were oftentoutedinpresseeless . Thi s Apublic benchma
on competing fund managers who were not seeing equal returns, which as you might guess, led
them mimicking the same strategy. As a result, alternative assets have grown quite substantially
over the pat ten years. This is perhaps best seen in the size of the overall LBO market. The

included chart shows the money raised in the LBO market over the past 30 years. As you can seg,

the amount of dollars pouring into this category over the past five yeaisthsg short of
breathtaking.

The market contraction of late 2008 and early 28®8relycompromised the highlternative
asset allocation strategy. The liquid portionadferage portfolio contracted as much agt8o,
which had two resulting impactsitially, this resulted in most fund managers having an even
higher portion of their funds in illiquid investments. Ironically this was largely an accounting issue.
Most likely, the illiquid pieces of their portfolio had declined just as much, but asidlliq
investments are not valued on a deyday basis, they simply were not properly discounted at this
point (over time they fAwoul do and fAareodo evVve
down 30% or so, no one is eager to further decrement tbe.\Béspite that this may have only
been an fAaccountingodo i ssue, it presented a
triggers that force them to reallocate capital if they go above or below a certain asset allocation
This is one of those poligethat encouraged selling at a point that may be the exact wrong time,
contributing to further declines.

A second and more complicated problem also emerged. It turns out that when an institutional
investor fAinvestso i n an tteadollars allmtdonce, nathgr theyo n

commit to an investment over time, which 1is
works in the same way, but once again is a much smaller category). As these funds substantiall

102

Kk

nt

t

=


http://blas.com/

M The Rabbit Hole
Jump In.

increased their commitmend the LBO category, they were de facto increasing a guaranteed
negative cash flow in the future to meet these eilawns. Now, with portfolios out of balance,
and lack of new liquidity events from the M&A and IPO markets, these funds have cash needs (to}
meet the drawdowns) that are not offset by cash availability. If anything, the universities and
endowments these managers represent want more cash now to deal with the difficult overal
economic environment.

To meet these new liquidity needs an institutiomaestor could:

. Sel | more of i1tbés |iquid securities. Thi s i
asset allocation.

. Try to sell the LBO commitments on the secondary market. As you might suspect the secondary
market is extremely depress&bme have even suggested that due to the forward cash need on an
early LBO fund, an institution might have
someone else take on the future cash commitment.

. Default on the commitment. While this does/b penalties in most cases, it would not be out of
the realm of possibilities for this to occur if the investor has lost faith in the manager, and it is early
in the fund (with more cash needs in the future).

. Try to raise more capital. Not surprisinglyoraations to foundations and universities are down
dramatically due to the overall decline in the capital markets. This makes this strategy unlikely.

As you can see, none of these options are overly compelling.

If this is not bad enough, maiystitutional fund managers and the groups to whom they report
(such as a board of trustees) are now seguedsing the highlternative asset allocation model.

As a result, they may desire to return to the more conservative and more traditionalcrsg@irall

of 10-20% allocated to alternative assets. Ironically, they are in no position to rebalance their
portfolio precisely because they lack incremental liquidity. Think about it thig way very easy

to shift a portfolio from liquid assets to diuid. You simply sell positions in highly liquid
securities, and buy or commit to illiquid ones. Going the other way is not so simple, as there is noj
ability to conveniently exit the illiquid positions.

This is a very long explanation, but the punch lim¢hiat as these large institutions adjust their
portfolios and potentially abandon these more aggressive strategies, the amount of overall capitg
committed to alternative assets will undoubtedly shrink. As this happens, the VC industry will
shrink in kind How much will it go down? It is very hard to say. It would not be surprising for

many of these funds to cut their allocati on]
surprising for the VC industry to get cut in half also.

One could arguthat poor returns in the VC industry is {i@maryreason the category will shrink

and that, as a result, the VC industry could be cut even furtheeperhaps even go away. There
are two key reasons that this is highly unlikely. First, one of the st of finance theory is

the Capital AssetPricing Model (CAPM). The CAPM model argues that each investment has a
risk, measured as Beta, which is correlated with retsrrthat of the riskree return. Venture
Capital is obviously a higBeta investment category. As of August 3rd, 2009 3&€ 500hasa
negativelQ-yearreturn As a higheiBeta categry, no rational investor could reasonably expect
the VC industry as a whole to outperform in a catastrophic overall equity market. In fact, the
expectation would be for lower returns than the equity benchmark. This multiplicative correlation
with traditional equitymarkets is the exact same reason that venture capital outperformed
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traditional equities ithel at e 19906 s . The bottom Iine 1is
surprised by the recent beleaverage performance of the entire categorythallgs being equal.
The second reason the category will not be abandoned is contrarianism. Most students of financig
history have read the famous quote attributed to Warren Biiffétgimplyattemptto befearful
whenothersare greedyandto be greedyonly whenothersaref e a r @ne bf the biggest fears
of any investor is to abandon an investment at its low point, and then miss the corresponding]
recovery that would have helped offset previous poor returns. While this mindset will not
guarantee the 16¢ear viability of the venture capital category, it should act as a governor on any
mass exodus of the category. The more people that exit, the more the true believers will want tg
doubledown.

So when will this happen? One thing for sigré will not happen quickly. The VC industry has

low barriers to entry and high barriers to exit. Theoretically, a fund raised in 2008, where all the
LPs have no plans to commit to their next fund, may still be doing business in 2018. VC funds

havelong i ves, and the point at which they decide

raise a new fund. This would typically beb3/ears after they raised their last fund, but could be
expanded to& years in a tough market. In some ways the procesareasly started. Stories are
starting topop up about VC funds that were unable to raise their next fund. Also, some
entrepreneurs are starting to discéiggoring VCs of which they can be confident of their
longevity. All in all, one should expect a large number of VC firms to call it quits over the next
five years.

How should Silicon Valley think about these changes? It is important to realize thatrinere a
approximately 900 active VC firms in the U.S. alone. If that number fell to 450, it is not clear that
the average Silicon Valley resident would take much notice. Another interesting data point can be
found in the NVCA data outlining how much money V@s mvesting in startups (as opposed to
LPO6s committ i W@ firnis amvedte@abduti$3.7 s Yhe secondquarterof 2009
Interestingly this number is about half of the recent peak of around $8B/quatrter. It is also quite
similar to the investment level in the mid 1990s, prior to both the Internet bubble, and the rise of
the aggressive asset allocation model. So from that perspékis/@peaning the investment level

we see right now in Q2 of 2009, may be what it is going to be like in the future.

There are many reasons to believe that a reduction in the size of the VC industry will be healthy
for the industry overall and should leadaioove average returns in the future. This is not simply
because less supply of dollavgl give VCs more pricing leverage. We have seen over and over
again how excess capital can lead to crowded emerging markets with as maiy \&S 5
backedcompetitorsReducing this to -3 players will result in less cutthroat behavior and much
healthier returns for all companies amtrepreneurs themarket. Additionally, at a
stabilizedmarket size of well over $15B a year, there should be plenty of capital toheimext
Microsoft, Ebay, or Google.

[Follow Me on Twitter]

* Todate,it is unclearif thesefi a b @aw e r aetumswerea resultof theliquid half of these
portfolios or theilliquid half. Aswe mentionedearlier, it is extremelydifficult to ascertainthe

actualvalueof anilliquid investmentln manycasestheinstitutionalfundmanagereliesonthe

investmenmanagerof theassein whichtheyinvestedo prescribea valueto theinvestmenteven

thoughtheymaybe highly biased.If it turnsouta large portionofthefi a b @aw e r seturad
of theseearly adoptersof this moreaggressivestrategywereon theilliquid side,wemayhaveyet

againanotherexampleof the dangersof mark-to-marke accounting.
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A Real Time Free Vs FeeExample:
Rosetta Stone vs. LiveMocha

August 20, 2009:As | was driving to work this morning Iisteniﬁg‘t'o NPR, it became clear to me
that this Afree vs fiodigentotldNBRpiesedickbend. has s o me

Last week, Rosetta Stone was back in the news with regards to an earnings miss as well as pullgd

secondary offering. Over a yre&go, | had the chance to meet with a very interesting Seattle based
company called.iveMocha(we are not an investor in LiveMocha). As you might have guessed,
LiveMocha offers language learning on théernet, in a manner that is similar to Rosetta Stone,
for free.

If you readour previousthoughtson the free businessnode| we made one key poirfree is not

necessarily a game plan, or a guaranteed model for success, but rather a market reality. Someope

may be able to do what you do for frd@oes it guarantee they will be wildly successful? No, but

it still may be a massive threatlicroeconomisisnotazers um game. |t d0s per
for all the players in a market to not generate excessive (or any) profits.

Let me tell you a bit more about LiveMocha. The company runs a web site where you can learn
any number of | $&coplisshgtdis also allordine éasnmuniyasb they connect
you with people that are learning th@melanguage as you, as well as people that are proficient in

it, who go so far as to listen to your audio samples and offefeedback. Based on theseh
community features, LiveMoclhergueghattheirii F r gredactis evenbetterthanRosetteStone

One other key component of cdammweiiotcyh a@rs 0 \biud ¢

contribution for Afree, 0 including transl at
really, really cool). That represents immense leverage, and from my perspective is problematic
for Rosetta Stonel. i v e Moccohsatd sof bui l ding its content i

| suspect they will be able to have a free offering for a long, long time.

Does this mean that LiveMocha will be successfiN®t at all. First, they have to be
A k n o winday) | suspdctheir awareness is a mere fraction of that of Rosetta Stdioee
critically, they are still experimenting and learning on the monetization ftdrglieve the current
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plan is a combination of #Afr eemi utongpfranhdre.advijer
It also isnb6t directly c¢clear who wants to tjar

I can certainly see how Rosetta Stoneds ma
company that no one knowsMoreover, | suspect that theyould argue that LiveMocha has no

materi al i mpact on the current Sjlylawvodldenotbe i . €.

too quick to dismiss the rising threat of the free offering, especially in this type of ecohway.

able to find ths interesting post from the Orange Beach Library in Orange Beach, Alabama, titled
fGoodbyeRosettaHello LiveMochai Worth a quick rad.

As | said before, nafr ee dfsomeonevardewhatfyouao fartiee,e a
you areforcedto deal with it.

* |t is importantto note that the very beginningof the risk sectionof Ro s e &1 siafes,i A
declinein demandfor our languagelearning solutionsor languagelearning in generalcould
impair our ability to generaterevenueand compromiseour profitability, as could the growth of
freelanguagedearning softwareandonline servicesandintensecompetitionn ourindus t r y . 0
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More IPO News, Ancestry.com Files S-1

August 4, 2009:For those of you that get the subscription VentureWirails, you may have
noticed the subtitte oday A Re-banokebduy®O®t activity is a p
anyVGf unded | POs anytime soon. o It also inclu
any venturebacked companiesto prickee f or e Thanksgi ving. o
For the life of me, | cannot figure out why the press is so feverishly pessimistic about the IPO
market. In 2009, no major company IPO filings have been puMateover, all five companies
that have gone have done extremely wileanwhile, while VentureWire is laying it thick on the
negative sideAncestry.confiles its S-1.

Hats off to management team and the investors in Ancelgtayny had written off this company,
and its look like they hae done a great job of reinvigorating growth and generating profitability.

I wonder how many successful | PO6s we need
closed. Looks perfectly open to me.
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SiliconV a | | IBGQ Angety

November15,2010: =
[Follow Me on Twitter]

fi L i vinithelgnelight

Theuniversaldream

For thosewhowishto seem.
Thosewhowishto be
Mustputasidethealienation,
Getonwiththef asci nati onéo
0 Limelightfrom MovingPictures Rush

|l f you could travel back in time to the ear
private company exetives about their longerm career ambitions, you would hear a constant
themei they all wanted to be part of an Initial Public Offering (IPO). Back then, taking a company
public, either as a CEO, CFO, or founder, held an allure similar to that of a gthleig dreaming

of making it in the major leagues. Clearly, not everyoneafsesto go public, but that of course
added to appeal. Everyone stilntedto go public. They allreamedof playing on the business
worl dos biggest business stage.

A great debhas changed since then. First, we lived through the peculiar time now known as the
Dot-com bubble, where the elite requirements for going public were greatly reduced. This was
followed by a period of heavy regulation where many aspiring startups félttlasy were
absorbing the burden of sins committed by the likes of Enron and WorldCom, two companies that
are far away from Silicon Valley. If you believe what you read, we now live in a world where
young entrepreneurs have a more cynical view of theali{being public in general. It is common
today to r e daida rhgvbtogamidicebrliytépeovideliquidity to earlyinvestors
oremgdoyeeso It is critical to consider just how
Adream of 0.
How Did It GetThisBad?
There are many potential causes of this widespread pessimism. First and foremost, going publi¢
and being public are not nearlg anuch fun as they once were. The combination of a rise
of ambulancechasershareholdetawsuits Sarbane©xley, the requirement for CEO and CFO
signatures on financial filings, atichited personalradingflexibility has unquestionably made
being public less enjoyable for executives. Increased bureaucracy aageemimost never lead

to increased enthusiasm.
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We may al so have a perturbed noti o]n
like. For manythegeggo days of the | ate 199006s stick #n
IPO market. Unfortunately, the IPO market of 1999 was a myth, a facade, -ineamnlifetime
mirage that you will never see again. While that period was economicallgffriitvas clearly
manic and a long, long way from being healthy. Moreover, it was completely and utterly
unsustainabl e. I't also may have ficheapenedo] o
it is no longer a heroic accomplishment.

One recent@ument knocking the IPO is as follows: Wall Street is too steomh focused, and
that if you want to run your company for the letegm you should remain private. There are three
great reasons that this fAcané6t ofJeftBe=zos, blarc t h‘rI I

Benioff, and Reed Hastings. All three of these amazing entrepreneurs turned CEOs took thei
company public on a standard IPO time frame. They also all three conveyed to Wall Street tha
they would postpone sheterm earnings results mrder to chase a greater letegm objectives

and ambitions. The intelligent mutual fund investors that were swayed by their convincing

arguments (there were many) were handsomely rewarded. Furthermore, Bezos, Benioff, anc
Hastings all ubhlriecco yassd dai fitbulionyg ed | t heir verj|si
thereby aiding their advantage. If you are unconvinced gdiske Riggio, Tom Siebel or
Blockbuster CEQlim Keyes

PESSIMISM
Certainly one contributao the negativity surrounding the Silicon Valley view
of the IPO market is the negative perception of the local press echoing off the hillsides of the Santa
Cruz mountain peaks. Over the past several years, it has become quite common to read Silicop
Valley articles and blogost offering neaeulogies of the higibech IPO. TechCrunch refers not
to simply the d@ted) 0 b o tPoott RilleriedfilechlPO. 6 Famed efar
stage investor and typically glabalf-f ul I bl ogger Fr ed IPOsJussAo @ ndé cje n
WhatTheyUsedTo Be. 60 SamFeanciscoChroniclest at ed t hat t he fmarjke
of ferings remains badly broken, 0 and the efco
numerous successful | POs in the EkEa®thelPOvo Vyle a
drought 6 t he only thing that doesndt seem to dgo
that were not enough, the NVCA (Natal Venture Capital Association) argues the situation is so
dire that we need laour Pillar Plan To RestorelLiquidity. The pessimism is consisteand
deafening. The emmysesveryone seéns toghinkripeteys a hoke inthe bottom
of it.
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How Badls It Really?
A more optimistic eye can see that the | PO ¢
second quartarpdate is rather straightforward:

Venturebackedcompanyexit activity showedcontinuedmomentunduring the secondquarter of
2010, with the bestquarterly total for venturebackedinitial Public Offerings(IPOs) sincethe
fourth quarter of 2007,accordingto the Exit Poll report by ThomsorReutersand the National
VentureCapital Association(NVCA). Thequarter endedwith 17 venturebackedIPOs, marking

thethird consecutiveuarterfor increasedfferings,by numberandby dollar amount.
Venture-Backed Liquidity Events by Year/Quarter, 2004-2010

MEA *Total
Deals Disclosed | *Average Total Average
Total with M&A M&A Offer IPO Offer
ME&A, Disclosed Value Deal Size | *Number | Amount | Amount

Quarter/Year Deals Values (SM) (5M) of IPO's (%M (5M)
| 2004 349 188 16,043.8 85.3 a4 10,481.6 111.5
2005 350 163 17,3247 106.3 57 4.482.4 7B.6
2006 3T 164 19,034.8 116.1 57 51174 89.8
20071 BE K3 4.640.3 149.7 18 2,190.6 121.7
2007-2 90 7 3.912.1 105.7 25 4,146.8 165.9
2007-3 108 55 11,261.7 204 .8 12 945.2 78.8
2007-4 a3 45 0,645.8 2144 £l 3,043.8 98,2

| 2007 379 168 29,460.0 1754 | 86 10,326.3 1201

2008-1 109 42 4,883.2 118.7 5 282.7 56.6
2008-2 a7 27 3,321.2 123.0 0 0.0 0.0
2008-3 g4 az 3,080.2 96.3 1 187.5 187.5
2008-4 66 18 2,390.9 132.8 o 0.0 0.0
2008 351 118 13,775.4 115.8 B 470.2 TB.4
2009-1 65 15 GEE.0 44.4 ] 0.0 0.0
2008-2 65 13 25701 197.7 5 T20.7 1441
2009-3 64 23 1,392.4 60.5 3 572.1 180.7
2009-4 74 41 8,924.3 2177 4 349.3 BT.3
2009 273 92 13,552.7 147.2 12 1.642.1 136.8
20101 121 H 5,586.6 180.2 9 936.2 104.0
2010-2 a7 22 29322 133.3 17 1,274.9 75.0
2010-3 104 27 3.842.0 142.3 14 1,248.1 86.2

Looking at theQ3-2010 NVCA data included above, you can see that 2010 is markedly improved
over 2009. We have already tripled all of last year in the first three quarters of this year. Moreover,
with a healthy Q4, we could meet or beat the annual numbers from 20060thdf3/ou limit the

data to VC backed companies in the U.S. in high technology (leaving out Pharma and bio med
which is different from the above), there were five in 2008, twelve in 2009, and 2yaste in

2010. These data points are clearly up tantthe right. And while they may not hit the bar we are
looking from for a cyclical market high point, it surely makes it hard to say the IPO market is
fatally flawed. And it ungquestionably not 0

TheMajority of RecentiPOsAre Outsideof Silicon Valley
U.S.High Technology VC BackedIPOsSincethe Beginningof 2008(XLS)
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The Excel spreadsheet embedded above contains a detailed look at all of-tieelnig backed
U.S. IPOs since the beginning of 2008. There is some very surprising data in this table. First, thesg
IPOs have performed relatively well since their initial offering. On average, these IPOs have
averaged 55.9% in price appreciation sitie@r IPO date. This represents almost $14B of post
IPO value creation as a group. Moreover, 19 of the 42 companies are worth over $1B. A full
nineteen VGbacked companies with recent IPOs are now worth over $hb! press that keeps
yearning forthenext bi go | PO in Silicon Valley and cd
mar ket, doesnodt spend much time talking abo
market cap), GreenDot ($2.2B), or Ancestry ($1.1BJ)I recent IPOs that have traded uptequi
nicely since they went public. Maybe there is a reason for this.

Is there any chance that the negative IPO sentiment that is reverberating through Silicon Valley ig
actually having an impact on the local IPO volume? One might expect, that as theeemtent
innovation, Silicon Valley would warrant more than its fair share of IPOs. But the data shows the
exact opposite (see table below). In this same spreadsheet of recent IPOs, we havg
highlightedwhethereach company has its headquarters here in S\fatley or elsewhere in the
United States. The shocking reality is that only 11 of the 42-tieigh, venture backed IPOs since
2008 reside in Silicon Valley. In other words, 74% of these IPOs hail from outside of the SV echo
chamber. If you look atthedata in terms ofnitial IPO value, 78% of the overall value is from
outside SV. In terms of value today its 73.5% (SV IPOS have outperformed
thoseoutsideSV). Perhapdheseoutof-marketlPOsa r eweld doveredwithin Silicon Valley,
andperhapshe negdive IPO sentiment s wéil theardoutsideof it. Our pessimisnmay have

led to a self-fulfilling prophecy.

Silicon Valley Qutside SV Total

IPOs (unit) 11 31 42
%  26.2% 73.8% 100.0%

Value (Day of IPO) $mm $ 6,032 $ 21,3714 § 27,407
% 22.0% 78.0% 100.0%

Market Cap (11/12/2010) $mm $ 10,926 $ 30,301 $ 41,227
% 26.5% 73.5% 100.0%

Gain since offering, $mm 3 4894 % 8926 $ 13,820
Gain since offering, % 81.1% 41.8%

Demandor SupplyProblem?

There is an interesting commentary at the end of the San Francisco Chronicle article that we
previousl!l y woiGedhil svsheWdlliam Bldrr&eCo., a small investment bank in
Chicago, said he has buy er sThisagumentmvehichwad aB®D s |,

mp
ut

supported by Paul Deninger of Jefferimad sujgg

probl em. He has BUYERS but not SELLERS. The
product, it is the opposite; that we are not offering them enough of it. While it is clearly a ehicken
egg argument, you simply cannot have a healthy IPO matketleading higkguality companies

are unwilling to file. The problem may be attitudinal, not structural.

To this point, and perhaps ironically to some, most of the people | know that work in high tech
mutual funds and hedge funds would like to see rfe@s not less. They are tired of trading the
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same large technology names that are showing limited equity returns over the past 10 years, angd
have very low growth opportunities/ambitions. If you look at the the forward revenue growth
estimates for technolggbellwether stocks you may be surprised: Intel (3.5%), HP (5.6%),
Microsoft (6.8%), Cisco (11.1%),Ebay (11.4%), and Yahoo (3.3%). And many of these stocks are
flat to down for the past decade! Even Google, the youngest of the large cap tech plays has a g
forward growth estimate of bel ow 20 %. As 3I)ou
technology names are not contributing to mutual fund outperformance the way they once did. Fung
managers desperately need more exposure to growth. They also craagexpmew trends like

social networking and mobile computing, but with limited IPOs they have limited ways to invest
in these new innovative trends. They simply] n

ValuationsAre i Hi g im the PablicMarket

As a result othis scarcity of growth across the broader set of public companies, strong category
leaders like OpenTable, GreenDot, Realpage and Ancestry.com are seeing healthy valuations if
the public market. These high growth Internet leaders trade at PE multipté®x3€hat are
roughly twice that of Internet leaders Microsoft, Yahoo, Ebay, and even Google. The IPO market
is currently paying a substantiaemiumover the M&A market (the exact opposite of what you
read). The same large companies that are struggingnd growth have reduced valuation
multiples (P/E, P/S). This in turn makes it hard for them to pay strategically high prices in an
acquisition. Therefore, entrepreneurs that follow the advice from the San Francisco Chronicle, anc
are Al ookuingmedo® may alceg | eaving ample money pn
As an example, drill down on RealPage, a Dallas based leader in SAAS solutions for property
management companies. It is currently trading at $1.86B after a successful August IPO. They
currently trade at aboud.7X annualized Q2 revenue. Which potential acquirer would pay this
valuation for a private vertical industry specific SAAS play? Do you think Salesforce, who has
never done a large acquisition, would? Do you think Oracle (who trades at 3.5x sales would)?,
What about SAP (3.8X sales)? IBM (1.7x sales)? Or consider GreenDot which went public in July
and currently trades at a $2.2B market capitalization. This valuation equates to roughly 6 times
2010 revenues. Do you think American Express (currently trad2X aevenues) would have
offered that in a private transaction®hat about Ancestry.comThis recent Internet IPO is
currently trading at a market capitalization of $1.17B. Which large Internet company would have
paid close to $1B for Ancestry? Nonany answer.

We should also consider DataDomain, 3Par, and Arcsight, all companies with remarkagtie sell
M&A transactions who went public BEFORE engaging in an M&A transaction. Being public is a
wonderful way to establish a baseline valuation in an e¢cbrporate sale. There is no chance
someone would make an offer at or below the current market price, as the expectation is to pay &
market premium. And because the BOD has a very high duty in terms of maximizing shareholder
value, these deals are oftemen by multiple bidders and therefore more likely to be competitive
than a private transaction. Lastly, and not to be ignored, public company sales have zero escroy
provisions. These escrows typically put at risk1B%6 of the transaction value when aate
company is acquired. Being public before you get acquired can be extremely valuable.
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Your Companyis Not Facebook
A | arge contributor to the negative |1 PO pr
postpone its IPO well into the futureeéent comments suggest an IRP@y be put off until 2012
As a top three worldwide Internet site, the press is obvioushested in what Facebook wants to
do. Also, because of its huge impact, and the emerging trend of social networking -sigehigy
quite interested in owning Facebook. The demand for an IPO, were one to happen, would be
enormous. And that is probably andenstatement. However, it is critical to put this in
perspectiveelativeto everyone else.
Facebook is the exception not the rule. They can do what they want when they want. They car
raise money privately at any time if they fé®etneed to do @ashacauisition. There are literally
firms willing to wait in line to give them money. They can hold a press events and everyone comes,
so they certainly do not need to be public to broadcast their message. However, they are also
miserable proxy for the averageivate company CEO and BOD to consider. Your company is

not like Facebook, and it should not build its IPO plans based on what Facebook does or does ngt

do.

ThingsAre Looking Up

This entire problem may be sealbrrecting. The BOD and executives from ttenmpanies that
have not gone public have certainly noticed the successful offeringanpdstt performance,
and valuations of the IPOs mentioned herein. As such many of these executives are now
marshalling the forces for their own IPO. As an exampléfaBea long awaited IPO in the UK
(congrats @jdh) just went public and had strong resskgpe and ZipCar have filed, and all
indications are that LinkedIn is working on its own filing. There is also a good chance that
companies like AutoTrader and etdeony will come public soon, and there have been multiple
rumors of IPOs at companies such as Hulu and Pandora.

In addition, thevery recent press seems to also be singing a different tune than the dire press from
this summer.Check out the following hedides fromthe last few weeks:

11/15AnalystsSeePickupin IPO Marketin 2011

11/151PO MarketRisingfrom the FinancialCrisis Grave
11/15Momentumin US IPO marketcontinuego build

11/15US OptionsExchange®Vatchful On SignsOf IPO Rebound
10/281PO marketspringsto life

10/26Quietly, IPO marketis stagingarally

10/24CantheTop 12 1POsof 2010Go Any Higher?

10/11PO, M&A BoostingVentureCapitalFortunes
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| recently had the ggortunity to hear the story of
how Tim Sullivan, thdormerleader of Match.com, went into Ancestry.com five years ago as
CEO.At the time, the c¢ompan hatlassugedd vat deenlitsabdtters | @ w e
days. Tim and histeam and beganaiwydarturnar ound t hat woul d eventjua
respectable IPO. Last week, the compaompleteda successfusecondaryffering. Tim shared

with me all ofthe amazing work that went into reigniting this market leader (a very impressive
story), but | was most surprised when he talked about the IPO process. His face broke out into thi
huge grin as he described watching the stock trade that first day. Yaoucteardly see the type of

IPO enthusiasm that once reigned supreme in Silicon Valley. For Tim, the dream was still alive,
and more importantly he was able to turn his dream into reality.

Waves ofpessimistianalysiscan become seteinforcing and begamtinfluence rather than just
inform. That appears to be the case with respect to local attitudes towardsdmndROs. Next

time you hear someone talking about how broken the IPO market is, please let him or her knowj
that despite what you read, many greampanies are going public and are having remarkable
success. And if they still doubt you, tell them reach out to Steven Streit at GreenDot, Zorik Gordon
at ReachLocal, Doug Valenti at QuinStreet, or any of the 38 other CEOs who recently stood up
andwak ed t hrough the door that everyone el se |sa
compelling as focusing on the few compani esj]t
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On Google, Growth, Pricing Power, and
Valuation Multiples

July 15,

Quarterly Revenues
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night, Google reported financial results for the second quarter of 2010. While revenue growth was
up 24% year over year, revenue was fairly flat compared with Q1 of 2010. Moreover, earnings fell
short of average street estimates sending Google down $20gver(4Po) in the aftermarket.
Based on current estimates (which might change tomorrow), Google currently trades at 18 times

the street average for 2010 earnings, and 15.5 times the same number for 2011. These represgnt

price/revenuenultiplesof 7.5 and 6.5for 2010 and 2011 respectively. For a ldegn tech
investor, these valuation multiples sesumnprisinglylow for a proven market leader. What gives?
Over the past 3@0 years of tech investing, public investors have come to expect the market

leaders ireach sector to trade at valuation premiums. On average, these market leaders have had

respectful PE multiples of over 30X forward-trfonth earnings, and price/revenue multiples in

the 610X range. As examples, Microsoft and Cisco held 30X+ PEs for mamy; years. With

this as a backdrop, many are surprised that Google, which is relatively young at only 12 years old
is burdened with a PE multiple that is typically associated with the seitimens of tech

| eadership. Googledsitcodowaremaukadht BEgmel
or Cisco (15).

While there is no exact science for what leads to higher PEs, there are many theories. Some argt

t hat PEOGs relate to growth. That sai d, Goo gl

and yet itd o e $avéd that muchighera multiple. My good friend, Mike Mauboussin of Legg
Mason,suggestshat higher PEsreflect more concretecompetitiveadvantages| have always
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been a huge fan of this theory he calls CAP (which stands for Competitive Advantage Period). It
al so dovetail s ni cahpegtitivevrhoatheoryValowevernwhé&hu fobkeat 6 s
Google, | see a company that is well positioned strategically. All attempts at dislodging their

areatypicdly cited i s the mor e amlailsghhve atard tnee seeiggo r
this as the culprit, as Googleds recent exe
Apps progress is extremely impressive.

Soifits not growth, competitie posi ti on, or execution, what

| eadership have been unsuccessful to date. {s
o

0)
u

valuation? Believe it or not, the problem ip t

| explain take a look at the included chart. Microsoft was founded in 1975, ipwiint in 1986,
reached $10B in sales in 1997, and fell below 20% growth in year 2000. Google was founded inj
1998, went public in 2004, hit $10B in sales in 2006, and fell below 20% growth in 2009. So it
took Microsoft 22 years to hit $10B in sales. Geodid it in 8 years. Resultantly, Microsoft had
growth of greater than 20% for 26 years; Google for only 11.

Mature
Founded IPO >$10B <20%grth  Today
Microsoft 1975 1986 1997 2001 2010
(years) 11 22 26 35
Google 1998 2004 2006 2009 2010
(years) 6 8 11 12

| would argue the reason for the noted disparity is pricing optimization and pricing power. When
Microsoft first established DOS as a market dtad, they reaped about $10/PC in royalties. By
the heyday of Windows NT, Microsoft was receiving well over $120/PC in the enterprise.
Additionally, they layered in Microsoft Office on top of the OS, which took revenue/PC well north
of $200. Trnhcart ebass ea f2r0oXm iwher e they started.
product optimized pricing remarkably quickly. As such, Google reached $10B in revenue in about
3X more quickly than Microsoft. Unfortunately, this coin has two sides.

With its ad optinzation engine so amazingly efficient, Google has no obvious pricing power
against its current installed base. There i
each customer, much less a way to take it up 20X. Additionally, they have not idiadea
product t hat woul d represent t he Googl eds
leverage. The Enterprise Apps offering is phenomenal, but the numbers are simply too smallf

Go

relative to search. More importantly, the Entprise App produetsglo not Asit ri ghf

search franchise (as Office was to Windows), limiting the ability to leverage the success of one
product into the other.

Of course, there is little reason to weep for Google. As mentioned earlier, they appear to be rocking
in many areas. Google mail and calendar are now used by over 2 million unique organizations
Also, the execution of the Andoid team will be talked about for decades to come. And even though
they may be limited in their prideverageon core search advesiing, they still have that blank
wide open home page, that | suspect is at least $1 billion in forgone annual ad revenue.
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G o o g Acgures ITA: Will Deeper
Vertical Integration Leadto Higher
Revenues?

July 8,2010:A 1l t 6s funny how fallin feels |like flyin,
for a little whileébo
7 Jeff Bridges, Crazy Heart Soundtrack

it

Software™

On July ®, Googleannouncedts intentionto acquirelTA Software ITA owns a primarily B2B

airfare search and pricing system called QPX. Several of the leading online travel sites, like Orbitz,
Kayak, and Bing Travel, use information from QPX to poweirthirfare search. Many in the
industry view this move as a seminal event
step from being a general search engine, into more structured vertical search. Certainly, Googl¢
already offers vertical seardn Images, Videos, Maps, News, as&lerabther categories.
Despite that, ITA feels different. Perhaps the difference is that this is a step into a vertical where
many independent incumbents, like Priceline and Expedia, who are material customers ®f Googl
have large established businesses.

There are two reasons mentioned for why Google feels compelled to dive deeper into verticals
The most straightforward explanation is competitive pressure. Following iteayumsitionof
FarecastMicrosoft has subsequently launcligdg Travel a much richer travel search product
than ofered on Google today. The second argument given for the move is that by moving deeper

into verticals, and closer to the actual transaction that Google can actual make more money pey

visit. This argument suggests that CPA (gostaction) is a fundamentamprovement over
Googl ebs current b-pesdick)eThescompetition drgumebtBéemg obviogst
and accurate. However, It IS not at al | cl
revenues. In fact, there are several scenarese they could actually go down.
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Le t.'() s first aidampetsion. Bindhbelys Eamesagt amu &oople needs to respond.
This make sense, but it is not the whole story. If you are searching for a book or an author you gd

to Amazon,orattheeser y | east you do a search | i ke AMahp

to the page you want on Amazon. The same is true for hotels with TripAdvisor and for restaurants
with OpenTable. These sites offer deeper and richer experiences for a verticatispezcisely
because they incorporate deep ndta, faceted search, transaction connectivity, and typically a
form of community or UGC (user generated content). These things simply do not exist in the
simple but limited Google user interface that OmIMak af fecti onately r
I i n ISeGoogle has competition in verticals not just from Microsoft, but also from best of breed
vertical sites offering users a richer, deeper experience.

Somehavesuggested hat Googl edéds move into a deeper vI
(more money) than fear (competitive) respo
Douglas Anuth and others, is thay moving closer to the transaction, Google can ask for CPA
fees, which naturally carry higher margin. Clearly, a single CPA fee will be much higher than a
single CPC fee, but you will also have much fewer of them. The variable that links the two is
conwersion. One can certainly argue that Google can drive higher conversion if they can help drive
the customer closer to the actual result they need. This will require a materially better product.
Even then, however, there are two key reasons Google magebigher revenue with deeper
vertical integration.

ef

e
n

r
S

REASON #1: IRRATIONAL CPC PRICING ON GOGL E TODAY, - A UBER

OPTI MI ZATI1 ONO

Some might argue tbhaseGo€&€PICenmvndelr restul bisdi
argument would be that the maraitaing price settles out at the precisely rational price for each
and every keyword pair. A markptace model naturally results in efficient pricing. While this

game who simply are less sophisticated than others. Moreover, many of these buyers win bids an
have huge CPC budgets. The point is that there are plenty of startups, arbitragists, and even lar
companies fexperimentingo wigairhan €BeCThewinnerima s i
this bidding game isnét the most rational,

the long run if a company irrationally pays too much for CPC ads, they will eventually go out of

makes logical sense, we all know that there are companies participating in the CPC purchasinj
e

<

business. Butthe keywordihnee i s eventuall y. For a | ong pef

optimizedod price for their keywords.

|l f there are enough of these players in the
rational. Rather, they live slightly above that lesgven by irrationality and experimentation in
the mar ket . Il f you have a hard time with th
in Google and look through the list of CPC purchasers on the right side of the $¢oegahyou
putmong in thesecompanies?Do youhaveconfidencaheywill bearoundin tenyears? Have

you everheardof them?It gets even better. Marbelievethat Googleusesa low quality rating

scoreon t hesenemmi ddl d orce them to pay a higheyf
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even higher price than previously discusdedh a tight,sfor certain CPC buyers, Google has a
mechanism for extracting anev higher price, even if the buyer is already the high bidder!

As Google moves past its A10 blue | inkso mo
will be removing the irrational and arguably temporary migdén from the system. This flieg

but determined participant, very likely has a negative long term ROIC, and Google, riding the

brilliance of the CPC model, stands as the beneficiary. With this player out of the system, and withj

the connections directly to the service provider, the@hwill naturally trend to a more efficient
pricing. You will have fewer larger players, who are all more rational, and all more experienced.
As such, you would have to expect more rational, and therefore lower, pricing. Building a better
product could etually result in less leageneration revenue.

REASON #2: MOVING FROM A MARKETING CHANNEL TO A TRANSACTION
CHANNEL

If you have ever sold anything on the Internet, ask yourself the following quéatiatis the
maximumamountyou would want to pay for a transactionfee? 5%7? 10%? There is data in
looking at typical affiliate fee percentages, which can range from-4&9%#! Amazon charges 6
15%. Ebay charges about 11% (with Payp&pmparison shopping engines make even less.
When an etailerassumesyhe ar e fial ways going to payo for
they are very sensitive to the % of revenues, as this payment will always reduce their margin. Oné
could assume the general average for all affiliate fees or similar distributionrtgpgements is

around 10%.
GM.
(1+10)"

LTV = j' - SAC

Now, ask someone in your marketing depart me
customer. 0 While | donotLifatime¥dlueattdeCustomefli)p or t
model depicted hereimesmerizes many marketing managers. Using this simplistic but highly

de

S O

regarded model , many mar keters justify fAacqui

but as a percentage of lifene value. The key to reaching this Zen state of marketing aesse
is to believe that Google is sending you this customer only this one time, but for here ever after
this customer is going to come directly to your own site, bypassing Google. This logic supports a
much larger denominator, known as LTV. With LTV, ad/éxs are easily willing to spend 25
50% of a first purchase in order to Aacquir
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We could talk forever about the LTV formula, and we could argue back and forth about its efficacy,
but that would miss the point. Consider the following assertPeople that are buying CPC ads

are frequently marketers, and marketers are much more likely to think in terms of LTV. When you
enter into a CPA deal it feels very transactional. When you do deep integration it feels very
transactional. And, if Googlesibuilding a deep vertical site in travel that will pass leads to
companies like American Airlines it will feel very transactional. It will be harder and harder to
assume that you are facquiring a cust ogeer , O
distribution fee to a channel. As such, it may turn out that moving deeper into a vertical will
puncture the illusion that marketers are fna

a

b L

with the fact that theyn hfaze0 at Ipey maeaed tt o PRAp ¢

end result is a lower overall rake for Google with the per transaction model.
Could this be wrong? Absolutely. Perhaps conversion rates will triple due to the incredible design,

implementation, and ease ofuse@@thGoogl eds new product, morej t
we just mentioned. Or perhaps, Google will have such a powerful place in the travel ecosyste

t hat travel compani-teak ewisl.l0o slifmpt lyi sbei siptrhife

onceagainfind the exact right way to optimize their business model. It is equally likely, however,

t hat Googlebds current business model i's highl

much risk as upside.
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When It Comesto Television Content,
Affiliate FeesMake the World Go
ORound

April 28,2010:/ T kcleckonthew a | rhodirsgslower
My heartit sinksto theground

Andthestormthat| thoughtwould blow over
Cloudsthelight of thelovethatl f o und o

T Foolin theRain Led Zeppelin

More often than not, we here in Silicon Valleg grone to idealism. We see a scenario the way
we want to see it, and make predictions that fit our view of how we think the world should work,
or perhaps even how we would like the world to be. This is especially true when it comes to
technology. Outsidte Al uddi teso who do not i mmedi ately
our latest and greatest technologies are doomed to the business trashdneap there by
obsolescence and an obstinate refusal to accept their fate. Often times, our vetbem of
Aaccepting their fateo would require them tjo
maj ority of their revenue, and terminate 80P
ours. We love disruption. It serves our purpose.

One dten discussed target of such criticism is the media industry. There is a widespread belief
that Hollywood now faces the same digital threat that has plagued the music industry over the past
ten years. The argument goes something like Tiiisreis nothing Hollywoodcando to stopthis
train. Theproblem,you see,is that technologyis mercilessjmpersonal,and unforgiving.Video
canbeturnedinto bits; Mo o r Lenéveill makea pile of bits smallerand smallerovertime; and
effortsto erectpaywalls will provefruitlessand evenQuixotic. Studioheadsshouldsimplythrow
in thetowelnowandtakew h a tofisgto them.Denial equalsdelay,and delaycostsyoutime
awayfrom learninghowto executewithin your newconstraints All contentwill befree,and you
simplyhaveto live with that fact. Thesooneryougetin touchwith it thesooneryouwill learnto
executen thenewreality.
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$32B!

There are three key reasons why Hollywood is under less duress than Silicon Valley wants toj
believe. For starters, theaders are widawake. Ever since Boxee offered Hulu (and were told to
stop), the executive ranks at the major cable companies have been alert and engaged. Secord,
Hollywood has a solid track record of enforcement. They understand the stakes are higgy and
are willing to invest in lobbying, regulation, litigation, and enforcement. They are also unafraid to
throw around their weight (witness Viacom vs. Google). The final and most significant reason is
that this is a massive, massive business, andcititisally important to understand where the
money fl ows ( m¥a tangpendplerityef tirdedalking apoutotherissuesbut
whenit comesto understandinghe key factorat play in nearlyeverymajorbusinessiecisionin
television,youwill find affiliate feesi all $32billion of them.

= = s
For those who do not kKknow, affiliate fees |Jar
mai nstream television content devel opment . |JTh

you pay to your able or satellite operator that is then shared back to the content owner/distributor
(typically on a per subscriber basis). As an example, you will hear that some less notable cable
only channel was able to negotiate $0.25/sub/month, or that ESPN caiateed@00/sub/month,
because any aggregator would be afraid to market a television package without ESPN. Over th¢
past 30 years, these fees have become the lifeblood of the TV content buaiifesting how the
major aggregators think and operate, also affecting how content is produced, financed, and
packaged.

Here are some specifics to help frame the issue. According to Matthew Harrigan at Wunderlich
Securites, in 2009 DirecTV paid approximately $37/sub out of an ARPU of $85/sub to content
owners for programming costs (i.e. affiliate fees). In this case, affiliate fees represent roughly 43%
of total revenue for DirecTV. Similarly for Comcast, Matthew estimates programming costs at
37% of video revenue (Comcast has higleed data and voicevenue that are separate). These
are just two examples, but to give you a sense of scale these numbers represent aBound $7
billion/year each for Comcast and DirecTV. The recent,amg well written BusinessWeek
coverstoryon this same topic pegs the aggregate fees of all content providers at $32B per year
These are big, bi g numbers. To put things ifn
annuwal global revenues including revenues for its advertising network.
These affiliate dollars flow through to the content producers. Estimates suggest that the annuaj
affiliate fee revenue at companies like Viacom and Disney is around $1.5B and $2.0Bvelspecti

On their own, numbers this large would obviously be motivational to corporate executives. But
the reaction is even more intense because Qff
From a cost accounting perspective, a studio should alldbhate fees across the content
development costs, and therefore, they are not explicitly 100% GM. But as there are no significant

122



http://blas.com/
http://www.businessweek.com/magazine/content/10_12/b4171038593210.htm
http://www.businessweek.com/magazine/content/10_12/b4171038593210.htm
https://i1.wp.com/abovethecrowd.com/wp-content/uploads/2010/04/32.png
https://i0.wp.com/abovethecrowd.com/wp-content/uploads/2010/04/espn-red-logo-large.jpg
http://www.businessweek.com/magazine/content/10_12/b4171038593210.htm

M The Rabbit Hole
Jump In.

variable costs related to the deployment of these programs to the carrier, most content ownerg
cannot help but think about difte fees as 100% gross margin and therefore the key contributor
to overall profitability.

Affiliate fee optimization is the key obje¢ti
strategic movesHere are a few examples.

. Cablevisionwvs WABC. Recently, there washigh profile standoff betweedWABC in New York

City andCablevision As is often the case, the content owner here was threateningpotb @ctess

to their content precisely before a very high profile and high demand piece of content was set tg
air. This particular piece of content was the Oscars. A cable channel owner holds up a cable
company to extract a higher psub affiliate fee forthe next contract. They always put the
customer in the middle, and both sides try to argue that they are virtuous and that the other il
greedy. There have been numerous examples like this over the years, and it is common to see ofe
of these showdowns eaahd every year.

TN PN

ModernDay CableChannelStrategyT o day 6 s most typi chl
is built entirely around profit maximization utilizing affiliate fees. If you own a cable channel,
your goal is to develop one or two key, hit programs, and fill titeofethe linear lineup with very

i nexpensive content. The fAhitso makdégragning a § mt
you the right to ask for fees. Too many hits drive up costs. This is why you will see more and more
hit shows on the lessell-known cable channels. Mad Men on AMC is a perfect example. How
can a cable company not offer Mad Men? Once you nail the single channel game, you immediately
try to proliferate that into multiple channels a la MTV and ESPN.
. Comcas®cquiresNBC. Why would a cable distribution network want to own conteRt? r st , ijt 0
a hedge against rising content costs (affiliate fe&@dcond, it offers leverage visvis their
competition. DirecTV needs NBC.DirecTV will have to negotiate affiliate fees for NBQtlw
Comcast (Comcast also owns other channels like E! Entertainment, The Golf Channel andL
Versus). Thi s hel ps keep Comcadttid®ds kbl sionevhy modnela si
play for Disney in 2004. Affiliate fees have been rising for some.time

. NetworksAsk for FeesFor the longest time, the major networks were not part of the affiliate fee
gravy train. I n fact, due to Amust carryo |l a
restricting their own distribution. They were simply pleasedet redistributed over cable and
satellite. As these fees have grown in size and importance, the networks have changed thef
position and have come to the table asking for affiliate fees also. The WABC case above is one
such example.
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i OprahAsks for FeesMany peopl e seem confused
abandon her network television show after 25+ years of unquestionable success and relaunch
within her own cable network. Why would she do such a thing? Because she can. When Oprah
launches her own netwlo(with the help of Discovery), she will get per sub affiliate fees. Which
cable company is not going to carry Opralvhat programs will be on during the other 23 hours?
As stated in #2, it really doesnotl Thaadait,er .

Oprah has proven she can launch other personalities (Dr. Phil), and one would suspect that anly

new celebrity she #fAl auncheso wil/ be tied t
affiliate fees.
. SportsNetworksAsk for Fees Affil iate fees are driving an endless supply of channels for anyone

—

T

0]

t hat has Amust seed content . The NFL has a ¢ he

the carriers over the fineedo for its affild]@i
and pro wrestling is vying for one as well. If you own exclusive content, you might as well build
a channel around it. This endless proliferation of channels will one day reach a limit, but for now
itdéds the game on the field.

©

BOXEE

Hulu/Boxee Many people blamd Hulu for its decision to block access on

at

the Boxee platform. These users simply didnpt

NBC/Fox that if Hulu could distribute their content for free, then they would like to take their own
affiliate fees (the newly negotiated ones in #4) to $0.00. This caused NBC/Fox to tell Hulu that

maybe Boxee isnb6ét such a good idea.

In addition to not appreciating these money flows, most of the digerati in Silicon Valley have huge
misperceptions about the contentro@r 6 s pr ef erences. They assume
like to distribute directly to consumers precisely because the Internet allows them to do so. The)l
would nolongerbe i n the Adeath gripo of the contept

whotake an unreasonable fee for their services. This is simply not how these content owners view
the world.

Content owners absolutepyeferto be aggregated in a bundle of channels and, as a result, to

receive affiliate fees. They also have liittent er est i n fAia | a carteo pphcl

by regulators in Washington but not desired by the heads of the content studios. Simply put, therg
is adequate value provided in distribution and revenue collection. To launch a direct channel (anc

forgo these fees), and then attempt to regain your customers one by one is a harrowing experiencg.
Why earn your customers one by one when you can get to mass volumes, and a fixed amount df
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recurring revenue, through a distribution partner? If you creaggvepiece of camping equipment
would you sell it online or try to obtain distribution through REI?

== 180 . s gchnr(cv

T 1

‘ HOME BIUN KIND

i's a solid examg
preference for the affiliate fee driven/ dlstrlbutlon partner model. As the Internet became fast and
pervasive ESPN (owned by ABC/Disney) saw a clear opportunity to deliver more programming
to their users and launched an onlordy product called ESPN360 (recently renamed ESPN3).
Thisondemand, fAover the topo of f er i pdferingsaccess ki |
to significantly more live games that was ever possible on a traditional linear cable channel.

Despite the fact that ESPN has the brand, the reach, the market power, and the technology to charge

users directly for this new product, thelgose a different path. ESPN sought out distribution

partners to bundle ESPN360 in with their standard video television packages, even though this wag

confusing and even baffling to most Internet users.
So against this backdrop, the cable companies hawaoged a remarkably shrewd strategy to
simultaneously leverage their broadband infrastructure and affiiatenoney flows. This

concept, known as TV Everywhere, has two main components (once again, this move by the cablg

companies is extremely well anilated in the recer@usinessWeek cover storyon the same
subject). First, you tell your customers that you want to provide them with a killer new service.
They are already paying for all the content they receive through the linear channel stack. What if
that same content coubddmaedoi eawddabsoanhr o
(TV, PC, and mobile)? Sounds Agneafieger \tahmi.
service like Comcast is more than any digital aggregator has yet even dreamed of aggregating.
Ignore for a moment that this is not completely working just yet and focus on what they will
Afeventual l yo del i vwethe FCC yodae bairigsnoovakive,lamdfnat testirigo
on your laurels the way a true monopolist wo@deck

M\ ext comes the clever paiThe cable companies go to the content owners
and make the following argumeiith Internetconnected Vsonthehorizon,youcannolonger
separatehelnternetfromthe TV or theofficefromtheliving room.Wepayyouan affiliate feeto
distribute your contentto the homeswe serve.We understandyou have multiple distribution
partners.Whatwed o rudderstands whyyouwould give contentto someof themfor free,and

still expectusto pay our fees Checkmate This is the move that forced Hulu to a subscription
model. The content owners, struggling with depressed advertising rates as a result of the glob
recessia , qui ckly acqui esced t o Rupert Mur d
contentshouldhave a price Disruption disrupted.
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Some have even suggested that Comcast has a
affiliate fee of around $0.50/sub pay for overthetop rights. Proactively increasing your own
costs is a fairly unique business stratdgiyt this move also increases the costs for the disrupters,
who are far less likely to be able to afford it.

FEASON "
You Have 0 Friends

As a result of these maneuvers, the aurteend in
the market is for less rather than more primee content to be openly available for free on the
Internet. Do you remember when South Park boldy made all episodes available for free on the

D

p1

Internet? Check out where things are todagytowat ch t he recent Facebook

0 Friends, 0O and y ou wi || recei v eEXISTING o f
CONTRACTUAL OBLIGATIONS, WE CANNOT STREAM THIS EPISODE
UNTILO5. 08. 10. 0 They may have wanted iettheit o b
affiliate fees away. Viacom algecentlyremovedshowsike i T Daily S h o andi T ICelbert

r ep framtHolunoti ng that MdAwe couwlgdyersdti nggrteheren i

would indicated they were discussing affiliate fees, as opposed to ad splits.

While this likely enrages the disruption enthusiasts, expect this trend to continue over the next
year. More and more content owners will tiph e i r shows fover t he
reacquainted with their own affection for affiliate fees. There is much speculationtaboutu 6 s
forthcomingsubscriptionlaunchwith many journalistsiopefully optimisticthat Hulu as we know

it will remain free and that all sorts of new features (TV suppBhone support) and content
(movi es, back catalog) will be behind the p
may be necessary just to obtain what users see today. Affiliate fee parity may demand it.

So does this imply the end of all dej packagers? Not at all. Most clearly, NetFlix has
successfully built a hybrid physical/digita
It is also going todo-toe with other packagers by striking deals to lock up digital content

f

e

¢

(includ ng TV programming) . Further mor e, Hul u Bhas

expectation, and there is no reason to expect that to change as they move to a new model. O
would expect them to continue to lead in terms of -@&sese and simplicity evewithin a new
model. Also keep in mind that Amazon has a strong VOD offering integrated into its overall

purchasing experience, and many suspect both Apple and Google will enter the game as wellf

Despite this level of competition, all of theses vendotsneied to find unique ways to compete
against TV Everywhere. And with Afreeo off
inherently less disruptive.

There are two other potential challenges for-famwilities based content
aggregators. First,t asas t he case with Satellite radio,
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break out in an attempt to grab fAexclusiveo
exclusive deals with the likes of Howard Stern nearly killed XM and Sirrus. Diratready pays

$700 million per year to the NFL to have an exclusive offering of every NFL game on every
weekend KIFL SundayTicket), and they recently coughed up over $4 billiorektend this deal.
Wow. What if other digital Afpackagerso | ook
their balance sheet? If this happens, any digital aggregator without deep pockets will be holding &
knife at a gun fight.

nnnnnn

Ametered usageo on the I nternet. While some
idealist in Silicon Valley), the quiet momentum is building. There are continuing tests at AT&T
andTme Warner, and AT&TOs pokespentyaboutmet&edntetreel | S
pricing as recently as a month ago. Also, the Supreme Coert e nt | y put t he ki
deliberate effort to make net neutrality one of its defining policies. This is perhaps an entirely

separate post, but one should be confident that the rate charged the consumer by the owner of tlje

transport for one howf Internet video would be quite a bit higher than that for one hour of the

The second extaral i ty that could cause trpul

same video over their own Aoptimizedo TV ingfr
technical analysis and white paper§)h e f ox i sndét just dgoedit.di ng |t h
There are still two legitimate arguments that trump all these discussions of affiliate fees and deft
corporate strategiy piracy and content democratization.et 6 s st art wi th pirfac
Whatif A Bi t T &r. rfdmwhateverform it takesis just blatantly
unstoppable”No matterwhatyoudo, contenthasbecomdoo smallrelativeto thebig broadpipes
andstoragedevices.Technologyrumpsdeterminationandtheminutesomethindghasbeenshown
once,it will befreefor all takers.| s thtruein Chinatoday?l t 6 s a bi g | eap |fr
this to happen fisomedayo to expecting a cont e

immediately adopt a strategy that is congruent with unlimited free distribution (what is this strategy

by the way?c andét ads be removed also?). Technologqy

regulation and enforcement, and you should expect that a mighty effort on the part of a multi
billion dollar industry would mute any expectation of an overnight transtbom In hedatest
postat All ThingsDigital, Kara Swisher suggests that a receataase in the number of intellectual

property enforcement officers at the DOJ may be a direct response to the immediate needs of thp

entertainment industry.
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Other cheerleaders of the disruption bandwagon point to the
undeniable future where tlagailability of low-cost, highfeature camcorders at BestBuy will lead

to a mass democratization of content creation. In this brave new world, the bloated and lavish
infrastructure of Hollywood will give way to thousands of ml@rantinos who produce hafter

hit on shockingly low newvorld budgets that redefine the content creation business. This is the
video equivalent of thafinite monkeytheorem While this may be trugvhen it comes to low
budget formats | i ke game shows, tal k shows,
has come to expect a product that is much more equivalent to feature films than home movies
Each episode dfostcosts wellover$lmm o pr oduce. Cheap camer as
gualityo. And TheBkibVEitchiProjectwhsovegtentyearts Aga, tand desperately
stands alone as an exception and not a rule.

In the long run, the disruption zealots may be rightndly all come undone in the unstoppable

Ar mageddon of wunlimited fAall you can eato c
big and small . But with $32 billion on the

sorely disappointed.
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Virtual Goods, Accounting, and the
Powerofthen Re n Madél o

Busines & k
il .*-_

February 8, 2010: American journalists and corporate executives have been slow to appreciate

the beauty, brilliance, and consumer allure o
did not have data pointsChina is chock full of multiUS$billion market cpitalization companies
t hat are based on this business model. Thatg

) {

As a result of this headstrong denial, | have often wogdiwhat data point would finally convince
me that the West had fully accepted the reality of the virtual goods business model. Last week §
received my answedeff Grabowfrom Ernstand Youngasked my partner Mitch Lasky and | to
sit down withMick Bobroff, an audit partner developing an expertise in virtual iteradbesvenue
recognition. Now | wasnodt exactilrathenjustiatsmait g flor
signal that confirmed this new model was legit. Having an audit partner at a top three accountingj
firm become an expert certainly qualifies as a stdpe right direction.

Mick had prepared a remarkably succinct and information rich presentiadigas(a link to their
PDFonthesubjec). | was fairly excited to go throughiitat least as excited as anyone should get
when discussing accounting principles. Here is a summary of what Mick had to say in his
presentation titled ARevVvemud hRe Sad rei fdiyounvi Cdrus
want to reach Mick, his contact info: 4894-8205,michael.bobroff@ey.com]

. [Legal Point First] Michael made it clear that this document represented general observations anc
should not be usespecifically as accounting advice. | understand and concur with regards to this
post also. For your own books verify with your own accountant.

. There are already a ton of companies that trade on American stock exchanges (NYSE, NASDAQ
that use virtual goodsnodels and adhere to GAAP. To the point above, they are all in
China. Examples: ChangYou (CYOU), Giant (GA), NetEase (NTES), Perfect World (PWRD),
The 9 (NCTY), Shanda Games (GAMHBY-or the record, TenCent is Hong Kong listed.] The
current GAAP revenueecognition policies were honed with these companies.

. When a company sells virtual currency, this is not a revenue event (even though it may clearly be
a cash event). When purchased but not yet usetljal currency sits on the balance sheet as a
custoner deposit or deferred revenue (i.e. a liability).
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. Revenue recognition commences when virtual goods are bought with virtual currency by the
consumer. Exactly how it fAcommenceso depend

. There are two categories of virtual godd4) consumable items that are used once and gone, and
(2) durable items that fAworko over an exten

.For Aconsumable itemsodO you can recognize re

. For durable items (which many are), things are much trickier. You nesmdddize the revenue
(linearly) over the useful life of the good, or the average life of the actual uséryitet is the
average customer life of your customer?). This is a messy problem, especially when you
understand how di fcfuisctwlnteri tl iifeot avhme&a swme
ot hers come and go in fairly random pattern
time creating very complex accruals.

. The bottom line: getting this right requires quite a few database efutrigacking the sale and
usage of every single virtual good sold in your digital world, in addition to the supply and usage
of each virtual currency account, and the activity levels of each user (to estimate average life).

These policies were not partlady surprising. That said, when | was listening to the

Id e
vV e

complications of the Adurable itemo0O revenug a

for the early leaders in the virtual items spacénnovative Korean companies such as Nexon.

ThenRentadb Model

About four to five years ago, the team at LindenLab (SecondLife) held a pizza night at their offices
with the goal of learning more about the virtual item games that were wildly popular in Korea. We
invited two bilingual gamers to install and plaudition, Kartrider, andFreeStyle My big

takeaway from that night was that not one (f

goods. Rather, each virtwual item could only
of one, seven, or thirtgay rental. | asumed this was Darwinian, and immediately began to
wonder why Arentingd might be better than o
In world inventorygluts. As virtual worlds mature, they often suffer from gawide inventory

glut. Items thatvere once useful to newbies become theways for the more advanced user, and
can literally pollute the world and compromise themorld economy. Allowing rental is like
having free garbage collectiokverything eventually goes away.

. User inventory clutter. More advanced users typically have a huge problem managing large
inventories of items. Also, many items are tr@miginted and trends change. With the rental model,
no user sits around thinking fAwow, wloydodi d
with it now?, 0 and Awhy am | buying al/l t
management for the user.

. More marketingopportunities When an item expires, it offers a unique time tonagket to the

user for either an extension of tbarrent good, to a trade to a newer, fresher, and perhaps more
interesting item.

. Price segmentationBy offering 1, 7, and 30 day rentals, the merchant has basically price
segmented the market. This theoretically allows more users to experiegocedthan may have

with a single, and arguably higher, price point.

. GoodbusinessWhy sell something that lasts forever if you can sell something that has to be
naturally repurchased?
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6. Simpleraccounting | di dndét think of tlastweek. $he rentdimaaded i n
does away with the notion of a Adurabled vi
frame over which you recognize the revenue is now fixed at 1, 7, or 30 days. This dramatically
reduces the accounting complexity.

Thanks again to Michael and Jeff at E&Y for
recognize that virtual goods businesses are finally mainstream here in North America, and thaf
they even have their own appropriate accounting policies balgreciate having one more reason
to favor Arentalso vs fisaleso when it comes

[I have received several comments tb@acerrthis post and how it relates to SecondLife. For
those of you that dde mdudlly selividual itemS,atcresiehts dof As
such, this post does not relate to SecondLife atligiertains tahe 98% of virtual worlds where
the hosting companies ALSO is timedigital goods business. Nothing would stop SL from
offering rental as a choice i3 developers, buhe main message is that this post does not pertain
to SL (which has differentbusiness model altogether.)]
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You Dond t Have to Tweet

FREQUENT COMPARISONSTO FACEBOOK LEAVE MANY
CONFUSEDABOUT THE TRUE VALUE OF TWITTER.

2

®

November15,2011:
[Follow Me on Twitter]
Al n a bdrectiod new

A change of perception

On a brand new trajectiono

T UB40

[Disclosure: BenchmarkCapital is a majorinvestorin Twitter, and my partner Peter Fentonsits

onthe Twitter BOD.]

Twitter is having a remarkable year. Active users have soametd 00 million per month, with

daily actives now above 50 million. Tweets per day are over 250 million. Most top actors, athletes,
and artists are all active on Twitter. Every news and sports program proudly advertises its Twitter
account handle. No oneould consider running for public office without a strong Twitter
presence. Global news in any region breaks first and spreads fast on Twitter. Eveocidiist
Hugo Chavez of Venezuela has 2.24 million followers (which puts him slightly behind Mandy
Moore, but just ahead of Queen Latifah).

So, Twitterds traffic has been gndispensablgooli n |
for managing personal and corporate brands.
becomewordsineverydays age all over the world. Yet de:

upside is far, far greater and its user base will expand by an order of magnitsideon as the
service can overcome a major perception problem.
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Facebook helps you connect and share with
the people in your life.

: 'l

Lol 2
L T =

2 1 2

Twitter suffers from two key migyceptions that need
to be resolved before the business can reach its true potential. The first misperception is thaf
Twitter is simply another social network, like Facebook. People commonly think of Twitter as a
variant of Facebook. The press frequentty i t i ons the two togethpr
networking. o This pairing erroneously implijes
thing, even though the two platforms are very different. Facebook is-tffaw communication
network designeébr sharing information and life events with friends. Twitter, on the other hand,
is a oneto-many information broadcast network. The only way magic happens on Facebook is
through reciprocity: | friend you and you friend me backen information flowsBut on Twitter,
| can get something out &fllowing ShaquileO 6 N wholhas no social obligation to follow me
back.

As its roots are in communication, a key part of the Facebook value propdsitgharing
information. Any potential anxiety with regards to Facebook sharing is reduced by the fact that
these communications are gener aduluskryreacscieen ol y
negativelywhen this information is unknowingly shared more broadly. For the people who view
Twitter as a Facebook variant, they i mmedi af el
to broadcast his or h@wn thoughts and personal information (like Facebook), but to a much
broader public audience. For those with this perception, the notion of potentially exposing their
own private thoughts to the broad public Internet is overwhelming and uninteresting.

L : % The second, and more critical, Twitter misperception is that
you need to tweet, to have something to say and broadcast, for the service to be meaningful to yod.
FormanynoAT wi t t er wuser s, Twitter 1is an intimidgti
Aébt | dondédt want to tweet 0 -adopgterthavloighlighd thhismon |r e
key misperception. But this completely misses the point as to why Twitter has become such an
amazingly powerful Internet destination for 100 million others. Fovtlkest maj or ity pf
next 900 million users, the core usage moddl:i
everything to do with #Alisteningo or Ahearijfg
Twitter is an innovative and remarkable information service. While it is amaziagigcratic and
allowsliterallyanyonet o br oadcast publicly as a fAtweet efr,
amazing flow of curated and customized information that emanates from its-soomakd user
feeds. Other Internet networks liketo keepthu s er fAinsi de. 0 Much 1|1k
to the worl d. Ités a Adiscovery engineodo and] a

U
p—
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you get news faster, you see updates from your favorite artists, you hear directly from key
politicians, and gain insights from influencers in a wide variety of specializations. Just as Facebook
is symmetric in terms of its postezader relationship, Twitter is highly asymmetric. The majority

of the tweets on Twitter are posted by a smallsetof the sers. And the majority of the users
get value from fireadingo or fAlisteningo to

most wusers iItdéds more about what you hear, IljJa

n @GreatDismal
Witism Gibson ©

Networks news feels like trying to suck
cold tar through a milkshake straw. Was it
always like this? Jeebus.

May v Twittemfic Favorte ©1 Retwoet = Reply

Retweeted by robcolenso and 71 others In many ways, Twitter is mic more of a
competitor to other Adiscovery toolso and 0
i's unquestionably the numtbbepreopne 1n es ogwruae |f
perspective, Facebook competes (extremely well) wihail, instant messengers, and certainly
other symmetric social networks like MySpace. Twitter, on the other hand, competes most directly
with other tools that help you find important links, news, and information. It is in this broad, non
friend based @wd-sourcing and speed of discovery where Twitter truly shines. A recent Tweet
by famed secfi author William Gibson highlights this point. Having become accustomed to the
nontlinear speed of information flow on Twitter, Gibson grew frustrated watching éwhe
Osama bin L ade n\etkorkindws feels likeotrying Tovsuck cfild tar througha
milkshakestrawo

Some who understand this point have suggelstedat Twi tt er RSSreaterrce |l y
While this analogy is directionally more accurate than the Facebook comparison, it greatly
underestimates the power and value of Twitter. RSS faedsimply computerized information
Arouterso t hat require compl ex setup, i ni
breakthroughs that make it dramatically more powerful than simple RSS. First and foremost, your
personalized Twitter feed is humaurated by a potential universe of millions of curators. When
you Acheck Twittero you are |l ooking at the
people you have chosen to follow. That is powerful leverage. Second, it is easily extensible. Due
pimarily to the concept of firetweeting, o0 the
interesting sources to follow. It evolves into a richer and more customized offering over time. You
discover new people as well as new information. Lastly, Twiies uni que handl e
networks create a strotigrm network effect that has high loak and high switching costs.
Twitter and its top tweeterslhave a deeply symbiotic relationship.

 PORE

7 -
» . -r"-' )
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V. T % 1\ &\

So what can Twitter do to solve this misperception problem?
Thefirst thing they can fix is the new user registration flow, a process that has already begun.
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Earlier this year, a new user would be encol
basically reinforcing the 60gercoemtoiexpkeriengist ey | p

quite different and revolves aroundoosingthe influencers you will follow. You should expect
even more evolution in this direction in the future. Next, Twitter must make it crystal clear to the
press and prospective usthat there is an amazingly powerful value proposition for-non
broadcasting users. This will not be easy, as it requires a reprogramming of perception across h
broad audience. Not only will this aid in incremental adoption, but it will also help subelue th
confusion with respect to Facebook.

Twitter is on an amazing trajectory and will continue to increase in usage and inflttveever,

the power of this discovery platform is much more about the tweets themselves, and not simplyj
about every single useaving the ability to tweet.
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Steve Jolis Remarkable Valwe Creation

October 9, 2011in addition to inspiring others and builditoreakthrough new products, he also
l' it up the biggest scoremarkeeagpit@mal buat nesnedér
Forbes)

https://videopress.com/v/ZM6XP\XX
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Understanding Why Netflix Changed
Pricing

Septemberl8,2011:
Manyj ournal i sts have offered their opinion o]
and their even more recent branding changes (Qwikster). Yet in each artipigediras if the
journalist all agree that the price move (creaieparaterices for streaming and DVDs) was a
bad strategic move. As an examplechcrunchotes

A Ra i pricesfgr thoseof uswho opt for both streamingand DVDs would have beenfine if
Netflix had a deeperstreamingcatalog. But the gap is still too big, and the price hike seemed
premature.Yourcustomersre extremeljoyal. D o npissthemo f f . 0

The problem with this perspectiveismyopinion t he pri ce movde sva smuot

as a Arealityo pthecentem owaatsinHollywbedt f | i x f r om

Hol l ywood is a wunique place, and under-stanidi

prepared to understand what makes Hollywood tick (for more on this\ge=1lt ComesTo
TelevisionContent Affiliate FeesMake TheWorld Go 6 R o )1 Yiedy few people understand the

key underpinning of tnhodeldNaecl908 Supreame Caurt Rung knewin o b u s

a sfirstfsaledoctrine 6 Fr om Wi ki pedi a:

A T hectrineallowsthe purchasetto transfer(i.e., sell, lendor giveaway)a particular lawfully
madecopyof the copyrightedwork without permissioronceit hasheeno bt ai ned . 0
Because of the firstale doctrine, any DVD reseller, including Netflix, can basically buy a DVD
at WalMart, and turn around and rent it to someone etsgdly same day. The content owners
have absolutely no control over whether the copy can be resold or rented. Period. As such, Netflix
has the ability to rent (via DVD) any movie which has ever been sold on DVD, and its costs are
relatively fixed as a re#tof the retail price of the actual DVD. In some ways, it is a perfect storm.

Fast forward to digital streaming and all bets are Bfbre specifically thefirst-saledoctrinedoes
notapply Thatdés right. For DVDs,scdss ardconstraides. Fori g |
digital, its rights are constrained and its costs are unlimited. In the absence of-Badidkictrine,
Netflix must negotiate each and every title, and the price of the right to stream that digital title is
up to the whimof the content owner. For many titiles, you cannot even obtain digital rights,

because they candt find all the people the Ine

So here is what | think happened withindidet f I

data here, this is just an educated guess). Netflix has for the past several years been negotiatirjg

with Hollywood for the digital rights to stream movies and TV series as a single price subscription
to users. Their first few deals were simply $Xlimn dollars for one year of rights to stream this
particular library of films. As the years passed, the deals became more elaborate, and the studigs
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began to ask for a % of the revarkeeos.t yplei dilsic!

but then evolved into a simple $/user discussjast(ike the cablebusiness Hollywood wanted

a price/month/user.

This is the point where Netflix tried argue that you should only count users that actually connect
digitally and actually watch a film. While they originally offered digital streaming bundled with

DVD rental, many of the rural customers |iHWHel
This argument may have worked for a whil e, b u
how it is going to work. You will pay us a [$/

toourcontenir egar dl ess of whet h aasthe termthat changed Netfix o r
pricing.

With this new term, Netflix could not affor
watching it. This forced the separation, so
free and clear. Quld Netflix have simply paid the digital fee for all its customers (those that

watched and not)? One has to believe they modeled this scenario, and it looked worse financially
(implied severe gross margin erosion) than the model they chose. It is 8hat it

Netflix is an amazing company, and Reed Has
ever seen. That said, at age fourteen, the digital world is forcing Netflix to execute a pivot. And
the world they are entering is radically different fromwueld they are leaving. There is no longer

a firstsale doctrine to keep things neat and tidy.
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On IPOs: If You Are Going To File, Make
Sure You Price

S L R

o=

Septemberl4,2011: ——— 3
As you likely know, | am a big believer that the IPO can play a key role in the development of a
companyos | ife. Mo r emawnyeir qur etosydteaivaee anaunhgaitles d t(ra'

anxietyregarding the dangers and consequences of being public. Lastly, | have argued that the IP
window is wide open for gat companies something | still believe today. All that said, | have
been quite surprised by the recent trend in companies that file and then chose to delay. If you arg
going to file the S, it is imperative that you are prepared to follow through.dstgntoo long in
the middle of the financial equivalent of the river Styx can have severe consequences.

che
CE

8"

Righs

174

Why is this a bad thing? The longer a company remains on file without

pricing, the more questions ari se a&dfawatd. A whly 0

Did they miss their numbers already? Are they having-fe#t? Are they not readyo investors
not like the company? Have the bankers lost their belief on the company? Employees may begir
to wonder the same thing. As you are in a quiet geitamay be difficult for you to respond to
concerns through the press. I f you then tal
being considered a Abrokeno deal and poten
certainly see it that ay. These problems can be especially acute in Silicon Valley, where
competition for talent is intense. Lastly, to file and not price is to give up all the benefits of being
private with none of the gains of being public. You have been exposed, but yondtiawe to

show for it.
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There are many things that can cause delays in filed IPOs. The
most common factor is unexpected questions from the SEC that cause iteratioffilangd éhis

is especially true of the SEC questions that require the auditors etasitr
their originalassumptions. Shaky investor sentiment as a result of a weak broader stock marker
can cause Dboth investors and bankers to have
valuation and dilution. If your company looks like it is gotogprice at a 30% discount to what
your bankers conveyed on filing date, you may not want to suffer unexpected dilution. Lastly,
there may simply not be enough demand for yourilR@ich is an amazingly tough position for
your company.

Company Filing Date  Pricing Date  Filing to Pricing
Bankrate 4/15/11 6/16/11 62
Zillow 4/18/11 /20011 93
Servicesource 12/20/10 372411 a4
Linkedin 1/27/11 5/19/11 112
Pandora 2/11/11 6/15/11 124

Days on File

Zynga 7111 B&
Groupon 6/2/11 115
Kayak 11/17/10 312 The attached tdd shows the # of days from

pricing to filing for some recent IPOs as well as the days on file for Zynga, GroupOn, and Kayak.
These five companies had an average priéiling span of just under 100 days. Two of the IPOs

in which Benchmark was lucky endugo be an investor (Zillow and ServiceSource) had
particularly good -tefhiolwii mgo ome ttrhii s wvidiptrh c9 hgqno
(*Just added Bankrate, which had an efree 62 day filing to pricing window). GroupOn is
starting to move wtside this ban, butcentnewssuggestshey may be backi otnr awith &
target date of | ate October (t hs WO wlistadlasd e gju a
i de | awyYalbaFinancewhile standing at 75 days. Kayak, a leader in the travel search space,
had been on file for 301 daysa precarious position for any company.

Whil e many of these potenti al causes of del a e
in fact many things you can do to minimize the number of days between filing and pricing.

. D o n diatt the processuntil you are ready.This certainly includes howing your business is
performing well, but also includes having the auditors ready, having your financials in order,
having a strong CFO and general counsel, having your BOD ready to go, and generally being|
prepared for what is about to happen. TalktteoCEOs who have kept the process on time, and
find out how they prepared.

. Pick abankerwho understandshatyou aresensitiveto filing -pricing timing. Some bankers will

tell you this metric is not critical. You own the problem if you are stuck ited but unpriced
company. You should tell the service provider what is important to you, not the other way around.
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Great investment bankers have a strong understanding of SEC process, SEC rules, and may evgn

have an exSEC representative on staff. Thes@gs matter, and you should be able to tell whether
or not they matter to your banker. Also, find out before you file if your banker believes in you and

your business. I f you are defendi n-4 youbada b ujs

clear sequencing problem.

. Watchoutforfiwe d @il megpn nePrOs .ar e expensive and as such,
A

providerso encouraging you to purchase the
with a wedding, is that you only do thisae, and therefore; expense should be of little concern.
There are two problems with this logic. First, companies about to be public should not be carelessly
wasting money. Second, the firoyal 0 package
inherertly contribute to extending the priciffding window.

. Pick experiencegrofessionalsn everyslot. There are many constituencies that are involved in
your IPOprocessaudi t ors, valwuation firms, compensat
coun® | bankers, analysts, even these whack)

t

r

a

professionals who know how to get things don

planners. o Think Harvey Keitel as Winsaon
Facilitation is key.

. Intentionallytargetasmalleroffering. Many investment banks will encourage larger offerings (see
point 3). While this serves them well, it may be at odds with maximizing the probability of a
successful pricing. Less supptyeans less demand is required to pull off a successful offering. A
smaller offering also will make all shareholders less sensitive to dilution and therefore pricing.
Once again, do not file if you do not plan to price, and this includes all prices itatiree@
offering range.

. D o ndistespecthe preciousnatureof anopenwindow. The four companies above were on file
during a very strong IPO window, and as a result had seeminglyfereoprocesses. Being
prepared to go when things are good means awpithie situation where you file, and the global
market melts down in your face. If (1) your company has the numbers to be public, (2) your
company is ready and prepared to be public, and (3) the IPO market is healthy and the window is
clearly open angou still choseto wait to go public than you are accepting the timing risk of the
future. As Geddy Lee of Rush says, Anlf you choos
Growth can slow, markets can turn, new competitors can show up. Going puldariypolearly
has riskg but so does waiting too long and missing your opportunity.

Wi

| PO markets will always have Apull edo and dfdel

An open IPO window attracts two types of companigese that shouldogpublic, and those that

Aneedo to go public for capital reasons. Plo

supporters, and therefore you should not view delays and withdrawals as signs of a weak IPC
market. That said, certain delays can araukhbe avoided. If you are stepping up to the plate for
an | PO, be ready, be prepared, and b-Eifyouo mmi

t
dondédt plan to price. Waiting on file for exf}t
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All Revenueis Not Created Equal: The
Keysto the 10X RevenueClub

May 24,2011:[Follow Me on Twitter]

fi D o nyduknowthatyouare a shootingstar,
Andall theworld will loveyoujustaslong,
Aslongasyoua r ed Raul RodgersShootingStar

With the IPO market ow blown wideopen, and the media completely infatuated with frothy
trades in the bubbly late stage private market, it is common to see articles that reference both
fivaluatiord amwnu@ and suggest that there is a cor
qualifying potential valuation using the simplistic and crude tool of a revenue multiple (also known
as the price/revenue or price/sales ratio) quage trendy back during the Internet bubble of the
late 1990s. Perhaps it is not peculiar that our good friend the price/revenue ratio is back in vogue
But investors and analysts beware; this is a remarkably dangerous technique, because all revenu
arenot created equal.

b |FEF;
DCF = g T TR

What drives true equity value? Those of us with a fondness for finance will
argue until we are blue in the face that discounted cash flows (DCF) are the true drivers of value
for any financial asset, companies included. The problehatsttis nearly impossible to predict
with any accuracy what the lofigrm cash flows are for a given company; especially a company
that is young or that might be using an innovative and new business model. Additionally, knowing
what longterm cash flowdook like requires knowledge of a vast number of disparate future
variables. What is the loAgrm growth rate? What is the lotgrm operating margin? How long
will this company hold off competition? How much will they be required to reinvest? Therefore,
from a purely practical view, the DCF is an unruly valuation tool for young companies. This is not
because it is a bad theoretical framework; |
garbage out.
Because of the difficulty of getting DCF hg investors commonly use a handful of other shortcuts
to determine valuations. APrice earnings r @
shortcuts, with their own benefits and limitations. | want to argue that for a variety of reasons, the
price/revenue multiple is the crudest valuation tool of them all.

The following chart highlights 2012 forward price/revenue ratios for 122 global Internet stocks.
The broad range of results is nothing short of staggering. On one end is Overstock, tradikg at 0.2

analystdos 2012 revenue estimates. On the of

website (recent IPO LinkedIn is not included in this lifpuku trades at 21.7X analysts average
2012 revenue estimate. The other companies live at many diffptaces along this wide
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continuum. Now consider that the press and some investors frequently use price/revenue as the

primary valuation tool when our data suggests there is a 100X difference in value per sales dolla
from Overstock to Youku.com. Tallbaut room for error! What is that hot new company worth?
This graph would suggest that the company?os

Saweilion (1700

e
W Orertsl §gucmon & Techoslogs

Before we talk about why there is such disparity, it is important to highlight a few more points. As

you can see ithe above graph, there is a very long tail to the left. Basically, there are many more
low-price/revenue multiple companies than high. The following table shows this statistically. Over

72% of the companies have a 2012 price/revenue multiple below 4x.ybis@an see that only

12 of these 122 companies (<10%) have multiples over 7X. There are only 5 above 10X. Also
recognize that the majority of these high multiple companies are domiciled outside the U.S. This
is important because the press tends to fadwhigher multiples, such as 10X revenues, as their

Adefaults. o The problem is, only a handf ul
Multiple Count Percentage Companies

Tessthatix | 22 18.0%

1-2X 32 26.2%

2-3X 25 20.5%

3-4X 8 T.4%

4-5X 8 6.6%

5-6X 10 8.2%

B-TX 4 3.3%

T-8X 2 1.6% Rovi Corp, MakeMyTrip

B-9x a 2.5% Infoedge, Ctrip, Sina

9-10x 2 1.6% Tencent MircadoLibre

10X+ 5 4.1% Rightmove, OpenTable, Baidu, Qihoo, Youku.com
122 100.0%

What causes such a wide dispersion of price/revenue multiples? While one might not have the
specific numbers rpiired to complete an accurate DCF, we do know which business qualities
would have a positive impact on a DCF exercise, all things being equal. When investors see a larg
number of these traits, they then have an increased confidence that the elemergkeecthat

will lead to a strong DCF value over time. You often hear people refer to companies with strong
DCF characteristics as having high Arevenu

inconsistent with a strong DCF model are saidteha ow fAr evenue quality.
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Here are some of the key business characteristics that would be used to separate high quality
revenue companies from low quality revenue companies, and therefore are the distinguishing trait
that warrant high price/revenue mulapl

1. SUSTAINABLE COMPETITIVE ADVANTAGE (WARREN BUFFETO0S MOAT)

COMPETITIVI
ADVANTAGI

Michael E

Porter By far, the most critical characteristic that separates high multiple companies from
| ow mul tiple companies is competitive advan|ta
by the saman a me , basically asks the question, AHew

same product or seftf¥igeuthaompaenoyphasi da?gll b
Street will be super excited, as investors will have confidence discouashdlows many, many
years into the future. Cog2ola has a 5% estimated 2012 growth rate, and a 3.6x price/revenue
multiple. RIM has a 12% estimated 2012 growth rate and a 0.77x price/revenue multiple. What
gives? Investors expect Coke to be around ittypreuch its same form 50 years from now. It is
much harder to say that with confidence about RIM. Warren Buffet famously refers to these
barriers teaeonemcingaly 6 aisnfaer fii ng an i mage of t he
access to a castle.

[For more on this topic, | highly reccomendan amazing paper on this subjegietitive
Advantage Period i C A P The Neglected Value Driver by Mike Mauboussin the Chief
Investment Strategistt Legg Mason, and an adjunct finance professor at Columbia Business
School.]

If high price/revenue multiple companies have wide moats or strong barriers to entry, then the
opposite is also true. Companies with little to no competitive advantage, or companies with
relatively low barriers to entry, will struggle to maintaiboveaverage price/revenue multiples.

Il f an investor fears that a companyds compet.
cash flow) is tenuous and will deteriorate, then the value of the enterprise may be worth the cas}
flows only from the neixseveral years.

2. THE PRESENCE OF ETWORK EFFECTS

No discussion of competitive advantages and barriers to entry is complete without a nod to perhapg
the strongest economic moat of all, network effects. In a system where the value to the incrementd
custamer is a direct function of the customers already in the system, you have a powerful dynamic
that tips towards winner take all. Perhaps the definitive piece on this type of advantage is Brianj
Ar t hlocredsmgReturnsand Two Worlds of Businespublished in HBR back in 1996This
Asecond worl do that Brian refers to is one |Jwh
reinforced by network effects.

There are a f& important things to remember about network effects. Some network effect systems
are stronger than others. What is key is the decay rate of value of the incremental user to th¢
customer value function. Second, networks effects are discussed way mdresthaxist. Many
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things people indentify as network effects are merely economies of scale, which are not nearly as
powerful. Unfortunately, strong form network effect companies are far and few between.
Fortunately, when they do exist, they are typicalpdiag candidates for the 10X+ price/revenue
multiple club. Microsoft, Ebay, Skype, Google Adwords, and Facebook (in their prime) all
benefited from network effects.

3. VISIBILITY/PREDIC TABILITY ARE HIGHLY VALUED

Software as a Service . . . .
For the same reason that investors favompganies with sustainable

competitive advantages, investors favor pricing models that provide a high level of predictability
and consistency in the future. It is easy to see why revenue visibility would have a positive impact
on a DCF analysis. The moret@n you can be of future cash flows, the higher premium you will
put on a business, and as a result, you will see a higher price/revenue multiple. One obvious

example of this is the predictable nature of SAAS subscription revenue. Salesforce.cont trades al
d

a staggering 7.5x 2012 estimated revenues. SuccessFactors trades at 7.9x 2012 estimat
revenues. Subscription revenue businesses take longer to grow than traditional software
businesses, but once you reach scale investors put premium multiples oedibtabple future
revenue streams.

The opposite of subscription revenue is revenue that isiimeeor episodic. Traditional software
models are onime in nature. Consulting revenue is also typically-ome. Revenue that will

only happen once, or that highly likely to go away in future years, will command much lower
price/revenue multiples. As a gener al rul e,
offering will eventually ensure a finite life of most of its products, typically tradéisabunted
price/revenue multiples. Activision trades at just over 2X 2012 estimated revenues. Electronic Arts
trades at 1.7x times the same estimate -pldrlisher game companies, where revenues may often
come from a single title, will have even loweiicg/revenue multiples. Conversely, the game
companies that get higher multiples are ones that own more of a publishing/distribution platform,

such as TenCent in China. These companies are able to extract rent from whatever the hot ganfe

happenstobe,and@® t heref ore | ess vulnerable to fAhi

4. CUSTOMER LOCKIN / HIGH SWITCHING COSTS
|

Y If investors value predictability, than retaining customers for long periods of time
is obviously a positive. Conversely, if customers are churning away from your epntipia is a
huge negative. Investors are highly fixated on churn rates, as they should be. Churn has a direg
and significant impact on a DCF model. With subscription models, @hmrn customer is quite
valuable. In fact, companies with excessively twrn rates (5% annually or less) are very likely
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to have price/revenue multiples in the top decile. Obviously, high churn rates are really bad for all
valuation multiples.

For nonsubscription businesses, custoraefitching costs also play an importaote. If it is
relatively easy for your customer to switch back and forth from your products to you competitors,
you will likely have a lower price/revenue multiple as your pricing power will be quite limited.
On the other hand, if it is quite difficult farcustomer to switch away from your product/service,
you are likely to have stronger pricing power, and longer customer life, which will inevitably result
in better DCF dynamics. Switching costs can take many fortashnical lockin, data lockin,

high startup costs with a new vendor, and downstream revenue dependencies are jugtlia few.
things being equal, high switching costs are a positive for price/revenue multiples, and low
switching costs are a negative.

5. GROSS MARGIN LEVERS

This may seersuperbasic or even tautological but there is a huge difference between companies
with high gross margins and those with lower gross margins. Using the DCF framework, you
cannot generate much cash from a revenue stream that is saddled with large, a@stabkes a

result, lower gross margin companies will trade a highly discounted price/revenue multiples.
Amazon (20% gross margin), which is certainly among the very best retailers when it comes to
execution, trades at a low 1.5x 2012 revenue estimatdsMafa (25% gross margin) trades at
0.41x 2012 revenues. Best Buy (24% gross margin) trades at only 0.22x forward revenues. All
things being equal, gross margin percentage should have a direct impact on price/revenue multiplé
as there will obviously be me gross margin dollars to contribute to free cash flow. Journalists
who quickly apply 10x multiples to all private companies should at the very least consider gross
margin levels in their analysis.

6. MARGINAL PROFITABILITY CALCULATION

Investors love commies with scale. What this means is that investors love companies where, all
things being equal, higher revenues create higher profit margins. Microsoft had wonderful scale inj
this manner for many, many years. Selling more copies of the same piecavafadgftith zero
incremental costs) is a business that scales nicely. Companies that are increasing their profig
percentage while they grow are capable of carrying very high valuation multiples, as future periods
will have much higher earnings and free céisiw due to the cumulative effect of growth and
increased profitability.

In order to measure how a business is scaling, many investors look at marginal incremental
profitability. This can be done on a quarteerquarter basis, or a yeaveryear basisSimply

look at the change in revenue versus the change in costs, and then calculate the incrementgl

operating margin of the two results. If this marginal profitability number is much higher than
historical profitability, a company is scaling nicely, ame tinvestor has picture proof of that
occurrence. If this number is lower than historic profitability, it raises a red flag for investors, who
may be concerned that investments in new growth initiatives are yielding lower cash flow per
dollar than previougwestments.

Googlebs recent first quarter results provi
Googl ebs incremental marginal profi toebear ity
and a quarteoverquarter basis. If a compang iscaling nicely, you will see a marginal

incremental profitability that is actually higher than the current profit margin. Google stated on its
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earnings call, that the company was simply investing for the-termg over the shotterm, and
was not conceld about this trend. Investors viewed things differently, and sent the stock down
$48 the next day, representing a 7% fall from $578 to $530/share.

Q1-10  Q4-10  Q1-11 Y/Y

Revenues $6,775 $8,440 $8,575 $1,800 $ 135
growth 26.6%  1.6%
Expenses 4287 5458 6279 1992 B21
Marginal profit $ (192) $ (686)
Marginal profitabilty -10.7% -508.1%
This is also the reason that Ahuman capita

trouble with low valuations on Wall Stredt.the majority of costs are people, and people are also
the key input for any work product, you will find the ability to generate increased marginal
profitability quite difficult.

7. CUSTOMER CONCENTRTION

In their S1, companies are required to highlight all customers that represent over 10% of their
overall revenue?Vhy do investors care about thi€hce again, all things being equal, you would
rather have a highly fragmented customer base versus a higidgntoated one. Customers that
represent a | arge percentage of your revenu

feature, or service demands over time. And because of your dependence on said customer, you afe

likely to be responsive tthose requests, which in the long run will negatively impact discounted
cash flows. You also have an obvious issue if your t&pcAstomers can organize against you.
This will severely limit pricing power. The ideal situation is tons of very small custowi® are
essentially fApri Gootgd kedrss AAdiWo rtdlse pmargk etm. 1 s

8. MAJOR PARTNER DEENDENCIES

Investors will discount the price/revenue valuation of any company that is heavily dependent on

another partner is some wayforo r m. A high profile example o
on Googlebs SEO traffic. Google isnodt t he
outcomes for Demand. And even i f they donot

expectabns), the mere awareness that they could, can have drastic impact-tertongluation,

and therefore price/revenue multipl&#hese dependencies are also disclosed in theugder

ARIi sk Factors. o Here is the e xepanddna oroGoogle h e
from an SEO perspective:

A Weependn part on variousinternetsearchenginessuchas Google,Bing, Yahoo!,and other
searchenginego direct a significantamountof traffic to our ownedand operatedwebsitesFor
thequarterendedSeptembeB0,2010,approximatelyt1% of the pageviewtraffic directedto our
ownedand operatedwebsitessamedirectly from theselnternetsearchengineganda majority of
thetraffic from searchenginescamefrom Google),accordingto our internaldata 0
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that are out of the control of management.
to get comfortabl e with Gousgyof @A and ahethgen or sot t |
Google goes from being a source of traffic to a competitor. Likewise, if and when Zynga files for

These strong dependencies eat away at investors simply because the company is exposed to isst

an I PO, new investors wil/ be inherently beft

IS a positive or a negative. Mme wants a partner policy or algorithm change to have unpredicted
negative impacts on a public company. These risks are accounted for with lower valuation
multiples.

9. ORGANIC DEMAND VS HEAVY MARKETING SPEND

All things being equal, a heavy reliance marketing spend will hurt your valuation multiple.
Think about this simplistic example. There are two stores in the middle of town. One has a

product/service that customers love, and as a result, customers flock to the store day in and day

outallonthelown. These customers then tel]l ot her
of mout ho process, the customer base grows
frequently, and all new customers are a result of this advertisement and promdtioh (w
obviously costs $3$). Which business would you prefer to owtich one would likely have
highercashflows? f you have to Abuyo or fA-opénmtbosingss u r
modeli plain and simple.

The empirical data backs this up. Ywill be hard pressed to find a company with a heavy
marketing spend with a high price/revenue multiple. Perhaps the very best Internet company thal
invests heavily in marketing is Netflix (marketing is about 15% of sales in recent quarter). When
it comesto execution, Netflix is considered by many to be the best of the best. So you have a
company that is highly regarded for their management prowess, and that is growing over 50% yea
over year. Yet, they trade at 4X 2011 revenue estimates and 3X 201atestidnd this is the

best of the bestThe majority of companies that are heavy marketers trade at price/revenue
multiples well below Netflix.

Consider another point. Most of the companies that have really high multiples, and that have beerfj
highly respeted by investors all have or have had organic growth: Yahoo, Ebay, Google,
Facebook, Skype, OpenTable, Baidu. These business models did not require marketing. The
picture included below is borrowed from a Skype slide deck from a few years back, and does an

p o
e

amazing job of highlighting the difference pet

highlighted, the cost of acquiring a new Skype user was $0.001, versus $400 for Vonage, a veryl
heavy marketer. Which company deserved a higher price/reveultiple?
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For a period of time, Jeff Bezos was a heavy investor in marketing, but after a while he retrenched
AfAbout three years ago we st opp emnthdongitestpf t eljev
TV advertising. And it worked, but not asuch as the kind of price elasticity we knew we could

get from taking those ad dollars and givingjt!
money will go into making a great customer experience, and less will go into shouting about the
serviceWor d of mouth is becoming more powerful .| |

This should not be read as a blanket condemnation of all marketing programs, but rather a simpl@
point that if there are two businesses that are otherwise identicaleirequires substantial
marketing and one does not, Wall Street will pay a higher valuation of the one with organic
customers.

10. GROWTH

We saved the best for I ast. Nothing contribdte
Obviously, thefaster you are growing, the larger, and larger future revenues and cash flows will
be, which has direct implications for a DCF. High growth also implies that a company has tapped
into a powerful new market opportunity, where customer demand is seenmegtiable. As a
result, there is typically a very strong correlation between growth and valuation multiples,
including the price/revenue multiple.

There is another reason why the premium paid for growth in 2011 may be even higher than it hag
been in the p&t. As you can see from the table below, some of the largest names in technology
are really struggling to grow. When you combine this fact with the paucity of IPOs from the past
five years, the public technology investor has been starved from investocgnipanies with
interesting growth characteristics. As such, they are likely to be-sup#ed by any company
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with a growth rate over 25%. If its over 50 or 100%, they will be ecstatic. Trading in and out of
companies with low growth rates is simply tiwht interesting to an investor.

Company 2011 2012
Google 25% 20%
Ebay 14% 12%
Cisco 90 9%
Intel 22% 5%
Microsoft 11% 6%

So growth is good, correct? There is a reason to save growth for last. While growth is quite
important, and even thought we are in a market where growth is in particularly high demand,
growth all by itself can be misleadj. Here is the problem. Growth that can never translate into
long-term positive cash flow will have a negative impact on a DCF model, not a positive one. This
is known as fAprofitless prosperity. o

In the late 1990s, when Wall Street began to pay
for nmMueoweand not Aprofitso many entrepreneuyf s
they wanted. It turns out that if all you want to do is grow revenues, with disregard for the other
vari abl es, it i s qui tinspirisgirangnlie@wth. do pioweahe pding c t Wr e
consider this ofused example from the Internet bubble. What if | had a business where | sold
dollars for $0.85? What would my revenue growth look like? Obviously, you could grow this
business to $ billions in revenue tomorrdhile this may be tongue and cheek, the real world

example of the fAdollar for $0.850 metaphor |i s
and suppliers and employees cannot be sustained at a positive profit. The customer will be thrilled
withanyibel ow mar ket o offering, and wil/ rush §n

actually created by the demand for the unsustainable offering.
There is another situation where growth can be misleading. If a company stumbles on to a hot newy
mak et , but | acks fAbarriers to entryo or doep
will eventually be trouble. In fact, the very success of the first company in the field will act as a
siren inviting others into the market, which, in the abeesfca competitive advantage, will lead

to margin erosion. Many electronics products follow this trend as some hot new product is quickly
commoditized.
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THE 10X CLUB

So there are ten business characteri sntothes t
10X+ price/revenue multiple club. Clearly, some of these variables are interdependent, and clearly
you may find a company or two without every single characteristic, that still make the club. That
said, most of the companies that trade at 10Xgirdr in terms of price/revenue will do extremely
well against this scorecard.

Al'l of which brings us t o | aTedre hasdeek mush writeer |
about the LinkedIn IPO, and its tremendous afterket performance. Asof Mongla Li nked
market capitalization was $8.3 billion. Analysts have not published forward revenue estimates, but

we have heard of investor models that put 2012 revenue anywhere between $550 and $700mnj.

Assuming these are accurate, LinkedIn trades betwéeil®x 2012 revenues. This lofty
valuation has attracted scrutiny from around the globe, including skeptical analysis from both
theNewYork TimesandBar r.on 6 s

In the table below, you will see that LinkedIn does extremely well against our 10X club criteria
list. It has growth, ihas very high barriers to entry, it has network effects, and it has little to no
dependencies. The only criticism one might have is that they are not showing enough profitability
or marginal profitability. Profitability increased from Q3 to Q4 last yeat tfoe company ramped
sales spending in Q1, and profitability waned. So, assuming that the company is willing to show
profit expansion over the next few years, i
10X price/revenue multiple.

n a |

W O |

(@}

Sustainable competitive advantage | Yes, very hard to launch a competitor as no value to new
[ barriers to entry user of new system )
Metwork effects Yes, LinkedIn is one of the rare few strong network effect

companies

Visibility / Predictability

Many revenue programs are subscriptions

Customer Lock-In, Switching Costs

It many not be technically hard to leave, but there is no
alternative for the data they provide

Gross margin levels Over 80% and increasing

Marginal profitability Good in Q4, reversed in Q1-11, the one red flag
| Customer concentration None

Partner Dependency No major ones

Organic Demand Yes, little to no marketing spend

Growth 100%+

Howeverall companies with which the press and public are enamored are not LinkedIn. There are
many hot branghames with lofty private valuations and strong revenues, that would not do so well
Al0X shenextl2t8anonths we sl@widesee thesenpanies test the public
markets, and witlthebenefit of data and a truly liquid marketplace, we should gain a
weove
that the fundamentals eventually matted atl revenues are decidedly not created equal.

on the

betterappreciatiorf o r

Update (5/26/2011): After some feedback from readers, and some further thoughts, there are a fey

real

val uati on. | f

moreadditionsto the list worth mentioning, although in less detail.

ear ne(d
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1. CapitalExpenditurentensityi All things being equal, a company with heavy CapEx will trade

at a lower price/revenue multiple (for sure). Capital intensity requires constant funding which will
dilute either shares (through increaased offferings) or directly use up earned cash.

2. Cashflow / Earningsi Some companies generate way more cash flow than earnings, and some
do the opposite (generate way more earnings than cash flow). The higher your ratio is of
cash/earningthebetter off you are. This can be accomplished in numerous walyenb of the

more common is to collect cash from your customer ahead of your accounting driven tevenue
recognition. Cash is king, and if your cash margin is better than your accounting net income
margin, you are golden. The opposite is also true. Comp#mae genreate far less free cash flow
than earnings are going to have lower valuation multiples.

3. Optionalityi This topic is a bit more abstract, but sometimes a company, due to its market
position, is in a strong position to have optionality on ale/m@w business. A few years back,
Amazon was trading at 1x revenue and had ju
new business, and eventually began to be valued as such.

4. TAM T One of the readers asked about TAM, which stand for Total Alailslarket. The
assertion is that TAM can affect valuation multiplenterstandhe concept, but | have not seen

this play out in reality. Most of the companies that suffer from TAM never make it to the public
markets. Also, companies that have high grevenue multiples typically have optionality into
other markets. So basically, | think TAM can radically affect private company valuations, but less
so for public.
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Favorite Longreads of 2012
December26,2012.0ver the past several years, I have
web service, Longreads. For those of you

(@longready and a web servicev(vw.longreads.cointhat points to the best long form content

on the Internet. At i ts cabanediscovety@rginea@mbimad z ijn g

with a product like Instapaper, it creates an online/offline reading experience that feels-purpose
built for a tablet world. Many short form articles can be read quickly while you browse through
your Twitter feed. But theeally great articles that make you think and help you learn (the ones
t hat use DaniSgdtem R)a hregyeirenamodes dedicated reading time.

fal)

Longreads+1 nst apaspherf tiisngboa sfiocraltlhye fwtriiniet en Wor

Several others have gted their favorite longreads of the yeayoy can find them
herg. Unfortunately, | did not keep track as much as | should have. Next year | aim to do better.
With that caveat, herare a few of my favorite loAgrm articles from last year.

A BASKETBALL FAIRY TALE IN MIDDLE AMERICA, BY

SAM ANDERSON(NEW YORKTIMES MAGAZINE)

This article ran as a cover story in the November 8th issue of the New York Times Magazine. Like
many great longreads, this article is about much more than its core subject, which in this case is &
basketball team. It divedeep into the ethos of the city, and the elements of the Thunder team that
make it much more special than your ordinary NBA team. Durant of course plays a huge role, but
there are many more nuanced elements certain to drive any Seattle basketballdaedgetbf
tears. Thanks to Sam Anderson for making me even more of an OKC fan than | already was.

THE MOST AMAZING BOWLING STORY EVER, BY MICHAEL MOONEY (D
MAGAZINE)

It really doesndét matter i f you are into baegwl

readThe Most AmazingBowling Story Ever, from the July issue of D Magazine. Well written
nonfiction begs yoto finish it all in one sitting. IMTheNewJournalism Tom Wolfe argued that
properly written nonfiction could be more compelling than fiction. If the wevker wants a movie
about bowling, the screenplay is already written. Prior to this article, | was unfamiliar with Michael
Mooneyds wor k, but | wil/l be watching going
THE MAN WHO BROKE ATLANTIC CITY, BY MARK BOWDEN (ATLANTIC
MAGAZINE)

This article chronicles the gambling success of Don Johnson, who more than once walked away
from Atlantic City casinos with outsized wing/hat is great about this story is how the hero

capitalizes on the greed of the casino managers. He was able to persuade them to relax their rulgs,

which allowed math back into the equation. You wonder how many of these stories never get toldj
(which wouldseem appropriate).
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SCAMWORLDBY JOSEPHFLATLEY (THE VERGE)

Turning towards t heScamworkls anlektinsidelihe daekurderlelly aft | e
Al nternet Marketing.o For many, the trick o
sold. Flatley is focused specifically on online criminals, but the tools they use are eerily similar to
a subset of startgphat live in the vast gregone of Internet marketing activities.

WHY THE CLEAN TECH BOOM WENT BUST, BY JULIET EILPERIN (WIRED
MAGAZINE)

Ambition, passion, intelligencend a boatoad of money can only take you so far. You still need
physics and economics on your side. Wired Magazine often surprises with a contrarian viewpoint,
and in this case published an article everyone else was afraid to write. If you want yote t@nt
succeed, it must succeed as a busines&ntually.

IS SUGARTOXIC, BY GARYTAUBES (NEW YORKTIMES MAGAZINE)

Technically, this article wapublished in 2011, but that should not stop it from being further
di stributed. Gary Taubes, as well as others
Michael Bloomberg may look silly trying to outlaw megadas, but at the very least he idicgl
attention to the proper villain. This is an amazing lesson in how everyone can get it wrong for
decade$ the scientists, the government, and the doctors.

CORMAC MCCARTHVYAPSCALYPSE BY DAVID KUSHNER (ROLLING
STONE)

This one will cost you money, but the subject matter is interesting and the money goes to a greal
causeCormac Mc C a r tApogadypsdoriginally published in 2007) is offereds premium
cont ent behind the Longreads subscription

wa

happens to be a consistent presence at one Jof

Santa Fe Institute. Friends | know close to Santa Riroothat he is not merely present, but also
an active and skilled participant. I al so
| ongreads of al lincrdasingRreturnsédthedal wo Wands di Busirgesfrom
HBR in 1996.

SNOW FALL: THE AVALANCHE AT TUNNEL CREEK BY JOHN BRANCH
(NEW YORK TIMES MAGAZINE)

but t hat has | ittle to do with Branchoés p
gener at-mddinmol dat es back t o efirdtt@ne wacodldymadire@9 0 6
text, pictures, audio, and video all combined in a single content offering. However, most efforts
over the past 20 years appear to be a technology looking for a sélutiere is no flow. Snow

Fall may be a seminal accomiment in multimedia where the insertion of each media type builds

This is perhaps the most interesting longread of the year. The subject matter is backcountry skiin11
e
s

un

upon the story in a remarkably compelling way

historical journalistic importance. Bonu8&A with theauthor

In addition to longreads, | am equally enamored with greafiotian video on the Internet. | have

no doubt that one day there will be a very importantvaidablecompany thacategorizes and
helps users discover great Aietion Internet video. If you see a company in that space, please do
me a favor and let me know. Until then, | will append a few videommendation® my
longreads list.

JEFF BEZOSON CHARLIE ROSE,NOVEMBER 16,2012

Any interview with Jeff Bezos is a Amust wag

time. Bezos is simultaneously admired on Wall Street and in 8iMadley, filling the void left
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by Steve Jobs as the most admired leader in technology. He offers advice on everything from
running a BOD meeting to maintaining innovation in a large company. The whole time he is
remarkably on message (per Amazon) eerdakably happy. Eighteen years in and killing it.

ADAM DARWIN: EMERGENT ORDERIN BIOLOGY AND ECONOMICSBY MATT
RIDLEY

Two of my favorite innovative thinkers from history are Charles Damvid Adam Smith. Left
leaning philosophies favor Darwin and not Smith. Those on the right espouse Smith but not
Darwin.  Ironically, Darwin  borrowed many of his ideas from  Smith.
Ridley discussesheir similaritiesand why we would should embrace both pecdives.

EVERYTHING YOU NEED TO KNOW ABOUT FINANCE AND INVESTING IN
UNDER AN HOUR BY WILLIAM ACKMAN

If you have studied finance or business you can easily skip this video. If hoyewdrave never
studied finance or business, and you are working on a startup, | would highly encourage you tof
spend 44 minutes with this video. It is quite enlightening and dense in data. Worth your time.
Thanks to@vanninicapital.
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All Markets Are Not Created Equal: 10
Factors To Consider When Evaluating
Digital Marketplaces

November 13, 2012:Si nce Benchmar kods i nvest ment i n B
fascinated by online marketplaces. Entrepreneurs accurately recognize that the connective tissue
of the Internet provides an opportunity to link the players in a particular market, reducing friction
in both the buying and selling experience. The arrival of the smartphone amplifies these
opportunities, as the |1 nt er mentddesperantoramiedastryi v e
with the participants connected to the marketplace 24xfiether they are in the office, at home,

or out in the field. It is a special experience to see an entrepreneur go from a PowerPoint describing
a new marketplace oppartity to having established an online hub at the epicenter of a particular
industry.

Following our investment in Ebay, we have been fortunate enough to invest in several companieg
that link consumers and suppliers through a successful anlimketplace. Companies such as
OpenTable, Yelp, Zillow, oDesk, GrubHub, 1stdibs, UShip, and Uber have all reached significant
scale within their respective markets. But we have also invested in several companies that we
thought had marketplace opporturstidat simply did not play out as expected. Simply put, some

industries are much more susceptible to the arrival and success of online marketplaces than other.

A true marketplace needs natural pull on both the consumer and supplier side of the market
Aggregating suppliers is a necessary, but insufficient step on its own. You must also organically
aggregate demand. With each step, it should get easier to acquire the incremental cd8sumer

b a

WELL ASthe incremental supplier. Highly liquid marketplaces natdray At i po t owarjds

a clearinghouse where neither the consumer nor the supplier would favor an alternative. That ong|1
happens if your momentum is increasing, and both consumers and suppliers are sensing

increasing importance of your place in therld. Much easier said than done.
Here are 10 factors to consider when evaluating the potential success of a new marketplacg
opportunity:

. New Experiencevs. the StatusQua Great marketplaces do not simply aggregate a market; they
enhance it. They leveradghe connective tissue to offer the consumer a user experience that simply
was not possible before the arrival of this new intermediary. OpenTable enables the consumer t¢
search reservation availability across hundreds and hundreds of restaurantsén afre@tonds.
That capability never existed before, and as a result the delta of the new experience vs. th¢
incumbent experience (dialing restaurants one by one) is extremely high. Another company with
a high experience delta is Uber. By aggregating ¢hnds of licensed limousine drivers, and
overlaying that with a newege supply chain management solution, Uber gives it users an
experience that is drastically improved compared to the previous alternative. Godialub
announcedi T r &aukGr u, la service that allows you to watch your food on the way to your
house. When this experience delta is great
AWowoO mo me nt sof-rhoath\dral grawtharal high net promoter scores.

. Economic Advantagesvs. the Status Qua. Some marketplaces provide enhanced economic
advantages. oDesk enables companies to easily provision programming talent from all corners o
the globe. This helps pthasers procure a cheaper alternative, while also providing-beand
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economic lift to the programmer (supplier). Both sides experience an economic advantage.
Another interesting example of this-directional advantage is AirBNB. For the property owner,

the i ncome is Afound moneyo that simply didnjot

the consumer receives a better price as well. If you can positively change the economics of ar
industry, you will find the participants on both sides rootingyfour success. This gives you a
huge head start when it comes to tipping the marketplace.

. Opportunityfor Technologyto Add Value In many marketplaces, the technology offering greatly
enhances the user experience. Zillow provides homebuyers with anaabanaf data that was
historically kept in proprietary systems. They have overlaid this data with maps and search
technology that provide remarkable richness to the home buyer. Smartphones take this evel
further, with the ability to learn a great deal abany property with a orelick GPS enabled

search. At Uber, the system has fAperfecto ipf

was a complete lack of visibility (on both sides of the network) that led to enormous waste of
res our c esgstem éhbbées igher car utilization, more fares per hour for the driver, and
faster and faster pickup times for the consumer. At oDesk, the platform enables the planning,
development, and transfer of code from the supplier to the purchaser. The rmaeketflso a
work-flow system that enhances the overall experience for all parties. Facilitatingfloxark
reduces work for the participants, as well as increasing switching costs.

. High FragmentationHigh buyer and supplier fragmentation is a huge pasifor an online
marketplace. Likewise, a concentrated supplier (or purchaser) base greatly diminishes the
likelihood of a successful online marketplace. A highly concentrated supplier base will be reluctant
to allow a new intermediary in their market, aasla result will likely fight rather than support
your arrival. They will also be very reluctant to share in the economics of the industry, as anyone
in the online travel industry can confirm. The large airlines have all but obliterated the economics
of online ticketing marketplaces, leading all the online players to focus on hotels where the
fragmentation and therefore the economics are higher. If you look at the list above of successfu
Benchmark investments, you will see a common theme of fragmenteliesigase.

. Friction of SupplierSignUp. In some markets signing up suppliers is relative easy. In others, it
can be a painfully slow process that requires lots of touch and local presence. At companies suc
as Yelp, Uber, and GrubHub, new city launchesralatively quick after a process model had been
established for how to launch those cities. The opposite was true for OpenTable where thg
installation of a personal computer and internet connectivity were part of the eamutroll
requirements. High iiction supplier signup can be a barrier to entry (as it is for OpenTable) if you
are able to build a successful marketplaBat in the early stages, this friction slows your-alit

and increases the costs associated with supplier aggregation. Rememlexer, that supplier
aggregation is the easy part. Aggregating demand is much harder and more critical.

. Sizeof theMarketOpportunity A proper TAM (total available market) analysis is imperative, but

it is easy to make mistakes looking only at TAM.a&starter, if all the other factors are negative,

it will not matter that the market is large. Some markets are crappy candidates for marketplaces
Second, you should also consider the percentage of the market that is likely to use the online
alternativeln certain industries, there may be large portions of the market that may not be available
to the new online marketplace. An interesting example is healthcare, which is unquestionably aj
very large market. However, the oligopoly of large players in thikebacontrols a massive
percentage of market and is unlikely to support a new alternative. You can alsmatise TAM

in the other direction. In the case of OpenTable many investors missed the opportunity by
mistakenly assuming the TAM was too low. st case, they underestimated the percentage of
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the market that OpenTable could penetrate. OpenTable recently passed 10 million diners a mont
with less than 20% of transactions in North America currently online. You must combine a TAM
analysis with the kelihood of marketplace success and penetration.

7. Expandthe Market Another potential error that can be made while analyzing TAM is to fail to
understand that the features and enhancements of the new marketplace may actual expand the
market opportunity fothe whole industry. This may sound like a brazen claim, but certain
marketplaces do indeed expand the marketoy exploring new price points or enhancing
convenience or usability. oDesk greatly simplifies the process of outsourcing code development,
andas such many of its use cases are expansi I'e
the number of first time software outsourcefs
its users to greatly increase the number of times they useearaéive car service. Some customers
now use it as a second car alternative. As such, the company is meaningfully expands the markdt
for black car services, which is in turn a huge boon to the suppliers that share in the economic
expansion.

8. Frequency All things being equal, a higher frequency is obviously better. Yelp, GrubHub,
OpenTable, 1stdibs (for the designer) and Uber are all high frequency use cases, where th
consumers can rely on the marketplace as a utility. Many failed marketplaces attaesipgrch
cycles that are simply way too infrequent, which makes it much more difficult to build brand
awareness and wowf-mouth customer growth. Another repeated mistake is attacking verticals
where a satisfactory suppl itoaeentdt thamackeét  searnhd 6 s| t
of an alternative. This second point negatively impacts many vertical service provider markets
(such as pediatricians) where customers are actually prefer a monogamous relationship.

9. PaymentFlow. All things being equal, beg part of the payment flow is superior to not being a
part of the payment flow. This is due to the fact that it is much easier to extract reasonable
economics when you are in the flow of payment. The supplier not only looks to you as a provider
ofrevenue but they receive that revenue finet off] t
you add value first, and then send a bill to the supplier at later date for services rendered. In thig
|l atter case the mar ket pl aceeforahp guppler te vieawstisan g x p
Ataxo versus a distribution relationshinp. € a s
Unfortunately, some industries (like autos) just are not set up for this type of arrangement, as the
payment likely lives ethe end of a long purchasing process.

10. Network Effects Network effects are tricky and hard to describe but fundamentally turn on the
following questionCanthe marketplacgrovidea betterexperienceao customeii n + 1 Otliad o
it did to customenri n directly asa functionof adding1000moreparticipantsto the market?You
can pose this question to either side of the netwatkmand or supply. If you have something
like this in place it is magic, as you will get stronger over time not weaker. In tlyedegd of
OpenTable we noticed that the reservations per restaurant in a given city were correlated to markgt
penetration. Clearly, the more restaurants that were on the network, the better the value propositio
was for the consumer. Something similar asanith Uber. As the company grows, they are able
to facilitate more cars on the road, and along with their investment in route and load optimization,
this allows for shorter and shorter pickup times. The experience gets better and better the longey
they ae in the market. UGC sites like Yelp and TripAdvisor also have strong network effects.
Net work effects are rare but gol den. Il f you] d
to enhance it.

It is unlikely that you will find a marketplace oppanity that would score ten out of ten with
respect to this list. However a 7 or 8 out of 10 would imply that your opportunity of success is
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much, much higher than if you only match 3 or 4 out of [tQs also important to realize that
finding a great oportunity is only a start, and this analysis could easily mislead one into
underestimating the critical role that execution plays when it comes to marketplace businesses
Great marketplace execution is more nuanced and less systematic than other vekede ba
categories, and for every successful marketplace, you will find an amazing entrepreneur that out
executed the many others that had chosen to attack the same market. In addition to gregt
marketplace characteristics, you also need a waasks entrepreeur to make the dream come
true.

*For a real-time look at this analysisin action, seeOur Most RecentMarketplacelnvestment,
DogVacayfrom LosAngeles
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Our Most Recent Marketplace
Investment, DggVacayfrom Los Angeles

November13,2012: Dogvac ay

Earlier todayDogVacay, an exciting new startup in Los AngetsjouncedhatBenchmarkias

led its mostrecentroundof financing DogVacay is an online marketplace that links dog owners
with passionate dog care providers who open up their own home as an alternative to the traditiong}
cageor i ented kennel. At first blush, a web si
their esteemed pet may seem like an unusual choice for a venture investment. However, a morg
analytical and detailed look at the market uncovers that this is a high potential, high probability
online marketplace opportunity.

The most recent Above the Crowd @lpost, titledAll MarketplacesAre Not CreatedEqual,
outlines ten different ways to judge the potential effectiveness of an online marketplace. You may
be surprised how well DogVacay checks against this list:
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1. New Experience vs. the Status Quo

(A+) Early users of DogVacay view leaving their pet at a repu-
table care owner’s home as superior to the use of a traditional
kennel. It's not simply cheaper or closer; it’s a highly favored
alternative. Anxiety is reduced dramatically - which fre-
quently leads to word of mouth demand.

2. Economic Advantage vs. Status Quo

(A+) The economics here are better on both sides of the equa-
tion. For starters, the landed pricing is better for consumers (it
can be 50% lower!). Perhaps even more interesting, a facilities
based kennel has huge overhead, and limited supply. Neither
of these things are an issue with the DogVacay marketplace.
Moreover, the earnings for the care provider are highly incre-
mental. The system cerates economic opportunity for the sup-
plier out of thin air.

3. Opportunity for Technology to Add Value

(A) While some of the high-end kennels offer cameras, or once
a day photo uploads, supplier mobile apps will allow for con-
stant communication between pet owner and care provider.
Furthermore, GPS tracking will allow for instant awareness of
the location of your pet. [t will be as if you and your pet are go-
ing back and forth on Facebook in real-time. Traditional ken-
nels will be afraid of the transparency. DogVacay top sitters
will roll around in it.

4. Fragmentation of Suppliers

(A+) As they are creating a new care giver profession, with
passionate caring individuals working from their homes, the
supplier base here will be undoubtedly fragmented.

5. Friction of Supplier Sign-Up

(A+) DogVacay is finding tons and tons of passionate dog lov-
ers that want to provide for overnight dog stays. Interestingly
many customers are converting into providers. Supplier fric-
tion is quite low. Clearly not a limiter.

6. Size of Market Opportunity

(B) This isn’t the health care market, but the market is larger
than you may think. The average dog owner spends close to
$274 /year on boarding, and different studies put the market
the overall market at somewhere between $2.5-5B. We have
high confidence in market expansion (see below]) as a result of
the service. Lastly, DogVacay scores so well on other fields,
there is also high confidence in market penetration potential.

7. Expand the Market

(A-) If you have tried to make a last minute kennel booking
lately, it is anything but easy. Most kennels require a pre-visit,
loads of documentation on shots, and may or may not have
availability. DogVacay federates the qualification, such that
even with a new provider is as simple as the click of a button.
Making it easier will lead to more frequent usage, and an ex-
pansion of the market. Non-kennel using dog owners will be
drawn into the market because of lower price points. Expan-
sion is inevitable.

8. Frequency

(B-) Most people use a kennel 2-4 times a year. This is the one
characteristic that is not ideal. Kennel use is typically corre-
lated with and therefore similar to the travel industry — which
has obviously launched many successful marketplaces. Ease of
use has the potentially too expand the market and therefore
increase frequency. Single over-night and day use will be com-
mon new use cases in the future.

9. Payment Flow

(A) DogVacay is in the payment flow, and as the revenue repre-
sents a new economic opportunity for the caregivers, the rela-
tionship is quite symbiotic and sustainable.

10. Network Effects

(B-) Network effects typically evolve over time, and therefore
itis hard to predict exactly how they will play out here. Care-
givers develop a reputation and even in its early state, reputa-
tion has value in the marketplace (the proven providers are
frequently chosen for more business), The fact that the best

providers are rewarded with more work by the system, should
encourage the better providers to constantly improve their
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After taking a detailed look at the crovgdurced dog care market; we became quite excited about
the opportunity at DogVacay. In addition to our analysis, we had the added benefit that the
company had been live since March, and weewadsle to confirm our analysis by witnessing
amazing early tract i on-month ramphaad cérierd manthly @asg V g c a
transaction revenue are very reminiscent of the very best of our previously funded successfu
marketplaces. From out peesgiive, DogVacay is a winner in the making.

We are super excited to be working with Aaron Hirschhorn, the founder and CEO of DogVacay.
He is not only an amazingly smart entrepreneur, but also a passionate dog owner. We are alsp
thrilled to be working withFirst Round once again (as in Mint, Uber), and are excited about our
first partnership with Peter Pham, Mike Jones, and the team at Science in Los Angeles.
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The Dangerous Seduction of the
Lifetime Value (LTV) Formula

September4, 2012:Many consumer Internet business executives are loyalists of the Lifetime
Value model, often ferred to as the LTV model or formula. Lifetime value is the net present
value of the profit stream of a customer. This concept, which appears on the surface to be quit¢
benign, is typically used to compare the costs of acquiring a customer (often refease8AC,

which stands for Subscriber Acquisition Costs) with the discounted positive cash flows that will
come from that customer over time. As long as the sum of the discounted future cash flows are

significantly higher than the SAC, then peoplewillgue it i s warranted tp

which typically means burning capital by aggressively spending on marketing.
This is a simplified version of the formula:

Ly =Y ARPU, —Costs,  oup
1+ WACCY

The key statistics are as follows:

ARPU (average revenue per user)

Avg. Cust.Lifetime, n (This is the inverse of the churn, n=1/[annual churn])

WACC (weighted average cost of capital)

Costs (annual costs to support the user in a given period)

SAC (subscriber acquisition costs, sometimes refereed to as CAC = customer acquisg)on cos
The LTV formula, when used correctly, can be a good tactical tool for monitoring and comparing
like-minded variable market programs, especially across channels. But like any model, its proper
use is entirely dependent on the assumptions used in tiiad.rdso, people who have a hidden
agenda or who confuse a model with reality can misuse it. For many companies that subscribe t@
its wisdom, the formula slowly takes on more importance than it should. Seduced by the model,

its practitioners often losegtit of the more important elements of corporate strategy, and become
narrowly fixated on the dogmatic execution of the formula. In these cases, the formula can be

confused, misused, and abused, much to the detriment of the business, and in many cases the

customer as well.
Here are ten reasons to avoid worshiping at the LTV altar:
| t &Tool, Not a Strategy.Heavy LTV companies forget that the LTV model does not create

sustainable competitive advantage. Y o mulas h o ujl

is @ measurement tool to be used by marketing to test the effectiveness of their marketiing spend
nothing more and nothing less. If one asserts that buying customers below what they charge ther
is a corporate strategy, this is in essence an arbiyage, and arbitrage games rarely last. Too
many of the variables (specifically ARPU and SAC) are outside of your control, and nothing would

-

d

prevent anot her pl ayer from executing the Jex
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formula that any busess school graduate can calculate. Do not fool yourself into believing it
creates a proprietary advantage.

. The LTV Model Is Used To RationalizeMarketing Spending.Marketing executives like big
budgets, as big budgets make it easier to grow the tapTiiee LTV f or mul a fr ¢
for near term profitabil ity Jlaospenditpdaydar befefite s o

that are postponed into the future. It is no coincidence that companies that put a heavy emphasis

on LTV are alsdhe ones that have massive losses as they scale, frequently even through an IPO}
Consider that most companies | i mit a+#@bofiaf f
sales. Yet when they are marketing, they use different math. They use LRy and all the
sudden itods accH¥Ytofardvénae oh oustsnpreacqdisitidh0Find the most
boisterous executive recommending excessive spending, and you will usually find a loyal servant]
of the LTV religion.

. TheModelis ConfusecandMisused Frequently the same group that is arguing for more spending

i s the same one t hat fowns o { tnancelsfovd neoaitorc u |l Bt |

LTV). Asaresult, itis not uncommon for one to see shortcuts taken that allow for greater freedom.
As an example, marketers often divide spend by total customers to calculate SAC rather than just

those customers that were Apurchased. o I f ypu

in the spend calculus. They would have arrived regardlegseofis Also, many people discount
Arevenueso rather than marginal cash contri
of supporting the customer in order to fairly estimate the future contribution. As an example of the
sloppiness that exis around the formula, consider this blog  post
(http://blog.kissmetrics.com/hote-calculatelifetime-value/) from KISS metrics, a company
whose aim is to Ahelp you make smarter busi
of the model that spédically ignores future costs, but also they recommend taking an average of
three different results, two of which are clearly flawed. This voadath has no place as part of

a multimillion dollar marketing exercise.

. Businesd s Rhygicsg TheFormulalsNot Absolute.LTV zealots often hold an overly confident

view of the predictive nature of the formulhp

at best a fAigood guesso about how the fem$ur e
that cannot be modeled with certainty. The future LTV results are simply predictions based on
many assumptions that may or may not hold. Yet the LTV practitioner often moves forward with
a brazen naiveté, evocative of the first time stock buyer whéojussd out about the price/earnings
ratio, or the newcomer to Vegas who has just been taught the basics ofawenky’V models

b

n

u

win arguments because executives perceive them to be grounded in science. Just because its math,

doesndét mean its good mat h.

. ThelTV Variablesfi T u ai@neAnother.This may be the single most important issue and it lies
at the heart of why the LTV model eventually breaks down and fails to scale ad infinitum. Tren
Griffin, a close friend that has worked for both Craig McCaw BitldGates refers to the five
variables of the LTV formula as the five horsemen. What he envisions is that a rope connects thenj
all, and they are all facing different directions. When one horse pulls one way, it makes it more
difficult for the otherhorse o go hi s direction. Trends Vview
are interdependent not independent, and are an overly simplified abstraction of reality. If you try
to raise ARPU (price) you will naturally increase churn. If you try to grow fagtepending more

on marketing, your SAC will rise (assuming a finite amount of opportunities to buy customers,
which is true). Churn may rise also, as a more aggressive program will likely capture customers
of a lower quality. As another example, if yoeeh up customer service to improve churn, you
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directly impact future costs, and therefore deteriorate the potential cash flow contribution.
Ironically, many company presentations show all metrics improving as you head into the future.
This is unlikely to ay out in reality.

. GrowingBecomesaGrind.L et 6s say you have a company t hfat
revenue this year, $200mm the next, and $400mm the year after that. In order to accomplish thos
goals it is going to invest heavily in marketingay 50% of revenues. So the budget for the next
three years is $50mm, $100mm, and $200mm. How realistic is it to assume that your SAC will
drop as you 4X your spend? Supply and demand analysis suggests the exact opposite outcome. As
you try to buy morerad more of a limited good, the price will inherently increase. The number
one place on the planet for marketing spend is Google Adwords, and make no mistake about it
this is an increasingly finite resource. Cligldts are not growing at a meaningful paaed key
word purchases are highly contested. Assumipg
more is a daunting assumption. The game will likely get tougher not easier.

. PurchasedCustomerdJnderperformOrganicon Almost Every Metric. Organicusers typically

have a higher NPV, a higher conversion rate, a lower churn, and more satisfied than customer
acquired through marketing spend. LTV heavy companies are in denial about this point. In fact,
many of them will argue until they are blue in fiaee that the customer dynamics are the same
while this is rarely the case. A customer tlha
staisfied than one that is persuaded to buy your product through spend. Find amakkgting
spend consumer sutygtion company, and | will show you a company with numerous complaints
at the Better Business Bureau. These are companies that make it almost impossible to terminate
your subscription. When you are scheming on how to trap the customer from finding greaiex
are not building a lon¢erm brand.

. TheMoneyCouldGoto the CustomerfThink about this. If you are a company that spends millions
and millions of dol Il ars on marketing, wouljdn
customer versus handingtdt a thirdparty who has nothing to do with the future Hiflme value

of the customer? Providing a better vahreposition to the customer is much more likely to
endure goodwill than spending on marketing. A heavy marketing spend necessitates a highe
margin (to cover the spend), and therefore a higher end user price to the customer! So the customgr
is negatively impacted by the presence or i n
umbrella now exists for competition that chooses to undercut yorgimanodel with a more
efficient customer acquisition strategy (such as giving the customer the nfiovey) ane more
moneywill gointo makinga greatcustomerexperienceand lesswill go into shoutingaboutthe
service. Word of mouthis becomingmorepowerful. If youoffer a greatservice peoplefindo ut . 0
1 JeffBezos

. LTV ObsessiorCreatesBlinders.Many companies that obsess over LTV, become overwhelmed
by LTV. In essence, the formula becomes a blinder that restricts creativity anthopmuness.
Same of the most efficient forms of marketing are viral, social, and effective PR (public relations).
Most companies that obsess about LTV are less skilled at these more leveraged techniqueg.
l ronicall vy, itds the scr aplptgly na matketingphudget thét s g ar
typically finds a clever way to scale growth organicallyiove this historic slide from Skype
comparing their SAC with that of Vonage, an iconic disciple of LTV analysis.

1%

4
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10. TomorrowNeverArrives. The Utopiardestination imagined by the LTV formula is a mirage.
It almost never works out as planned in the long run. Either growth begins to slow, or you run out
of capital to continue to fund losses, or Wall Street cries uncle and asks to see profitability. Whenj
this happens the frailty of the model begins to appear. SAC is a little higher than expected. You
met your growth target, but the projected loss was bigger than expected. Wall Street is hounding
you for churn numbers, but you are reluctant to give thenThetlack of transparency then leads

to cynicism, and everyone assumes the worse. It turns out that the excessive marketing spend was

also propping up repeat purchase, and pulling back to achieve profitability is increasing churn.

doubts about your model. This also impacts results, and customer perception of your brand. Th

Moreover, a negative PReyl e has ensued as a result of y{)u

bottom |Iine is that fone day we can st top splen
fruition.

It is not impossible to create permanent equi
game oftiminggyou dondét want to be the peak investjor

early market capitalization of A (see graphdvé). Through aggressive marketing techniques, and

aggressive fund raising, the company is able to achieve amazing revenue growth (anc13

corresponding losses), but nonetheless creates a rather sizable organization. At this point, th
company is value at poirB. Eventually, however, gravity ensues and the constraints outlined
herein raise their head, resulting in a collapse to poirdE early founders and investors at point

A, they may do OK (as long as C>A), but it will be accomplished on the backsepfstage
investors that helped fund the unsustainable push to point B. This is the story of many a telecon
and cable provider expansion history, as well as a few recent Internet companies.
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time

This should not be misconstrued as a eulogy for the LTV forrituias a very important place in
business as a way to contrast and compare alternative marketing programs and channels. It is
tactical marketing tool that requires candor and thoroughness in its implementation. The
fundamental reason that it is so amghtrdangerous and seductive is its simplicity and certainty.
Generic marketing is conceptual. LTV marketing is specific. Building a plan to grow to a million
users organically is an order of magnitude more difficult than doing it with the aid of the LTV
formula. There is comfort in its determinism, and it is simply easier to do.

he LTV model as i
to use! o Unfortunatw®wly,
i's not a weapon,

Some people wield t

weapon | know how
understand, and it
that is independent
tape.

of their vari

abl

f

e

t hey

t 6s a
mar k e
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SocialMobile-LOCAL: i L o c\Willl B
The Biggestof the Three

June25,2012:4 We | | I was born in a smal/l t own
And | live in a small town
Probély die in a small town

Oh,thosesmallc o mmuni t i es o

0 Small Town, John Mellencamp

Whilefi S o eMiokdld-L o ¢ & tedainlyanoveruseduzzphrasemostof theattentionhasbeen
placedonthefi s o candé Imo b pattseféhe phraseln social,thespectacularise of Facebook
andTwitter is clearlyadisruptiveandcritical trend.In mobile,theadoptionof thesmartphonégled

by A p p | iRhéngand now catapultedforward by Android) is also a fundamentallyimportant
platformtransition.Much lessattentionhasbeenpaidto thethird conceptfi | o owhithis idonic

sinceit may be a muchlargerreal businesopportunitythaneithersocialmediaor Smartphone
applicationrevenue.Over the next five years,this massiveopportwnity will comeinto focus

aslocal businesseembracehe Internetandadoptnew interactivetechnologieghatincreasingly
automatehe connectiondetweertheir customerandthemselves.

A HUGE OPPORTUNITY

U.S. Directory Advertising Revenue ($ Billions)

sie ~
st
su
80
]
s +

e

)
w0
BEEEEERIIRIRIRRIIGIRERIRREIGEG

tesrering ~aland com e dber © vt s C ot

The attached slide will look familiar teaders in Silicon Valley. It appears to be a disruptive, up
andto-theright graph that we normally associate with break technology companies. This
slide, however, maps the rise of the Yellow Pages industry in North America from 1920 to 2007.
As you @n see, the Yellow Pages business saw incredible revenue growth as the phone becamge
the key point of connectivity for interaction with local business. At its peak in 2007, the North
American Yellow Pages business topped out somewhere betweel® $iikion, depending on
the source.
Total local advertising and promotion is much larger than just the Yellow Pages. A separate
analysis done by Advertising Age, suggests that in 2007, local U.S. businesses spent around
$123 billion annually on local media. Howeystarting in 2008, this market began to materially
erode. Why? Newspapers, magazines, local radio, and Yellow Pages represent about 80% of thip
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spend, and the rise of th&ernetis unquestionably undermining theore structure

EaR BELL A 15
Thiow pheas )

WE ML 1 A THRG
CALED wmwr

1 |
FLEAE \H‘ A

WISTRG STUR

. S LIVE!
of theseindustries. Since 2007, Yellow Pages revenues have fallen in half in five years, after

taking 87years to reach their peak. Many newspapers have closed, and others teeter on the edde

of bankruptcy. This is not at all shocking. Vikeow that consaners are using these products less
frequently every day. The Yellow Pages business itself suffers from a terminal disease.

If you think back to five years ago, the small business owner was clearly an Internet skeptic. Peoplg
woul d say thihdshav&eanweh shba, 0 b uwtlkefaor n
petshoporalocksmith t hi s di dndét mean anything. They |
Pages and people could find them. And if the potential consumer went online, the phobemum
could be found there as well. No problem. For those that did put up a web site, it was, in many
cases, a neavent. Some customers might find it, but only the ones that were already looking for
them. Whatoés the big deal ?

AN ONLINE AWAKENING

Na
yvelp >
Two things then happened. The first is the critical success of Yelp.

Local merchants were suddenly profiled in an environment where the consumer, not the busines
owner, controlled the copy and the narrative. At first, it was easy to disregard this thing called
Yelp as a passing fad. But the voicgst louder and loudér both the happy and the unhappy

0Ss

ones. Accountability and transparency had arrived at the local level. One has to suspect thaL
W

Facebookds pervasiveness pl ay e dwna toa.Byl2011,i n
Facebook had reached 71% penetration of all 221mm U.S. Internet users. Regaridi@sstof,
when the small business owner now went home, his or her family was constantly on theilnternet

playing games, doing research, connectingtwh f r i end s . The I nternefg

longer be denied.
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Today, t he small business owner 6s

anxiety, and, as a result, these local business owners are rushing to the Internet in droves. Ih
Benchmar kods tbolon wep o r have eight companies

(OpenTableUber, Zillow, Yelp, DemandForceGrubHuh 1stdibs andPeixe Urbang *) that
generate the majority of their revenue directly from local businesses. Based on estimates, thesp
companies will represent approximately $735mm in revenue in calendar year 2012. Four of these
companies havalready seen a liquidity event (OpenTable, Zillow, and Yelp have had successful
IPOs, and DemandForce wasentlypurchasedy Intuit for $425million). As small business

owners embrace the Internet, the local Internet is firing on all cylinders. Not bad for a customer
segment that was once considered a Ado not Jen

THE SMARTPHONE AS ACATALYST

If the decay of the Yellw Pages was a catalyst for the local
Internet, then the rise of the smartphone is an accelerant. Smartphone adoption is staggering.
Today, there are over 1 billion smartphone users worldwide, and in the U.S., smartphone
penetration recently passed 50%. Gledhas announced that Android is activating over 850K new
users a day. These mobile devices are frequérglgreferred device (vs. a personal computer)
when a consumer looks to interact with local businesses. For the eight companies mentioneg
above, molte usage already represents betwee®n@% of overall customer usage depending on
time of day and day of week. And mobile usage looks destined to increase from here: DigitalBuzz
predicts thatnobile Internetuserswill passdesktopinternetisers within the next 3 years.
The rise of the Smartphone as a new platform is a huge benefit for entrepreneurs. Simply put, larg
incumbents are typicallslow to make shifts to new platforms. This is either because they are
overly focused on their current strength, or simply too large and bureaucratic to move quickly.
Often, it is a combination of both. Startups on the other hand are eager to find @ p@ietage
or advantage, andishto new platforms. New platforms typically hath o ok s 6 t hat e
features that never existed on the previous platform, fudifferentiatingthe startups offerings.
A great example on the Smartphone is using GP8rferbutton local search. New platforms also
require new distribution techniques, and in}] s
evaporates. One could argue theumbentsare even at a disadvantage as they are less likely to
have the cuttingdge technical employees who understand the new platforms.
Changingthe Game:GoingDeep

14
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But there is an even greater limitation on the power of incumbents than their discomfort with new
platforms. As the market moves away from Yellow Pdgeslistings and directories as a proxy

for advertising, many young companies, taking a page out of the playbook-dfidatasoftware
asaservice companies, have created deep vertical integration within their spaces in order to drive
traffic and enable serviceBy organizing small business owners, supplementary service providers,

and customers on a single canonical set of data, these companies are not only providing new ways

for customers to discover local businesses: they are creating new ways for local bsdimess
interact with customers. They are moving fi
they arestitchingthese Internet services deep into the nervous system of the target industry.

For example, a company like OpenTable provides, @tandalone basis, a premises based
computer that is an extremely effective tool for restaurants to manage theirdahblaefigital
version of the reservation book on the mai

on

tr

Internet, and aggregatingthatd a f r om ot her restaurants, youw h

reservation system. Along that same data spine, customers can add reviews, limousine service
and florists can enhance the dining experience, and a lo@atiare Smartphone app can tellyo
what restaurant within walking distance of where you are has a table available right now. The

Aof feringd is the complete networ k, not ju
compelling.

Going fAdeepo | i ke t hi garger mcuraberdsi Thhenplafbbok eequires & h &
deepunderstanding@f theindustry, access to all the key content and its structure, a targeted and
experienced sales structure, and a willingn

broader servie provider. You have to be willing to get your hands dirty. These large companies
favor ahorizontal, onesizefits-all approach, offering a widget that all local companies would
potentially use (such as virtual loyalty cards). But tHiggegweight offerngs from the incumbents

wi || fall we l | short of the fAautomationo f
digging deeper into the vertical.

Webve already seen a couple of recent exa
launched a pragctbutultimatelyretreated ci t i ng prioritization ¢
at products that haveanddth obpeeedn. 0a sA ssuececneisnsgfluyl
mortgages proved difficult to nail within the overall Google strategic framework. Likewise, in
order to gain a foothold in travél a space where deep verticals thrived for many y@#&®ogle
ultimately realizedhey had to pay $700mm for ITA Software in order to acquire the vertical tools
they needed to be successful.
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TheRealWinner: The Customer

If you look closely at many of the leading companies developing these deep verticals, like Zillow
or OpenTable or Ulveor AirBnB, they are providing far more than just advertising opportunities
for local businesses. These companies are using new technologies like mobility and location tg
improve communication, interaction and overall customer experience.

The amazing thig about these new local Internet companies is how much value the consumer gets
from this datadriven, verticallyintegrated experience. Watching your Uber driver approaching
your location on GPS forever alters your experience of taxis and limos, while saine time
providing total transparency up and down the value chain, from dispatcher to driver to fleet
manager.

But the really exciting part is that we are still really early in this process of transformation away
from listing/directory advertising tolacal Internet.By way of comparison, in the fourth quarter

of 2011, Southwest Airlines reported that 86% of its revenue was booked ddyimemparison,

only 12% of US restaurant reservations are booked online. Only 15% of dentists are connected t¢
customers through services like DemandFor@ely 3% of takeout orders are processed through
online offerings like GrubHub. And less than 1% of realtors are premier agents on Zillow.

We all know intuitively where those numbers are headed in the future.

*Benchmark Capital is also super excited about its investmenhektdoor the
leadingsocialnetwork for local neighborhoods and communities. Join 3,000 other local
communities who have revolutionized howeighbors interact online. Check it out
atwww.nextdoor.com
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Stitch Fix: Reinventing Retail Through
Personalization

STITCH FIX

October 17,2013:

Early thisyear Amie Fineberg, who has been my amazing assistant for over 10 years, mentionecl

that she and several other employees at Benchmark had fallen in love with a new ecommerc
service, and that | might want to check it out. The company, which the founderlxleamed

AStitch Fix, o had a remarkably wunique off er}i

Customers are first asked to fill out an in depth profile to help identify their size, style, and
preferences. Then, on thé eompany sendsnaepergorally rstglefdu e
offering (a Fix) of five items (previously unseen) to the individual to try on in her own home. You
only keep and pay for what you like, and send back what you do not. Stitch Fix keeps track of

S t

what you keep, whatyod o n 6t , and why and integrates thjs

time.

Having read the majority of Peter Lynchos
overwhelmingly positive feedback from our team. It turns out that the majority of the women in
our office were rabid fans of the service,
of Benchmark. Awareness of the service was clearly spreading virally through word of mouth. As
| continued to learn more about the company, | found thathStitc was commanding a greater
share of 1tsd clients annual clothing budge
to try the service. Even those that started skeptically came back enthused. | immediately reache
out to the founder and CE®atrina Lake, who had previously worked for another Benchmark
portfolio company in the fashion spaéalyvore

To be candid, | entered my first megt with the company with some skepticism. Despite

an

T —

Benchmarkds strong association with ecommefce

companies like eBay, we have not been particularly active in ecommerce in the past several yearg.

Fundamentallyye sharethe commonconcernthatmanyof thenewil E ¢ 0 m n2e. r@oogpanies
lack a corecompetitiveadvantag®r materialbarriersto entry. A new pricing or packaging odel
does not by itself represent a meaningful core differentiation, and the rising abundance of

Asubscriptiono or fAflash salesodo companies hjei

Also, many of these companies were built with heavy dosadwartising spend clearred-flag

in our book

In addition to market concerns, | had the unique experience of working withN@aistrom and

the team at Nordstrom. com in August of 1949
accomplishments (the parent company recombined Nordstrom.com in 2002 and the direct divisior
now hasrevenueof over $1.25Bandis the fastestgrowing unit inside of Nordstron), | built a

heal t hy respect for t he compl exities and
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inventory. Seasons, gles, sizes, and high industwide return rates all combine to create
numerous opportunities for failure. Only with precision execution can one hope to succeed.
Somewhere very early in my first meeting with Katrina, these concerns began to fade quietly in
the background, and | began to have a deep respect for the fundamentally unique company she |s

buil ding. For starters, the business metric|s
a chordo with consumer s. Totdef mouthjand both fyequenty i t|s
and share of walletare i g h . Customers | ove feeling spec|i a

Fix delivers. Katrina herself is equally impressive. Not only does she have a remarkable feel for
her customer, but she aleas a keen awareness for the business and supply chain issues that car
trip-up naive ecommerce founders. Katrina has also proven herself in the recruiting field, having
recruited Eric Colson from Netflix to run analytics and algorithms, Mike Smith fronVfalcom

to run operations, and Jeff Barrett from Opower to build engineering. Likewise, she had recruited
bothJulie Bornstein from Sephorand Sukhinder Singh from Google as advisers. Most
importantly, | became convinced that Stitch Fix was one of those rare companies where the uniqué
product advantage also contributes to a unique business model advantage.

Back in the mid 199006s | had a front mpaoyw s gat
in Austin, Texas to the worldbés | argest manpuf .
as an equity analyst for First Boston in ear/|

stock would appreciate 100x; a remarkable and pennamecedented run of value creation. The
engine at the core of that growth was a highly advantaged customization offering that took years

and years for Dell éds competitors to figure pui
Del | 6s turnsycepital efficigncy, and ROIC were dramatically better than the competition.

And due to falling competent prices, Del | 69 i
mar gin advantage. Del |l 6s productr simulfageouslyn g g d v

created a business model advantage.

Dell Inc. (DELL) - NasdagGs 4 Addto Portfolio  EJLike

13.83 :0.02 (0.11%) oct15,4:00PM EDT | After Hours : 13.84 40.01 (0.07%) Oct 15, 7:26PM EDT

IEI"IDF name(s) or symbolis) I GET CHART | COMPARE | EVENTS ¥ | TECHNICAL INDICATORS ¥ | CHART SETTINGS * | RESET

Week of Oct 27, 1997: = DELL 10.02
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Stitch Fixds personalization technol ogy <cr elat
Through a better understanding of the customer, and using data to predict future orders, Stitch Fi
has an engine that simultaneously better serves the individual desires of the customer and algp
contributes to higher inventory turns, fewer wadi@wns, higher capital efficiency and higher
ROIC.Thisis businessnodelnirvana
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Today,we arethrilled to announceéhatBenchmarkhasleda$12mmSeriesB investmenin Stitch

Fix, and that | have joined their board of directors. | look forward to working on the BOD
with SteveAndersonof BaselineVentures with whom we ceanvested with in Instagram, as well
asJulieBornsteinwhom | had the pleasure of working with at Nordstrom.com.

While we were working on the investment, the company has continued its remarkable
momentum.On August 23Stitch Fix announcedhatit hadshippedts 100,000thFix, and today

the company announced thahés grown 500% since its last financing round this past February.
The company also continues its remarkable string of recruiting victories, today welcoming the
arrival of three amazing executives. Lisa Bougie joins from Nike as Chief Merchandising ,Officer
Meredith Dunn joins from Stella & Dot as Vice President of Styling, and Jennifer Olson joins as
Chief Marketing Officer from the same role at Crate & Barrel. Each of these executives shares aj
remarkably similar perspective on the uniqueness of Stitclaswe do. The company is also
announcing two new board members in addition to myself, Marka Hansen, former president of
North America for Gap, Inc., and John Fleming, previously EVP of Walmart and CEO of
Walmart.com.

Thepromiseof i B iD@ t isthat we can enterthe ageof personalizationproviding a unique
customer experience for each and every user. Yet in practice it ikedatyanard to affect such a
reality, and it is even harder to Apersonal
analyzed over 500 million individual data points. And despite having shipped over 100,000 Fixes,
the company has neverigped the same Fix twice. Benchmark could not be more excited about
the opportunity to work with Katrina and her team at Stitch Fix. The special differentiation of the
company gives it not only the opportunity to be a leader in its field, but also thewpioto
revolutionize an entire industry.

Company: Stitch Fix

Website:www.stitchfix.com

CEO:KatrinaLake

Location: San Francisco

Twitter: @stitchfix

For malereaders,while you cannotexperiencehe offering, it makesan amazinggift for loved

ones in your life. And you d o n Gave to worry about picking out the right
clotheshttps://stitchfix.com/qifts
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Conversion: The Most Important
Internet Metric of All (Revisited)

October 2,2013:0O0ver 13 years ago, i n Mar chTheMost2 0 0 (
Powerful InternetMetric of AlL6 T he key tihanéniermet company tduld gbsess
about only one metric, it should be conversion. No other metric so holistically captures as many
critical aspects of a web siteuser design, usability, performance, convenience, ad effectiveness,
net promoter score, stomer satisfactionall in a single measurement. Yet despite the remarkable
power of this metric, it is alarming how few companies today truly understand conversion and how
to optimize it. As such, it is time to pound the table agaionversion is bydr the most powerful
Internet metric of all.

Internet analytics can be roughly broken down into two simple activitiesstomer
acquisitionandcustomeroptimization Nearly every Internet company on the planet has invested

in some form of the first actity, customer acquisition. The most obvious form of this, and by far
the easiest to implement, is Google AdWords. As a result, AdWords leastsne million
customerand over $30B in annual revenue. I rarg
with AdWords in some way, and most of those that do understand the basic math around the coqt
of customer acquisitiorCustomer acquisition efforts are pervasive in our industry.
There are two reasons whystomelacquisitonal one i s a poor place tdg
competitive advantage. First, the sheer intensity of the competition for effective AdwWentory
reduces the likelihood of a sustainably high ROI. Second, ad spending does not provide leveragdg
Each year, your company will want to grow by a higher absolute dollar amount than the previous
year, and as a result you will need to buy even miaffect Thisis the piecethatthe LTV -zealots
alwaysmiss:the spendingwill neverstop

The second activity, which | believe shoblel the obsession of all analytical startupsustomer
optimization Think of this as understanding how to optimize the performance of the customers

|

you already have. Thi s i's the art of conVjer

simultaneouslyricrease operating leverage AND increase competitive differentiatatruly
powerful combination.

Basic conversion is easy to understand. In its most simplistic form, it is the ratio of customers that
achieve some desired action or activity divided kg ttital number of visitors to your web site.
Your web site |ikely has a single overall ¢
view of industryby-i ndustry fAoverall 06 conversion rat e
conversion you have tanderstand that there is not just one conversion rate, but numerous
conversion rates throughout your site. You need to understand the rate for each and every landing
page. You need to understand it for each and every source of traffic. You want toamnttilist

each section of your website. You want to know what it is for each and every outreach campaign

or
s)

You want to know and understand bounce rat e]s
misleading term. To truly understand conversion youreedi conver si on matr ifxo

through your site.
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Professional or Financial
. 10%
Services

IMediaor Publishing 10%
Other 8%
Education or Healthcare 3%

Software,/Saas 7%

Technology Equipment

or Hardware %

IManufacturing or

Packaged Goods 4%

Travel or Hospitality 4%
Retail or Ecommerce 3%

MNaon-profit 2%

Source: ©2012MarketingSherpa Website Optimization Benchmark Survey

(\)mﬂ rkeiingsherpo Iethadology: Fielded April 2012, N=167

Even this does not tell the whole story. In 2048 arein themidstof acritical platformtransition

from the browserbasedinternetto mobile applicationsplatformslike iOS and Android. This
transifon adds even more complexity to the conversion puzzle, as you now need to track and
understand conversion on mobile as well. The bad news is that the tools for doing mobile
conversion measurement are immature at best. The good news is that if you earthreasat

this early stage, you will have a significant competitive advantage.

The best place to focus your efforts to improve conversion are within the product itself. Conversion

at its essence is a proxy for uBseazlickekpertence and ¢

with an ecommerce site that requires five pages of information input in order to affect a sale.
Which do you think will have a higher conversion? Conversion is also influenced by effective
personalization. If a site is designed to mgpbto my particular needs, | will obviously be more
inclined to transact t hetolarnesdtiheiinformation yourakeady r e
have to deliver a personalized experience for each user.

Conversions also highly correlatedwith as i tspe@dand performanceNo one likes to wait

around for page loads. Once again, this is something that needs to be measured all over your sije

and not just in one place. Yourne page may load plenty fast, but your shopping cart may take
way too long to load. You have to attack performance everywheege are also many who
believethatsite speedoositively impactsSEQ and as a result, you have multiple reasons to care
about this.

Unfortunately, conversion improvements typically are the aggregate gain of 100 tiny
improvements, not one silver bullet. Rarely will you find one sichlnge that is going to have

a 5% lift in conversion (you might if you have never tried, but this type of win will go away
quickly). Rather you will find 30 things on a page that all have a tiny impact, and the overall
impact, after months of work mighelb%. You have to be willing to toil in the minutia knowing
that the impact on the overall system will be the combined result of many tiny little changes.
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Despite the huge potential for gain, conversion improvements are fleeting for many organizations.
Many product teams view wesite design as more art than science. Highly paid designers are
employed to create beautiful web pages and mobile applications, and their opinions are coddled as
divine wisdom. Measuring the efficacy of their divine wisdom at liff@rént places in your
customer flow funnel can often prove to be controversial, and it can produce friction between the
marketing department, who often owns customer optimization, and product development, which
owns design. Not all organizations can @perwith the proper amount of transparency and self
awareness, or have the patience to try a number of different approaches to produce very sm
incremental gains. The companies | have seen that are most successful with optimization ar
assiduous in theapproach.

So, given how hard it is to improve conversion, why bother? Because improving conversion, evenj
a little bit, can produce insane economic leverage for your business. The table inserted below look
at five leading consumer Internet compariieBlue Nile, TheKnot, CTrip, Trip Advisor, and
Pricelinel and models what would happen if they improved conversion 10%. Just to make this
clear, we are talking about moving from say a 6% overall conversion rate to 6.6%, or simply a 60
basis point increase iabsolute conversion. Because conversion improvements impact the
customer flow you already have, they lead to a direct increase in revenue, offset solely by the cos
of running the conversion improvement effort. In this case we used $1mm/year costfioaltbe s
companies, and up to $10mm/year for Priceline.
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2012 Annual Analysis NILE XOXO0 CTRP TRIP PCLN
BEFORE
Revenue S 4000 $ 1291 $ 6675 S 763.0 S 5,261.0
COGS $ 3250 S 226 S 1666 S 121 $ 1,177.3
Gross Margin S 75.1 $ 1065 S 5009 $ 7509 S 4,083.7
Margin % 18.8% 82.5% 75.0% 98.4% 77.6%
Expenses S 62.8 $ 923 $ 3959 S 4546 S 2,253.9
Operating Income S 123 S 142 S 1051 S 2963 S 1,829.8
Net Income Margin 3.1% 11.0% 15.7% 38.8% 34.8%
AFTER
Conversion Lift 10.0% 10.0% 10.0% 10.0% 10.0%
Revenue S 4400 $ 1420 S 7343 $§ 8393 $ 5,787.1
COGS § 3575 § 249 § 1832 § 13.3 $ 1,295.0
Gross Margin S 826 S 1172 S 551.0 $ 8260 S 4,492.0
Margin % 18.8% 82.5% 75.0% 98.4% 77.6%
Expenses S 628 S 923 S 3959 S 4546 S 2,253.9
Cost of Conversion Effort S 1.0 S 1.0 S 50 § 50 S 10.0
Operating Income S 188 S 239 S 1502 S 3664 S 2,228.2
Net Income Margin 4.3% 16.8% 20.5% 43.7% 38.5%
Income Lift $ S 6.51 $ 965 $ 45.09 $ 70.09 $ 398.37
Income Lift % 52.9% 67.7% 42.9% 23.7% 21.8%
ROI 651% 965% 902% 1402% 3984%

If you look across the group you will see impressive increases in operating income, and net income
margin percentage. Additionally, the ROI on the conversion costs range from 650% to 4000%!
Even if yau only achieved a 5% increase (versus the 10% we modeled), you would still see ROI
in the 275%1940% range. And for a 6% converting site, we are once again talking about a 30
basis point improvement in absolute conversion rate. Tiny moves have huge alinanci
consequences which almost seem magical or unfair. You can build a similar model for your own
business, and put in the inputs as you see fit, but you will not find another single area in your
business where small improvements will have such a powernpadmn

Furthermore, the larger your company, the more you should increase your focus on conversion
With a large customer base, you are able to leverage any improvement against a much broade
audience. You can see this in the madeigger companies getdgger advantage, even when we
estimate a 10X larger budget for conversion improvement. Investing in a conversion improvement
effort is a no brainer for these larger companies.
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All companies should prioritize customer optimization ahead of scaling custmgaisition.

Think about customer acquisition as buying fuel, and customer optimization as measuring the fuel

efficiency of your engine. Ironically, many more companies focus on buying fuel in volume than
they do improving fuel efficiency. The whole woth@s it assdackwards. You should focus on

fuel efficiency first, and when you know that it is solid, then you can start buying fuel in volume.
Yet 90% of the companies | meet are buying and buying customers (acquisition) without any
sophistication aroundnderstanding conversion (optimization).

Unless you are fairly certain you have a high conversion rate versus your peer group, you can bg¢

at an extreme disadvantage buying high volume advertising. Conversion rate directly impacts how
much you can affordaplspend on advertising. If you have 2X the conversion rate on your
competitor, than you can spend twice as much and get the same outcome. Likewise, if you have
poor conversion rate versus your competition, than you are bringing a knife tefiglguiver

been a room where an entire team all agrees that your competitor must be an idiot because the

y

are spending so much at such high rates on Google? The answer may be that they have a mugh
higher conversion rate, and that you are eligible fortherole eft i di ot . Donodt py{sh
if you donét know your fuel efficiency. Li kjew

you also have an ad buying advantage.

Benchmark has such conviction about the amazing power of conversion that we have enade tw
investments in the past year in companies whose products help drive material conversion lift for
their customers.

OPTIMIZELY

The first companyOptimizely, has t he marketds | eading produc

technique used in improving customer optimizatOm t i miimpeesivedSAAS service
allows marketers to A/B test using a simple WYSIWYG editor on any page in your site, with zero
i mpact on your engineering team or resource
over 4,500 happy customers, including CBS, sray, Starbucks, and many
more.Op t i mi produlct \shibpeld be the fundamental building block for anyone that has any
interest in conversion optimization. The product is designed with a clear undergtdhat
optimization is about experimentation, and it greatly lowers the cost and complexity of that
experimentation.

SAILTHRU

The second compan$ailthru, uses its unique personalization technology to help their customers
improve conversion. More specifically, clients aggregate all of their customer data points under
one roof to provide truly personalized experiences across all platforms and depeatcally
including mobile). Usingsailthry companies build 368egree profiles of each and every user that
can then be used to personalize emails, site aagpnexperiences, search results, arafe.
Online publishers have seen-38% improvements in click through rates that regularly yield
30+% lifts in page views, resulting in substantial incremental ad revenue and profitability.
Commerce players have driver168% lifts in average order value$5%+ improvements in
purchase frequency and major improvements in overall customer retention. Most
importantly,Sailthrumakes personalization achievable and scalable; ateearreality versus a
multi-year project that will never see the light of day.
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Looking forward, you should expect customer optimization and conversion analysis to move to
the forefront of analytical mar keting wor k.

where thescientific method is available to all, and ideas win (and are tested) on their empirical
results. With improved tools and techniques, and innovative products like Optimizely and Sailthru,
highly optimized sites will redefine the new fithness level requitedstay afloat in online
businesses. Darwin will take care of the rest.

OTHER RESOURCES:

Try out Optimizelytoday

Video: LearnmoreaboutSailthru

71 Thingsto A/B Test

53 WaysTo IncreaseConversiorRate

40 CheckoutPageStrategieso ImproveConversiorRates
100ConversiorOptimizationCaseStudies

A A Me-lt_iasentStartupManagemenfThx:William Mougayar)
(send me more and | will add themthe list)
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Transitioning To a Mobile Centric World

July 17,2013:A lybuchoosenotto decide youstill havemadeac h o i & ereewill, Rush

If you happen to be a sports fan (I am), one of the coolest features to emerge in our lifetime is thg
ability to program your DVR remotely. The game is about to start, and you forgot to record it. No
problemd youcan si mply talk to your DVR remotely
game is there. DirecTV has supported this feature for some time, initially on the Internet via the
browser and more recently via their smartphone application. Ironically, thigpbaree version of

this experience renders the browbased experience antiquated, even painful. On the browser,
the DirecTV user islwaysrequired to sigsan, which is time consuming and tedious. Plus who
remembers their TV pOntheiPtane, thesusdmsvgrieguired to gl e n t
in, which is a remarkable contrast. On the desktop navigating the schedule is cumbersome, slow
and deep in the feature hierarchy. On the smartphone it is quick, responsive, and right up front
When | am gting at my desktop at work with the browser open and-Bgged bandwidth at my
fingertips and want to program my DVR, | pick up my iPhone.

For a large variety of applications and services, users favor mobile applications over browser base§i
applicationsOver 45% of Yelpbébs* searches begin on

are now on mobile. For each and every Internet company out there, mobile is rising as a percentage

of all user visits. Mobile applications are instantly accessible as the snratghalways with

you. The applications can also leverage mebiify features such as GPS search and the camera
interface. And many of them, like the DirecTV application, are simply designed better. Many will
argue that there is a safe middle ground wiyekeu can fAhave youdthe ake
HTML5 based fAmobil e web. 0 Ye tConpmavarksyrveyfosirelr d g
that85% of usersfavor appsoverthe mobileweb. Guess whose vote matters most?

When users greatly favor a new user experience over an old one (in this case the mobile applicatioh

environment versus a browser based desktop environment), the implication isvetesein the
middleof acritical platformtransition Platform transitions are rare, yet highly consequential. The
first consumetbased transition was DOS to Windows in the late 1980s. Many fortunes were won
and lost based on how well companies like Borland and Lotus exehigddnsition. Then came
clientserver, which also launched new winners at the expense of older incumbents. The next
obvious transition was the rise of the browser in 1996, which transformed not only the software
application market but also the print anédia world. The browsdyased Internet launched many
new companies, several of which have achieved market capitalizations in the billions. Most
interestingly, new company wealth (pure pl
weal t ho ( ompaniesntbaesiidningctheir model successfully to the new platform).
TripAdvisor and Yelp rule the day, not Frommers and Zagat. Likewise Priceline and Expedia rule
travel, not some travel company that existedlpternet. Google, Yahoo, Ebay, Faceboakd a
Twitter rule the Internet, not Microsoft.

We are now seeing a new transitibraway from the browser and back towards stalote
applications, this time on mobile devices. We are also seeing the emergence ofomigbile
companies whose presence is glagy focused on mobile as opposed to the browser based
Internet. Key examples include Instagram*, Uber*, Snapchat*, and a variety of game companies
like Rovio, Supercell, and Natural Motion*. This critical platform shift should weigh heavily on
the ming of all companies that have something to lose; primarily brebased Internet
incumbents. The stakes are quite high, and it may even be too late.
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As we transition from one world to anothiberulesarechangingunderoutfeet The development

tools are different, and the development objectives have changed. The distribution techniques arg

completely new. On the browser, SEO and SEM ararpaunt, but the equivalent tools on mobile
are either nosexistent or at best immature. Living in the middle of these two worlds

simultaneously creates interesting and unique challenges. Yet the consequences of not playing afe

high. Here are some key coterations as you look to map the mobile application transition for
your own company.

. Designtakeson a greaterrole. Users favor mobile applications that are crisp, clean, and quickly
responsive. My partnévlatt Cohlerhaswritten thatthe smartphonés afi r e ntontrafor your

| i fTeis i® a clever metaphor that succinctly specifies the objectives for an ideal mobile
application. Like a rewte control, it should be quickly responsive, and do what you want with
very few button clicks. The Uber* experience is a great example. Press a button, receive a ride
and everything else disappe@rgven payment is automated. Websites do not alwaysthave
same -ciloincek © usability expectation, and as a
building mobile applications that are overly complex. The limited screen real estate , and limited
userattention on the smartphone forces better dedapisions. Lastly, lower mobile bandwidth
(versus the desktop) increases the consumer benefit-oaphed content and Ul.

. Featuredepthis inherentlylimited. Consumers clearly dislike deeply nested features on mobile
phones. They prefer the remote comt | Afone buttono experience.
problem, and be done. This is challenge for larger feaicinesites like Facebook and Yahoo, and

a real benefit for focused besft-breed providers like Instagram. It is also why YouTube, Goog
Maps, Facebook messenger and Vine are separate from their mothership. This limited depth

concept is huge and vastly misunderstood. Mobile values the single solution, one sharp blade rathgr

than a Swiss army knife.

. Developmentomplexityis areality aswe transition Not only do you have to continue to support
the desktop web, but now each company must develop and test for iOS and multiple flavors off
Android. These may not be skills you havehmuse. Plus the design elements of the app world
are different, implying that your desktop web developers may not be good at mobile app design.
|l f that were not enough, you now have to su
users that have not downloaded your application. Unfortunately, this istablek e s . Yo u
to choose not to play. One might think that this type of complexity favors larger companies with
more resources. However, this is offset by the fact that larger mature companies typically lack the
skills and the adaptability to dewgl quickly on new platforms. Complexity in this case favors the
newcomer.

. HTMLS5 is aheadfake Due to the design complexity outlined above, many developers attempt to
shortcut the system by blending elements of the desktop or mobile web world into their
applications (or will argue to simply wrap HTML in a container and call that a mobile app). This
is a dangerous decision where the developer is optimizing for themselves and not the user. Yoy
should never optimize developer convenience over user experi@neehigh profile example of

this is ESPN ScoreCenter. You move through the different leagues and scores with blinding speed
However, try to download detailed stats and you can see the app open an embedded browser a
load a web page. A user cannothelpt f e el cheated as they wali
ESPN not have enough resources to build a fully native iPhone app?

. SEOnonpresencés hugelyconsequentialOne of the key reasons that mobile apps have a cleaner
design is the absence of SEO&f®d engine optimization). Design on the desktop web has been
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one uses Adobedés Flash on | eading web sites
arefundamental design requirements for the desktop web. No one can afford to risk losing their
SEO mojo. Mobile changes that paradigm, and most of the emerging fiidit®mpanies listed
abovearenot®  EO f ocused. As an e x aneptficprodud made mokile 6 s
app design much more straigbtward. Of course, the absence of SEO may be positive for design,
but it removes a key customer acquisition strategy for many startups. Deep linking into apps is
emerging as a new paradigm, but iBiprimarily a tool of incumbents with a large previous SEO
presence.

. The coreconceptof i s e ais i kransition Search plays a completely different role on the
desktop than it does on the smartphone. On the browser, nearly every activity stastsavaith

On the smartphone, apps replace search as a starting point. Consider the case when you are curiqus

about the weather forecast? On the browser
browser. On the smartphone you never do this. The same loewdaid for an Amazon search, a

Yelp search, or a LinkedIn search. On the smartphone, these searches start in the application. This

trend is quite positive for early smartphone application leaders.

. Alockedin mobileapplicationuseris worth morethanadesktopuser Talk to any leading Internet
company, and they will echo this philosophy. The logic is that once a user goes through the trouble
of downloading an application and committing their limited screen real estate, they are now a more
committed usethat will use your app more frequently and churn less. These early applications

| eaders become functional Afgotoo apps for t
not as simple as doing another search, or clicking on another link. Yeudgu to the trouble to
download a whole new application and learn a whole new navigation interface.

. Customemrcquisitiontechniguesreshifting. Startups like tried and true browsmntric customer
acquisition techniques like SEO and SEM, butrttabile app world is different. To make matters

worse, no new systematic customer acquisition model has emerged. Embedded placement dea|s

would seem likely on Android (they were prevalent on feature phones), but this environment still
feels nascent. More gurisingly, neither Apple nor Google offer the equivalent of SEM slots
alongside their app store taxonomaitlioughthis appearsgjuitecommonin Ching. This represents

a huge missed opportunity for both platform providers, and a missing resource for companies tha
wish to pay to acquire users (of which we all know there are many).

. PaymentouldbeanewplatformbattlegroundCont nui ng wi th t he Ar emot
will clearly want payment to disappear into their butpushing experience. Many large credit

card/credential holders such as Amazon, Apple, Ebay/Paypal, and Google, have a great deal t

stake in this battleAnd of course, incumbents like Visa, Mastercard, Chase Paymentech and Bank

of America have a view, as do disrupters such as Square, Braintree, Stripe, and Swipely. Even the

large physical retailers see this as an opportunity to pry themselves out fronthen2%+ credit

card payment fee. They haweatedan entity calledMCX precisely with this in mind. We have
been waiting 15 years (remember Microsoft Passport?) febotten payment. Whoever delivers

will be in a very strong strategic position, especially if they can also disrupt the processing fee.
But prepare for a battle royal.

10.The platformsarestill evolving iOS and Android are dynamic platforms, and both Apple and

Google are still evolving their ¢porate strategy for each. Google would likely favor an HTML

centric world that returns search on the smartphone to the central place it holds on the browsey

(noticetherecentvoicesearclannouncemeitAs they invented the apgentric Smartphone world
we inhabit, Apple is likely to keep pushing in this direction. They even brought the app store

184

y

al

-



http://blas.com/
http://www.pcworld.com/article/2044443/chinas-baidu-to-acquire-local-app-stores-for-19-billion.html
http://www.mcx.com/
http://www.google.com/insidesearch/features/voicesearch/index-chrome.html

M The Rabbit Hole

Jump In.
backwards to the Mac desktop OS. Lastly, competitive dyremicnay f or ce each
stackodo eating into the app ecosystem. We ha

Who are in winners in a mobile application centric world? In the near term, a continued move
towards a more apgentric world isa big boon for the application providers who have made the

transition to -irmoobirlecalanas tinaltoec koerd user 6s mo K i

Al oeikned but so i s-howhwhichrclearly cgeatésiswitohing costsvior new
entrans. Users will only keep a small number of brands on their sphare, and they start their
activities in these appsnot with a traditional search engine. This is not to say we will not see new
entrantsi witness Snapchat. But the combination of latkand a lack of a truly liquid new

di stribution hooks will favor the Anew incu

The biggest losers will be the web incumbents who do not understand the rules of the new road
or the consequences of missed execution. Anyone lost ingktogevorld who fails to appreciate

the criticality of the mobildirst mindset is subject to demise. Consumers prefer mobile and they
prefer mobile apps to the mobile web. Deny that reality at your own risk.

A few weeks back, Nextdooi*the leading soclanetwork for your neighborhoddlaunchedheir
muchanticipatedmobile applicationfor iI0OS. This anticipation emanated directly from the user
community, where a mobikgpplication has long been the most requested feature. The first several
revi ews on the i Tunes sl ®veewaitingmUluseNexddbovamynme n
iPhone after joining my neighborhoodalmost 7 monthsago. So happy to see this finally
launchedd a @ td HRfiloneappturnsNextdoorinto aneverbettertool6 Some of t he
even threw out this juicy commeinfithisis betterthanthedesktopapplicationo An increasingly
common refrain.

*Benchmarkis aninvestorin thesecompanies
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Grubhub and Seamless:Effecting The
Elusive Private-Private Merger

May 20,2013: Today,SeamlesandGrubhubannouncedhe signingof a definitive agreemento

merget wo of the nati ono6s pkeamnonlirer As8Benchmarkcieaslargk o r

institutional investor in Grubhub, we were actively involved in the merger process, and we are
quite excited about the potential of the two companies coming together. There are many synergie
T different geographic stngths, different core customer bases, and different product strengths.

And of course, we are afforded the advantage of greater scale.

o7

seamless

grubHub

happy eating
Despite that there may be many obvious reasons for any two companies to combine, most private
private mergers (whereoth companies are private entities) never come to fruition. Ppbbtc,
and publieprivate are actually much easier to consummate. There are many reasons why private
private is so difficult, but allow me to highlight three specific challenges thatgeiéeprevalent.
1) Structural Challenges

Private companies typically have capitalization structures that are very complex. There are
common stock, common options, and as many as three to five different layers of preferred stock
each with a specifiagquidation preference. Finding a way to meld two complex capital structures
is nontrivial, and may require compromise from many parties involved. But institutional investors
are loath to give up previously negotiated rights, and this can be especmliyhien the investor

in a competitive company is the one bringing the request. Even melding two separate optionf
programs can be challenging. There are numerous techniques for bringing together two suclk
structures, but none of them are remotely elegantthaydll involve spending many, many hours
with lawyers. At the end of the day, structure is not a show stopper, but it creates a very high bay
for consideratiori you have to really want to make it happen to be able to sit down and sort
through the compiaty.

2) People Challenges

Prior to a merger, you have two separate management teams (with two separate cultures), and n

order to merge, you have to agree on who 1is
will be. It should come as no iarise that executives are fairly sensitive when it comes to topics

of reporting structure and titles. Plus, you have the natural tendency to view any discussion as af
Aus versus themd type argument, whi cdrations no
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The bottom line is that it is very hard to merge two management teams, especially when youl

consider the contracted time window typicalljy
As a result, only if you have two teams with a sharebwifor the future, and minds that are open

to compromise could you ever hope to be successful. Some pretiprbigh mergers have fallen

apart because of this issue.

3) Investor/Founder Mindset Challenges

Most founders and investors typically thiakout their personal stakes in a private company in
terms of Afownership percentage. 0 An investpr
founder may not e, Al still own 31% of my cpmj
overallcompanyvalueiner ms of doll ars. As an exampl e ylu
the |l ast round at $100 million post. o When |Jtw
these overall corporate values are emRriwe dep at

company valuation techniques are particularly specious (this contrasts with a public company tha
every day has a definitive market capitalization). Anyone can create any number they want (within
reason), as there is no one specific formulenetric for such work. Most models are also based

on forward forecasts, which offers another avenue for inflation. Basically, everyone uses loose

finance argumentstoovernf | at e t heir own companyo6s valugt.

slice of the e of the new company.

The only way around this is to reverse your way of thinking. First, you have to focus on the dollar
value of your new stake in the combined company instead of focusing on the specific percentage
Even in a 50/50 scenario, each owh@rsstake is half what it once was. Assuming the deal is
accretive, t-hi ai sédoal chatbke; Apyour new stock i
more than it was before. However, the fAownae
stake beingeduced so dramatically. Second, you need to only negotiate in terms of percentages
(versus dollar value). One company will get X% of the combined company, and one company will
get 2X%. Taking this approach is the only way around the dueling blowfishgrolAssuming

both sides think the merger is a good idea (and accretive) the future value is obviously going to be
higher. The real question is how do we split the company amongst the two players, and focusing
on this out of the gate will save an incrediateount of time.

These are just the challenges that you meet on the way to the altar. Many mergers fail not in th¢

deal process but in the i mplementation procks:

a merger of equals. And the human aumttural issues outlined above continue to exist as you

attempt to merge two companies into one. Gelt

Once again, | am quite excited about the Grubhub/Seamless merger, and tip my hat to Mat
Maloney, Mike Evans, Jathan Zabusky, and both the Grubhub and Seamless management teams
Had they not started from day one of our discussions with a partnership mindset, we would have
never have reached this milestone. | look forward to working with them both, as well as the
investors and independent directors from both sides to help take the merged company to newy
heights.
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A Rake Too Far: Optimal Platform
Pricing Strategy

April 18,2013:In a casino, the termfir akeo refers to the commis

which in essence becomes the Arevenueo for
plethor of interesting word choices exist which all describe the sameithiagping a little bit

of the revenue for the company that i s runn
Atoll , o0 Atax, 0o Avi go or nfvtiog o(railsthh oou gihy uti hcies,
associated with corruption in politics).

Company Rake Notes

OpenTable 1.9% Reservation fee / average meal per person

Homeaway 2.5% Estimated (low due to use of listing model instead of transaction)

Comparison Shopping 6.0% Estimated

ebay 9.9% This is partially listing fees, partially marketing fees, and part PayPal.

oDesk 10.0% 10% on top of all work billed

AirBNB 11.0% 3% + 6-12% depending on size of transaction

Expedia 11.9% Per 2012 10-K

Amazon Marketplace 12.0% Guess based on rate table

Fandango 12.5% Fee charged to user / ticket price

PriceLine 18.5% Per 2012 10-K

TicketMaster 26.0% Estimate for tickets sold by TM (non box office) - very hard to discern

Steam 30.0% Rate card

Itunes 30.0% Rate card

Facebook Credits 30.0% Rate card

GroupOn 38.2% Calculated from 2012 10-K. Does not include direct goods.

Shutterstock 70.0% From S-1

Many Internet marketplaces also have a rake or vig. The percentage rake is the amount that the

marketplace charges as a percentage of GMS (gross merchandise salesypidaibhrepresents
net revenues for the marketpl ace. As an e
approximately $6.6B against GMS of approximately $68.6B for a rake percentage of just under
10%. It may seem tautological that a higher rake is adviyteri that charging more would be

better than charging less. But in fact, the opposite may often be true. The most dangerous stratedy

for any platform company is to price too higto charge a greedy and overzealous rake that could
serve to undermineine whole point of having a platform in the first place.

Before discussing the merits of low rakes versus high rakes, let us first take a look at current
examples of different rakes across the Internet. The table above shows estimated rakes for sever

online businesses as a percentage of GMS. Do not assume that these numbers are specifically

accurate as some vendors make these very hard to deduazé is also the added noise of kick
backs that are common in industries like ticketing. You can seehghyrakes in the case of
iTunes, Facebook, and GroupOn down to especially low rakes for the likes of OpenTable and
HomeAway. Amazon marketplace fes® publishedon their website and vary by category, but

they basically range from-85%, so lets say the average is approximately 12%. eBay recently

Al

S i
operating a poker game. With each hand, a small percentage of the pot is scraped off by the dealdr,

ar

| aunched an aggressive campai gn -aytdrtiaat basisn g A ma

(thosepercentagesanbe found herg. One company with an astonishingly high rake is recently
IPOed Shutterstock, a phegparchasing rarketplace where the content owner recetdg 30%
of grossreceipts As we will argue below, this could in fact be a very fragileagitun.
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When evaluating new marketplace investments, we are naturally biased towards entrepreneur
who understand the strategationalebehind the argument for a lower rake. If your objective is
to build a winneitakeall marketplace over a very long tergou want to build a platform that has

the least amount of friction (both product and pricing). High rakes are a form of friction precisely
because your rake becomes part of the landed price for the consumer. If you charge an excessiye
rake, the pricing oitems in your marketplace are now unnaturally high (relative to anything
out side your marketplace) . I n order for youjr
want industry leading pricing which is impossible if your rake is the de factuse of excessive
pricing. High rakes also create a natural impetus for suppliers to look elsewhere, which endanger

v

sustainability. These reasons are |ikely Dbje
businessNorth AmericaThird PartyRevenuds downin Q4 bothYOY andQ0OQ). With a rake
of approximately 38% (and this is fAaftthe 06 ap

consumer) the recovery from each transaction for the supplier is only 30%, representing anj
Afeffectivedo rake of 70 %.

3 OO/ Your royalty for every
O clip purchased
Earn 30% of the sale price received by Shutterstock for each clip sold
For example, a regularly priced HD clip ($79) would pay $23.70

High volume combined with a modest rake is the perfect formula for a true organic marketplace
and a sustainable competitive advantagsustainable platform or marketplace is one where the
value of being in the network clearly outshines the transactional costs charged for being in the
network. This way, suppliers will feel obliged to stay on the platform, and consumers will not see
prices that are overly burdened by the network provider. Everyone wins in this scenario,
but particularly the platform provider. A high rake will allow you to achieve larger revenues faster,
but it will eventually represent a strategic red fiag pricing umipella that can be exploited by
others in the ecosystem, perhaps by someone with a more disruptive business model. As Jeff Bez@s
i s fond yodrmasgaigmyrogporturfity o
Many people do not know this, but one of the most amazing Internet success stories is the Europegn
division of The Priceline Group, which operates under the brand Booking.com. Booking.com is
the unquestioned leader inonlinegav i n Eur ope, and represent g
astounding $35B market capitalization. Booking.com was not always the online leader in Europe
Tin fact they were a disrupter stealing the
companies like Expedia and Travelocity had become enamored with what is known as the
fimerchantmodel 6 Basi call vy, these companies houl d
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consumer and sell them as a bundled offering. The merchant model could produce a rake of welf
over 30%, and was therefore attractive to companies like Expedia. Booking.com took a much more
aggressive approach (perhaps because it was the onbvaitedie) . They started with a 10%
fagency model , 0 which not only represented h
to the supplier. As such, they were able to signup nearly every small hotel in Europe. This resulted
in more selection for the oosumer and more support from the supplier Hasanis
Schallat Skift.com has a wonderfully detailed accounthofv Booking.comcameto dominate

Europe along with a more recent article addressing the lingering ramifications ofrthé u s t r yJo s

natral shift to thelower friction (lower rake) agency model.
It turns out that the average rake at Priceline Grisugven higher today, as they allow merchants
to voluntarily bid up their rake for better placement in the network (you can see this abline t

above). This is one of my favorite marketpl hce

to get broaebased supplier adoption, and you add in a matkeen pricing dynamic that allows
those suppliers who want more volume or exposure taygag on an opin basis. This way no
one leaves the network due to excessive fees, yet you end up with a higher average rake over tinje
due to the competitive dynamic. And when prices go up due to bidding and competition, the
suppliers blame their competiti not the platform (part of the genius of the Google AdWords
business model). This also allows you to extract more dollars from those suppliers who desire to
spend more to promote themselves (without r

Here is anothemteresting story related to rakes. In 2006, Benchmark started spending time with
Gary Swart and the team at oDesk. We were quite enamored with their marketplace for skilled
global talent, and were amazed at how the tools in their online workplace allagtedhers to

hire, manage, and pay for work fradistributedteams. Combined with a bidding and reputation
system, oDesk had built an fAebay for work. ¢f
in the market such as Freelancer and Rerdder. Afer discussing competition at length, the team
came upon the idea of lowering the commission from 30% (which was standard in the industry) to
10% of overall costs. We were excited to hear sigdressivetrategic thinking from the team,

and they were ex@t to hear from an investor with a leteym perspective (this change obviously
reduced current period revenue to 1/3 of its current leviglge rest is history. By 2009 oDesk
surpassed the nearest competitor, and they are now the clear leader (langdrethdop
competitors combined) in the rapidly emergi

All of which | eads us to two very interestdi
Interneti Facebook and Apple. Both of these companies charge a hefty 386 fimsactions

on their platform. Because most of the developers building on these platforms make software, the
developers do not experience immediate pain when they share 30%liottogvenue. After all,
marginal costs are near zero, and theretoedde is tolerable. But the real question is: Does the
30% marketplace on top of the platform help to reinforce the strategic positioning of the platform
itself? Or is it merely a revenue extraoti ofn
could be a nehegative from a strategic standpoint?
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There 1s a big difference
between what you can extract
versus what you should extract.
Letdos start with Facebook. For the first S

smashing success. The distribution power of their pervasive platform proved a remarkable vehicle
for many companies; particularly games companies. The platform was so successful so quickly
that many early adopters of the platform rocketed to hundreds of millions in sales. Zynga, which
was particularly adept at surfing the Facebook wave, catapulted itié1iib revenue in its sixth

year of existence! Everything looked incredible. Fastvard to today (only a few years later),

and games companies are no longer betting their whole company on Facebook. Oddly, they arg

aggressively and strategically loogito expand no##B distribution.

ev

174

It is really hard to pinpoint exactly what yer

to beinga game platform. Some might also highlight the lack of breadth in its success, and argue
t hat Zynga hwerdus other pfayers m thg field. drid some might point to the rise of
mobile which created a difficult platform transition for Facebook (which we will address shortly).
In addition to these issues, there is also a strong argument that 30% was simpbBsaivexake.

When you consider that many of these same game

ad product s, it suggests that the fAactual o
was much higher t han t®Da%the I€adingglobal Bogia eetwork Wwitlh s

high barriers to entry, there was no need to maximize revenue on day one. It was far more importarg

to prove the platform as a viable and efficient distribution mechanism for a broad range of products
and serices, and to convince all partners of the unquestioned efficacy of the platform itself.

Last November, Zynga and Facebook together renegotiated their previotteriongusiness
agreement. According to the old agreement, Zynga was required to shell oot 8@ revenue

ra
po

even if they gener at €hdtisraeyagressve falefNow Fyaga s b 0 § k ¢

freed from many commitments it had made to the Facebook platform, and is allowed to build
independent revenue streams outside of Facebook. Higy ris that Zynga is still highly
dependent on Facebook. However, Zynga shar e
revenue tied to Facebook and consider it a positive if they can reduce this dependency. The bottor
line is that the entire gamingdustry has lost some of its enthusiasm for the Facebook platform,
and it will be difficult for Facebook to recreate the magic and momentum they once had.

The Apple case is more extreme as the impact is more consequential. Despite the fact that Appl
hadhas industry leading hardware margins on its incredible computing products, Apple felt the

need to take 30% of the revenue that was created by its app ecosystem as well as 30% of the

revenue from media rentals and sales. In retrospect, demanding to be patl sides was a sign

of overconfidence. However, the truth is they made this work for a very long time. Many
companies, thriving on the Apple platform,
itself, Apple has created billions andlinihs of high margin revenue and corresponding bottom
line profits as a result of the amazing success of its 30% rake. All of which helped catapult Apple
to the very top of the business hierarthye largest market capitalization company in the world.
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Thesinglebi ggest problem with Applebs aggressi Vvé
term strategic partnerships. Specifically, two companies that potemiallg havénelped to
reinforce the success of the iOS platform blinked, paused, andwéenon to support a
competitive platform. Both Amazon and Facebaokld havebeen anghouldhavebeen BFFs

with Apple. And if Apple could go back in time, they would surely opt to be BFFs also. The most
threatening company for all three players wasrblgaoogle. However, Amazon owns a digital

media business built around Kindle. And Facebook, as discussed, has a 30% rake business heIpilg

game developers distribute and monetize games throughout its network. When Facebook an
Amazon read the terms of se@ of the iOS platform, and came to grips with the reality of the
30% rake, they saw an instant rdaldck i a showstopper to their potential success on that
platform. It was very hard to imagine their
and so they eventually punted on a full commitment to iOS.

When Facebook and Amazon read the terms
of service of the 108 platform, and came to
grips with the reality of the 30% rake, they
saw an instant road-block — a show-stopper
to their potential success on that platform.

The bottom line is they could have been amazing partners. If Apple had a lower rake, or even hag
they been less obstinate about their existing rake, a partnership could have fornaegdaskin
Hollywoodi ispl it s0 can solve any probl em). I OS
mobile device, AND the definitive Amazon shopping device. Tdmylchave been integrated
from the beginning at a deep level: your social network inamsit your Amazon -tlick

credentials a fingertip away. Jeff Bezos, Mark Zuckerburg, and Steve Jobs on a stage togethe[

talking about the truly amazing things these companies have done together. It could have bee
awesome. But it didnét play out that way.

|l nstead, as you are aware, Facebookédés new H
Android, Applebs key nemesis of the past de
i OS, and Eric Schmidt, Googl ipedppreciat®rtatteemexaeht Ch
Di ve I nt o Mo blithinle t@usstiode ldoeent,cde , S dih mnstkdd ofbecoming |

a platform differentiator for Appl e, Faceb
competition.

The Amazon situation Aavis Apple is more severe. In stdfr mi ng Amazon ove
Apple not only alienated a key partner lautnched a competitor. Amazon has obviously designed

its Kindle Fire system on top of an Android variant. But that is only half the problem. Amazon, in

D M ¢
c a
ai

oo

true Amazon fashion, is now attacking Appl ejos

receiveby charging both high hardware margins and a high rake on content. As outlined in its
recentLetterto ShareholdersAmazon does not believe that its customer should have to pay fat
margins on hardware ANDoot ent . fAOur business approach i 3
breakeven prices. We want to make money when people use our demimeghen people buy

our devices. 0O Amazon plans to subsidize theg

margn. The 30% rake basically launched a nasty competitor with a disruptive pricing model.
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Number one on the | i st of Peter Drucker 6s

mar gins and premium pi T owershypofprensnprifing wlwdys r
createsa marketfor the competitor. Andhigh profit marginsdo notequalmaximunprofits. Total
profit is profit marginmultipliedby turnover.Maximumprofit is thusobtainedoy the profit margin
that yields the largesttotal profit f | o wWwMbsi venture capitalists encourage entreprenturs

pricemaximize, to extract as much rent as they possibly can from their ecosystem on eachj

transaction. This is likely shesighted. There is a big difference between whatganextract
versus what yoshouldextract. Water runs downbhill.

[After this post was written, several readers pointed out that petfap®stamazingexampleof
usinglower pricing to disrupta marketplacdeaderwasTaobaovs eBayin China. If the pending
| PO of Taobaobés parent, Al i baba. com, i s
beentheultimate marketplace pricing win of all time.]

*Pleaselet us knowif you haveotha namesyouwould addto thetable,or if thereare numbers
youthink needcorrecting.l will updatethetableandputtherolling updatesn the answerto this
quorapostonthe sametopic.
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MeetB e n ¢ h mniNew RadnerEric
Vishria

July 23,2014:Today Benchmark announced that Eric Vishria has joined us as a General Partner.

Eric is one of the wyandcoming stars in the technology industry, and we are very excited he is
becomingoupar t ner . I n Benchmarkdés team dynamic,

keen intellect, his experience as an entrepreneur and CEO, his depth in infrastructure and enterpride

software, and his infectious optimism about technology make him drBdeehmark partner.

Eric demonstrated a unique passion for startups and entrepreneurship from an early age. Aftey

graduating from Stanford in mathematical and computer science when he was just 19, Eric joinec
the newlyformed enterprise software comparyudcloud (which became Opsware in 2002). Eric
rose quickly, and by the age of 26 he becan
in that role through the companyds acqui sit
president.

In 2008 Eic co-founded his own startup, RockMelt, and ran the company as CEO until its

acquisition by Yahoo | ast year. We foll owed
he worked through the roller coaster of a startup. While RockMelt may not haegexthll of
its intended objectives, it gave us a windd

relentless optimism and sense of commitment to his mission. He never gave up, ultimately finding|
a home for the company and a fair outcome foehiployees and investors. Our friend and mentor
the great Bill Campbell knew Eric through this lens and was a huge advocate for his candidacyj
here at Benchmark.

One of Benchmarkdéds core principles is the iy
general partners, regardless of track record or seniority, has equal ownership in the firm and arn
equal stake in its future. We believe that this promotes teamwork, minimizes politics, and most
importantly allows us to deliver the power of the entire téathe entrepreneurs we serve. It also

allows us to recruit the best possible partner candidates, like Eric Vishria, early in their careers anc
allow them to dedicate many years to refining their craft as venture investors and board members

We believe thiasuccessful eartgtage venture investing is just that: a craft. It is a sexiemted
business, not an industrial process that can be scaled. It requires investors to work diligently or
the boards of startups, providing advice and counsel and suggptrg visions and dreams of
entrepreneurs. Eric expects to spend the majority of time investing, among other things, in
enterprise and infrastructure companies. As Eric said to us, he is addicted to the energy of working
on ambitious ideas with amazingpe | e, and canét wait to get s

Any success that Benchmark has had over the years has been the direct result of partners work\i/\rE

together as a team to support entrepreneurs at the highest level. With Eric Vishria as a partner,
have an exciting opptunity to invest in new companies and an extraordinary new partner to help
our current portfolio companies succeed. We believe that all of our companies, not just the newj
ones Eric invests in, will benefit from his presence on our team. We could ngbjierita have
him on board.

0 Bill Gurley, Matt Cohler, Mitch Lasky & Peter Fenton
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How to Miss By aMile: An AlternativeLook
atU b e PalestialMarketSize

July 11, 2014:0n June 18AswathDamodaran a f i nance pr onfSehsosa r atF/

Business, published an @bert 5 aVbrth$1a@HBiliolcd viehrihd rg
was a shortened version of a more detailed posthhe har i t t en f or AlDisrgptive wn

Ft
| ©

CabRideto Riches:TheUberPayoff 6 Usi ng a combination of mgrk

analysis, Professor Damodaran concluded that his best estimate of the value of Uber is $5.9 billiorg
far short of the value recently determined by the market. This estimate of value was tied to certair]

Aassumptionso with reskedt) tas WweM | ( tast dJlb ea Opsi |

that TAM. And as you would expect, his answer is critically dependent on these two assumptions.
As the Series A investor and board member at Uber, | was quite intrigued when | heard that therg
was aFiveThirtyEightarticle specifically focused on the company. | have always loved the deep,
structured analysis th&ill SimmonsandGrantlandbring to sports, and wheyate Silver also

joined ESPN, | s looking forward to the same thoughtful analysis applied to a much broader
range of subjects. Deep research and quant it
attention span news approach. | could hardly wait to dive in and see the approach.
The funny thing about fAhard numberso i s thaft
students are warned about the critical difference betywesmision and accur&y. Financial
models, especially valuation models, are interesting in that they can be particularly precise. A
discounted cash flow model can lead to a result with two numbers right of the decimal for price
pershare. But what is the true accuracy of nudghese financial models? While it may seem like

a tough question to answer, | would argue that most practitioners of valuation analysis would
stateinot very high. o 11 i's simply not an accl
innocuous assuntipns can have a major impact on the output. As a result, most models are used

r

as a rough guide to see I f you are Ain the |ba

undervalued or ovewalued.

So here is the objective of this postislihot my aim to specifically convince anyone that Uber is
worth any specific valuation. What Professor Damodaran thinks, or what anyone whais not
buyer or seller of stocks thinks, is fairly immaterial. | am also not out to prove him wrong. | am
much mae interested in the subject of critical reasoning and predictions, and how certain
assumptions can lead to gravely different outcomes. As such, my goal is to offer a plausible
argument that the core assumpti onsfaadosE25 i n
times, perhaps even more. And | hope the analysis is judged on whether the arguments | make aje
reasonable and feasible.

Damodaran uses two primary assumptions that drive the core of his analysis. The first is TAM,

and the secarkkti sshlhbbeer v trha n t hat mar ket . Ro
base case valwuati on, I 6m going to assume tHa

taxiandcass er vi ce mar ket . o0 He then goes toricaltaxio c a
and limousine market. The number he uses for this TAM estimate is $100 billion. He then guesses
at a market share limit for Ubé&rbasically a maximum in terms of market share the company
could potentially achieve. For this he settles on ID8&.rest of his model is rather straightforward
and typical. In my view, there is a critical error in both of these two core assumptions.
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TOTAL AVAILABLE MARK ET ANALYSIS

Letdés first dive i nchoosing th ese theAhiMtoriead sSza ob taixiiarmdn .
limousine market, Damodaran is making an implicit assumption that the future will look quite like
the past. In other words, the arrival of a product or service like Uber will have zero onghet
overall market size of the céor-hire transprtation market. There are multiple reasons why this

is a flawed assumption. When you materially improve an offering, and create new features,

functions, experiences, price points, and even enable new use cases, you can materially expand th

market in thgrocess. The past can be a poor guide for the future if the future offering is materially
different than the past. Consider the following example from 34 years ago that included the exact
same type of prediction error:

i | 1880, McKinsey& Companywas commssionedby AT&T (whoseBell Labs had invented
cellular telephony)to forecastcell phone penetrationin the U.S. by 2000.Thec onsul t an
prediction,900,000subscribersyaslessthan 1% of theactualfigure, 109 Million. Basedon this
legendarymistake AT&T decidedherewasnotmuchfutureto thesetoys.A decaddater, to rejoin
thecellular market AT&T hadto acquireMcCawCellular for $12.6Billion. By 2011,thenumber

of subscribersworldwide had surpassed Billion and cellular communicatiorhad becomean
unprecedentetechnologicakr e v o | Warticlevia @trengriffin)

o L - =

Sizing the market for a disruptor based on
an incumbent’s market is like sizing the car
industry off how many horses there were in
1910.

- (&} *

m 235 QENLEZe A

The tweet included hefeom Aaron Levie highlightshte key point we are makingUb er 6 s
potential market is far different from the previous-faarhire market, precisely because the
numerous improvements with respect to the traditional model lead to a greatly enhanced tota
available market. We will now vllathrough those key differences, dive deep on the issue of price,

e

and then consider a range of expanded use cases for Uber, including one that changes the garphe

entirely.

A RADICALLY DIFFEREN T EXPERIENCE

. Pick-uptimes In cities where Uber has higjuidity, you have average piakp times of less than
five minutes. For most of America, prior to Uber it was impossible to predict how long it would

take for a taxi to show up. You al so di dnojt
confidec e about the taxidés arrival time was nedr

in a market, pickup times continue to fall, and the product continues to improve.
. Coveragedensity As Uber evolves in a city, the geographic area they serve gralgraws.
Uber initially worked well primarily within the San Francisco city limits. It now has high liquidity

from South San Jose to Napa. This enlarged coverage area not only increases the number @f

potential customers, but it also increases the potersgadases. Uber is already achieving liquidity
in geographic regions where consumers rarely order taxis, which is explicitly market expanding.
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Payment With Uber you never need cash to affect a transaction. The service relies solely on
payment enabled thugh a smartphone application. This makes it much easier to use on the spur
of the moment. It also removes a time consuming and unnecessary step from the previous procesg.
Civility . The dualdrating system in Uber (customers rate drivers and drivers rstencears) leads

to a much more civil rider/driver experience. This is well documented and understood. With taxis,
users worry about being taken advantage of, and many drivers spend all day with riders accusing
them of such. This can make for an uncomfodaperience on both sides.

Trustandsafety Most Uber riders believe they are safer in an Uber than in a traditional taxi. This
sentiment is easy to understand. Because there is a record of every ride, every rider, and evely
driver, you end up with a stgsn that is much more accountable than the prior taxi matkesd
makesit supereasyto recoverlost items. The rating system also ensutbat poor drivers are
removed from the system. Many of the women | know have explicitly stated that they feel
dramatically safer in an Uber versus a taxi.

DIFFERENT ECONOMICS

| find it surprising that a finance professor like Damodaran dig¢doasgider the impact of price on
demand. As Uber becomes more and more liquid, its drivers enjoy higher and higher utilization.
Utilization is a measure of the percentage of time drigezsvorking versuwaiting. Think about

rides per hour as a similar asirement. As utilization rises, Uber can lower price, and the drivers
still make the same amount. Uber does in fact choose to do this, and has done it many times. Jupt
last week, the following email went out to all users in Los Angeles (see graphic bklgal)

look at the bottom of the graphic, you will see that Uber is now priced dramatically below a taxi.
The relationship between price and demand is well understood, and while Damodaran may no
have the numbers he woul apriceelesdcitytled mecaasure yol at ¢
that it is high. This only makes senisdowering the price of cafor-hire transportation will
increase the usage.
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uber)&

25% CHEAPER

We just dropped uberX fares by 25%, making it 50% cheaper than a taxi. From
Venice to WeHo and everywhere in between, uberX is the most affordable ride on the
road.

HOW THESE PRICES COMPARE

WeHo to LAX

%19
$26

$37

Santa Monica to Downtown LA

$37

$53

Hermosa Beach to Manhattan Beach

-

38

§11
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Most taxi servies in the majority of U.S. cities have a fixed supply through some type of medallion
system. In NYC today there are 13,605 licensed taxis. In 1937, when the modern system was
created, there were 11,787. Additionally, prices only go up, they never go Howrcould one
possibly know if this is the appropriate suygpp
high-value of medallions (over $1mm in some markets) implicitly prove that the market is
undersupplied and that prices are above true markeinggarices? What if someone could run a
more convenient, safer service at a much lower price and with much higher availability? You
would end up with dramatically more ridesind that is exactly what is happening.

NEW USE CASES

. Usein lessurbanareas Because of the magical ordering system and the ability to efficiently
organize a distributed set of drivers, Uber]|]ce:
make sense to have a dense supply of taxis. If you live in a suburban commuratys tiite
chance you could walk out your door and hail a cab. And if you call one of the phones, it is a very
spotty proposition. Today, Uber already works dramatically well in many suburban areas outside
of San Francisco with pick up times in less th@mminutes. This creates new use cases versus a
historical model.

. Rentalcaralternative When | used to travel to Los Angeles and Seattle on business | would use a
rental car. Today | only Uber. It is materially better. | dohmte to wait in lines, ahl avoid the
needless busridesonea&m d of the trip. Il dondt have t o] me
| dondét have to pay for parking. The rental] c:
obviously be much larger. And you arecaésating into the parking market here.

. A c o u prigatéw. The liquidity is so high in the San Jose Peninsula that a couple living in
Menlo Park will Uber to a dinner in Palo Alto (perhaps 3 miles away) to avoid the risk of driving
after having a glassfo wi n e . This was not a use case tHhat
great for getting from San Francsico back home to the suburbs after a night on the town. This was
a historic black car market, but the ease and convenience greatly increaseslibe of times it
is now done, by a multiple.

. Transportindkidss. An article i n tMemWawsCaleddeo Tgastg s tfi t
that parents are using Uber to send their Kid
put young kids into taxis (due to trust), but they are quite comfortable doing this in an Uber. It is
also common for parents with teenagers to engeutaking Uber when they go out, to reduce the
risk that they end up in a car with someone who may have been drinking.

. Transportingolder parents | know many people who are looking after older parents, who have
insisted their parents put Uber on their pb® to have an alternative to driving at night or in
traffic. Convincing them to use Uber is much easier a task than suggesting they call a taxi due td
both convenience, ease of use, and social acceptance.

. Supplementor masdransit If you are someoneho primarily uses mass transit, you are likely to
consider UberX (low price offering) for exceptions such as when you just miss a train, or when
you might be late for a meeting. Lower price points than a taxi and more reliability make this
possible. A stug from the city of San Francisco argues that more taxis will result in more mass
transit use, as it makes it easier not to need a car.

THE GAME CHANGER: UBER AS A CAROWNERSHIP ALTERNATIVE

Damodaran likely never considered this possibility: Could Ubehragmwint in terms of price and
convenience that it becomes a preferable alternative to owning &araerilManjoowrote a
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compelling piece f WihUbehlessReasorioYwnakaoT i maxk i (nfg
this argument. AnéregoryFerensteirat Ventur&eatdovealittle deepeiin terms of the math of

how this would work. A c ¢ mateas ithatghe averagé& eost efncart e i

ownership per year is about $9,000.0 If you

fare you can calculate number of rides you could afford a year, and compare that with what youy

need. For many, the math iseddy working. | know numerous people who have already given up
their cars, and several people have anecdotally sent photos to Uber of the check they received fd
selling their car.

Some interesting demographic tr epodunity miths al
market. First, there is the continuing trendudfanizationin America But more importantly,

=]

5 O

Americads yout h hav eotibneotolvreng a carukids aréno Ibnger mishimg t bt

to obtain their license on the day they turn 16, and according to Edmunds, car ownership among
18-34 year olds has fallen a full 30% in recent years. Here are just a few of many articles published
over thepast two years on this topic:

Why D o nYamungAmericansBuy Cars?The Atlantic (3/25/12)

YoungAmericangditch thecarCNN (9/17/12)

TheEndof CarCultureThe NYTimes Sunday Review (6/23/13)

YoungAmericansAre AbandoningCarOwnershipandDriving The Daily Beast (7/5/13)

TheAutol n d u sHard SelftasConvinceYour Kids TheyNeeda CarTime (1/24/14)

Millennials D o n @are About Owning Cars, And Car Makers C a n Kigure Out Why Fast

Company (3/26/14)
There are two other points worth considering with respect to Uber as a car ownership alternative
First, the consumers most | i kely to replace their dfex

going from two cars to one. Or perhaps a suburban family will reduce its fleet from four to three
or three to two. The fixed costs of this marginal car are very high (DMVtratys, insurance,
depreciation), yet the usage of that car is much lower. The second point worth nothing is that for
certain people the benefits of not driving are so high that they will switch to Uber before the
economic case is specifically advantageaihoosing to pay a premium for the convenience. This
would include people that consume alcohol after work and do not want to risk driving, people that
are frequent users of smartphones when they commatedonsidereda biggerrisk thanDUI),

and people that loathe spending time parking their vehicle.

HOW BIG IS THE CAR-OWNERSHIP-ALTERNATIVE MARKET?

According tothis NADA report total dealership sales (including service) is about $730 billion
annually. Howevet hat really isndédt what <car Trepl acer
all the costs of wning a cari not just the car purchase, but also insurance, DMV registration,
parking, gasoline, repairs, oil changes, etc.

Thenumberof carsin circulationin theworld is justover1 billion, with 25% of those in the United
States. AAA estimates thtte averageannualcostof owninga caris $9,000 While this number

may seem high, if you read the report you will see that the key dritierasing costs of gasoline

and raw materials and insurance alone averages $1000/year. It is hard to imagine a scenario wheje

these costs fall (most are rising), and many of these costs are now consistent on a global basis. B
we will conservatively cuthat number by 33% to $6,000.

One billion global cars multiplied by a $6,000 annual cost of ownership results in a $6 trillion
market for annual car ownership costs. How much of that market Uber can take is an interesting
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guestion to ponder (which we Wil but the fact that 25% of that market is in the U.S. is a huge
advantage for the company.

Driving homethepointUber 6 s potential mar ket thsemarket di
precisely because the numerous improvements ovetrdlagional model lead to a greatly
enhanced TAM.

WHY ONLY 10%?

Now | etds turn our attention to the 10% max
his analysis. He argues that regul atory. res
He also makes the point that there are no advantages that cross fréorctity a point we will
dispute later.

Eighteen years ago, Brian Arthur published a seminal economic paper in the Harvard Business
Revi ew Ircreasihgeedurnsaridthe Two Worldsof Business | f you have 7
highly recommend that you do. His key point is that certain technology businesses, rather than
being exposed to diminishingarginal returns like historical industrial businesses, are actually
subject to a phenomenon called known as #fin
a better position to gain more market share. Increasing returns are particularly poeriuh

ff

ot

network effect is presenhccordingto Wikipedia, a net wor k ef fect 1 s pJe

of a product or service is depenadedstthemore t h e
people that use the product or service, the more valuable it is to each and every user.

So the right questions ar@,i Uber exposedo someform of networkeffectwherethe marginal
userseedhigherutility preciselybecausefthenumberof previouscustomershat havechoserto
useit,andwouldthatleadto a marketsharewell beyondthe 10%postulatecboyDa mod ar an ? o
There are three drivers of a network effect in the Uber model:

Pick-uptimes As Uber expands in a market, and as demaddsapply both grow, pickup times

fall. Residents of San Francisco have seen this play out over many years. Shorter pickup time
mean more reliability and more potential use cases. The more people that use Uber, the shorter tf
pick up times in each region

e

increases and increases. Once again, Uber started in San Francisco proper. Today there is covergge

from South San Jose all the way up to Napa. The more peoplestdJber, the greater the
coverage.

Utilization. As Uber grows in any given city, utilization increases. Basically, the time that a driver
has a paying ride per hour is constantly rising. This is simply a math probtesre demand and
more supply makée economical travelingalesman type problem easier to solve. Uber then uses
the increased utilization to lower rafiesvhich results in lower prices which once again leads to
more use cases. The more people that use Uber, the lower the overall pbedavithe consumer.

David Sacks of Yammer and Paypal, recently tweeted a nagkich captionedi Ub er 6 s vi r
cycl e. Geographic density is the new netwo
mentioned.

201



http://blas.com/
http://www.iwp.jku.at/Born/mpwfst/02/BArthur/Arthur_B.pdf
http://en.wikipedia.org/wiki/Network_effect

M The Rabbit Hole
Jump In.

M ORE

Wfﬁt P g / s \

LESS DUV p\chS MOLE DRIVERS
DowvTIME
MOLE /
LEObeAPHIC
COVERNGE |
SATUAATION

Uber also enjoygconomies of scale that span across city borders. Many people who travel have
experienced Uber for the first time in another city. When the company enters a new city they have
the stored data for users who have opened the application in that area tose@ge is available.
These fAopenso represent eager unfulfilled cju
already used the application in another city and have a registered credit card on file. This makes
launching and marketing in each ddxhal city increasingly easier.

There are other economies of scale that come with being the market leader. When you consid
that Uber is partnering with smartphone vendors, credit card companies, car manufacturingel
companies, leasing companies, and insceacompanies, you can imagine that being larger is a
distinct advantage. As an example, on May 28&bler announced partnershipwith AT&T to
embed Uber on all its Android phones. Then on Juhetl®ey announceda partnershipwhere
AmericanExpresausers will get 2X loyalty points on all Uber rides. Additionally, Membership
Rewards ugs can use those points to pay for rides directly in the application. It is also easy to
imagine a future where Uber drivers receive discounts on things like leases, gasoline and car repaif.
Scale clearly matters for these types of opportunities.
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UNDISCOVERED CLUES

There are clues to be found, if you know where to ldokhis video recordedin Octoberof

2012( about 20 months ago), Uber 6s CEOnchedlitsavi
services in 2010 there were about 600 total black cars in San Francisco. At the time of this video
Travis notes that more than 600 black cars were active on Uber and the company was still growing
at 20% month over month (at the time, UberX hadgjt | aunched, so Uber
cars) . So 20 months ago in San Franci sco,
market, and growth was still tilting up and to the right. The only way this is possible is if the market
is expanding atapid pace, beyond the historical limit.

More recently in &VSJinterviewdatedJune6,2014 Tr avi s not esconmipiyen e
started (in 2009) we were pitching the seed round and we pulled a bunch of research from this
report that showed that San Francisco total spend on taxi and limo was like 120 million bucks. But
webre a very healthy nmuw,t ijpdst bUlegreri n ham. P @

v

C o
T w
TN

mar ket that exists, ités about the market e (
Francisco market for car ownership is closer to $22 billion. So today, less than two years after the
video,heishigl i ghti ng that Uberé6és San Francisco rjev
the historic market for both limousines and taxis. And Uber is still growing quite mcéhat

mar ket. Plus there are ot her cosippytadesnothadd i nj t |

up. Thiscannotbg e st er dayo6s mar ket .
There is another quite simplistic methodology that might have helped Professor Damodaran avoid

his unnecessary error. He could have simply asked his friends that were moderate to heavy Ubgr
users he f ol l owing question: AHow does your c1rr
your spend on taxis plus | i mousi nes asweotoy e afy s

this question is somewhere north of three times as large. That datalpoi® implies that this is
an entirely new market.

OUR PROPOSED ESTIMAES (25X)

So now | etds consider scenarios whereby Ub4grao
Damadorands original esti mat e .topping sut abt 0% ofian a | e
$100 billion market. We would argue, for the reasons included herein, that the features andj
functi ons o ffor-bife servigessignifieantly éxpands the core market. Based on San
Francisco alone, it appears that that maidkalready potentially 3X the original. For two reasons,

| would consider this 3X market multiplier the low end of the range. First, Uber is still growing
aggressively in San Francisco, so this new market is far from saturated. Also, when you conside
that these services are succeeding in areas where taxis were previously not prevalent, this woulfl
imply a higher multiplier as well. In our model below, we assume that the expaneled-keae
market is 36X bigger than the historic market.

Now we considelJberlike services as a car ownership alternative. This trend is just beginning,
but because of the points highlighted herein, we believe this to be a real opportunity. For our
model, we assume that UHése services will encroach on a mere 2:8%5% ofthis market.

This represents a potential opportunity of $#®0 billion depending on how aggressively one
believes these services can succeed as a car alternative.
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Car-Ownership Alternative Market

2.5% 5.0% 7.5% 10.0% 12.5%

% Multiplier S 150 $ 300 S 450 § 600 S 750
“E = 3X $300 $450 $600 $750 $900 51,050
g E 4x $400 $550 $700 $850  $1,000 $1,150
é 5X $500 $650 $800 $950 51,100 51,250
u% 6X $600 $750 $900 $1,050 51,200  $1,350

Combining these two opportunities, you end up with a potential range of new TAM estiroatie
$450 billion all the way up to $1.3 trillion. Now we calculate the market share Uber would need

against these new TAM estimates to arrive hpt

$10B. The table below shows those estimates. In the mossibease (Scenario A) where the

expanded market opportunity is capped at 3X and these new services only marginally impact ca
ownership, Uber would need a market share of 56%. Arguably it already has that share today, ang
this number is not unreasonablesinvorld of network effectsa(point that Damadorarcedesn a
morerecentpos). In the case | think is more likely (Scenario G), the expamdarket multiplier

is 6X and you see a 10% i mpact on gl obal «cay}
20% range. Once again, the fact that the U.S. represents 25% of-thenemship market adds
more | ikelihood t ohatoppontudity. abi | ity to capturlje
Market Size Uber
Uber-like Services  Market Share
Scenario (Shillions) Needed

A S 450 56%

B S 600 42%

C S 750 33%

D S 900 28%

E S 1,050 24%

F S 1,200 21%

G S 1,350 19%

As discussed up front, the key objective of this exercise is to present a reasonable and plausiblg

argument that Uber 6s mar ket opportunity mi g
without any consideration for whether Ub@ndmpact the logistics market or expands into any
incrementabkervices whatsoever. We have simply taken a structured look at how traditional human

car transportation can change as a result off

204

h t


http://blas.com/
http://aswathdamodaran.blogspot.com/2014/06/numbers-and-narrative-modeling-story.html
http://aswathdamodaran.blogspot.com/2014/06/numbers-and-narrative-modeling-story.html
https://i0.wp.com/abovethecrowd.com/wp-content/uploads/2014/07/multiplier.png
https://i0.wp.com/abovethecrowd.com/wp-content/uploads/2014/07/implied_share.png

M The Rabbit Hole
Jump In.

There are many biases that can come irdg when making estimates. For example, as an investor

and board member at Uber one might conclude that | am biased to see things in a more positivg

light. That would only make sense. In ttmnclusion to his original post, Damadoran made a
similar argumenftit is worth rememberinghat evensmartinvestorscan collectively makebig
mistakes, especially if they lose p e r s p eSorhewheee. ird the editing process between
Damadorands original post on hiRveThragykighs this e ,
little nugget was left out:

A Alsattemptto attacha valueto Uber, | haveto confesghat| justdownloadedheappandhave

not usedit yet.| spendmostof my of life eitherin the suburbswherel cango for dayswithout
seeinga taxi, or in NewYork City, wherel find that the subwaysare a vastlymoretime-efficient,
cheaperandoftensafermodeof transportationthant a x i s . 0
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Welcoming Jason Kilar, Richard Tom and
the Vessel team to the Benchmark family

June 24,2014:Today Benchmark is excited announce that we will be partners with Jason Kilar
and Richard Tom on their next exciting projéctVessel Working with amazing entrepreneurs is

the number one reason we enjoy venture capital, and rarely do you have the opportunity to work
with a teanthat has a track record like these two. While they are not planning to disclose any
specifics today about the company, y@an rest assured that they plan to bring their amazing

product instincts and cultural | eadership tja

We are also excited to be partnering again with Jeff Bezos and the team at Bezos Expeditions, g
wellas David Szemad t he team at Greyl ock. Previously
investments includingwitter, Uber, and Nextdooand alongside Greylock with Nextdoor,
Edmodo, Zuora and recently Docker.

Not much more information than that right now, but ofrsetthere will be plenty to talk about in
the future We look forward to an incredible journey.
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Disrupting Finance From Above:
Wealthfront

June 18, 2014:Many entrepreneurs Silicon Valley believethatthe financial servicesndustry
in the United Statesis fi r _ifop disruptiond The basi s of this argumgnt
they believe that the current offerings from the financial incumbents are lacking. They would argue
that credit card fees are too high, that there is a lack of true competitiongat American
financial institutions, and that the ACH pr ¢ce
technologies, most notably the smartphone, should allow for remarkably simpletiockne
paperless transactions that have transactiots tioat are a fraction of the status quo. Consumers
want faster, simpler, and cheaper transactions, and entrepreneurs want to give it to them. Th
problem is that this drumbeat has been going on for many, many years, yet little seems to changq.
The key que t i o0 nwhy?a r cemightw@needa freshapproach®
A quick look at the U.S. consumer financial landscape raises a number of questions. Here are jugt
a few examples:

14

. CreditCardFeesU.S.creditcardtransactiorfeesaresomeof thehighestin theworld. If you look
at the graph below, U.S. fees can be as much as 4.5X those in Australia, and araigeatlyan
the rest of the worl d. Shoul dndédt our accesgd t
Bulgaria? And keep in mind that credit cards still work in these other lower fee regions. The same
companies operate there and here.

. CheckingAccount Competition Over the past four to five yeais,S. banksconsumeichecking
offerings have becomelessfavorablea cr oss t he boar d. wihkrcde walsp col
mainstay of U.S. bank competitiomnow all butgone If we are in a true competitive market, and
one where technology should matkengs easier and cheaper, why are the offerings becoming
more expensive? There are n6mmunbankeditizensin the United Statesandthat numberis
rising.

. ACH PaymentsPerhaps the most ludicrous piece of the U.S. banking systemAsittheated
ClearingHousenetwork, broadly known as ACH. This supposeiilg | ect roni c0 netjwo
people to transfer funds from one bank account to another. The pathetic thing is that this
Ael ectronicodo network takes three earth days|] t
California in 368ms, but it takes 72 heudor a U.S. bank transfer to happen. Why? Guess who
controls ACH? 1tés the | arge banks, and ACH] i ¢
cablinest hey dondét want you to | eave. In July qf
asFasterPaymeniServicavith same day settlement to replace their equivalent of ACH. In 2013
there were 967 million FPS transactions. Interbank transfers all over China are alslagame

The point to understand is that the U.S. financial system does not operatsf@as@ompetitioni

in fact, it is far from it. One could argue over the cause, bkely contender is the overt level of
regulation. Regulation becomes the friend of the incumbent in highly regulated industries through
a process known asgulatorycapture Manyblame DoddFrank and the consolidation post 2009

for the loss of free checking. Banking may be natuialtne to this calcification, and it is worth
notingthat the low credit card fees in Australia/France, as well as the FPS in the UK were the
resutofgover nment intervention. So these fAachifpv
bank ecosystem.

This past springBenchmarkspenta weekin Chinameeting with the leading Chinese Internet
companies. Like Google, Amazon, ebay, and Facebook, the leading Internet companies in Ching
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are interesteth disrupting payments. Both Alibaba and Tencent have made huge strides on this
point. Alipay nowclaimsto bethew o r |ladgéstmobile paymentsolution with 100 million

users, and 2.78B transactions for a total volume of $150B. Tencent has also been ramping thel
own payment serv&« known as Tenpay on t deading fess@pEngh at

service. Tencent now has 20% of the market. Both these companies are aided by the lack of h

defunct service like ACH. As noted earlier, it is much easier to fund an online wallet from your
bank account in China.

While in China, we learned about a radically new approach that openegesuto what it might

take to truly disrupt banks. Alibaba, a very ambitious company, was perhaps unsatisfied with users
transferring small amounts of monegripdically into their Alipay accounts. So they had the bold

idea to launch gavingsaccountalternativecalled Y u 6Bao. YubesmB@ato | ust 8
alternative, itdés a highly disruptive one tjha
rate most banks are offering. | n l0@mnlinvestérd e ofv e

andover US$87Bin assetsAlibaba may be willing to forgo profits on savings accounts in order
to grow assets, and that is wondeffubr consumer s. l sndét that tRQ
would love to see ithe U.S?

Of course, the Chinese banks are now doing what anycaptured regulated incumbent would

doi they areencouragindawmakersto stop Alibaba They have alsput limitations on online
transferqits doubtful they will be able to makeas bad as ACHyut who knows?). Learning
about Yuod eanBmpbanytlatvlack Madikely had years diggouwantto truly disrupt

the financial servicesindustry, perhapsyou needto stop attackingthe transactionalexperience
andlauncha competitiveproducton the assetgatheringside Once you have the assets, all the
disruptive things that Silicon Valley types want to do will be easy. The hardest part has been getting
access to the funds.

Thinking about this on oway back to e U.S., we immediately thought \bfealthfront the
automated investment servisiarted by Benchmark founder Andy Rachlgfealthfrontis at the

cutting edge of wealth management. Whenever somaseke for personal advice on what to do
with their savings, I have al weaRasgloniWellcDovmme n dj
Wall Street This book offers the most pragmatic advice for the {mmm saver, and teaches the
readerto avoid the getich-quick schemes that stymie most investors. Prid¥éalthfront doing

what Malkielrecommended was easier said than done. It was simply too complicated to remain
fully invested and properly allocated all the time. Wealthfront leverages ETFs and modern
technology to perform these actions for you. Wealthfrontmodel is quite disruptive to broad

based asset management in that it replaces the inherently inefficient national wealth managemerjt

sales force and the active fund managers with automated algorithms teatrsst the needs of

the household or individual. Unsurprisingialkiel hasjoined Wealthfrontas Chief Investment
Officer.

It may j ust blee t dasad e tisgor aib ghanntrgimgdto take sontwlpof i v
thetransactions. Visa, MasterCard, and all the large banks watch after the transactions like a haw
More importantly, the banks make it very difficult or expensive to move funds out of yakiroipe
account, effectively stranding your assets in their systéaalthfrontjust hit $1B in assetsn a

little over2.5years and there armany reasons to believe that the path to $10B will be easier than
the path to $1B. A longer track record and larger assets under managthbuaild increasing

trust. Soon, you may see Americans directing their paychecks directiwedtihfront At this

point they will have stepped above the banks in the food chain, and from there the options to be
disruptive are endless.
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With the benefitof our newfoundperspective BenchmarkaskedAndy and CEO Adam Nashif
theremightstill bean opportunityto invest.Weare thrilled to announcehat theykindly obliged.

209



http://blas.com/

M The Rabbit Hole
Jump In.

HackerOne: A Superior Solution for
Solving Web Vulnerabilities

May 28,2014:1In early April, Neel Mehta of Google first publicly reported the web vulnerability
that we now refer to as théeartbleedoug Early analysis suggest that 17% of the servers on

the Internet were vulnerable, which represents about half a million unique computers. This list
included some of the worl dbés most heavily |t
Yahoo. On Monday May 5ti,argetCorporatioremovedGreggSteinhafefrom his role as CEO
as a result of his unsatisfactory response to a cyber security thte@drii@omised millions of
user accounts at the retailTar galbteitleavhisBEOBO St p n
everywhereonthehotseat 6 The Seatt | ElOsin hoteseatsiteTarbeadate d A
breach 6 Ri sks are clearly increasing, and the
address this growing priem.

Some companies have attacked this problem by offering financial rewards to researchers that hel
them identify vulnerabilities. Itdés a very |Jcl
T that of the company with a large web site, and dfizhe researcher/hacker. The problem is that
running this type oprogram iscomplex, and why it might be feasible for Microsoft or Facebook
to build such a program, it would be much harder for each and every company to build one on theif
own. Also, ifthese programs are run independently, you fail to develop incremental leverage from
understanding the unique skill sets of each and every researcher, and the incremental company wil
have a harder time attracting researcher interest.

=

Enter HackerOne, a alred community marketplace that

brings together the Internetébés | eading web
researchers. The resultisa hypef f i ci ent way to help minimiige
vul nerabil it i e sy.intelestiigearketplaseocongpany whera eakhadrticipant in

the community is properly rewarded for their impact, and their reputation and skill set improve
and evolve over time. And it is already being used by such leading worldwide web destinations
like YahoandMail.Ru. HackerOnas a true winwin, researchers are rewarded for their unique
skills, and companies are able to identifynerabilities in a way that limits repercussions for their
users.
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HackerOnewvas founded by Jobert Abma, Michiel Prins, CE@rijn TerheggenandAlex Rice
Alex recently was in charge of the bug bounty programs at Facebook. Today the company has
announced thafatie Moussourisvho ran these same programs at Microsoft, has also joined
thecompany. Furthermor&enchmarks thrilled to announcehatwe havebeenselectedo lead
theSeriesA investmenin HackerOne, and | am excited to jdimeir board of directors, along with
John Hering, the founder of Lookout Mobile. This is a fascinating company with an innovative
solution to an increasingly critical problem. Moreover, the vibrancy we see in the HackerOne
community is quite similar to what we have seen with other community/marketplaces we have
backed including ebay, Yelp, OpenTable, Zillow and Uber.

If you want to get your company started, and potentially avoid the fate of Gregg Steinhafel,
canfollow thislink to helpyour companygetstartedright away.
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In Defense of the Deck

July 7, 2015:My partners and | have noticed an interesting trend over the past few years: an
increase in theumber of entrepreneurs wpeefer to pitch us without the use of a presentation
deck. On one hand, this is totally understandable. Many believe that PowerPoint decks are
emblematic of the type of bureaucracy disparaged in Dilbert cartoons. Others vegqutety
Acasual 6 and Aconversational 06 and vi eidesst he

can be a risky move, and here is why. | nvje s

story.They are also evaluating your ability to convey that stBfficiently communicating your
strategy, business model, and competitive differentiation is required for many critical things you
will do as a company.

1Cal DOOK elle . ;l \‘ alla _
Can you raise money without a standard slide presentation? Sure. Can you have a great investgr

meetirg that is purely conversation? Absolutely. But it is important to separate the possible from
the opti mal . |l f you are the next Google and
should certainly do as you please. But if you are one of thesdéimols and thousands of startups

that merely want to have an optimal fund raising process, | highly recommend that you develop &
killer presentation.
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Here are six reasons why good presentation decks are impactful:
Importance of Narrativée Last year Iwas turned on to an amazing book nathan

Gottschalltitled The Storytelling AnimalGottschall explains how storytelling plays a critical role
i n each and every humanoés | ife. The purpose
effectively tell t he st or yasbrdcturednseantific ppoaf.sYoun e sfs .
want to walk the listener through an argument as to why this is going to be an amazing business
The goal is to bring the investor to the VC equivalenQdf.D. A well-organized deck will

gradually transpotthe listener to thdesiredconclusioni it hi s wi | | be a gr g¢at

rambling freespeech conversation is much less likely to achieve this goal.

. Controlling the CadenceWhen you have a singleur with investors, you want to use your time
wisely and ensure that you deliver all your key points. The organized deck helps you control the
tempo and guarantee that you make all your arguments, sequentially, in the time allotted. Once
again, this isike a structured proof. You want your arguments to build towards a conclusion in a
systematic way. For this same reason, you should also jawoing around in the deck (another
common occurrence, especially from entrepreneurs with decks that are &o llangght seem

to make sense to jump to another slide to give the investor an immediate answer, but this takes you
off your game and out of the flow you intended. If the question is answered later in the deck, tell
the listener you will discuss it latand postpone answering the question.

. Numeracyi You wi | | not find a single definition
Abusiness. 0 Startups are businesses, and bufsi
your ¢ o mp ahty have nidneric anslgsis. It may simply be an expense analysis, or a
detailed pricing model, or a TAM (total available market) analysis. If you are post launch, it might
involve a viral coefficient discussion or a cohort analysis. If you arerpeshue, it should
unqguestionably include a financial statement and forward forecast. The one thing your presentatior
should not be is numberl ess. l'tds nearly i nmpo

only words. Charts, graphs, and tables are oafarsagnitude more efficient at this task. The best
entrepreneurs | have worked with are all intensely focused on the numbers.

. Storytelling Never Ends AsCEOyouare he companyds number one sjal
You will spend a large portion gbur time recruiting. You will raise more money at later stages.
You will do business development meetings. You will take meetings with large customers and
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prospects. You will need to motivate your employees, and you will (hopefully) be invited to speak
at important industry conferences. It is highly unlikely you will do all those things without a
structured presentation deck. Qoié speeches will have less efficiency and impact. As your
companyo0s -irMicshtioiribyimhpertarit oryou to be greatt t hi s t echni g
skill where practice really impacts performance. So you should start practicing as soon as you
possibly can. VCs believe that better storytellers make better entrepreneurs.

. The Process ltself Is UsefulThe process afrafting the story of your company for the first time

can be a cathartic experience. As you and yodouanders start to lay out things like positioning,
business model and pricing assumptions, market focus, and key recruiting priorities, you will likely

find that not everyone is on the same page. Developing a presentation deck gives you a great forur

to nail those things down and to ensure that everyone is working with a common purpose. You
will also find that some people are more creative than othezsaatming the key parts of a

presentationinto2@ 5 sl i des (dondét do more than 25) and

story for your company. The first version will fm¢ great. Show it to your internal team, show it

to afew outsiders, getfeegllt Kk, and i terat e. Inéewdosthisalrepommene s s
readingPresenting To Win: The Art of Telling Your StbgyJerry Weissman

. Be Like Steva Take to YouTube and do some searches for the very best entrepreneurial CEOs.
S e a r c Jeff Hezos pre§entatipnd Marc Beniof presentation 6 Elom Mu$k presentatian

o rStege Jobs presentatiod and you will see that they un
deck to guide their delivery. | have also seen modern day entrepegrleaders likeBrian
CheskyandTravis Kalanickspeak at investor conferences, confidently leveraging the power of a
deck. Ifyou choose to freestyle without a deck when so many of the greats make it a normal
practice, you risk |l eaving the I mpression t
presentation, or (b) you are simply indifferent to whig importarn. Neither is a good impression

to leave with investors.
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DADT 1

FAR]

PROBLEM

There is one situation where meeting without a presentation deck is warranted. If you have neve
met the potential investor and are unsure you want to share your data with this individual, then yoy
have a very valid reason not to go through a detailed presentation. In this case, | would suggest
that you make it cl ear doknofvyond mbeati pguawmdpivt
not be diving deep on the business at this time. Thisawdid having mismatched expectations.

15 million iPads sold in 2010

9 months (Apri

More than every Tablet PC eve
sold

$9.5 billion in 2010

>90% market share

Competitors flummoxed
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If you are lucky enough to grow your company from Series A to Series B to Series C, and on to
hundreds of millions of dollars in revenue and a successful IPO, you will need to tell your
company6s -stakes sityatiansver larid gver and over again. Because of this, venture
capitalists place huge positive weight on how good you are at this skill. The great storytellers have
an unfair competitive advantage. They are going to recruit better, they will begdanlithe press,

they are going to raise money more easily and at higher prices, they are going to close amazir;l;
business developer partnerships, and they are going to have a strong and cohesive corporafe
culture. Perhaps more to the point, they are rikedy to deliver a positive investment return.
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May 4, 2015.Li ke many of those that had the distfin
Goldberg, | was shocked and in disbelief when | received the tragic news this past Satustlay. |
spent time with Dave when he joined us as an EIR at Benchmark back in 2007, and over the years
we had become good friends. | cledryd become quite accustomed to seeing Dave, because when
| realized | would not have a chance to hang with him aityaiih me like a torof bricks. Like so

many others, | really, really miss him.

For those of you that do not know him as well, you have likely read the numerous articles
highlightngwh at an amazing guy he was. I waaes parifjti
Silicon Valley Have a Soul? It Did as Well as a Hea® in Dave Goldberg and Adaljm
L as hi nRBekgmbesingave Goldberp And there were countl gss
Dave as a special human being that uniquely stood out among so many other remarkable peoplg.
An outsider might fad these comments overly grandiose, or consider them to be a bit of retroactive
embellishment. That would be an error. The stories are completely acgduléye was really

this special.

For me, it all starts with his intelligence. Dawvas wicked smart,ral what is really cool is that he
could care less whether you knew that or not. Over the years, | have had detailed conversationp
with David about business, politics, sports, music, poker, and many other subjects. He could gg
deep in so many areas. He wagpereven keeled in most of thediscussions, not allowing
emotion to distract from his perspective. He was also a fiercely independent thinker, and frequently
held opinions that cut against the norm. In each case he would back his arguithesféita ad
in most cases would convince others to change their mind. Because of this, | loved chatting withj
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him, particularly about business and Silicon Valley. If we were ever on different pages, | wanted
to sort it out right then and there. | never wanted toXieewding a plan that cut against his better
judgment.

The other thing that stands out for me is that Dave was insanely funny. At first, | just thought he
was kindof funny, but the more time | was able to spend with him, the more | realized this guy
was rally f***ing funny. One of the funniest guys | have ever known. This was not jocular humor,
but quite the opposite; witty creative humor. His intelligence soaked into his jokes the way syrup
penetrates a pancake. And his humor was augmented by one afsihgpectacular laughs | have
ever heard. He could probably get me going with just that smile and that laugh, but the combination
of his humor and that laugh was too much. | do not know how many people were able to see this
side of him, but if you did yowere quite fortunate.

As others have highlighted, he also had a huge heart and a big tent. He had what seemed like

inexhaustible time, patience, and advice for an amazingly large number of people. It is quite
remarkable how many people in this ecosystenhd® touched, and how many of them are

positively moved by the experience. Countless people sought his counsel, and he was alwayg
generous with his time. Notably, he was an impeccable listener, a tremendously rare skill that
eludes many of the brighter sain our industry (as well as myself). | always felt like Dave

4

understood and respected me, and | would bet there are many hundreds of others that feel the exdct

same way.

Most importantly, Dave showed us all exactly what being a great human beinghkeoks & post
this weekend on Facebook, Jason Calacani s §
husband, a better father, a better leader, and a better person than &l afusd we knew

t
When | read these womtiswasbk Dhuagh‘;blﬁl@eeg!ée\l

exact same thing over the weekend. Dave was better on all these dimensions and we did all kno
it. But it was never frustrating because Da
gentle, inspiational, and egoless. He was the quintessential standard for the notion of leading by
example.

This was Daveo69 Ighowkaotveleere trug nofth is. tdoubt inall ever achieve
his lofty aspirational standard on so many of his uniqueackeristics. But | know which direction

to head. | have a target. And as | circumvent my remaining days on this planet, | have no doub§
that | will reflect on his high bar, and think about what | can do to be more like Dave.

| am so grateful to have knovimim.
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Investors Beware: T o d a $10081+ Late
stage Private Rounds Are Very Different
fromanlPO

February 25, 2015:[An editedversionof thefollowingblog post originally appearedn a
modifiedformin the pagesof the weekendedition of the Financial Timeslast Saturday. ]

3
o )
i) “WPzendesk

gNVSE ]
EURONEXT ,

ZEN ™Y ZEN
“szendesk

Every successful technology company raises money throughout its lifecycle, perhaps starting withy
a seed investment and progressing through Series A, B, Stadagge investments, arfdr the most
successful companies, an IPO. Historically, different financial institutions specialized in different
stages, because the assessment of risk and opportunity was considered unique at éadbrstage
example, a seed investor was unlikely tdate-stage financing, and vice versa.

Over the last few years, the legage (prdPO) market has become the most competitive, the most
crowded, and the frothiest of these financing stages. Investors from all walks of life have decided
that Al avetebagse where they waagedbofphawnci AJ} d
reserved for higlievenue, prgrofitability companies getting ready for an IPO; it is simply any
large round of financing done at a high price. An unprecedented 8@eprivapanies have raised
financings at valuations over $1B in the last few years. These largeyiiigld private financings
are the defining characteristic of this particular technology cycle.

Some have argued that each of these companies would alregalic in a prior era. Buying

into such a notion is dangerouslangerous for the entrepreneur and dangerous for the investor.
Actually, very few of these companies are at a point where they could or should consider beingj
public. Lost in this conversatioare the dramatic differences between a high priced private round
and an IPO. Understanding thes#erences is crucial to understanding the true risks in this large
privateround phenomenon.

Ironically, 2014 was a record year for IPOs, so the suggestorat t hese fiextr ad
supposed to be public does not really make settse companies that were supposed to go public
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went public. The size of these companiesodo pf
company valuation, bubat is where the similarities begin and end.

The first critical difference is that these kstage private companies have not endured the immense

scrutiny that is a part of every IPO process. IPOs are remarkably intense, and represent the mogt

thorough irspection that a company will endure in its lifetime. This is why companies and their
board of directors agonize over whether or
three different sets of lawyers, and let us not fotiges.E.C, spend months and months making
sure that every single number is correct, important risks are identified, the accounting is all
buttoned up, and the proper controls are in place. Conversely, these late stageopirastdave

no such pageantry or process. There is typically just a single PowerPoint deck presentation.

In the absence of this auditor dedipe, investors are assuming that the numbers they see in the
fund-raising deck are the same as those thight see in an-3&. However, many of these private
companies will wait up to twelve months after the end of a fiscal year to complete their audit. And
even then, the auditors do not roll up their sleeves in nearly the same way they do during an IPC
proces, where they know the SEC will review their work in excruciating detail. As a simple

example, many investors and entrepreneurs do not realize that coupon or discount use is a contrf

revenue event when it comes to revenue recogniYion.must subtractit from your top-line

revenue Yet , for many Apromi singd private colns

widespread, and manmyproperly account for this in their financial presentations.

Withoutthe guidance of a banker, compamgsy also mischaractegzheir financial positioning
relative to industry standard or norm. As another example, consider that most public marketplace
compani es, such as ebay or GrubHub, repor
(approximately 880% of revenues go to gplier partners, so this is the proper conservative

representation). Despite this, startups c¢ommo

out the door for every single transaction. A good banker in a normal IPO process would get this
straighteneaut. You should not pay a net revenue multiple for a gross revenue disclosure.

The very act of dumping hundreds of millions of dollars into an immature private company can

al so have perverse effects on a cothegmoteedss ofpe

of such a large round is to take on massive operating losses. Historically, as a company neared gn

IPO level of revenues (say $$100mm), investors would expect convergence toward
profitability. As these latstage private companies digestgh large fund raises, they are pushing
profitability further and further into the future, as well as the proof that their business model
actually works.

Consider the case of Fab.com. Ilfrebruary6th article in Businessinsider, Allyson Shontell
discovered that a mere four months after adding $150 million to a total of $330 million in invested
capital, the founder and Wethéve shens$200mdliendndive i
have not proven out our business model . 0 In
a company to substantial revenue if you generously relax the constraint of profitability. Customers
will love you for giving away more value than you charge, and therefore, focusing exclusively on
revenue success is a stire path to risk exposure.

In order to overcome such risks, the onus is on the investor to dive deep and unpack the actual unjt

economics intheundertyig busi ness. This requires analyg
the business; not simply looking at gross or net revenue and the propefregatrae treatment,

and not even looking just at gross margin as defined by the company. Many compargds emb
costs that are truly variable (for instance customer support, marketing, credit card processing
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below the gross margin line. If you want to know if the business model truly hunts, you must pay
careful attention. Otherwise, you may have simply foundnapany that is simply selling dollars
for $0.85.

Lastly, there are structural issues in private company investing that are simply absent when you
invest in public companies. Most private company financings involve the use of preferred stock
with liquidation preferences. These liquidation preferences give the investor-bkeetidwnside
protection. When you have many of these preferred rounds on top of one another, the future
payouts at different valuations can be wildly divergent depending on whetleamtipany clears
certain preference hurdles. As these preferences pile up, the new incremental investor begins t
worry that the HApercentageodo of the company
eventual payout. In some cases, these incrementstors require special terms to protect their
interest, but ironically that makes this cap chart even more complicated and unfriendly to new
investors.

Eventually, the only way to escape this capitalization chart calcification is to actually go public.

In going public, all preferred shares are converted to common shares, and the pile of liquidationf

preferences goes away. This was the recent case with the Box.com IPO. It is obviously quite ironig
that the very event that many of these entrepreneurs werghogpavoid (the IPO) becomes their

only saving grace. Yet, because they did not focus on the normal steps that lead up to an IPO, they

are ill prepared for this singular redemptive path.

All of this suggestshat we are not in a valuation bubble, asrtteenstream media seems to think.
We are in aisk bubble. Companies are taking on huge burn rates to justify spending the capital
they are raising in these enormous financings, putting theirtknng viability in jeopardy. Late

stage investorgjesperately afraid of missing out on acquiring shareholding positions in possible

o

Auni cornd companies, have essentially abandjn

stage investors, institutional public investors, and anyone with extiamaitire rushing in to the
high-stakes, latestage game.

We might all do well to heed the advice of War

and if you donodét know who it is, it is prob
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January 30, 2015:In their seminal 1994 bodRuilt to Last: SuccessfuHabits of Visionary
CompaniesJim Collins and Jerry Poras coined the term BHAG (pronouncedBBE an
acronym that stands o Big Hairy AudaciouscGo al . 6 Col Il i ns and Porras s
companies set an audacious, verylbongr m goal t hat shines a | i ghjt
BHAGSs serve as a rallying cry for the company culture, an ambitious targéeféuture, and a
focusing tool for corporate decisimaking. As we turn the page to 2015, Uber has a new BHAG,
and itdés name is Uber Pool

A QUICK LOOK BACK

Before we dive deep on UberPool and explain why this program is worthy of bemgtmep a ny 6
BHAG, | et us first | ook back at some of t hje
If youunderstand the journey that the company has taken up until now, the more clear it will be
why UberPool is the obviousext step.

Uber 6s tf@aghidmnemgwas feveryoneds private driver.
i's Atransportation as reliable as running wht e
of both the original tagline and tdel meawr andrs s
Uber to serveveryonat is critical that Uber not only achieve price leadership, but that the
company continually search for new ways to deliver transportation at lower and lower price points.
This goali to deliver the highest possiblalue to the customéris a key catalyst for UberPool.
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DELIVERING MORE VALUE TO CONSUMERS THROWBH LOWER PRICES

Of course, Uber is not the first company to choose a corporate strategy of price leadership. Sam
Walton and Jeff Bezos both espoused the beréfitsvarding customers with the highest possible
value by delivering to them the lowest possible prices. What is really interesting is that both make
the exact same newbvious argumerit that low prices are the very best way to maximize cash
flow, and tlerefore equity value.

i éButthisis really theessencef discounting:by cuttingyour price, youcanboostyour salesto
a point whereyou earn far more at the cheaperretail price than youwould haveby selling the
itemat the higherprice. In retailer language you canlower your markupbut earnmorebecause
of the increased vol ume. 0
I Sam Walton, founder of Wa\lart

A We &deneprice elasticity studies,and the answeris alwaysthat we shouldraise prices.We

d o ndo that, becausewne believed and we haveto takethis as an article of faith 8 that by
keepingour pricesvery, verylow, we earntrust with customervertime, andthat that actually

does maximize free cash flow over the long term. o
i Jeff Bezos, CEO of Amazon

In a separate comment, Bezwas more direct in his commitment to delivering the lowest possible

price point to Amazonds customers, noting AfTh
try to charge more and those that weMaltand o ch a

Amazon, this is Uberdés philosophy as well

LEARNING FROM UBERX PRICE CUTS

Uber Pool I's actually Uberodos second major i ni
Uber launched its loweost UberX offering in the summer of 2012, the company duidalized

that the demand for its transportation servicé$lSHLY elastic. As the company achieved lower

and lower peride price points, the demand for rides increased dramatically. A lower price point
delivered a much better value proposition to ¢basumer, yet still remained a great business
decision due to the remarkable increase in demand.

Armed with this new dat a, Uber | eaned on it
even lower. This is the name that founder and CEO Travis Kaldmaiskgiven to his team of

scientists and hardcore mathematiciansesvathebacke nd r out i ng al gor it hfms

technology goes well beyond its client side smartphone applications; there is also &iderver
intelligence system that provides dmmad prediction, congestion prediction, supply matching,
supply positioning, smart dispatch, and dynamic pricing. These are the systems that help balanc
the more than one million rides per day that are matched on the Uber system.

\v

The fdneaptanr t ment 0 and management realized thgt
number of rides per hour for a driver), then they could lower the price for the end user while
maintaining earnings quality for the driver. Higher efficiencies thrdugher volumes and better
algorithms could help deliver the desired lower price points and better cash flows. Interestingly,
these lower price points would lead to more demand, even more liquidity, an even higher
utilization, and then another incrementatcp decrease. Pretty quickly UberX passed UberBlack

to become the highest volume service on the Uber platform.
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GETTING AHEAD OF THE GAME

Uber repeated this circular pattern so many times in so many different cities that some cities
witnessed more than sprice cuts in a brief twyear period. While these highly successful
initiatives have lead to prices that can be as much-&88%®Obelow that of a taxi, this sheer number

of price changes can be confusing to the ecosystem. This January, the compamgteokelder
moveannouncingimultaneougutsin 48 cities and backing these up with income guarantees for
drivers. How could they make such an sggre

historical database of supply and demand curves at different price points makes it easy to predic

how these markets will evolve. This all ows
markets achieve lower consumer prices even faster. Yguhnti c a | | this HnAbet
depart ment . 0O

WHAT IS UBERPOOL?

Which brings us to UberPool. The concept behind UberPool is rather straightforward (see grap
below). Basically a single driver picks up not one, but two passengers who are headed ie the sa
direction. Shehen drops off one passenger, and perhaps picks up a third before the first is dropped
off. In this scenario, customers are literdlly ischear i ng. 0 | f you can mar
each driver averages more than a single ridetrgeryou can achieve an even HIGHER level of
efficiency, and deliver even lower prices to the consumer. As you can see, this is the naturalj
evolution after UberX and UberX price optimization.

This program is already up and running in San Francisco, Nel ¥od Paris, and the company
is already seeing habitual behavior with many riders using UberPool on the same route, five dayy
a week.

IMAGINE uberPOOL...

PICK UP PASSENGER 2 O

® PICK UP PASSENGER 3
(/'/ DROP OFF PASSENGER 1 ©

ﬂ DROP OFF PASSENGER 2

PICK UP PASSENGER 1

The idea of UberPool may seem simple, but the implementation is unquestionablyyoat. If
previouslystudied combinatrial optimization in theoretical computer science or operations
research you may be familiar with the Atra
require computationally intensive integer linear programming techniques to find exact solutions.
Sincethere are too many permutations for these problems to be accurately solved, sophisticated
heuristic approximation methods have to be developed. It turns out that writing the algorithms for
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UberPool is quite a bit more complex than a simple TSP, becaugeuhave many more than
one Asalesman, 0 (2) the destinations are dylna
leaving the system, (4) vehicles have limited seating capacity, and (5) new requests for rides ar
continually streaming in. This isot just closer to the dynamic mTSP (multiple TSP) problem,

which falls under the i-hnatridniod abtutn gmocrl eassos i U ni fceat

even more formidable VRP (Vehicle Routing Problem). The math department has plenty to do.
So what nakes UberPool worthy of being the defining initiative at Uber?

. Magnifying the PositiveImpacton Cities UberPool will allow Uber to achieve radically lower
price points, magnifying the already positive impact Uber is having in its partner cities. Uber
is reducingdrinking anddriving, reducing the need for parking, amdlucingcongestioron our

roads With UberPool the company has the ability to further reduce traffic and congestion,
patentially lowering pollution, and providing a real economic alternative to car ownership for the
largest number of possible customers. Most cars sit idle 95% of the time. Does that really make
economic or environmental sense?

. UberPoolis TechnicallyDiffic ult. Nailing Uber Pool I's simultape

UberPool is a technically challenging pursuit that will require the highest level of execution and
innovation from the engineering team at Uber. Fittingly, these are the exact types dspursui
which Silicon Valley companies thrive. Watch trideo at the end of this post fraime DLD15
conference in Europe (starting at 3:30 into the video), and you will see Travis Kalanick layout a
vision for #@Athe Per pet ua laysRavalaecastomdr iethedan a (¢
even more audacious vision.

. UberPoolleveragesU b e Heédershipposition This is really key. To make a concept like
UberPool workyou needa really high amountof baseliquidity in the systemi tons of cars and

tons of riders. Otherwise, you will not have enough people moving in the same direction at the
same time. Obviously, with iteadership position in the market, Uber is in the jpalsition to

turn this concept into a reality. UberPdulilds on the incredible scale that the company has
already achieved, and can leverageekisting base of millions of customers that have diyea
downloaded the application. With its recent mdbitlion dollar fundraising, theompanyhas
statedthatalargeproportionof thefundsareearmarkedpecificallyto makeUberPoolsuccessful

As with UberX price cuts, the company can use its substantial capital resources to forward inves§
in UberPool, increasing the likelihood of success. Betting on the math department again!

. UberPoolis a platform for thefuture Many people like to speculate as to whether or not Uber will
eventually move beyond transporting people and into broader logistics. The technology and
algorithms behind UberPool will lay the groundwork for the capability to do mellsfaps with
multiple cargos, increasing the future optionality for the Uber platform. So UberPool is a
fundamental enabling technology for Uber in addition to providing lower price points and
increased efficiency.

It is hard to imagine a world where Ulradters do not want faster pick up times and lower price
points. Uber is 100% committed to leveraging its scale and volume to deliver ever lower prices for
consumers. The company spent most of 2014 raising optimizatiartidzation, such that UberX

could be as affordable as possible for the largest constituency possible. UberPool is the natura
evolution of this journey, and obvious BHAG candidate for 2015 and beyaradosing | would
point you towards another Jeff Bezos quote that does a spectachlanfhighlighting
themoti vati ons behind Uberd6s obsessive push f
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A eryfrequentlygetthe question:6 Wh agbirig o changein thenext1l0y e a rAsdthétis a
very interestingquestion;i t advery commonone.|l almostnevergetthe question:6 Wh anbt6 s
goingto changein thenext10y e a rAad? fubmitto you that that secondquestionis actually
themoreimportantof thetwod becausegoucanbuild a businesstrategyaroundthethingsthat
arestablein time.€ [I]n ourretail businessyweknowthatcustomersvantlow prices,andl know

t h agoigso betrue 10 yearsfrom now. Theywantfastdelivery; theywantvastselectionl t 6 s
impossibleto imaginea future 10 yearsfrom now wherea customercomesup andsays,0 J & f f
love Amazon;l just wishthe priceswerea little h i g h[a@]r 6, ladve Amazon;l justwishy o u 6 d
deliveralittle mores | o wrhpgssillile Andsotheeffortwe putinto thosethings,spinningthose
things up, we know the energywe put into it today will still be paying off dividendsfor our
customerd 0 yearsfrom now. Whenyouhavesomethinghat youknowis true, evenoverthelong
term,youcanaffordto putalot of energyintoi t . geffBezos
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On the Road to Recap: why THE UNICORN

FINANCING MARKET JUST BECAME DANGEGROALEE F

INVOLVED

April 21,2016:1n February of last year, Fortuneagazine writers Erin Griffith and Dan Primack
dec!l ar eTde AQe®flife Unitorn® nod iRgrtune counts mor e
have been valued at $1 billion or more by venturapi t al i st s. 0 By Janua
hadballoonedto 229 One key to this population growth has been the remarkableoédise
Unicorn fundraising process: Pick a new valuation well above your last one, put together a
presentation deck, solicit offers, and watch the hundreds of million of dollars flow into your bank
account. Twelve to eighteen months later, you hit the avel do it agaid super simple.

While not obvious on the surface, there has been a fundamenitasge in the investment
community that has made the incremental Unicorn investment a substantially more dangerous angl
complicated practice. All Unicorn picipantsd founders, company employees, venture investors
and their limited partners (LP8) are seeing their fortunes put at risk from the very nature of the
Unicorn phenomenon itself. The pressures of lofty paper valuations, massive burn rates (and th¢
subsequent need for more cash), and unprecedented low levels of IPOs and M&A, have created
complex and unique circumstance that many Unicorn CEOs and investorspaepdied to
navigate.

Many have noted that the aggregate shareholder value creaddidobyhe Unicorns will vastly
overshadow the losses from the inevitable failed unicorns. This likely truism is driven by the clear

success of this generationds transformatiorjal

While this could provide soensense of comfort, most are not exposed to a Unicorn basket, and
there is no index you can buy. Rather, most participants in the ecosystem have exposure to and
responsibility for specific company performance, which is exactly why the changing landscape is
important to understand.

Perhaps the seminal bublgeo ppi ng event w a0z tobdr b6th mved@aative e y r Jo
analysisof Theranosn the Wall Street Jourhalohn was the first to uncover that just because a
company can raise money from a handful of investors at a very high price, it does not guarantee
(i) everything is going well at the company, or (ii) those shares are permanently worth the last
round valation. Ironically, Carreyrou is not a Silicon Valkéycused reporter, and the success of
the piece served as a walke call for other journalists who may have been struck by Unicorn
fever. Ne xt came R o | Highly Wiliued IStareup ZersefitsdRens Ipto d i v e
Turbulenced We shoul d expect more of these in theg
In late 2015, many public technology companies saw a significant retrenchntéeir share

prices primarily as a result of a reduction in valuation multiples. A high performingghagbth

SAAS company that may have been worth 10 or more times revenue was suddenlyitortest
revenue. The same thing happened to many Intestoetks. These brodshsed multiple
contractions have an immediate impact on what investors are willing to pay for the more mature
private companies.

Late 2015 also brought the arrival of Amutupl

u

fundraisingd ol | ars from mutual ff utothar kdheseveuyudayf

managers are compensated periodically on this performance. As a result, most firms have
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independent internal groups that periodically analyze valuations. With the pubketsndown,
these groups begawiting downUnicornvaluations Once more, the fantasy began to come apart.

The last round is ndhe permanent price, and being private does not mean you get a free pass onj

scrutiny.
At the same time, we also started to see an increase in startup failure. In addition to high profile
companies like Fab.com, Quirky, Homejoy, and Secret, numerous\¢@hbacked companies
began to shut their doors. There were in fact so manyatsightsstartedalist. Layoffs have

also become more prevalehtixpanel, Jawbone Twitter, HotelTonightand many othersmade

the tough decisionto reduceheadcounin an attempt to lower expenses (and presumably burn
rate). Many modern entrepremetnave limited exposure to the notion of failure or layoffs because

it has been so long since these things were common in the industry.

By the first quarter of 2016, the las¢gage financing market had changed materially. Investors were
becoming nervousra were no longer willing to underwrite new Unicdevel financings at the

drop of a hat. Moreover, once hiffiging startups began to struggle on the fundraising trail. In
Silicon Valley boardrooms, wher e fygears peodie at
began to imagine a world where the cost of capital could rise dramatically, and profits could come

back in vogue. Anxiety slowly crept into evje

About this same point in time, the journalists that focus specifically on therear#pital industry

noted something quite profound. In 1999, record valuations coexisted with record IPOs and
shareholder liquidity. 2015 was the exact opposite. Record private Unicorn valuations were offset
by increasingly fewer and fewer IPOs. If 199%sva wet (read liquid) bubble, 2015 was a
particularly dry one. Everyone was successful on paper, but in terms of reaheaath returns,

there was little to shown Q1 of 2016therewerezeroVC-backedechnologylPOs.Less than one
year since declaring it the fAAge of the Uni
ASiliconV a | | $686Bilson Problem:GoodLuck GettingOut.o

As we move forward, it is important for all players in the ecosystem to realize that the game has
changed. Equally important, each player must understand how the new rules apply to them
spedfically. We will start by highlighting several emotional biases that can irrationally impact
everyoneo6s decision making process. Next we
is poised to take advantage of these aforementioned changesengthgrbiases. Lastly, we will

then walk through each player in the ecosystem and what they should consider as they navigat
this brave new world.

EMOTIONAL BIASES

When academicians study markets, one common assumption is that the market participants wilf

act in a rational way. But what if the participants are in a position that leads themdgptimoal
and potentially irrational behavior? Many biases bring irrationality to the Unicorn fundraising
environment:

. Founder/CE@® Many Unicorn founders andEOs have never experienced a difficult fundraising
environmentd they have only known success. Also, they have a strong belief that any sign of
weakness (such as a down round) will have a catastrophic impact on their culture, hiring process
and ability b retain employees. Their own ego is also a fattaill a down round signal
weaknesst might be hard to imagine the level of fear and anxiety that can creep into a formerly
confident mind in a transitional moment like this.

Investorsd The typical 206 VC investor is also subject to emotional bias. They are likely sitting

on amazing papédrased gains that have already been recorded as a success by their own investor
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0 the LPs. Anything that hints of a down round brings questions about the success thatr
have already been fAibooked. 0 Fdowns doddimpede their an
ability to raise their next fund. So an anxious investor might have multiple incentives to protect
appearanced to do anything they can to prevent a dawand.

.Anyone that has al r &awhgthefyowanekaefalnder,tekeeutive, seed t
investor, VC, or late stage investor, there is a chance that you have taken the last round valuatio
and multiplied it by your ownership position and toldiygelf that you are worth this amount. It

is simple human nature that if you have done this mental exercise and convinced yourself of g
foregone conclusion, you will have difficulty rationalizing a down round investment.

. A race for the exit® As fear of @wnward price movement takes hold, some players in the
ecosystem will attempt a brisk and desperate grab at immediate liquidity, placing their own

interests at the front of the line. This happens in every market transition, and can create quite a bi

of tension between the different constituents in each company. We have already seen examples ¢
founders and management obtaining liquidity in front of investors. And there are also modern
examples of investors beating the founders and employees out the bdeiougsly, simultaneous
liquidity is the most appropriate choice, however, fear of price deterioration as well as lengthened
l iquidity timing can cause parties on both

THE SHARKS ARRIVE WITH DIRTY TERM SHEETS

Who are the Sharks?These are sophisticated and opportunistic investors that instinctively
understand the aforementioned biases of the participants and know exactly how to craft
investments that can exploit the situation. They lie in wait of these exact sisyatnuhsalivate at

the opportunity to exercise their advantage.

ADi rtyo or structured term sheets are propd
gains for the investor come not from the headline valuation, but rather through a series of dirty

I

=

f

S i

S €

terms that are hidden deeper in the document .

of the entrepreneur and VC board member, all the while knowing that they will make excellent
returns, even at exits that are far below the cover valuation.

Exanples of dirty terms include guaranteed IPO returns, ratchets, PIK Dividends;=eess

M&A vetoes, and superior preferences or liquidity rights. The typical Silicon Valley term sheet
does not include such terms. The reason these terms can producelngthemselves is that they

set the stage for a rejiggering of the capitalization table at some point in the future. This is why the
founder and their VC BOD member can still hold onto the illusion that everything is fine. The
adjustment does not happeow) it will happen later.

Dirty term sheets are a massive problem for
at some point in the future. You can no longer simply look at the cap table and estimate your return
Once you have accepted a dirfyeaing, the payout at each potential future valuation requires a

complex analysis, where the return for the Shark is calculated first, and then the remains are shargd

by everyone else. The second reason they are a massive problem is that their comiplexiter
future financings all but impossible.

Any investor asked to follow a dirty offering will look at the complexity of the previous offering

and likely opt out. This severely heightens the risk of either running out of money or a complete
recapitailzation that wipes out previous shareholders (founder, employees, and investors alike).
So, while it may seem innocuous to take such a round, and while it will solve your short term
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emotional biases and concerns, you may be putting your whole compamyahaiskier position
without even knowing it.

Some latesstage investors may be tempted to become Sharks themselves and start including
structured terms into their own term sheets. Following through and succeeding at such a strategy
will require these ingstors to truly embrace being a Shark. They will need to be comfortable
knowing that they are adverse to and in conflict with the founders, employees, and other investors
on the capitalization chart. And they will need to be content knowing that theyrcamile others

lose. This is not for the faint of heart, and certainly is not consistent with the typical investor
behavior of the past several years.

Let us now take a deeper dive into what this new fundraising environment means for each
participant in he ecosystem.

ENTREPRENEURS/FOUNDRES/CEOQOS

Todayods Unicorn entrepreneur has been traingd
from what lies ahead. Here is the historic perspective. Money has been easy to raise. The markgt
favors growthover profits. Competition also has access to capital. So, raise as much as you can a
fast as you can, and be supenbitious. Take as much market share as you can.

Never in the history of venture capital have early stage startups had access to so mmich cap
Back in 1999, if a company raised $30mm before an IPO, that was considered a large historic raiseg.
Today, private companies have raised 10x that amount and more. And consequently, the burn ratds
are 10x larger than they were back then. All of whigkates a voraciously hungry Unicorn. One
that needs lots and lots of capital (if it is to stay on the current trajectory).

For the first time, perhaps in their lives, these entrepreneurs may face a situation where they canngt
raise a clean incremental fimging at a flat to up round. This is uncharted territory. There are a
few alternatives:

. The first option available to many Unicorns today is a dirty term sheet. As discussed above, thesq
terms can cleverly fool the inexperienced operator, because thaybatee t o fimeet tjhe
respect to cover valuation, and the accepting founder does not realize the carnage that will com
down the road. The only reason one would accept such a deal is to maintain valuation appearancgs
that simply do not matter. Takirgytermsladen deal is like starting the clock on a time bomb.
Your only option is to hit the IPO window as fast as possible (Note: Box and Square were able to
thread this needle successfully), otherwise, the terms will eat you alive. The main prollam is t
you will never raise another private round again, as no new investor will want to live on top of the
termy round. So you will be stuck negotiating with the lender that already proved they were smarter
than you.

. Take a clean round at a lower valuatidhis will seem like a massive failure to many modern
entrepreneurs, but they should quickly adjust their thinking. Reed Hastings at Netflix raised money
in a high profile down round as a public CEO. Every single public CEO has had days where the
stock prie fallsd itis common and accepted. The only thing you are protecting is image and ego
and in the long run they absolutely do not matter. You should be more concerned aboutthe long
term valuation of your shares, and minimizing the chance that you hawehtble thing taken

away from you. Terms are the true Godzilla that should scare you to death. A down round is
nothing. Get over it and move on. Option #2 is way better than option #1.
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3. Buckle down and do whatever it takes to get désl positive with you current cash balance.
This might be the most foreign of all the choices, as your board of directors has been advising you
to do the exact opposite for the past four Jye
and that there is no better tineedrab market share. Despite this, the only way to be completely
in control of your own destiny is to remove the need for incremental capital raises altogether.
Achieving profitability is the most liberating action a startup can accomplish. Now you make yo
own decisions. It will also minimize future dilution. Gavin Baker, a fpgbfile portfolio manager
at Fidelity has a message for Unicorn CER®$5 e n e$1 af free cashflow, and thenyou can
investeverythingelsein growthandstayat $1 in free cashflow for years. | getthat youwantto
grow and | wantyouto grow, but!l e tntéreally financethat growth by spendinggrossmargin
dollars rather than newdilutive dollars of equity. Ultimately, internally financinggrowthis the
only wayto control your owndestinyrather thanbeingat themercyof thecapitalma r ket s . 0
4. Go public. In the long run, the very best way for founders to look after their own ownership as
well as that of their employees is to IPO. Until an IPO, common shares sit behindegrsfares.
Most preferred shares have different types of control functions and most of them have a senio:l
preference over common. If you really want to liberate your own common shares and those of you
employees, then you want to convert the preferrecbtomon and remove both the control and
the liquidation preference over your shares. Many founders have been erroneously advised that
| POs are bad things and that the way to sugce
better for your company éeMark ZuckerbergandMarc Benioff on this subject), but an IPO is
the best way to ensurethelenge r m val ue of your (and your empl
It is worth noting that stock prices g@ and stock prices go down. There is not a single-high
profile public company that has been able to avoid time periods where their shares
underperformed. Amazon went from $106 to $6 as a public company. Salesforce went from $16§
to $6 and stayed below $10rfmany months. Netflix went from $38 to $8 in six months.
Remember Facebookds first six months as a pjub

If you cannot handle a down valuation you should seriously consider abandoning the CEO
position. Being a great leader means leading in diooes as well as tough times. Taking a dirty

deal is jeopardizing the future of your company, solely because you are afraid to lead throughj
difficult news.

EMPLOYEES

The explicit details of the capital structure of a company are typically obfuscatetht@wverage
employee. You know you work for a Unicorn, and you know you have some common shares. You
might also know what percentage you own. And unfortunately, you may assume that the product
of your Unicorn valuation and your percentage ownership is ywatare worth. Of course, for

that to be true, you need to reach a liquidity event (IPO or M&A) at or above the last round
valuation with no incremental dilution from new rounds. But guess what: M&A is scarce (no large
company wants to pay these pricesbsorb these burn rates), and many founders have been told
IPOs are bad. So how will you ever get liquid?

For the most part, employees are in the exact same position as founders (above), with the excepticlln
that they donoét p ar outlireed ghave ie -U.iThat shith, theydlreould be i o t
asking the exact same gquestions of managemeat we getto breakevenon the moneywe
have? Do weneedo raisemoremoney?If so,canwedoit oncleanterms(vs.dirty)? Employees
should want to knowif the founder/CEO would/did take a dirty deal, because common is at the
most risk in such a situation. And then you should want to know if your leader-1®@ntif your
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CEO/founder will take a dirty round, and is also 4R the chance that you wél/er see liquidity
for you shares anywhere near what you think they are worth is very, very low. You should probably
move on to another company.

INVESTORS

Disclosure:lt shouldbe notedthat the author of the article and his investmentirm residein this
category.

For the most part, early investors in Unicorns are in the same position as founders and employees.
This is because these companies have raised so much capital that the early investor is no longerja
substantial portion of the voting rightstbe liquidation preference stack. As a result, most of their
interests are aligned with the common, and key decisions about return and liquidity are the samg
as for the founder. This investor will also be wary of the dirty term sheet which has thetability
wrestle away control of the entire company. This investor will also have sufficient angst about the
difference between paper return and real return, and the lack of overall liquidity in the market. Or
at least they should.

The one exception to this ihe latestage investor or the deg@pcketed investor who may
represent a substantial part of the overall money raised. This particular type of investor may have
protected their ownership through the use of activergta@ or super proata investing. Thegnay
have even encour ag-ootvi nbe maggrreéssiyvanfoswwpemgdt hat
checks. They have been acting like a leaggressive player at a poker table.

There are two forces which have began to slow down this type of investir.dsi failure has
begun to arrive on the scene, these investors have suffered some really bigffsvritdnese
spectacular losses result in a lack of confidence not only for the investor, but more importantly for
their LPs. The second problem is thatdmany of these investors, a single holding can become too
large relative to the overall fund. They basically cannot afford to expose themselves to any more
risk in a particular name. They use euphemisms to describe having @véren such afs
alocaed o or Aat capacity. o

This form of big investor indigestion has created a really bizarre and unprecedented activity in the
Unicorn world. Highprofile investors, who are already armed with plenty of capital, have resorted
to hitting the phone banks to sotiothers to pile in behind them in their names. The voracious
Unicorns need even more capital than thesebbigs can afford. Ironically, if you look at the big
historic wins of this investor class, there is no record of sending out Evites to othésrsvigat

now they fAneedod others, which should signal r

Investors also have to worry about raising their next fund, which can lead to unusual behavior thaf
i's independent of e a ¢ hn. Daydu suppalt thedirty termmshpet ny 0 s
becausehis allowsyouto keepyour papermarkandnot spookyour investors? Eventhoughyou
knowthis maybebadfor thecompanyin thelongrun? Do youfeeltheneedto raise morecapital
quickly beforethe priceserodefurther and bring downyour IRR? Do you feel the needto have
moremoneyto keepfeedingthe cashhungrycompanieyouhavealreadyfunded?

LIMITED PARTNERS (LPS)

LPs are the large pools of capital, such as endowments and foundations, thamh iWz§tms,
hedge funds and the like. They are the real capital that make the system work. LPs evaluate thﬁ
performance of the different investors in the ecosystem and make decisions about whether to fun
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their next effort oause theoféedback tydes araso tBngsdeciabyu | t
when it comes to investing in illiquid assets like startups (and Unicorns).

Another big challenge for LPs is that they are asked to measure the performance of these illiquig
assets even though doing souste difficult and may not be indicative of future real cash returns.

In this case, many LPs have incorporated the high performance of Unicorn valuations into their
overall results which has created very strong performance gains for the venture cagtalycat

I n a sense they have already fAbankedod the (gai

material liquidity in the market combined with the recent correction creates a risk that they may
not see the actual cash returns for the paper gainsitesyly booked.

Furthermore, as mentioned earlier, they may face increased solicitation from VC firms who want
to accelerate their fundraising process in the middle of this highly anxious environment. A recent
WS J a r MemtwedCapital Fiims Draw a Rushof NewMoney, 6 hi ghl i ght s th
raising new funds from LPs at the highest rate in 15 years, even though cash liquidity is sitting at
a severyear low. A few sntences from the article are worth republishing here:

In recentyearsventurefirms havewritten bigger checksand encourageccompaniego spendto

battle for marketsupremacy.Thatleft someventurefirms short of cash,requiring themto raise
moneysomerthanin yearspastto continuereapingfeesand makingnewinvestments.
Someventurecapitalistssaythe fundraisingspikeis timedto ensurethat papergainson startup
investmentstill look attractive.

Cashdistributionsare what matterat the endof the day, but big papergainsstill makefor good
fundraisingpitches.

I n addition to these issues, there has al so

new checks into companies wher e tkheety cahreec kadll rte

might have resulted in a potentially down valuation. This activity, which has an obvious conflict
of interest, makes the LPOs job of judging

Against this difficult backdrop, many firms are asking theirsLi® make new accelerated
commitments to their next fund, exactly when evaluation is most difficult and anxiety may be at a
cyclical peak. Moreover, deep down most LPs know that performance in the VC sector is counter
cyclical to the amount of money raisby VCs. If you oveifund the industry, aggregate returns

fall. Writing huge checks to bloated multibillion dollar VC funds could easily exacerbate the
problems that already exist.

One response from the LP community might be to demand commitments frorumgsvthat
prohibit insideled rounds and crodsnd investing. This can help to ensure that new capital is not
put to use in an attempt to save previous investment deciamsr act i vi ty knowr
good money after bad. o

If this were noenough, some LPs are also being solicited to participate in SPVs (Special Purpose
Vehicles), frequently from the very funds they have backed. As discussed earlier, some investors
have reached a stage when they are overcommitted to a particular compagrartioudar fund

(Aat capacityo). Yet these investors want t]o

growth-over-profits attitude. So they create a eimae special purpose investment vehicle (while
greedily asking for even more carry). Atfte SPV has the added risk that is has no portfolio
di versi fi cmadkn foeatidroemkt o provide downsi de
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Obviously the LPs can just say Anoo to part
pressure of obligation from the fundhis is likely the smart move. First, someone is asking you

to write a check at the exact time everyone else is overcommbiey comehelpusout,weare
drowningover here! Second, you already have ample exposure to this exact company, through
your original investment. Lastly, it is quite unlikely that a historical study of yyale SPV
participation shows good returns.

ALL PREVIOUSLY UNTAPPED FINANCIAL SOURCE (FAMILY OFFICES,
SOVEREIGN WEALTH FUNDS, ETC)

If you have a large pool of moneyandyloave n6t been approached t]o

simply because people do not know where to find you. There are three types of people who are
likely now approaching you, all of whom you should engage with quite carefully:

. SPV promoter§ As mentionedn the section on LPs, investors have also broadened their SPV
marketing more broadly to family offices and other pools of capital. The pitches typically involve
phrases such as Ayou are invited too dhs Awe

Ayou are so |lucky to have this opportunityo

solicitation is coming from investors who actually have money, but already know they are
overcommitted.

. Brokers and 3rdier investment banks promoting the salk secondary shares in Unicorn
companies If you ask any large family office, they will tell you they are being bombarded with
calls and emails offering secondary positions in Unicorn companies. Often with teasers such as
A 2-40% discount to last roundiprc e . 0

. Incremental Unicorn round You might also be called on simply to pump more capital into a
standard Unicorn round. Wi th many investors
already raised, some companies are looking under any andregkmhey can for more dollars.

One of the shocking realities that i's presle

relative absence of pertinent financial information. One would think that these opportunities which
are oft enl B@dndswodd hfive something close to the data you might see in an S
1. But often, the financial information is quite limited. And when itis included, it may be presented
in a way that is inconsistent with GAAP standards. As an example, most Unicorn (IB@ves

no idea that discounts, coupons, and subsidies are -gexgaue.

I f an audit is included, it might have mass
that this particular audit may not comply with GAAP standards and thajstliould change
materially if they dig in deeper. Investors need to really open their eyes to the fact that these are

not IPOs. The companies have not been scrubbed in the same way, and the numbers they afe

looking at on a PowerPoint deck are potentiathpeeous. Here is a recommendation: If you are
about to write a multimillion dollar check for an incremental Unicorn investment, ask to speak to
the auditor. Find out exactly how much scrutiny has been applied.

New potential investors might also be surpdisiow few Unicorn executives truly understand their

core unit economics. One easy way to spot these pretenders is that they obsessively focus on hig

truené revenue, gross margin, or operating
profitableo when all they have really don

|l evel figross mercliyzmdi Sorwalldedooki mygslot ian;]
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companies will one day need real earnings and real profits, and if the compampotiproactively
address this, you should not be giving them millions of dollars in late stage financings.

Perhaps the biggest mistake untapped investors will make is assuming that because there a
branded investors already in the company, that theimggstment opportunity must be of high
quality. They use the reputation of the other investors as a proxy for due diligence. There are

mul tiple problems with this shortcut. First
long time ago, and withut your money their investment I
are already fulll and nervous. They diWhyot d
aretheyfriendly now?

The main message for investors who are just now being apptbaches t he f ol | owi
second inning or even t he s-houtbhsebaligangesYou anee f

not being invited to a special dance, you are being approached because you are the lender of lagt

resort. And because of howe meandered to this place in time, parting with your dollars now
would be an extremely risky move. Caveat emptor.

SEC VISITS SILICON \ALLEY

A few weeks ago, on March 31, 2016, the Chair of the SEC made a trip to Silicon Valley and gave
a speech at an euvestt Stanford Law School. For those that are participating in Unicorn investing
or for those considering investing in Unicorns, it would be a good idea to read the entirety of her
presentationvfhich canbe found herg . Bl oombergds interpretat.i
fSilicon Valley NeedsTo Corrallts Unicornso

Chair White seems quite aware of the issues and pressures that have an ability to distort thg

Unicorn fundraising process:

Nearly all venturevaluationsare highly subjective.But, one mustwonderwhetherthe publicity
and pressureto achievethe unicorn benchmarks analogousto that felt by public companiego
meetprojectionstheymaketo the marketwith the attendantrisk of financial reporting problems.
And then she sends a message to all former and future irsvesgarding the need for increased
due diligence:

As| will discusstherisk of distortion and inaccuracyis amplified becausestart-up companies,
evenquite matureones,often havefar lessrobustinternal controlsand governanceprocedures
thanmostpubliccompanies.Vigilanceby private companiesbouttheaccuracyof their financial
resultsand otherdisclosuress thusespeciallycritical.

It would be quite unfortunate if the fundraising behavior of the Unicorn herd led to increased SEC
involvemert and rules with respect to private ventbacked startups. But if those involved
believe that fAnot being publico al so means
in that exact place. We will have deservedly invited more scrutiny.

MO MONEY MO PROBLEMS
Perhaps the biggest lapse in judgment for all of those involved is the assumption that if we can jus

raise Aone more roundod everything wild.l be fji

is better, and the fluidity of the recent fing environment has led many to believe that heroic
fundraising is a competitive advantage. lronically, the exact opposite is true. The very best
entrepreneurs are relatively advantaged in times of scarce capital. They can raise money in an
environment.Loose capital allows the less qualified to participate in each market. This less
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qualified player brings more reckless execution which drags even the best entrepreneur onto af
especially sloppy playing field. This threatens returns for all involved.

The reason we are all in this mess is because of the excessive amounts of capital that have pourgd
into the VCGbacked startup market. This glut of capital has led to (1) record high burn rates, likely
5-10x those of the 1999 timeframe, (2) most companies opgffati, far away from profitability,

(3) excessively intense competition driven by access to said capital, (4) delayedexistent
liquidity for employees and investors, and (5) the aforementioned solicitous fundraising practices.
More money will not slve any of these problends it will only contribute to them. The healthiest

thing that could possibly happen is a dramatic increase in the real cost of capital and a return to a
appreciation for sound business execution.

N Cu s t Foinrékedltlocare

Decemberl8,2017:The subject of the Aconsumeri zati on
years. Most frequently people use this phrase in association with personal technology devices
(heartmonitors, exercise accessories, sleep monitors, etc) that allow consumers to take direc
control of their health information. There is however, a more rapb trend that relates
alternatively to the consumerization of the
speak of being Acustomer centrico or Aputtipg
thinks of the patient as a caster. One could go even farther, and suggest that the U.S. healthcare
market is théeastcustomer centric of any customer service industry.

David Goldhill, in his enlightening bookatastrophicCare, declared:

i & aguiding principle of any reform should be to put the consumer,not the insurer or the
governmentat the centerof the systeml believeif the governmentook on the goal of better
suppating consumersy bringing greater transparencyand competitionto the health-care
industry,and by directly subsidizinghosewhoc a rafiotd carew e Girdl that consumerould

buy muchmore of their care directly than we mightinitially think, andthat overtimew e Gak
bettercareandbetterserviceat lowercost,asar e sul t . 0

David makes a powerful asserti®nallowing the patient to rise to the forefront and to be truly be
seen as a customér will lead to not only more satisfied patients, butigrats with better medical
results and much lower costs. This would be a remarkablewageictory. The good news is we

are already headed down this path. The combination of new technologies, data availability,
information transparency, shifts in insocg coverage, regulatory reform, and consumer
frustration has set the stage for a new era of healthcare service in the U.S. where the patient truly
comes first. This powerful trend will gain momentum as it builds, will reshape the current
landscape, and Wresult in the launch of many new and exciting companies.

=
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'IT SHOULDN'T BE MUCH LONSER, FOLKS. THE DOCTOR
JUST FINIGHED THE 1@TH HOLE,*

One overt sign of a lack of traditional market forces is any industry where basic customer service
is not a requirement to stay in business. If you asked 100 people to name a place where yo#
frequently wait, even when you are on time for your appointment, how many would say the
doctoros office? The consumer has come t o 3

cc

pain, that we rarely object otrheomphaumer @anjdt i

common and widespread, that it is a frequent meme Iin jokes and cartoons.
Other U.S. industries, once subject to far less competition, have been forced by the market to learf

a new reality. The phr amet aipphaork efrdrs fholuarsto Jwoes

website qualifies -8pmwhkch actualy wer the gpén hauss atintbst m
banks decades ago. This is clearly no longer the norm as competition eventually forced a new
reality. My local bank is now @gm 9am5pm (including Saturdays), and of course, the adoption of

ATMs gives us access to cash 24 x 7. All banks have been forced to respond to the new customgr

expectation, driven by competitive forces. That same shift is now coming to healthcare.

“Billy and I are playing doctor. So far, I've kept
him waiting three hours.”

In thar marvelous bookl_.eanSolutions James Womack and Daniel Jones unpack whatahme
to apply the discipline of lean manufacturing to service industries. One of their key principles of
modern service excellence is fADonodt Wast e

AWouldtherebea queusif the providershadto paycustomerdor waitingtime® | f you ar e
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healthcare industry and find such a question absurd, are you not confirming that you naturally|
assume your time is much more valuable than
Oof cour se, the healthcar e iisnndtdimited tp inse albna.c k

Consider the many business attributes that fall short of other industries, and ask how well your
own healthcare service providers deliver against these questions:

Hours/Appointment® For your provider, what hours are they npé\re they available when its
most convenient for you? Do they expect you to miss work or school to come see them? How far

in advance do you have to book an appointmigatsveragds 24dayg ? Can you si mpl

ino for appointments?

InteractiveBookingd Can you book appointments online? Can you cancel or reschedule online?
InformationCollectiond Doesyour doctor make it easy to provide information about your visit?
Can you do this online before your visit, or are you handed dokpd full of forms where you
enter information you have already provided on previous visits?

ElectronicCommunicatiord Can you send your healthcare provider email? Do they respond? Do
they even make an email address available? Can you even leave a voicemail?

Responselimed How quickly do they follow up to a request? Do they have a consistent
guarantee on time to appointm®What about in response to a question via email or phone?
Pricing Transparency Have you ever seen a menu of pricing for any healthcare services? Why
not? In many other countries, price lists of common procedures are publicly available in every
clinic ard office. If you are on a higtleductible plan or a Flexible Spending Account this is
important information to you.

InformationSharingd Does your doctor send you a detaifl

performed, their discoveries, their analysis] #reir conclusions so that you have an archive? Do
you even get a list of the charges they are submitting to your insurance company? Are the charge
ever discussed or explained?

Empathyd Do you find that your healthcare provider makes a concerted &fftngat you as a
customer with enthusiasm and empathAyfcentstudy of online physicianreviewsfound that

96% of complaintsrelateto customeirservice.andonly 4% to quality of care

Service Level Do your doctors ask you for feedback? Do they conduct surveys? Do they measure
waiting time? Do they measure NPS scores?

TECHNOLOGY TO THE RE SCUE?

Oneobvious solution to this list of issues and opportunities is to leverage technology to better

serve the needs of the customer. Unfortunately, a deep dive into the large and complex market fay
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healthcare IT systems will uncover an unfortunate reality. Yilinat find a large Salesforaer
Zendesk of healthcare. Custoriea c i n g , also known as f#Afront et1f f
focus of healthcare service providers historical spend. Most large healthcare IT systems are chos
based on one primary objeve: revenue management. Billing and collection in the U.S. healthcare
system is complex and difficult, and most off
deliver revenue. Unfortunately, as these systems better perform their inherent quagttiady

drive healthcare spending as a % of GDP up, not down. They contribute to the overall problem.

Revenuemanagement obsession even has a negative impact on how quickly healthcare
organizations embrace technologytechnology that could radically pnove the customer
experience. Do you want to know the real reason doctors do not answer email? Want to know the
real reason telemedicine is not widely pervasive? Clearly, many doctor visits could be replaced by
a 10 minute FaceTime call, saving the patemd the practice a great deal of time (not just the
time in the office, but the commute time in both directions). You may be surprised, but the primary
reason these technologies go unadopted is because doctors simply do not know how to charge f@r
them. The problem is primarily an absence of easy reimbursement.

WHO IS THE ACTUAL CU STOMER?

) ¥
.ﬁﬁ“’*,

Despite widespread belief to the contrary, the U.S. healthcare system does not operate as a frge
marketplace with the type of opeompetition that we oftemssociate with capitalism. It is

certainly not a singkpayer system, but that fact alone does not make it a capitalistic system. There
is no price evaluation during the purchase. The person paying is not the person consuming the¢
service, and the majoritf choices are made without comparative options. In many ways, we have
the worst of both worlds. Our system, which is the highest in the world as a % of GDP, has the
illusion of a free market and the illusion of regulated market with the apparent bémeifither.

=

The fact that the employer plays a central role in our healthcare system is both a coincidence an
a likely impediment to forward progress. In 1942, President Roosevelt worked with Congress to
pass the&StabilizationAct of 1942 Hoping to provide incentives for full employment and to ward

off inflation, the government froze wages while simultaneously leaving open adbackor
increases in benefits. This seentinmpnocuous legislation had a fe#aching consequenée it
launchedhe widespreadJ.S. practiceof employersponsorechealthcarecoverage And today,

for most employers, this benefit is explicitly required by law. While it seems normal to us, the use
of the employer as a key constituent in providing consumer healthcare covegagerisreand
notusedin anyotherindustrializednation

Obviously, having a reluctant and unnecessary 4baudy involved is not likely to deliver peak
efficiency. Most employers would opt out afopiding health insurance if they could. They have
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no specific expertise in the matter, and being a provider of these services puts the company in th
awkward position of having a point of view on private personal matters as well as what defines
basic wellbeing. Additionally, the large employer motivations are likely contributing to rising
cost s. A | arge employer benefits plan needdg t
renowned hospital group in the area, the employer feels compelle@tea¥kerage that includes
this institution, even if that system is highly oyerced (he largesthospitalsystemstypically
havethe highestproceduraprices.

In the U.S. healthcare system there is complete obfuscation and confusion regarding who the redl
customer is. The employee picks a provider from a plan picked by the employer from theemsuran
carrier. The consumer sees no prices as it makes choices and decisions. The payment arjd
rei mbur sement process invol ves al | four dar
reimbursement request sent in by the doctor. This is then sent though tbgesitgthe employee.

Now the employee is exposed to the price for the very first time, and told the price was too high,
but guess whad this is after the work is already done. Now the employee has the joy of
negotiating after the fact.

37

If you were a U.Shealthcare provider, who would you view as the customer? The employer bears
the eventual costs. The insurance carriers process the payment. The employee uses the service, put
they did not chose you based on the prices of your services, and you newssatisor disclosed
price to them. Those prices were negotiated between you and the different carriers that placed yojf
on the various plans chosen by the employer. As you can see, its not unreasonable that, asja
provider, you would not actually view the eloyee that utilizes your services as the customer.
They are far from your only constituent in the system, and they are absdl@e&lhe party that

is paying the bill or negotiating price.

S

WINDS OF CHANGE

As mentioned in the introduction, we have a striogigef that change is afoot in the U.S. healthcare
market. Specifically, we believe a number of factors are coming together simultaneously that will
drive healthcare providers to resfponmnd ot omir:lajrs

Recognizing pt i ent s as Atrue customers, O servi cle
responsiveness, conveniences, service levels, and information transparency. Those that adopt thys
mentality will find new levels of productivity, and as a result, will deliver highelity care at

lower and lower prices. Those that choose not to align with this new reality will fall behind,

eventually losing customers to these more nimble and responsive providers.
Here are a list of the new forces pushing the U.S. healthcare spsbentustomefirst:

High-DeductiblePlansd In order to reduce insurance premiums and make catastophic healthcare
available to more individual§igh-deductibleplans have beengrowing as a percentagef all

plans In 2015, 46 percent of workers were enrolled in a plan wigtmanial deductible of $1,000

or mor e, up from 38 percent in 2013 and 22 |pe
most affordable plans are all higleductible (even though many citizens did not realize this when
it was passed). As such, the ACA lieen a key driver for the continued rise of hdgductible
plans. The interesting (and perhaps unintended) consequence afeldigttible plans is that
patients become real i ¢ odn at vease up widtil tHeio dedudtiblee v e r
Havingnever been trained to be price aware, and with most providers loathe to publish price lists,
this is an interesting evolution for the industry. But certain providers are stepping into the void,
and they are growing market share as a result (more below).
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Growing Coinsuranc@ Like high-deductible plans, coinsurance is another way of offloading, or
sharing, healthcare costs with the patient. Coninsurance plans require the patient to pay 4
percentage (usually 1B0%) of the healthcare costs up to the dedwectiiphit. Also like high
deductibles, coinsurance usage in on the Fsem 2004 to 2014, the averagepaymentsfor
coinsuranceosel1l07%from $117to $242 Increasing coinsurance costs also have the effect of

turning patients into shoppers/consumers. When you absorb a percentage of the costs, you will pay

more attention to price.
FSAs/HSAsO Flexible Spending Accountslso referred to as Health Savings Accounts, are

pools of money set aside by an employee and their employer to be used for healthcare spending.

The employee is typically allowed to allocate money to these accourtsxig to a limit), and
as specifid in the ACA, $500 in unused funds can now be rolled over into the next year. While

these plans have hi stcoorviecraldloy ebxepeem steasr,g ettheedyf aa

used for deductibles, copayments, and coinsurance, which as we stadldaaly growing as a
percentage of contribution. As like the previous two points, the rise of these spending vehicles

once again pushes the healthcare patient to think more and more like a shopper. Spending wisely

allows them to get more and more prodwetd services under their given plan or program.
NarrowNetworksd Narrow networks are an interesting response to the above market prices that

the large hospitals and groups are pushing on the broader market. With a narrow network plan, thg

consumerorempoyee i s alhowed aopliaptthat has | ow

14

r

tradeoff that this plan has fewer choices fJor

typically aggregates those providers that are willing to accept lowesspfar their services

(theoretically you could have a Apremi umo nLar

more affordable plans). Some employers even offer the employee a benefit to choose these plan
in essence sharing the savings with theplegee. Obviously, if narrow networks increase in
popularity, more and more market share shifts to providers that are willing to respond to
competitive markebased price demands. These are highly likely to be the same exact providers
that are embracing ¢ése other market forces.

Riseof UrgentCared Urgent Care facilities, originally created for the purpose of providing a
less intimidating alternative to the Emergency Room fothofir care, are increasingly serving

the basic healthcare needs of an evewgg percentage of healthcare consumers. This reality
mi ght not sit well with those that embr ace

remember that same idyllic doctor used to do house calls. On several dimensions, these urgent caje

providers are creating an offering that is not simplypan with your traditional GP, but often
materially better. Consumers come to an urgent care facility during an emergency, but the
experience is so great, they come back for everyday healthcare needsm8atbers of the

t

Aur gent careodo community are intelligently #§et

progressive market entrant puts positive pressure on the overall health care system.
. These providers are often located in mawavenient locations with better parking options for the
consumer.

. They are more likely to disclose, or perhaps even advertise their prices.

. Following their legacy of after hours care, they often have broader hours than a traditional GP. As
an example comger PediatricsAfter Hourswhich operates in Dallas as a pediatric urgent care
facility. They are open from 4:300:30pm, Monday through Friday, Saturday from n@Opm

and Sunday from 10a®pm. Now if you are a working parent who prefers to not take their kids

from school for medical visits (or simply chni
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. Most urgent care facilities allow neappointment walk in visits (does your GP?). Théso allow
online booking.

. An increasing number of urgent care facilities measure wait time, ask for consumer feedback
surveys, and even calculate NPS (net promoter score) in an effort to deliver a superior custome
experience.

. Both CVS and Walmart haveneered the urgent care race with their retail clinics. CVS operates
MinuteClinic at over 1,100 locations in 33 states, and they have seen over 20 million patients.

They are open 7 days a week, including evenings and weekends. No appointment necessary.

Likewise Walmart operates Care Clinic in many of its stores. Both offer pricing online.
Integrated managed care providers like Kaiser Permanente, HealthPartners (MN), UPMC (PA),

.and Bayl or Scott & White (TX) haveerbrbadmiaddeld

of offerings. Clearly the market is speaking.

. Many of these fAUrgent Careo providers prefe
highlighting their differentiation and their move from solely episodic usage to more of default
provider of health services.

Growing Use of CRM Type Toolsd While not historically a key priority, leading healthcare
providers are beginning to adopt Afront of
customer service. These tools might enable oflowking, provide the ability for more frequent
custometprovider communication, facilitate surveys and feedback, automate fopow

correspondence, and anticipate customer needs. As consumers experience these higher levels jof

A cus ttoonuecrh 60 t dlyggrow aecustdmed ta them and expect them from all providers.
InternetWeb Sites/UserGeneratedContent(UGC)d On the internet, information availability
evolves in one direction ony more and more. Over time, as more providers embrace customer
feedbak, and as more consumers are willing to share their opinion, we will begin to see more and
more customer feedback on healthcare providers. Tdd&yof consumersaythey useonline
reviews as the first stepin finding a new physician Additionally, as price schedules become
Afexpectedod the | eading players wild.l embr ace
reality is already present in most service provider industries, so it should be no suprise when it
arrives full throttle in healthcare.
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Wellness & physicals

General medical exams (excludes annual physicals) $89
Camp physicals $69
DOT physical $109
DOT physical follow up $35
Sports physicals $69
Ear wax removal $89 - %129
Epinephrine injection pen refills $89
Eyelash lengthening consultation $59
One-time medication renewal $99 - $129

Start to Stop® smoking cessation program

Smoking cessation assessment $59
Smoking cessation follow up $49 each
TB test $35
TB test reading $30

Weight loss program
Weight loss assessment $69

Weight loss follow-up & coaching $59 each

BENCHMARK HEALTHCARE INVESTMENTS

Our venture capital firm, Benchmark, has made fourv e st ment s consi sten
rsto theme.

Brlqhter

Brighterd Brighter is a clouébased health insurance platform that
seamlessly connects patients and doctors to dramatically improve the patient and provider
experience while reducing costs for patjeprovider and insurer. The company provides its
integrated suite of services to leading health services organizations such as Cigna, Aetna and Delfa
that include enhanced provider search and directory, verified patient reviews, price and quality
transpaency, online appointment scheduling and patient communications transforming a
traditional health benefit into a digital health plan. Brighter has rapidly achieved national scale
with distribution to tens of millions of insured patients and over 100,000 dars. Note Last
Thursday CignaacquiredBrighterto acceleratéhe developmenodf Ci g nmreodilesanddesktop
platformsand create new erd-end experiences that connect health consumers and providers
with the guidance, support, and incentives they need to increase quality of care and maximize cos{
savings.

e _oOne

... d I

| | le |CC] OneMedicald One Medical is a membdiased and technology
enabled primary care network that challenges the notion that delivering)iadty, accessible
health care is either unachievable or prohibitively expensive. In fact, they are working to prove

243



http://blas.com/
https://www.cigna.com/newsroom/news-releases/2017/cigna-acquires-brighter-a-leader-in-digital-engagement-of-health-care-consumers
https://www.cigna.com/newsroom/news-releases/2017/cigna-acquires-brighter-a-leader-in-digital-engagement-of-health-care-consumers
http://brighter.com/
http://onemedical.com/

M The Rabbit Hole
Jump In.

that just the opposite is possilile a system where quality care is affordable and available to
everyone. By 2018, they will operate 75 offices in 8 markets with over 400 primary care clinicians.

They are typically located in urban areas nja

areas. They typically see appointments within 60 seconds of scheduled appointment time ang
respond to clinical communications in less than two hours, while offering 24x7 virtual care from
its employed clinicians often within 60 seconds. As a result of¢beimitment to service quality,

they have a 90 net promoter score. They also drive much lower costs through the use of bettey
analysis, information, and care that helps reduce unnecessary costs with regards to downstreajn

specialists, hospital utilizatioand diagnostic testing.

Solvd Solv is a marketplace for sarday healthcare, connecting patients to urgent care clinics
and providers who are committed to delivering a convenient and high quegkyience. For
consumers, Solv answers simple questions which, until now, have been very frustrating in
healthcare: where should | go, when can | be seen and how much will it cost me? For providers
Sol vés sof t wacleic axpagence vieensle-firdt scheduling, online paperwork,

wait time reduction and feedback collection. Solv launched in DBlesWorth earlier this year

and quickly expanded nationally after providers across the country requested their consumer
centric healthcare platfor. When people get sick, they typically wait days to see a primary care
physician, waste hundreds of dollars at an emergency room, or need to juggle their life to fit a visit
into their schedule. Solvds mi s sacarasimple, fasto m
and effortless by connecting consumers to their national network of providers, who are eager to
rovide the service.

Stitch Healthd Our most recent healthcare investm@&ititch is a ¥

a k

Combinator seeded SaaS company that serves as home base for healthcare teams that aim to deliyer

customefirst healthcare. The company is HIPAdmpliant, crosplatform (desktop, iOS, or
Android), searchable by patient ID, and integratesh vexisting electronic health records
(EHRs).Stitch replacesthe fragmenteduse of pagers phonecalls, EHR mesagebasketsand
emailswith a singleproduct.lt does this through a usétendly application that models medical

private groups, and persistent chatmso By making a product that solves the problem of archaic,
fragmented tools in the healthcare system, Stitch hopes to make it easy for healthcare teams
provide exceptional care.

As venture capital investors, we value investment opportunities that@reesl to huge shifts in

a given marked particularly really large markets such as the U.S. healthcare market. The timing
can be tricky, however. You need to enter the market when (1) consumers are showing &
ungquestionable favoritism for a new approa@) tiey are voting with their pocketbooks in favor

provider workflow and presents patient health data in the context of group chats, direct messagin?lJ

of this new approach, and (3) the incumbents in the market recognize the trend is unstoppable ang

begin to react (rather than deny or ignore)
alt hese things are currently in place with
because of the systematic changes outlined above, the U.S. healthcare consumer is emerging a
true Ashoppero for the very fel and acceleratanthe Ti
transformation. We are willing to bet on it.
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Background: spentthe betterpart of two-yearssurveyingthe Healthcaremarketin searchof an
investableopportunityor possiblya keyinvestabletheme At 18% of GDP andrising, it seened
tautological that many entrepreneurialopportunitiesshould existto uset o d aegchinaogies,
applications,anddevicedo build manyvalueaddedcompaniesThefirst part of this journeywas
bothtediousandeyeopening.ThisUS healthcaremarketis asflawedand complexasit is large.
If youareinterestedn myoveralllearningsfromthatjourneylistento thepodcasttranscriptalso
available)| did with EzraKlein for V o xThesEzraKlein Show In the secondpart of that same
journey,| stumbleduponwhat| believeto be a large andinvestibletrendd andthatis the key
subjectof this blog post.
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The Ezra Klein Show: VC BIill Gurley on
TransformingHealthCare

November 15, 2017:In November of 2015, | posted a tweet that decldedchmark was
interested in discovering Internet healthcare investments. Our firm has had the good fortune tg
invest in many twesided networks that used information aggregation, supplier aggregation, and
user generated content to attract and inform coessiand resultantly disrupt and change different
industries. Examples of such companies include Yelp, OpenTable, GrubHub, 1stDibs,
DogVacay/Rover, Zillow, and Uber. It only seemed logical to us that the same opportunity should
exist in healthcare. Most pple are aware that healthcare spending in the U.S. has risel1 8847

of GDP and is grossly out of line with other comparable nations. Additionally, all of us that have
been consumers of the U.S. system are blindingly aware that numerous inefficierstigstbg
system. Simply put, there is amble room for improventotif Internet and mobile
technologiexanbeusedto changereal estateor transportation whynot healthcare?

Over the next two years, | looked at many healthcare IT investment opfieguhi went 0 al
ltds worth noting that our primary focus Wr
care, which is about half of the U.S. market in terms of revenue dollars (there is no question tha
digital tools will successfullyimpast peci fi ¢ acute diseases/ di sofr
are best left to 100% focused HC investors). At first, this deep dive proved frustrating. The more
we learned, the more we realized how much we did not really understand. The U.S. healthcarg
system is confusing and complex. Eventually, however, we gained our footing and developed a
mental model for the industry and a framework for where opportunities do exist. We also
discovered what we believe is a large and investible trend/theriviay of this year, Ezra Klien,

who is remarkably informed and intelligent on the topic of healthcare, was kind enough to include
me on his podcast to discuss and debate my learnings. That podcast is included here along withja
transcript.

EzraKlein: Hello and wetome to the Ezra Klein Show, a podcast on Vox Media Podcast
Network. | am Ezra Klein and my guest this week is Bill Gurley. Bill is a general partner at

S

Benchmar k, one of Silicon Valleyodos really Ileg

V a | b leggrilary venture capitalists. He was named the venture capitalist of the year in 2016 a
t he TechCrunchos annual Crunchy awar ds. [
OpenTable,Uber, and Zillow and all kinds of things. A very, very smart guy, a heaghtful
guy. Weobve been talking recently because held

e 6

S

Theyodove recently made some investments 1in tjha

that we have been having this conversation in Washington about hgw deform the healthcare
system? What would a better healthcare system look like? What would a cheaper healthcare systejn
look like. It is a very narrow conversation. It is had from a very palregnted perspective, what

can we write into a law? It isade by people who I think often have a pretty limited set of views
and experiences on the topic. Gurl eybs been

entrepreneur. Where can you actually enter the system? Where can somebody come in and malfe

somet hing better and make some money off of
years.

| thought this would be a good way to think about this from a broader perspective. Think about
what i s possi bl e and wh altandil e ddamewhat difte@it Viewh e ajr
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on this. | am pretty skeptical of consumer driven healthcare systems. | think that is not what people
want in healthcare and as such it is not what we are going to get. He has a different view, and
think it is an inéresting one. We talk a lot about the Singaporean healthcare system, which has
become definitely an obsession of mine. He talks about his view that maybe democracy [and]
capitalism are just going to eat each other alive. We should be looking at China f@ath
innovations now.

ltdéds a fun interesting conversation. I 11 ke
though | typically talk a lot in this podcast, but | hope you enjoy it a lot anyway. Before we jump
into it. A quick couple of jugs. Check out my other podcast The Weeds, which also has a great

discussion of the Singaporean healthcare system. You can download The Weeds live episode fqr

that. My colleague at Vox, Tod VanDerWerff, our critic at large, has a great new podcast called

Think Youbére Interesting. He has an interviEW
|

That i s a great interview. Il think i f youor

Again that is | Thi nk DédWerf.rYeu canrget é wigesever fimeg by

podcasts are downloaded. Without further ado, here is Bill Gurley. Bill Gurley, welcome to the
podcast.

Bill Gurley. Thank you, Ezra. Appreciate it.

EzraKlein. When we tal ked recent | ynaynltiyearlearmohgdeep t hjat

dive on healthcare. Tell me a bit about that. What got you interested and how have you beer
studying the system?

Bill Gurley. Great. Our firm has been fortunate enough to be an investor in numerous
Amar ket pl a ctaredwith dBayt blatithenkwe got intesmore vertical specific ones, like
Zill ow, Grubhub, OpenTable and Uber that I

0
mar ket pl ace investing, you start t o escagmy ﬁOI:1

and is there an opportunity to do somet hing
that kind of stands out l i ke a sore thumb |
number is, 17% or 18 % prdttydBJVidBs, |thihk)feramy entreprenetrh i 1
you say, A Wo w, |l ook, thereds a | ot of room
of natural conclusion is because they see waste or they see inefficiency or they see a lack of
transparency.

These are areas where digital tools have had an impact on other industries. | think the core thesip

is one thatés al most tautol ogical t hat , i Oh
smartphones, websites, the internet, transparency, pricarggagion, reviews, and have some

type of impact. But thatés really just the §tce

ago and started meeting with digital healthcare [00:05:00] startups.

EzraKlein: What was that Tweet?

Bill Gurley Oh, | think | said, Al dédm interested in
an email that was | thinkealthcare@benchmark.cand just kind of opened the flood gates on
purpose.

EzraKlein: Did you get interesting responses to that?

Bill Gurley. 1did, and | should caveat that there are a number of great venture firms that get really

focused on things |ike biotechnology and d[m

Benchmark has historically been atdrla s e d st ar t unpstly looking at waysethab e e
digital technologies could impact the healthcare system, not at products or drugs or things like that
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EzraKlein: Tell me a little bit about the learning journey that emerged from this. What did you
learn that surprised you?

Bill Gurley Thereds this interesting theory peopl ¢

confidence [00:06:00] of what you know actually drops instead of rises and | certainly went down
t hat <curve. | woul d s ay yearsinmithe pracéss that lveees mad t
confidence to write a check, to make a decision as a venture capitalist, because the first coupl

years all I |l earned was shocking and confugi

normal world.
| got vel lucky early on because someone introduced me to a book by David Goldhill called

174

ou

ACatastrophic Care. o Whatodés interesting ab
unfortunately, got into a really bad incident involving the healthcare system avehhdeep. He
runs the Game Show Network. Heds a really o

fascinating book and | think uncovered all the things about the US healthcare system that kind o

d d

under mine its succe dufand Hiegé yu td checkoutthis studifa st s ajnd

I,.

Some of the big things that come up, I firs
people have the perspective, especially €é 1pPI |
lot of peoplet hat write healthcare policy, they thilnk
€ The consumer doesndédt know price when it mrke
payer is the employer. The employer is in the system for what reasdnlexac? |1t 6s super
the way people get paid, the way people make decisions, and completely different from every othe
industry in North America. That creates a ton of problems.

Thereds no price transpar encysystamhsadfdinforciagi ot hr
|l tds getting bigger and bigger because of tlhe
would require a deeper dive to explain.

EzraKlein:. We 6 r e a pretty deep dive pl acefokslvimot maly b
|l think é Maybe thereds a |ittle shorthand h
weird way in America where you tend to have third party payers. In between you and the healthcare
system, say you have your employer, right? Inggthealthcare insurance through Vox Media, so

| actually dondét know the c-ost of my healt hjca
Bill Gurley Let 6s tal k about that for a minute. [ | di

innately. Wedre onetbhé Ghe whéeywecobhbhetempbkboylr

EzraKlein. That 6s | i ke a weird World War 11 tax (¢
Bill Gurley. Yes, yes. Coming out of World War Il, the president was definitely afraid of inflation

and so there was mandated wage restriction.cYouu | dndét i ncrease wages
by the government. People [00:09:00] started throwing in benefits. Low and behold, here we are

ul

(

70 years | ater and we get our healthcare fgon

dondédt geobweur wawwhWwmndt buy cl othes through
EzraKlein: Although | guess in tech sometimes you do get your laundry done over there.

ou

Bill Gurley Fai r enough. Il think thatés being weaned

EzraKlein: Sure.

Bill Gurley. Ye a h, we 6exte pggsontinvdlvadifa no reason and, of course, a lot of the
problems stem from that.

EzraKlein: |tend to agree with this, but there are two ways of looking at it. One is a way that my
conservative friends often look at it. Virtually every healtbaaxpert | know agrees that that tax
break, moving the system to the employer, is the original sin of American healthcare policy, that
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almost every bad thing flows from right there. My conservative friends look at that and they say,
AwWel I | i f & that, mayten véet could dhiave a real mableted, patiententered,
consumedr i ven system. o0 And my | iberal friends
this halfway measure of health security, we
seems to work well in other places, which is a governmensystem where health protection
insurance is guaranteed in some way or another, the exact structures differ, but by the state.
This is, | think, an interesting divergent branching, because @aidio wrote that great Atlantic
article and then his book, which | do recommend people read, sort of takes it in that other direction

He says, Alf we didnét have that, then maybj

for TVs, the way we gbp for food, the way we shop for furniture, and the system would meet our
needs as consumers, and that would be great. A lot of people argue that point.

Talk to me a little bit about how you came to the view, or whether you hold the view, that that is
whatwe need, that a consurmegntered healthcare system is actually a good thing as opposed to
a category of some kind.

Bill Gurley. Our system, which is the highest in the world as a percentage of GDP, has the illusion
of the free market, the illusion of ing highly regulated, and the apparent benefit of neither. My
answer to what you just said is we have a f
data that says making it more competitive ala Singapore would be better, or making it single paye
ala a bunch of other countries would be better. And | have to agree with both of those assertiong}
What seems obvious is the current state of our system is not the right answer.

EzraKlein: Well, that | certainly agree with. | want to put a pin in Spw& and come back to it.
Letdés talk about David Goldhill for a minut
believes that we should have a system that is built around catastrophic care, very, very, very higl
deductible catastrophic careelthlks at times about tens of thousands of dollars of deductible.

The question | want to pose to you is maybe the reason healthcare evolves in this different way i

au

€,

that 1 tds not a nor mal good i n the wheydegpeopl e

t hat you candét purchase a television, weore

0
but webdbre not okay with the idea on some fupd

for care, or even lower than that, that you kreay our | eg and you canot
reputable doctor. And that what people are looking for in healthcare, and | think this often foils
the market, i s security above all, where in
to take chances. | think something that keeps becoming a problem for various sort of consumer
driven initiatives here is that people demand a level of security and predictability and reliability

0]

out of [healthcare that keeps them from being able to walkfouta doct or 6s of fife

keeps them from being willing to accept the consequences of a market, which, after all, rely to
some degree on scarcity.

Bill Gurley. Yeah. | have two initial reactions to that. One, the more | read about people coming
up with solutions for healthcare, a lot of times | see someone that believes in one answer,

demonizing the other. We end up just doing jpe

| could see an argument for having some price controls and moggedami t i on. I dorn
these things have to be at odds with one another. So that would be my first assertion.

The second thing | would say is there is certainly an argument that competition can drive quality
and results and petrue tbat having mateocemspetifion wilhlead ® some tI
type of worse outcome versus not having it. In fact, a lot of people believe that the way you get to

[

g

(@}
—

hi gher and higher efficiencies is through that
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most frequently commented on in this type of conversation, which is LASIK, where the price and
execution of LASIK today, which is typically bought not through insurance, but bought by people

as a competitive good, has been driven down and down and dovenrTe 6 s s hi ni ng @

eye. This isnd6t | i ke super simple and argualljl

EzraKlein. Yeah, LASI K is such a fascinating exam
right to focusonit.thaa coupl e of qualities that | 6d b
them. One is that it is optional, right? | have glasses and | think a lot about getting LASIK and |
am just squeami sh about getting a Ilisaiffezent c u't
than say cardiovascular health treatment.

Bill Gurley. Absolutely.

EzraKlein: There is a quality of being able to say no and being able to shop around and being
able to do things on your timetable that really matters here, but the othertllait | think is
interesting there, because hereb6s where |
There are a lot of pieces of the healthcare market or healthcare services that could be pulled ou
like LASIK, and one thing that some pks, and | think when we get to Singapore we can talk
more about this, too, is primary care can be treated very, very differently than more specialty care
or more catastrophic or chronic disease care. | think one of the questions the LASIK example
brings p is are there ways to cut the healthcare system up a little bit differently? Are there ways
for more things to be pulled out of third
HSAs or thereds some ot her walg bubbdecama ikhamtlgs i t
optional asynchronous quality to it, we can expose it more to market forces without saying at the
moment you do that, that that also means i f
luck?

Bill Gurley. Right. Well look, | think that the high deductible plans do that somewhat in that if
youbdbre having cardiovascular work or if you
into that system. And things that are going to live underneath that are goingniardef your
primary care. | think about 50% of our market is acute care and about 50% is primary care, s
maybe the place é€ And | think that makes a
hopefully consumerization, and when | use that womtielan providers that care about the
consumer experience, that can happen down in this primary care bucket, which is half of the
system.

This i s, Il think, a good moment to go a | it
up in here,buthl so want to track what youdve been
where initially you |l ooked at this and sai d

sense. l 6m not sure there i s a wayl etto feoxp oyp

What began to convince you that something was changing or that there was an opening? What wa
sort of the crack in the armor for you?

Bill Gurley bo you mind i f | €é& Can | go back and |
lsaw?Be ause | think that -

EzraKlein. Yeah, thatodés totally €é |1 do not believ
Bill Gurley. Okay. The first one is to really understand how big hospitals and big insurance
carriers and big employers arefekding on one another to make the system worse and worse and

|
e

hi

D ar

itds 1 mportant for epe

worse. The way the systemdés designed, i1itds Jj u

systems are getting as big as they possibly can. Stanford here in our backyard is ggbhering u
general practitioners, specialists, theyore
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possibly can. You can drive 30 or 40 miles C
going up with the Stanford name on it. Yousay torysue | f , fAWhy are they pet
Well, thereds two things: It gives them | ey
big, no employer around here is going to wa
Hospital Systeminti. You see this kind of €& And, by
sel |l to an individual gener al practitioner
Therebds fewer and fewer individualemss,pafidilyey o6r
because they doné6ét want to go through the sjt
big system, then theydre going to have a mt

more leverage with the carriers and the eyeis.

It turns out, if you go deep on pricing, if you open a Castlight app and you look at these large
hospital systems, you will see over and over again, and this has been written in a number of the

articles I d6m sure youadg &totwraud the lawnenddof theanarliet. d e
|l tds unbelievabl e, right? Someone can char gle
By the way, if your general practitioner gegf

recommend youef your imaging at that system and you wonder-how

EzraKlein: Can | hold é Let me push you on one qufes
fascinating. Webve done a | ot of work Withl
the lager point that all the pricing is crazy. But there is this kind of thing in healthcare where
peopl e get really shocked that MRI s cost dji
shocked by that in cars. We0rgeinto $an Franbiscacakdke d |é
you can buy a burger at McDonal dés for a bl
buy a burger for $27.

Tel | me what it iIis that shocked you about ift
world. Peopleor i ce di fferentiate all the time. 1snqt

that be their argument?

Bill Gurley. Do you believe that?

EzraKlein: No, but | want you to say it.

Bill Gurley. Okay.

EzraKlein: But | think it could be conceptuglpossible.

Bill Gurley Theydre buying the equipment €& Theyor e
the i maging equipment. Theyodre just running
8X price is becauseeve 0sh8X. blethbhelri. eve diot ®®
charge it.

EzraKlein. So you think whatés happening is a Kk

concentration, that these systems are getting big enough that it is just easier for the third part
paye to pay them off than to turn around and say to their employees, say, for Vox Media to see to

me, fnHey, I know you want to go to the domijna

was too expensive and now you canoé6t. o

Bill Gurley. Look, this ispart of where getting the employer out of the game might be helpful,
right? | think narrow networks play a really important, or they represent a really important
opportunity to get pricing down. If you talk to a benefits provider at a large companydahd |

this as part of my process, | probably had 10 or 15 meetings with these benefits providers, first o]
all, none of them want to be in this game. This is the most reluctant task that any company has t
do. They do not want to be in this game. They areeld into it. Second, their number one task as
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an employer is to not | ose competitive situ
good enough.

The number of companies who are maybe-issifired that are willing to push the edge in terms

of trying to redefine cost | bet you is 10 or 20. You heard about the Safeway story probably.
Remar kable outlier. Theyo6re just not going
they sit. They dondt have otdkethahthelr imissive, dogs thati t
make sense?

at

EzraKlein. Yeah, but this is so interesting. I 6d | i

this is important to what should be the central mystery of all this. In some stylized model of the
Amern can healthcare system, what you might sa&

y
care and they do not have full Il ncentives {o
S

some incentive, but theyodr e eas hellido.tAhdempboyets i 1
have these whole HR departments, so they have all this information and all this expertise and the
even have more negotiating leverage than an individual does. You could really imagine a world in
which employers were more effesit, not less efficient, at getting good costs on insurance, on

negotiating better prices. They have the expertise and they have the incentive and they have the

size. Yet, we dondt see this world.
It, to some degree, is one of the persistent mysteridgihdalthcare system, but a little bit like

youbre saying, this i1is in the HR departmentg

screaming and yelling and then the CEO come
mad at me?0

Bill Gurley That i ght . I think ités a complete my
want to drive down costs. The easy thing for them to pick off is apparently premature births and
heart attacks can account for like 40% of their bill for a-issifired employerso they will do
things to try and preempt those two events,
costs if it means sacrificing employee satisfaction, they will not do it.

Thereds a | arge number of p eopgoyees are going th driveg e n
down costs, the self nsur ed ones, and therebés a ton of
conversations with these benefits providers,is a myth.

EzraKlein: And one thing | think is interesting there, too, is that yaul also assume that
employers would want to get out of this market. You just talked about how reluctant some of these
negotiators ar e, but in health policy consi
football every time, the reasonemple r s ul ti mately ¢é They may 1
just | i ke they may not want to pay high cos
employees. And pulling out of the market and not giving them insurance anymore pisses them off.
Bill Gurley. Oh, absolutely. If you were to ask them a different question, which is what if the
government mandated all employers get out of the business, would you prefer that? They woulc
all say yes, every one of them.

EzraKlein: So | 6 m g oreewgth youdherel i s a g

Bill Gurley. Okay.

EzraKlein: They could do that. Look, the Chamber of Commerce could lobby for single payer.

They dondét do that. The NFIB could | obby fc
WydenBennett bill, which redy did a version of that and employers were against it. This is why
| say, AThis is the Lucy and football of he
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Bill Gurley That 6s presenting the argument a very

sSp

into something else instead 0 | u st opting out. Based on thp

people, or even CEOs might be a better way to say it, if we snapped our fingers and in Americg
the employer was no longer part of the healthcare system, would you be okay with that? | think
they would all say yes.

EzraKlein: But why dondét they é I f youdbve had the
for what we have in every other country, which is a system the government runs and employers

arenodt part of, wem weo ullodn gh atviemeh aadg ot.h allo styhsetye s
say to their representative, AHey, quietly,}] ¢
Bill Gurley Fair enough. |l havendt gone that deep |
finds itto be awesome to be in this role.

EzraKlein: | definitely think 1tds not awesome. Ok
employer problem, what else?

Bill Gurley Ther eds ot her things, |ike people tthinfk
seen a ton of proof of that either because that involves ruffling feathers, you know? It involves
upsetting one of these | arge hospital care Bys
not in. They make a percentage of the overall piesdoray as the pie is growing as a percentage

of GDP, i1itbés a pretty good place. So | donoft
of entrepreneurs saying, AOh, Il 6m going to|he
helptheempiper bring down costs, o0 and | dondét thjn
Then therebs weird stuff | ike the thing tha

€ 1 6d be surprised if most of yourevehleketeeneld s
when | say it, is in 2009 as part of the Reinvestment Act, our government made the decision to pa
$20 billion to doctors to i mplement softwarep.
perspective. Would anyone ever dothaé?’dt s o r adi cal . We were gof n

clearly closer to the top 1% than anything El

|l tds crazy.

EzraKlein. You b6r e tal king here about electronic h
Bill Gurley: Yes. Well, frst of all, why do you need to pay them or why do you think you need

to pay them? Well, part of the reason is ther

i mpl ement them in the first pl ace. Every o
system in. They have to do it to be competitive.

Ezra Klein: An d it stil | didnot wor k. We actuallf/
t

interviewed President Obama as one of his last interviews about healthcare and we asked him wh
were his regrets, whalid not work? And one of the things he named was EHR adoption had not
been what they had hoped, despite the fact that they spent a lot of money on it.

Bill Gurley. The only reason | can believe that it happened is because the only executive on his|
advisay committee was the CEO of Epic Software, the largest EHR vendor out there. If you go

back and study which company benefited the no:
reason | can believe that it happened, but it makes no sense whatsoever.

I f you were going to pay somebody to put inj] s«
about that maybe they donét use it. So they] t
that i f you could verify ¢eyhakeady paodwyauroebuyussilng | t |
|l earned it Il was just agape. My mouth was Iti
failure by design. But i f youdbdre out there r
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the software vendorsald tons of content, web pages, YouTube videos, about what? How to qualify
for your payment? So rather than working on software, they were developing web pages andl
probably holding events, teaching you how you can collect this free money.

EzraKlein: | t ndtable that during this period, Google had a big push to do online health records
that would be owned by the individual, but hopefully could integrate with medical practitioners,
and eventually they c¢cl osed t hattGoeopleradeatbigi ng d
deal about and really tried. | actually played around with that system. It was not a bad system from
my perspective. And it totally failed.
Bill Gurley. One of the things as you go deeper on EHR, which | looked at, one of the problems
you have is this | arge hospital systems gro
1

a startup and you want to compete in EHR, vy
than to big ones, and t heamddanh.| ones are gol
The second thing is, if you talk é I n my I ifmi
features theyodre worried about are the thinpgs
how well a system helps with collections. Bkare the features they care about the most. Google
probably brought a very different mentality] t
And this is my whole point about how the system is just designed and designed and designed t@
kind of grow and to get bigger on top of itself.

EzraKlein: So one of the things | thought was interesting when we talked a bit previously was
that one of the things that made you optimistic that there might be change in the market, an opening
in themarket, was actually the Affordable Care Act.

Bill Gurley. A feature of it, yeah. There were two features of it that | was most excited by. One
of them was high deductible plans, which ironically is a feature that | think was not well disclosed
andthatonsumers hated when they realized that it
deductible plans, and then the other one | re
of day, is the Cadillac tax. The reason | like the Cadillac tardsilise it was the one feature that
could start to push employers somewhat out of the system, but that one appears dead. You miglgt
know more than me.
EzraKlein: Ye a h, it doesnot |l ook | i ke i1tds in gojd
interestng, because that really did happen, is happening. As you say, | do not think that feature
was widely disclosed. | know many Republicans who say they oppose Obamacare because it stogs
hi gh deductible plans from beiveag3$6@00tdedtctibier e . I
in Obamacare, exactly how high do you want |Jth
is that it is pushing against high deductible plans when, in fact, while it does increase benefits tha
do need t o bewedforwate gh deducttblé and, dot thad reason, also pushed
toward very narrow networks.

Bill Gurley. Yeah, narrow networks and high deductibles, which | think actually is the first thing

| 6ve seen that | eads t owar dshagahigh @etluctible mam,. ®bv
until they hit that deducti ble amount, theypr
and | state broadly, that personds heading ut

theydove dbegobef spending out of their own pjoc
consumer. | think that that is causing very carefully on the margin some really interesting things
to happen.

EzraKlein: So here to me is the meat of this discussion. Itisthently t ha't | 6ve Dbee
about the most listening to the Obamacare debate, listening to the replacement of Obamacar

U

254



http://blas.com/

M The Rabbit Hole
Jump In.

debate, talking to you. As you say, Obamacare created these high deductible plans, these narropv
network plans. Those plans did, in sorases, hold premiums further down, at least until recently,
they had been estimated to be, and people hate those plans. They hate them. They do not wantjo
have healthcare that is that exposed to the market.

The thing that I think is a real challenge himeparticularly folks who are looking to make this a

moreconsumedr i ven system is that 1 f we have | ealfne
people seem to want is just peace of mind. |JTh
beoutthe#e shopping in this way. They want to kgpov

cover it the way they do in Medicare, which people like, the way they do in Medicaid, which
people like. You get all of this reporting about folks who are in the highctibthiplans being
mad at the people who are poorer than them who get Medicaid.

To me, the |l esson of this has been é | was |no
the lesson of this has been it is going to be very hard to foist this onlihe, then Republicans

came and said, AThe problem with Obamacarel]i s
webre going to bring them down. o Donal d Tru[:p
not what their plan does, but when you have bpthr t i es now sayi ng, nT
Obamacare is the deductibles are too high, of t

The reason | think this is important i s there
Federal Reserve actually, trebout 46% of Americans say they do not have enough money to
cover a $400 emergency expense, 400 bucks. |So
and health is so scary, that | evel of d$da nanjci
very tough mix, the kind of thing that evenj]u:
youbve got to give me some relief from this]

Bill Gurley. Let me try and separate two things. There aestons of policy and certainly if you
ask people what they want, that | ist coul d |g
get . |l f you ask, AWould you |Iike more?0 youp
separate thatforaecond from the point 1 &m making, wh
maybe temporary, move to high deductible plans is driving change in the marketplace that is
resulting in better care for consumers, from my point of view.

I 61 1 g o isacbnd. Ohehotthe placesrwhae high deductible plans are the highest is the
state of Texas. In Dallas in particular, | happen to know, urgent care facilities are popping up left
and right. These facilities have way more focus on the consumer and miepgargurialism than

any gener al practitioner ever had. So therelos
mi dni ght. Now, no doctor in our current sys}|eil
serving chil dr eWe havkpaentd where both paseaty wodk| maybe | should
shift my hours to 4:00 to midnight. o That doe
happened in this system, though, because someone wanted to differentiate themselves from the
next guyand consumers are paying out of pocket and making a choice. There is more parking
spaces, itéds easier to pull up. They care gbo
their facility, they ask for a review after the fact. And satisfaction $eaed fantastic.

|l 6d just separate the point you were making] b
creating shoppers is creating better care on primary care, just in terms of how we treat the
consumer, and the consumers are opting into ticafiading it interesting and effective.
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EzraKlein: Let me ask you about why the high deductible plan is necessary for that particular
kind of innovation. So backing up on how heg
basically no deductibles o youbéve got first dollar <cover

Medicare plan. You still have to choose where you go and the places that are going to make mone
are the places that attract people to come to their office, right? | feel likegtiraent for the high

deductible is it will make things that are cheaper, which I think is true. You deregulate airlines and
you get cheaper airlines. You get Southwest, you get Spirit Air, you get stuff that in many ways is

a l
ge

much more bare bones, butwhenpp |l e are paying their own moje

trade offset.

The kind of better care, hi gher quality <car
primary care facility and itds itgeeato 1100 mun., i n
even in a place where youdre not exposed t

people who have an insurance care, that feels to me like a perfectly reasonable system t
incentivize that kind of pro consumer inraion.

Bill Gurley I  woul d argue we havenodt seen that. Thes:s
and as a venture investor get excited about

fundability, it is in my mind just happeningheef t he first time. So || di
done that. |l do think therebs a middle groujlnd
are first dollar is not out of your pocket,| b
youlaeve a piece of the economics in the systjem
achieve both of what you want and what | 6m |t a
EzraKlein: 1 t 6s i nteresting, because thatodéds actupl |

Singapore at the beginning of our conversation and | have a big obsession with the Singaporeah

healthcare system, too. Do you want to talk about how that system works from your perspective?
Bill Gurley. The first thing | would say is this: The fascinatihgng about Singapore is that they
spend about 4% of GDP on healthcare and we spend somewhere between 17% and 18%. Basg
on the simplest measures that people cal cul
no demonstrable difference, andboppl € can certainly argue on
my brain just candt stop from wanting to go}
dramatically eye opening that our first reseg
stay awake anymore, because it is so dramatically different in terms of cost relative to output thaf
they must be doing something we dondét wunder

14

S

l nstead, when you make this argument to peolp

asmali sl and Asian country, o they start sayinfg,
1/4£

e

AReal |l y? Someoneds doing something for
reasons why you shouldndét carshabbdtbeéetPbdDk
God, we should try everything theyore doi ng}

EzraKlein: Also, to just build on that point a little bit, every Western European nation and also

Canada and also I srael gets, aibtous reotl tads albgap

but if we only managed to cut our costs in half, that would also be a big advance.
Bill Gurley. Absolutely.

EzraKlein: So the idea that there is nowhere we can look for some kind of answer here seemg)
pretty ésslruclonse aaquite bizarre.
Bill Gurley. Yeah. So there are multiple parts to the Singapore system as you and | have discussefi
before. The one that | find most fascinating is they make everyone a payer. The way they do tha
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€ Except t h efatymetatshe lttom,det foradHe majaity of the populace, depending
on your income level, they will provide help from the government on a sliding scale percentage.

So if youdre extremely well to do, yheiowepay PBO¢
income, you pay 20% of your bill, but everyon
and 1 dm not as é And maybe this comes from]|th
leads to better execution and cheaper care.

EzraKlein. So | 6 m going to give a I|little bit of af q
read in on it, and if anybody would like to learn a lot more about this, they can search my name
and Singaporean healthcar e sigentVexm. |l 6ve got] a
Singapore is a system that conservatives | oye.
worl d. o Fox Maws hhmad itfhiwse oyanted to replacg C
miracle, and what conservatives tend to likengSnpor e t o 1 s t he insurrn‘
unusual system. What they do is they have a forced saving account. So the Singaporea
government basically diverts 7% to 9.5% of your wages into a compulsory savings account that

you can only use for healtheaand, in fact, only use for the particular healthcare they let you use

it for, which is interesting. ltos a |littlp
Security payroll tax.

Then they have catastrophic care, again provided by the gnpeemt . You pay pr emi
got a roughly, in our dollars, $1500s h deduct i bl e, and then thef e
net at the very bottom. Wh a 't conservati ves I
everybodyds a agyagyfestrdollar Paecmyt bf ¢heirdarced savings account, then
theydve got catastrophic care over that. Yolu
think such a key thing that gets forgotten or left out about them, it is otherwisecalljasi
government driven medical system where the government decides pricing.

So what you were saying about the rich paying8 h %, t he poor paying 260 %,
through insurance, 1 tds happeni ng sdparates thesne tEe
into these different wards and then it priclges
depending on your i ncome. Drug companies, tjhe

their drugs to be provided in those wards arttiefy want it to be eligible for that forced savings
dollars, they have to price it at a level of cost effectiveness that the Singaporean government likeg

So what Singapore is doing, which | think is so interesting and is a reminder that there are much
more radical fusions of left wing and right wing ideas than people give credit for, is the government
is overwhelmingly regulating both supply and prices to keep costs down. But then with those low
costs is creating an insurance system where the averagg&iagn is quite exposed to the cost
and has a reason to shop. If you tried to do that with our level of costs, you would have to make
people divert like 20% of their income, because those forced savings accounts are also for you
ki ds, t he yudpamrentsadndtlat wiouddronlypay for some of your care.

To me, itdéds a reminder that there may be mpr

government was able to act as a price negotiator and get prices down, a lot of things would opes
up in how we design insurance, because people would not be so afraid of financial calamity.

Bill Gurley. Look, as | said earlier, | think one of the problems is that people that favor one

approach vilify all the otheod, andeydoe ate, [l
We should just do a mirror copy of the whol]e
it. Letds just copy it. |l 6m not a policy peJs
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EzraKlein: Just control C, control V Singapore?

Bill Gurley. Yes.

EzraKlein: But this goes to something I think is hard for entrepreneurs, hard for the government,
hard for anybody on either side of the aisle who wants to change anything, which is that people
are very risk averse about their healthcareThey dondét want to chang
things to change under them. Theyore afraiod
thing I feel is fear, so I d6m not saying €& I

Ithink i s actwually a particular problem in SIIme
ajn

culture in Silicon Valley that moves f ast
You have a culture like Uber that sort of bum rushes regulatavays that allow them to make

big gains in territory, but really piss people off.

| think folks are maybe open to that in places like social networks or even ride sharing, but if you
tried to do that in healthcare or if the government tries to do thaakesl away what people have,
promising theyodve got something better, f ol
experiences, one or two people who really have something bad happen to them, to end that re
quick.

Bill Gurley. One thinglwoulds ay to that is | dono6t think ¢
healthcare in that type of way, simply because the amount, the shear force of inertia, the amourg

e
’d(

d

k s
I

h e

of regulation that exists, therebs mwithkimday fjor

of hackneyed solutions. I dondédt think it ca@
your assertion is right, that aversion to c
on goal, then we might be stuck. You mighiée to do this podcast 80 years from now and have

all the same discussions.

EzraKlein: | kind of worry | wild/l be able to. Ho
80 years, and that would be a real triumph of the healthcare system.
Bill Gurley. Let me make this assertion, whyeartimel t &
window, | think China is going to be a really interesting thing to watch. | have this theory that
democracy and capitalism will destroy one another if you give thmugh time, and our most
regulated industries are ones that are least open to disruption, so healthcare, finance, telecom, af
what ends up happening is the incumbents end up writing the rules and you kind of bog down.
China and Singapore, by the way, am nde mocr ati c capitalistic
easier for those types of governments to make wholesale change than it is in our case, so they cq

u l
h a

ef

i

d

SO
n

make the types of systems that wedve been tpall

or whatever, and everybody just kind of has to take it.

But the other thing you have in China, so ypu
dondédt have this regulatory framework that rak

entrann s , but youdve got really successful and
some failure |ike you talk about because tHh
see some amazing innovation.

| am friends with a couple of vame capitalists over there and things like second opinion via
telemedicine, those things are happening t hj
specialists in the big cities that do second opinion over telemedicine with doctors that are in th
rur al areas for the customer, which is a pit
i sndt telemedicine or emai.l more active her
doesndt happen. Doct or s fari BEvertually iguré dut howetchbdlu s e
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for it, and then youoll have a telemedicinel w
to go into their building anymore. But thayjos
because of where wimd ourselves. So that will be interesting to watch.
EzraKlein: Tell me more about your theory that democracy and capitalism will eat each other.
Why will that happen?
Bill Gurley. Well, industries get more regulated and incumbents write teeg u | at i on. et
one of the healthcare things, |l etds take HI|PA
to protect them, from my perspective. HIPAA is an extremely dangerous policy in a day and age
where we have the communication tools that wd o . | 6ve got a friend Jjwh
heés in the middle of an emergency situatiopn .
him and asks for help, thatéds a HIPAA viol afi
andifyawr mot her were on that table, youdd wan |
to do it é And, by the way, they have HIPAA] a

HIPAA audits where they come around and test your systems, so all BAg\Hlhis and HIPAA

that and, by the way, when Britney Spearsodo |da

hospital, so ités nice to know that Britney] c
When you want to build a new system that heightens communication so maybanyget the
better answers faster, you run into HIPAA fJo
system tool, EMR company out there, is notofi
of the reasons theyicl diematusey tdherydbthohav e ptjf HI
do it.o These regul ations people think are jwr
system. This isnét an argument that all regjul
EzraKlein: Ye a h, I certainly think thereds somet hjin
Bill Gurley. I 61 | g i vhealtgcareiveraionmeal quick.

EzraKlein: Yeah, please.

Bill Gurley. | was a backer of a company called Tropos that we sold, but they provided tools to

let a city @athe their city in WAFi. Obviously you think about why a mayor might find that to be
interesting, to bathe the city in W#i. We found tons of mayors that were interested in doing this,

and I think itdéds simple to nmadhesettotbeld aaporgouane nft
railroad or a highway, why wouldnét they alfso

constituency? But, over the years, the telco companies and the cable companies have written layv
after law after law to make iitegal for that mayor to do that.
|l f those | aws didndét exi st when we woul d gelt
show up in the smallest of places and start lobbying against this from the government. Our ability
to provide competitive WFi services through a city, which seems to be, based on that narrative |

just used, seems to be something they should be able to do, is blocked by the broader governmeht

through rules that were written by the incumbents.

EzraKlein: So then given these factand | agree with you, that healthcare is a place of many,
many, many rules and many of them at this point outdated or not helpful to new entrants, and I}
think we said earlier that this is not an area ripe for overwhelming disruption. What are the layers

of healthcare that you think are open to entrepreneurs? What are the spaces in the sector that ygu

think people listening or who are already out there could profitably begin to hack away at in a
useful way?

Bill Gurley. Well one thing that happens,amsdaent t o tal k about it belca

some bet s, so I dm not 100% a pessimist her el
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things that happens is a | ot of startups geJ[
tums out that when youbdve got this thing thdgtoad
flows, you enter a mar ket in one place with]a
and ask things mor ph, I t tha systesn get higger ynal helpingg g c t
people collect, if you will, as a leach against the system.

There was a startup that I me t with that va s
messaging just because | think if there were more communication anegygady, it should lead

to a more efficient worl d. I started aski ngjf,
and how much do you get paid for 1it?0 And t hey

a message? are like a penny. Howlceu you get paid for that? WHhHat

connecting these rehabilitation centers with hospitals and it turns out the way our insurance has

evolved, a hospital can move someone to a rehabilitation center and keep charging. And | sai\o/ll

AWel Iwhat do you tell them?06 And he goes, fAWhe
And he said, Awel | | thatodos the | imit to whjic
facility. o This entrepreneur Ilkéthe system bettes bur t Je d
all they were doing was helping the hospital maximize what they could charge. And | think that

kind of stuff happens all the time.

Anne from 23andMe told me that she went through a similar journey when she decided to go into
healhcare and she just noticed startup after startup that entered the system hoping to help, btll
when you follow the money fl ows and start ry
things worse. | dondot want tAond uintdd sa nnyotthilnigH d |
kind of mor al high ground, thatodés not 1interjes
part of something that makes it better.

EzraKlein: So then to go back to the question, what are the layers of this thdtigkate open

to being made better?

Bill Gurley Thi s notion that I brought up, whi ch Jwe
heal t hcare, 0O I think thatodos starting to hjap

transformation in other industrieBanks were notoriously open from 9:00 to 3:00. Banker hours

is a metaphor that young kids probably wondt

because banks used to not have to be compet
really think about the customer the way a normal business would. | think that trend is starting to
change. Webve made a few bets that relate t
One of them is a company called One Medical
or five years nw, and One Medical isa premisesas ed heal t hcare provid
company, although they have software tools. It is literally like Starbucks. They have to put one of

these up. They focused on ur ban ofavorlkeratiserthas o t
being near your home, they have ahl®tr appointment policy and | think a eheur email
response policy, and people | ove it. 't tur

out like a sore thumb versus what peoplheehgrown to expect.

EzraKlein: Let me ask you something about that model really quickly, because | know One
Medical well and | actually think they are a fascinating company. That seems to me to be almost
the opposite of the high deductible consumeriratibmedical care. One Medical is you pay more

on top of your insurance. They have a lot of people who have employer insurance, including a lot

it

| (0]

er

he

n S

of peopl e | know, you pay more on top of what

service, whichg gr eat , right? One should be abl e t
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does not seem to be the folks with the very}l h
be where thatds going to | ead.
Bill Gurley. Yeah, and as | said, we madéstinvestment three or four years ago and that was
purely a bet that a number of consumers wapt
from their healthcare system. So last week we announced an investment in a company called Solvé,
whichisverynew They just kind of took the covers Jof
fitting more to what youdre talking about. |Th
urgent care facilities and so this is more like OpenTable or Grubhubdi | | ow, and ijt o
set of these people that are operating with full price transparency and have this desire to kind o
be competitive from a consumerization standpoint.
Like I said, they measure wait times, they want you to be able to cométiawgy. | think of all
the bookings that wedve t ak e rourvnddw. Somiho oneh e mj h
thinks about seeing their gener al pr a-sdun t i ojne
window, but the majority of people that boikough Solve are doing it within two hours. So it is,
trying to put this network layer, you can do things like check in ahead of time as opposed to showj
up and get handed the | arge clipboard full of
wait anyway. In this case, you can get that all done up front. So you walk in and get seen and, by
the way, after youbre done, you get a commui
practitioner wants to see, because they measure NPS scores, whithlkdégadbout in the past.
This is early. Thatds operating just in DaIIIa
enough competitive providers who are will i njg

be able to build this nationwide

EzraKlein: Let me ask you something about the broader thinking around both of these, which we
were talking about a little bit earlier around the Houston primary care example, too, which is |

dondt understand real |l y wiessesaagohighideductible sase weyre

model. These are all adding convenience by, | assume, taking a little bit of cut, so in some wa
like raising price at least a little bit, which is not necessarily a bad thing in this case, but adding
convenience ontdie system we already have. | think it opens this question of why the system just
hasnét had at | east more of a demand around
| expect whatés going to happen with the hi
conveniene and | ess quality. Again, i1itdés going

and this is certainly what Republicans want to do by accelerating the deregulation of very, very

narrow network, very, very thatimgdhand sodruaodsofbrthe p | :

because theydre just too expensi ve. But t hi
more to get something a Ilittle bit better a
people seem very rssant to change and very set in their habits. They go to the same doctor for a
long time, etc. What do you think here is changing? It feels like it may be something different than
what weodre talking about.

A

BillGurley 1 t 6s t ot al | y didcannestedtHatehe tinte &as comé ang tidesedools,
by the way, because if you look forward, this telemedicine piece for these type of providers is
going to become a big piece of it, because
possible Maybe it was just the time is right. | happen to believe that having high deductible plans
out there or even people that opt out that
people into the frame of mi.nd where theyore
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Look, thereds also narrow networks and thergp
Scott & White in Texas thatoés really i mpres
l'iterally Ilisting pl an desakercarrierpmvidenaltirnamaepgaakage, S o
and they are competitive from a convenience

bunch of alternatives pop up, some of which
causing choice, and pple are opting into it.

EzraKlein: Let me give you my theory. | think that some of this, and | think One Medical is a
good example of it, is we are getting a culture into a different kind of convenience. You used Open|
Table and Grubhub, which | knoave different than the new thing you funded, but | do think are

beginning to habituate consumers to that kind of experience, so people are beginning to both expegt

it and feel more familiar with it when it comes around.

But the place thlhookéd coroowkenfygo were d@ir

the Apple Watch and Jawbone and all these different things that are essentially bioinformatics tha
you wear on you and right now, theyodor dorsor g
people who are pretty healthy already and enjoy tracking their sleep and quantifying their life and
al |l of that. But itdéds not too hard to i magil
folks remember to take their medications, for instamgyht? A huge issue is drug adherence,

particularly for people who are forgetful or who have mental health issues. Something on the wrist
that was really good and simple at making sure they took their medicines, or at least reminding]
them to do it, coul make a big difference.

You could imagine things that, I donot K nojw

markers of things like heart attacks and possibly there are things people could wear that woulo
help alert them very early. If you hadvery atrisk population, maybe that would help. That feels

to me like where the technology might really make a big difference and both drive down costs andj
drive up quality pretty dramatically. Did you see stuff?

Bill Gurley Yeah, thereldiskea t mat of Mestwfdf iitoés tar
startups like that targeted at cardiovascular issues or diabetes or things like that. They all strugglé
with how do you lean against the American healthcare system? Some of them end up §giing t
these solutions through the selfured employer, which we already talked about is a kind of really
nontoptimal way to get out there. Some of them are trying to create the right to bill for a digital
solution. 1tdéds veryamp wamd oau nwe arsaob lid de Wwiud
my diet better and, therefore, 106l reduce
our insurance carriers to accept paying for that app or service as a billable thingrigialbind

there are startups trying to do that right now.

ltds not the type of bet wedve made histori
acceptance, and | donodt know i f t hat wi ||
solutions beome billable prescriptions. There are a number of startups trying to make that happen.
Even if that technology can be helpful in that way, you still have to figure out a way to get charged
in the US healthcare system, which is #tiowial.

EzraKlein: Let me t hen ask you, | 6ve taken up enou
close out this podcast, which is what are a
read that have influenced you that you would recommend to the audience?

Bill Gurley. As | mentioned, the Catastrophic Care by Goldhill | would read on healthcare. Most

of the other books 1 6ve read recently youodvje
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read recently, which | rawhdldbygok enrhe Siygapdre sydtem hf a |
youbve probably read. I havendot read yet, bjut
EzraKlein: Jer emy Li mdés
Bill Gurley. Is it good?

EzraKlein:l t hink itds Singapore Myth or Miracl ef?
Bill Gurley. Yeah.

EzraKlein: | t 6s actually just a good boo¥maican h e all
perspective | think really works. I highly recommend that book.

Bill Gurley. Coo | , I 61 1 read that. Andsubjectl i sten to
EzraKlein: Well, thank you. Alright, come on, one book on technology.

Bill Gurley Thereds a set of books that | recommehd
but thereds a book call ed St art uapinlkegthekabletr y II;a
space, but it was called Go. It was before all the tablets actually were successful and they had th
best investors, the best executives, and it] w
way home every day, he recordetib a microphone and so he had a log of the story that was
particular high fidelity and then after it was all over, he wrote a book about it.

To me, itdéds the most real startup journey |t
b e c aus et work. Makti ofithedpeople in the book have gone on to do other things very
successfully, but i1t was just super eye openi

Crossing the Chasm for enterprise plays yol
most efficient analysiof why startups are able to disrupt. These are books people know about, but
entrepreneur should read these things like bibles.

One | ast one, which a | ot of people have bep
came out with about a year aiggust fantastic. Unbelievable.

EzraKlein: Bill Gurley. Thank you very much.

Bill Gurley. All right. Take care.

EzraKlein: Thank you to Bill for being on the podcast. Thank you to all of you for listening to
the podcast. Thank you to my producergrdBPinkerton and Peter Leonard.
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Thinking of Home: Dickinson, Texas

September 6, 2017For those of you who have moved away from the town where you grew up,
the few timeghat you see your hometown in the national news creates an enormous sense of pride
Over the past few weeks, the town | grew up in, Dickinson, Texas, has been front and center in th¢
national news, but for all the wrong reasons. Dickinson, a small towthesmi of Houston on
Galveston Bay, has been one of the hardest hit communities by Hurricane Harvey.

Dickinson, TX

| became a resident of Dickinson for the same reason many of my childhood friends did. My father,
John, was an early NASA employee, and when Johnsore $faaer opened in Clear Lake, he

and many of his colleagues made Dickinson their home. It seems like half of the fathers on our
street worked at NASA. Gene Kranz, the famous NASA Flight Director is a Dickinsonian. I, along
with a handful of others in mylass, spent my entire-k2 education in the Dickinson public school

system and graduated from Dickinson High Scfho

grow up?0 or fAiwhere are yoWickihsoom?0 there is

That s ai d,stroogesttietodickinsow ié the countless hours my mother, Lucia Gurley,
spent in service of the town and community over her 38 years as a resident. She currently lives iy
Mar bl e Falls, but during her ti me mmuntpwas Ki n
quite significant. She was a substitute teacher for over 20 years, she volunteered at the local library
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she helped raise grants for the public school system, and was a key contributor to Keep Dickinsorg
Beautiful. In 1992, she was recognizediomally for her leadership in the H.O.S.T.S. program,

receiving the Betty Scharff Memorial Award, and in 1994 was recognized by the local Chamber
of Commerce as Citizen of the Year. Most significantly, she served as a councilwoman on the city,
council forll years, and upon retiring was recognized for her efforts in the local newspaper.

maay o "
= Mainland Extra| T,

THURSDAY MORNING, MAY 12, 1988

Dickinson holds reception
for mayor, councilwoman

MDOWLOVEMV number of friends the two will _“l think the most important
e Davy News leave behind in city service. thing in government is having ov-
“1 thought I'd be despondent erything as open as possible. I
DICKINSON — Voters selected and sad, but I'm not. I'm pleased think that's what we've done here,
a new mayor and three city coun- 1 served 10 years, Mrs. Gurley and we haven't been sued since
cilmen lust Saturday, but absent snd ot the receplion. “Now | can lnbocnm-yor ‘hesaid
from the ballot were the names of take some lime off and decide rolnﬁ to try and keep in
two famillar faces in Dickingon whattlodoandreflect.” \ﬂvcd the community, but it
politics She said the idea of forming a would be hard not to be when
For the last 10 years, Coun- new city appealed to her and en- you've been involved for so many
cilwoman Lucia Gurley has been ticed her into seeking the councl years.'
at the forefront of Dickinson's with more than a dozen others a  Gurley's involvement in the
growthas acity decade ago. IL was a learning pro- growth and progress of Dickinson
As a council member. she cessforeveryone will probably continue Lo be an ac

helped the Village of Dickinson "It was kind of like having a tive one. She is currently a
develop into the growing city of child and then watching it grow,” member of the Dickinson
Dickinson today. At her side for she said. “"Now, T think the cily is Beautiful committee, created to
the last four years has been past the peaks and valleys, and :\)dmp clean up the environment in

M_r{:waMnlloy we're intosteady growth. " city
two were honored last week For Molloy, stepping down aner For Gurley. leaving behind her
by Iriends and city officials from (wo terms sl the city's helm council seat Is not the hardest
the county for their serv- mean returning full-lime to hn part. She’ll miss olher things even

more

|ce and work In local governmenl. law practice
Gurley and Molloy both decided ““This is bilter-sweel for me," he  "The people, in particular,” she

against seeking anoher term this said during the reception “It's said. “I'll miss the mayor. the
yur and the turnout at Thurs- been a real pleasure to be the councilandallof thecitystalf
day’s reception was proofl of the mayor. “1'm devoted to these people. ™
Paul Comits named
aul L.omits name e
1+ Lucia H. Guri 5 i
nnnd n|f|7nn h\, nA p a H. Gurley and Joseph F. Molloy at reception in their honor

Although it does not appear that either were as devastating as Harvey, our family lived through
two difficult storms while we lived in Dickinson. In the summer of 197@pical Storm Claudette
dumped 43 inches of rain on the area in a single day. Our house ended w3 et f water
inside, and as a result | have a small sense of how painful life will be for many of the residents
over the next many months. In 1988e eye of Hurricane Alicia went directly over Dickinson.

My mother spent the entire evening at city hall, while my father and | worked in our backyard to

keep trees from falling on our roof. Alicialos

Har vey 6s iemevancrore Begese. Tiheecity estimates that Dickinson received over 50
inches of rain in just a few days. Preliminary damage assessment indicates more than 7,300 homgs
experienced some level of damage from Hurricane Harvey. And over half of thesechomedis
over 3,5000 had either major damage or were destroyed, displacing thousands of residents.
Almost all of this damage was the result of flooding as Dickinson Bayou backed up due to the
storm surge and heavy rains.

In recognition of the immense needhi c ki nson, and in honor o]
contribution to this community, my wife, Amy, and | have decided to donate one million dollars
to the citydos Harvey Relief Fund. There havl

of HurricaneHarvey, and we are both moved by the generosity of Les Alexander, JJ Watt, Michael
Dell and countless others. Amy and | wanted to ensure that this small and vibrant community of
Dickinson also has the resources it needs to rebuild. If anyone elsedsteddan helping out, you
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can find the Dickinson Harvey Relief Fund website
here:http://www.ci.dickinson.tx.us/626/Donate-DickinsonHarveyRelief-Fund

Havinglived through two of these storms myself, | can confirm what you have already read in the
press. Tragedies like these bring out the very best in a community and neighborhood. During the
storms our family encountered, we were awestruck by the sheer vofuneghbbors helping
neighbors. | have already heard many stories of this amazing spirit of community at work in
Dickinson once again in reaction to Harvey. The national news covered many heroic acts of rescug
during the storm. | have also heard from thmsé¢he ground that neighbors are once again lending

a hand as the clean up efforts begin. This same spirit will help this great community rebuild and
thrive again.
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Be nc h mbawkGerseral Parther Sarah
Tavel

May 9, 2017:The partners at Benchmark are excited to annodnateStarah Tavel has joined the
firm as our newest General Partner. We define ourselves by a love for the craft of early stage
investing, ahdn&adabbdbsecandecommitment to b
capitalists make her an ideal ailuh to the Benchmark team.

About a year ago, we asked our venture partner Scott Belsky who he thought had the greateqt

potential to become one of the best investors of the next decade. He answered quickly and
definitively: S a r akmowTSaraheoVer theWastyeae Whgleo wetomiynvery o
recently revealed our interest in having her join us, our interactions with her over the year amplified

our instincts. She especially impressed us with the speed and quality of her thinking aroundj

disruptive markets, her ability to influence others with her ideas, and the depth of the relationships
she has forged.

Throughout her career, Sarah has shown a remarkable ability to spot new companies and markets,

and to develop deep bonds with extraordinary ergregurs. Early on, at Bessemer Venture
Partners, she helped source and pursue companies as varied as Pinterest and GitHub well bef
they were broadly understood. Not only did she identify these phenomena before others, she le
long-lasting impressionsrothe founders of both companies. In fact, Ben Silbermann thought so

highly of Sarah that he recruited her to Pinterest to lead core parts of the product and business aftgr

the Bessemer investment. The experience of helping scale Pinterest through afqbasive
growth is an incredible resource for the founders on whose boards she will serve in the future.

Most recently, Sarah worked as an investing partner at one of the great venture capital firms
Greylock Partners, working with some of the sharpesduct minds in the business.

Beyond her impeccable resume, from our earliest interactions Sarah demonstrated an investar

mindset that jusfelt consistent with our own. Our small, focused team approach relies on open
debate, advocacy, and working tdggt to support the entrepreneurs we serve. Each partner at

Benchmark needs to bring a unique perspective while simultaneously enhancing the overallj

functioning of the team. It is clear that Sarah will get in front of breakout companies early,
challenge outhinking on new markets, help us make sharper decisions, and be an incredible
partner for the entrepreneurs we back.

Adding a new partner is an infrequent event for Benchmark. Our striiatore six equal partners

T means Sarah joins with the same autiipresponsibility and ownership as the current partners.
We have the highest conviction Sarah will excel at the complex craft of early stage venture
investing and are thrilled to welcome her to the team.

Bill, Eric, Matt, Mitch and Peter
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B e n ¢ h nNewekiGeseraPartneiChetan
Puttagunta

July 9, 2018:The partners aBenchmark are pleased to announce Chetan Puttagunta has joined
the firm as our newest General Partner.

As earlystage investors, we are acutely aware of the work of other venture capitalists on the boards
of the companies we serve. Nearly 15 years agooohe Benc hmar kdos foundi

Harvey, saw the skills of a young Peter Fen}t

Kevin that he recruited Peter to join Benchmark.

More recently, Peter encountered a eimca-generation venture caplist on the board of Elastic,
Chetan Puttagunta. In every way, from how Chetan discovered the Elastic opportunity by
downloading the product and using it, to how he built a deep trusting relationship with the team,
he demonstrated the qualities that delB@chmark and our aspirations to serve entrepreneurs.

Chetanbs energy and devotion, his capacity I[o
m

him apart in that elusive way that | eads hi

In addition to ElasticChetan, at just 32 years of age, has developed a foundation of successful
investments and relationships in the software ecosystem. He led the investment in Mulesoft
(acquired by Salesforce for $6.5B) and MongoDB (NASDAQ: MDB). Those founders and CEOs

caled Chet an At he MVP of our boardo and saidI(
S

everyone el se, Chetan managed to deliver in
got to know Chetan better, it became clear that his infectious cyriesialytical rigor, and
boundl ess energy to serve entrepreneurs fit
T now seven equal partneismeans Chetan joins with the same authority, responsibility and
ownership as the current partners. Weadwel Chetan will invest in many of the best enterprise
companies of the next decade. And perhaps, he, like Kevin and Peter before him, will spot a future
Benchmark partner on one of those company boards.

Our job, as earhgtage venture capitalists, doed scale. It is defined by service to entrepreneurs
and the teams they build, helping them to realize their vision and the potential of their companies
Whether it is recruiting a key executive, making a strategic decision, or taking a company public,
prodictive and honest dialog between a CEO and a board member can contribute considerably t@
outcomes. While many venture firms have adopted a-stggestic approach, or have hired junior

or roledefined staff to help source and support their investments hBerk continues to focus

on and take pride in the craft of eagage venture investing. To us, there is no substitute for an
active and informed general partner on the board, working side by side with the ambitious,
insightful, and often stronwilled ertrepreneurs we aspire to serve. We have found a kindred spirit
in Chetan as we continue on this mission.

Bill, Eric, Matt, Mitch, Peter, and Sarah
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The Thing | Love Most About Uber

April 19, 2018: In spite of all the ink that journalists, analysts, and pundits fpMed on Uber

over the years, no mainstream article has focused on what | consider to be the most elegant featu
of this now ubiquitous, high growth global servicé no driverpartner is ever

told whereor whento work. This is quite remarkabi® an enire global network miraculously

Al evel | oads o opartners t usilatealy ndecidebenthey evant to work
andwherethey want to work. The flip side is also tréiethey have unlimited freedom to choose

when they do NOT want to work. Despite theo mp | et e | a-pkr ohem dsidhe el

system delivers pickip times that are less than 5 minutes (in most US cities (with populations

over 25K) and in 412 <cities in 55 other coju

invisiblehand,imbl e to el egantly match supply and d
that are the norm in most every other industry.

Some have raised questions and concerns ab
independent and autonomous workagpDetractors frequently highlight that these work types
lack some of the structured benefits that are frequently attached to traditional full time job
offerings. However, what they fail to consider is that there is one critical and fundamental feature
oft he Agigd economy that is compl eted workerbsen
autonomy of both time and plade simply does not exist in other industries. One cannot show up
for work at Starbucks on a Monday and then decide not to walk@t Tuesday, and for only 2
hours on Wednesday. Oh yeah, and then on Th
job at Walmart or McDonalds or ironically even as a taxi cab driver without agreeing to some sort
of shift or schedule. Itisuthar d of f or an empl oyee to say f
the next, and then take 2 weeks off. o0 This
highly valued by millions and millions of people, would ibgossibleto implement for the
overwhelming majority of companies.
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