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mary macpherson: introduction
Good morning. We are extremely fortunate to have Mary Modahl, Vice President of Research at Forrester Research with us this morning. Her research and consulting work in the Internet economy spans media, retail, financial services, consumer computers, networks, interactive software and business trade. She is the author of the soon to be published book, "Now or Never: How Companies Must Change To Win The Battle For Internet Consumers," and an influential and often-quoted analyst who has been profiled in The Wall Street Journal and Wired magazine. She has appeared as a guest on CBS, NPR, CNNfn and CNBC, and is a regularly featured speaker at company strategy sessions and industry events. During more than 10 years with Forrester, she directed the company's early research on computer networks and subsequently launched Forrester’s practices in new media and E-commerce. She graduated from Harvard University in 1983. 
Every informed business person knows that the Internet is transforming the economy as we know it, but few people have the knowledge or the guts to identify which companies will emerge as winners and losers when the dust finally settles, and that's what Mary is going to talk about this morning. She has also offered to spend a few minutes talking about working with industry analysts, and I know that will be interesting.
The work that Forester has done on Technographics®—not to be confused with psychographics or demographics—can help netpreneurs understand Internet customers so you make business decisions accordingly. She will take us through that, and a number of other things you'll find most interesting. Following her presentation, Mary will be joined on stage by one of our favorite people—a trailblazer, groundbreaker, advisor, business leader, media maven and principal of the Poretz Group investor relations firm, Esther Smith, who will moderate your questions for Mary.
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mary modahl: the sleepers awake
Thank you very much, Mary, and I'd also like to thank Esther Smith for inviting me to join you this morning. I'm honored to be with the Netpreneur Program, and I am very, very impressed. I think it's exceptional among the entrepreneurial groups that I have seen in various towns.
My presentation today is about the battle for Internet consumers, a battle that is being joined between traditional companies and .coms. When you look at the marketplace, you see the de facto assumption that the .coms have won this battle, that being a startup is much better—you are freer, you can move more quickly and are more exciting. Traditional companies are flat-footed. They are slow and their management doesn't get it. That's now conventional wisdom in our marketplace, but I believe that the market is beginning to shift. Traditional companies are not as DOA as they may appear.
This morning I want to focus on some of the responses traditional companies are making to the Internet. They know what's going on now, and they are beginning to take action. As a startup organization, how will that change your competition? I would submit that it's very different to be a startup in the Internet space today than it was three years ago.
The theme of my presentation is that traditional companies are responding, and that is changing the game for startup companies and .coms. We'll look at how, but first I want to look at Internet consumers. I think we all know about the movement from the early-adopter group into a more mainstream group, and I want to look at how the two are different. I will share with you some of the research that Forrester has done through more than 100,000 direct interviews with consumers this year. We will look at the battle between traditional players and startups or .coms. What are the advantages and disadvantages inherent in each? Which hand would you rather be playing? We will look at how traditional companies are responding. What are the successful models that you see in traditional companies? That's very important to have on your radar screen if you are a startup company. Finally, what are the implications for you if you are going to be competing against these traditional companies?
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a new wave of consumers
Let's start off with a look at consumers [slide 5]. We all know that when consumers, or anybody else, adopts any technology, there are first the early-adopters—those people who love technology and are willing to go through anything to try to use a new gizmo. Most likely, a lot of us in this room will do anything to get that hot new gizmo, even if it takes you more time and it's a big pain. Mainstream consumers follow after that, and, eventually, the laggards. How do these groups differ?
Let's look at early-adopters versus mainstream consumers, and here I'm talking about the North American population. Demographically [slide 6], the mainstream consumer group is bigger than the early-adopter group—88 million versus 60 million. They are far less male; it's a much more evenly balanced group with respect to gender. The median income is $35K per year in the mainstream consumer base, compared to $65K in the early-adopter group. That's a very important difference, obviously, because somebody who is earning half the income has a different set of needs when doing business online. However, the total personal disposable income of the two groups is almost the same. If your company is so out-there, so bleeding-edge, so .com-ish, so oriented toward early-adopters that you can't appeal to the mainstream, you are only addressing half the market compared to positioning your company as one that can deal with the needs of mainstream consumers.
Let's have a quick look at the data from a technology point of view. Early-adopters overwhelmingly own a PC while only half the mainstream does. Only 30% of the mainstream is online. Let me note that this data was gathered in the first quarter of 1999. These same people told us at that time that they expected to be going online in greater numbers, so the mainstream should be up closer to 40% by now. In the early-adopter group, we are probably reaching 80% today. It's moved fast during this year, and we'll go back out to the field in another month and see where they ended up.
There is a very big difference between the two groups in their online shopping behavior. You see early-adopters down at 19% They are expected to be up around 20%-25% by the end of this year. Mainstream consumers are much, much more hesitant about doing anything online—only about 7% have done online shopping.
Let's have a look at why. When we started to look at these markets to understand what consumers would do online, we realized that there's an essential problem in consumer markets. You can never go out and ask a consumer, "What will you do in the future?" It's like asking, "Would you like to land on Mars?" You get absolute garbage when you try to ask consumers what they will do in the future. You simply can't ask, "How would you use this new device that I'm describing to you?" We realized that we needed some kind of a predictive model, something that would tell us what the consumer is likely to do in a variety of markets. Demographics didn't work very well. We found out that you can't predict this technology behavior very well based on gender, age or income. For example, if you compare my best friend and me, we have completely different technology behaviors. She is a teacher. She is not into it, she doesn't like it, she won't touch it. Her husband uses it, but not her. We are identical demographically—same age, income, everything—so demographics doesn't help very much. Psychographics tends to help a little bit more; for example, is this person adventurous? We realized, however, that you needed some mechanism that specifically addresses a person's ability or desire to deal with or use technology, so Forrester created a classification system that we call Technographics which segments consumers based on their attitudes towards technology.
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a technographic of optimists and pessimists
What you find is that some people like technology and some people don't. We call them optimists and pessimists. Overall, we find that optimists are far more likely to use any kind of technology than pessimists are, and the differences are much more dramatic when it comes to difficult-to-use technologies.
If you look, for example, at a fairly easy to use technology like a cell phone, there will be more similar behavior between optimists and pessimists than there is around a very difficult-to-use technology like a PC or shopping online. Optimists and pessimists are also divided into high- and low-income categories, because people who have a whole lot of money can spend more.
How does this map to our early-adopters, mainstream and laggard groups? [slide 7] What you see is that it is the high-income optimists who are the early-adopters. They love technology, they have money to spend and they are out there to do it. One of the most interesting "ahas" of this study is that the mainstream is actually composed of two groups, the low-income optimists and the high-income pessimists. That's very important because it tells us that in the mainstream consumer base about half of the people aren't buying much online because they don't have the income to do it. When you look more deeply into the data, you find that the low-income optimists are young people just starting out. They are highly educated, they're mostly single and, if you project forward their future, they are headed toward the high-income optimist category. They are going to marry up and turn into dual-income couples and their incomes are going to rise as they develop their careers.
That's so different from the high-income pessimist group which has plenty of income. In fact, their median income is up in the $65K range with the early-adopters. But you know what? They don't like technology. My dad is a guy like this. My dad is a high-income guy, but he doesn't like technology. He would not get an answering machine. He will not use any kind of voicemail. He absolutely detests it, and he won't get involved with technology at all. What's interesting, however, is that a high-income pessimist does sometimes go online and take action. When they do, they are difficult to tell from the optimist because they spend so much money.
Let's stick with the example of my dad. He doesn't like to go online. He doesn't browse or read news online and he is not interested in the Web at all. However, my dad is very interested in books. In fact, he translates—if you can believe this—ancient Greek into English as a hobby. Don't tell anyone about this, okay? He is kind of an intellectual guy.
One of his friends said, "Hey, Bill, did you know you can go online and buy all the books you ever dreamed of?" So he gets a PC, gets it set up, goes online and he's at Amazon.com. It's that easy. He doesn't even know there is any Web other than Amazon. The Web is just books to him. The first time he went online he spent $500 on books. He looks like an early-adopter, but is he? N-O-T, not. So, it's very important to understand the difference between these two groups in the mainstream because you have to decide how you are going to pitch your company to them.
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targeting mainstream consumers
Let's have a look at a couple of companies that have appealed to these two types of consumers. One that I want to bring out first for the pessimist area is Fidelity Investments, a traditional company.
Fidelity is marketing in a space where there are a lot of startup companies. E*trade is out there, Charles Schwab, and so many more. Fidelity has been reamed in the press for not being as fast in the day trading space. Their trading systems aren't as fast. Everybody has gotten all over them about it. But Fidelity looked at their customer base and realized that they had half high-income pessimists. What do these people really want? Familiarity. They need to feel comfortable because they don't really like technology. When a high-income pessimist gets online, it looks like the lunar landscape. It's so weird for them and they are so uncomfortable. All they're looking around for is something they are familiar with, and, thank heavens, Peter Lynch is here. [slide 9] I'm so glad to see you. This is a relief.
It's incredibly simple. You want to invest? Click on Peter. You want investment strategy? Click Peter. Return? Peter. It's very easy. They have understood that high-income mainstream consumers are not out to experiment, they are out to get familiarity.
How has Fidelity done? Very well. They manage over $200 billion in assets. E*Trade has $7.8 billion and Charles Schwab has $81 billion, so Fidelity is doing incredibly well. It is a traditional company, it is not hot and not winning the news stories, but it is doing very well by going after high-income pessimist consumers.
Now let's have a look at the low-income optimist group. These are our young folks. They like a lot of technology, but they don't have a lot of money. Let's look at a startup company that has done a good job of appealing to this group, theknot.com, a wedding site. The folks at theknot realized that young people who are technology optimists are living in a different world. I don't know about you, but when I got married, in the traditional kind of marriage model you would plan a hometown wedding, get together with your mom, choose some china, send those hand engraved invitations and all that stuff. There was a set of traditions around that. Young people today are in a very, very different kind of situation. For a start, the bride's parents are divorced, right? Her dad got remarried after leaving his second wife, and now the bride is closer to the second wife than she is even to her biological mom, and her dad's on to the third wife now. The groom's parents are probably divorced as well, and he is probably a different religion from the bride, so they have some fairly touchy etiquette questions when it comes to their wedding.
What do they do? Go to theknot [slide 12] and Carley is there to answer those etiquette questions that would have made Emily Post faint, such as: What do I do with my college lovers at my wedding? These are the true questions that we deal with today. Even the brand, the word "the knot," touches on the ethos of young people getting married. Over half of them have divorced parents, so their view of weddings and marriage is a little bit different.
The gift registry for theknot is very interesting—and I don't mean to position them as unique in this because there are certainly competitors that do it as well. In the traditional wedding model, the bride, primarily, would go out and choose the gifts, and the polite thing to do was to order them and send them to the bride's parents' home before the wedding. Traditionally that's the correct thing to do, but now the question comes up, which bride's parents' home? Besides, this couple would much rather take delivery of the gifts after they get back from the honeymoon, and theknot does that. They give the couple a set of pre-addressed, pre-stamped thank you notes. To us it might be very rude, even to just a slightly older generation, but to these kids it's obvious convenience. Moreover, they don't want traditional gifts. The last thing they want is china and silver. They like mountain bikes and things like that, but what they'd really like is for you to just make a deposit to their mortgage account [slide 13]. This is the ethos of young people today, and theknot has tapped it. These are the low-income optimists. They have a different feel to them than what you think of as the early-adopter consumer who is mainly a baby boomer.
How has theknot done? They are a startup. They had about a $1 million in 1998 revenue. I probably shouldn't be talking about them since they've just entered the process, but they have nearly a million unique visitors per month so they have done well on the startup side.
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who's got the winning hand?
That's the consumer mainstream, with a startup and a traditional company that have done a good job of going after what those consumers are really looking for. Now let's have a look at the battle between these two types of companies, the .com and the traditional. Let's have a look at the hands these guys play. [slide 16]
First, in the funding area, I would argue that the .coms have a tremendous advantage over the traditionals, not least because they can get venture funding. Those venture capitalists are patient with the risk. They understand the kinds of expenditures that need to be made, and you don't even have to be profitable to go public. This is a magical, magical moment in the financing area. I'm not sure how long it will last, but for heaven's sake, it's a tremendous advantage over traditional companies that have to function through a traditional process that is a lot more risk-averse.
Leadership, I would argue, is a big advantage for .coms. Now, you may like to think it's because the IQ is very high among .com leaders, but I'm not sure there is a gigantic difference in smarts between traditional leaders and .com leaders. It's just that at the traditional companies only 1% of their business is on the Internet. If you are leading a company and you are focused on the 1% instead of the 99%, that's a mistake.
Since there's a real difficulty for traditional companies to get in focus, that's also reflected in the organization of the .coms. They're totally focused on the Internet. The traditional company, of course, can't be.
One of the biggest advantages of all for the .coms is channel conflict. Most traditional companies have distributors and retailers, and these guys aren't just a little bit difficult to deal with, they are unbelievably difficult for traditional companies to deal with. They threaten to pull your products off the shelves at retail. They threaten to stop distributing your products. They call up the president of the company. It's very bad. Anytime a startup can get in a position where it's selling direct against an indirect-selling traditional company, that's a real advantage.
Finally, I would argue that technology skills are an advantage for .coms. Again, it's not so much that .coms have better technology people—though in some cases they might, since they have the prospect of going public with which to compensate people—but as much as anything, it's the fact that the traditional companies are burdened with keeping up a huge number of internal desktop systems and human resources systems and payroll systems and financial accounting systems that are all internally focused.
But, and it's an important but, the traditional companies have some real advantages, and I will put brand in this category. People like you and me, the early-adopters, we look at companies like Amazon.com and Yahoo!, and those guys have done incredibly well with branding. We know of companies like Mercata, but mainstream consumers have no idea who most of these .com companies are. There is nowhere near the kind of brand equity that exists in a Victoria's Secret or a Wal-Mart. Among early adopters there is a willingness to try out new companies, but among mainstream consumers there's much less of a willingness to do that, particularly the high-income pessimist groups. Brand is a big advantage for traditional companies, if they use it.
The customer base is a big advantage with traditionals, their buying capacities in particular. They can say to a manufacturer or partner, "Hey, come and do this with me online."
Finally, physical presence should not be underestimated. When you walk down the street and see the signs for a company, you know they are real. While that has not been such a significant issue for the early-adopter, it is for the mainstream consumer. Seeing something physical in the world for the company with which you do business is important.
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strategy one: transformation
Let's have a look at what the traditional companies are doing. What are some of the successful models that traditional companies have pursued to get into this space and compete against .coms?
The first one is a model that we call wholesale transformation. This is when the traditional company says "Aha! I have to turn into an Internet company because all or most of my business is going to be done on the Internet in the future." They go through a transformative process and emerge as an Internet company at the end of the day. [slide 18]
I'm going to argue that this is the process that Charles Schwab has gone through to transform itself from a traditional discount broker into an Internet company. If you look at the market, E*Trade, particularly, was early, but Schwab is the biggest now. The reason is that when a traditional company is able to anticipate the market in that way and pull off a wholesale transformation, they often are able to eclipse new startup competitors in their sector. It's a very radical move for a traditional company to make, and it requires enormous courage and leadership on the part of the management, but it's a very successful strategy overall, one which really needs to be done from strength.
The company I want to look at is Intuit and its TurboTax tax preparation product. Many of you probably use TurboTax to create your tax return. Intuit had a tremendous market share, over 75% in the tax preparation market. They aren't required to be on the Internet since nobody was competing with them, but they see two things. First, it's expensive to stamp out disks, print manuals and shrink wrap boxes. They can slash costs out of their production if they can get people to do their work on the Internet instead. Second, they see that the Internal Revenue Service would like to have a huge portion of individual income tax returns filed electronically. I think they have a stated long-term goal of 70% in 2007. If Intuit can put themselves as the central processor and batch deliverer of individual income tax returns, making the IRS dependent on that, how fantastic a business is that? So, they see these two things going on and realize that they have to take a transformative approach to TurboTax.
When they began, the first thing that happened was that they had to change technology. This happens to all traditional companies that go through a transformation. In the case of Intuit, they had to move from a Windows platform to a UNIX platform in order to handle millions of concurrent tax filers. They also had to develop a new business model. TurboTax at retail sells for $35. On the Web it sells for $19.98. They have done a big song and dance that each one of those shrink-wrapped TurboTaxes is used to do two tax returns in order show their retailers that it isn't really a 50% price cut, but this has been a fairly difficult thing for them to manage and people have been none too happy, especially since those retailers often use TurboTax to draw people into the store and sell other stuff. It drives foot traffic.
They also had to become a service provider. Let's open a window into Intuit creating TurboTax in the past. They would have all these changes to the tax code happening across the nation in all 50 states plus the federal tax codes. They would run like mad to try to get all these changes into the TurboTax application and get the thing stamped out on to the gold master disk by the end of December. They would run like crazy, stamp that thing out and then the whole company would go collectively on vacation. They would just relax because now the product is in the channel and it's not their problem until next year. Intuit was incredibly good at it. They always hit their deadline within five days which, if any of you have been in the software industry, you know that's an incredible efficiency accomplishment. All of a sudden, however, Intuit faces a situation where the work doesn't end in December, it begins. People file their taxes all the way up through April, so they had to have a huge cultural change within the company to adapt.
Finally, they have had to partner with other companies. When it was a stand-alone application, TurboTax didn't connect to anything. As soon as it was a network application, consumers naturally expected it to show bank information, mutual fund information and so forth. They've had to commit to other things. It's a brave move on their part in a market where they didn't strictly have to do it.
Here are some of their results. [slide 20] In the tax preparation market, you can see they have 7 million returns filed. The 1999 date is actually their expectation for what they are going to do for this tax year, so those numbers won't be final until the end of April, but you see the kind of growth they are expecting. They already did very well in their first year, 1998. In electronic filing, they are expecting an even more dramatic shift, and part of that is due to the fact they are going to do a free 1040 EZ form. They decided instead of trying to capture that as a revenue market, they would create the volume that makes the IRS dependent upon them.
That's a successful strategy for traditional companies, wholesale transformation. I think you see it at Schwab, and you see it going on right now at Intuit.
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strategy two: risk balancing
Another strategy is one that we call risk balancing. This is saying, "Okay, we're a big complex organization and we can't possibly transform our whole company into an Internet business. What we are going to do is take a unit and combine it with venture capital, and maybe an Internet startup, and make a new business." Possibly some of you in this room are in risk balancing ventures of traditional companies. It is becoming increasingly popular. If you look at the venture capital market right now, this is the number one kind of deal they are looking for, the spin-off from a traditional company.
These companies go through a similar kind of process to become an Internet company, [slide 22] but rather than anticipating changing the market they are looking simply to participate in it. It is a fundamentally conservative strategy because it preserves the strength in their traditional business and it's done from strength. It's not something they are doing because they are forced to.
Again I want to take a look at a traditional company that's done something like this—Disney and its path to the Go Network. Go Network is one of the top five media properties on the Internet. It's the only top five media property that's owned by a traditional company, so let's have a look at how it got there.
All the way back in 1996, Disney bought ABC [slide 23] and with it acquired the ESPN brand which had this funky little licensing relationship with Starwave up in Seattle for ESPN Sports Zone. Before Disney bought it, ESPN had thought so little about the Internet that they just made this little licensing deal and said, "Sure, you use ESPN for the Internet. That will be no problem." It was a great deal for Starwave, but then Disney came in and realized that this is no joke. Disney is a company that really controls its brands. They went in and strong-armed Starwave. They said, "Here are your choices, boys. You are going to sell us half of this company with the right to take over the rest of it, or we're going to pull the ESPN brand from Starwave." Starwave kind of wiggled around. I know they went out and tried to get brands like Sports Illustrated and others, but they ended up selling just under half the company to Disney with the right for Disney to take over Starwave if it ever deemed that the ESPN brand was being badly used.
Now Disney looks around and says, "Okay, family.com, that's a pretty good family property. We've got ESPN with sports, and that's a fairly good property. We've got ABCnews.com; that's an okay property. But we don't have a Yahoo! here. We're not playing in the big leagues." If you're Disney, you want to play in the big leagues; that's just how it is.
So, now they realize that they need a search engine. They combined Infoseek with Starwave, and here's how they did it. They bought all of Starwave and gave it to Infoseek. Then they took a little under half ownership position in Infoseek, again with the right to buy control. They created the Go Network and began to market it through Disney properties. You see it marketed on television and in the theme parks. Disney is just now in the process of taking control of Go. By the end of this year it is going to be the only major media company to own a top five Internet property.
This strategy is interesting when you look at it from Disney's point of view as a traditional company. What does it mean for them? The first thing is that they avoided the startup costs—tens of millions of dollars in losses in Starwave and again in Infoseek. They get to bring the company into the fold after it's no longer generating those crippling losses. That is the source of the funding advantage .coms have over traditional companies. The traditional companies can't incur those kinds of losses. Disney has avoided that here, and they control the brands at every point. That's been a very important part of their strategy as a traditional company. They also have been able to support the Internet businesses fully. If you look at Disney television, you see Go Network promoted on a regular basis. You can't buy that from Disney. If you are not part of the Disney empire, you can't buy that kind of marketing. You can't get marketing in the theme parks unless you are owned by Disney, so they have been able to support their businesses without recognizing the losses in the near term.
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the implications for netpreneurs
We have looked at the consumers, the battle and how traditional companies are responding. Now, I'd like to look at some of the implications for startup companies or .coms. What does this mean as you begin to build a business and try to compete against these increasingly aware, increasingly aggressive traditional companies?
The first challenge is offsetting IPO-mania. On the one hand, it's a tremendous advantage to have the possibility of saying to people, "Look, we are a startup company. We are looking to go public two years from now. You can join us, and this is going to be great." You have to realize, however, that this IPO-mania has created a kind of cancer and it mostly affects .coms. In the long run, it is a bad thing for the startup company. It is very difficult, after you have gone public, to find that your employee base has split between people who have won and made a lot of money, at least on paper—oh, by the way, they are still investing and it's tough to do all that work, but they think they are rich—and the people who haven't. That's a very difficult management divide for most startup companies.
There is also a tremendously difficult management challenge when employees who have options see the company go public, particularly when the stock runs up. Let's face it, it's really unsupportable. It's impossible to make an argument for some of these Internet valuations, yet your employees watch that stock run up and they calculate it. You can go out at $16, run up to $60, then fall back to $31. That's a pretty darn good job at $31, but the employee feels like they are off from the $60. That stays with people throughout the first two or three years after going public. It's an extremely difficult period for the .coms. I actually know a guy who is president at a .com, and he ended up leaving after going public because his investment bankers wouldn't allow him to trade. He decided it was better to resign, and said to me, "I did the math. I figure I have to be here six years to make this company worth what it's worth today. It's better for me to just cash out and do something else with it." It's a very difficult challenge.
Creating multi-channel brands is an important thing for .coms. You have seen this with some companies creating magazines. There needs to be a physical presence for the .com on the newsstand, in the physical world and also on television or radio. There needs to be a multi-channel sense of .com brands, particularly in order to appeal to mainstream consumers.
Developing a physical presence is one of the big questions that this world needs to be asking itself. It's extremely expensive to develop a physical presence, but I don't think that we are going to be able to depend forever that traditional companies won't figure out how to build Web sites. It's easier to build a Web site than it is to build a chain of retail stores. Developing physical distribution ability and also physical presence in the business is going to become one of the most burning questions for .coms.
Finally, there is an enormous pressure to scale up fast. I want to have a quick look at some of these economics. If you look at the startup company getting going, what happens? You have this upward spiral and a lot of you are probably in the spiral right now. [slide 27] The first thing you do is go out and market. You try to get a world brand. You spend a lot of money on that, so you have to upgrade your technology and infrastructure because now you have created some traffic. You always upgrade your technology and infrastructure beyond what you need for today's purposes, so now you are in a situation where you need to re-leverage that technology infrastructure. You spend some more on marketing and therefore you have to upgrade your technology again, and so it goes. There is a tremendous upward cost spiral that exists, and you find that these marketing and technology costs exist almost as fixed costs for startups. In a traditional company, you might see less than 5% spent on technology. In a startup company, it's not at all uncommon to see 15%-20% of revenues spent on technology; in many cases even more than that. In a traditional company, even the biggest ones, Coca Cola is spending 20%-23% on marketing. In a startup company, it's not at all uncommon to see 35%, 40%, 50% of revenues spent on marketing.
What does that mean? Startup companies that end up forward-loading their costs, spending a lot up front in marketing and technology, end up being able to build revenue momentum. You can see that in this model. [slide 28] There are two places to be profitable, one is at sub-scale, and the other is at super-scale. The thing that nobody knows the answer to is, how big is this scale?
America Online (AOL) followed this model, and so did Yahoo!. Amazon, right now, is providing us all an industry-wide test case on how far out the curve is. I don't think any of us really knows the answer. I'm sure that Amazon doesn't, and I think they are taking a big bet. I really do. They are taking a bet about whether they are going to win big or they're going to lose big. They are basically betting that this curve is way further out, that they can have way bigger losses and way more up front expenditures than anybody realizes. Certainly that was AOL's market back in the time when they were checking out a lot of losses. It came out for AOL, but it's not clear, yet, how big the scale really is.
What happens a lot in more cautious companies, and I think this is the fault of traditional companies more than startups, is an insufficient early investment in technology and marketing. That fails to create the kind of growth that's required to ever get above the cost curve. That's one of the chief challenges for the startup company, being able to get enough momentum going by spending enough in the early time.
What does this mean for industry structure? I would suggest that in most Internet sectors you are going to see an industry structure that looks like this. [slide 29] There are going to be a few very dominant big players and they are going to be a whole lot of entrants. The price of entering into Internet businesses is very low, and probably will continue to be fairly low. I think of this as being a little bit like the software business. If you look at the software industry, there are a few huge, super-dominant, powerful players, but there is also an enormously busy, churning entrepreneurial group below them. The critical element here is the transition point. Every couple of years, a big, dominant player loses control of the brand and the technology because these are not fixed assets like railroad tracks or telecommunications infrastructure. It's all intangible, so in these kind of industries the major players fail on a fairly regular basis. Inside of two or three years you can see somebody zoom from the entrance space up into the successful space, and you can see somebody fall away as well. It's important for a startup company to get through that transition point, and that's what leads to scale.
Startup .coms have taken the early lead on the Internet, but traditional companies can still win. You definitely see this in the financial services market, and certainly in the travel space. I would say that the airlines have been the absolute biggest winners in the travel space. You definitely have to take into account that the traditional companies will be among the top two or three players. In almost every category, you will see at least one traditional company. Startups need to build management, brand and presence to win, particularly with the consumer.
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what do analysts want?
Before I wrap up, Mary asked me to speak briefly about how to approach industry analysts.
There are a lot of startup groups being formed every day, and the job of the analyst is to sort out which of them have a unique offering in the marketplace and which of them are just me-too companies. Literally, as an industry analyst right now, it's not at all uncommon to get invitations on the order of 10-12 a day from companies that want to tell you about what they are doing. Since it's not humanly possible to meet with every one of them personally, there has been a real push to understand, up-front and fairly quickly, what they do that's different. What makes them not just another kind of me-too company? That's particularly true in the E-commerce space, and that's challenging because there are many ways in which to do it.
One of the things that analysts are definitely looking for is a new kind of sales model. They are very much responding to a new idea in terms of how the sales process is done. Something which gives insight into how consumers behave is usually a very compelling and an interesting hook.
What's not so interesting is, "Oh, we are a .com selling bags, clothing, whatever it is that ends up being sold." At this point, it's a mistake to think that being a .com makes you inherently interesting. Now the onus is being able to establish something unique beyond that.
 
the audience: q & a 
Q: Is it still possible to build an online brand on the Internet alone?
Ms. Modahl: Yes, I think it is. I think that the Internet has a kind of person-to-person nature to it which makes it very possible to do that. Certainly, in the early days, it was a lot easier than it is now because the noise level has gone up so much. I think the kinds of things that go word of mouth, person-to-person end up being fairly powerful and I don't really believe that has ended in a permanent sense.
I don't think it constitutes a valid strategy for business, though. It's the kind of thing that is hard and mysterious to get going, so I wouldn't recommend it as a strategy for a startup company to try word of mouth alone on the Internet. We already see a need to create traditional media presence. Magazines and television are experiencing enormous increase in ad dollars right now. The best businesses to be in are traditional media businesses because all the .coms are spending all their venture capital on traditional media. Somebody told me—I haven't checked this—but somebody told me that now over 60% of the space sold for the Super Bowl is .com stuff.
  
Q: Where do you see issues of personalization and customer profiling going?
Ms. Modahl: I think that there is a privacy line out there. I think one company will be marched all the way to the Supreme Court and they will be publicly flogged over the privacy issue. As a government, however, we have not yet defined what needs to be defined, which is, what are someone's personal information boundaries? I think there will be such a thing as personal information boundaries. It's a distinct membrane that you can't go inside without getting intimate with the person, without getting their permission. That membrane, or that boundary, has not been defined, so companies are crossing it right now pretty regularly.
The difficulty is that in order to provide good service on a Web site, there needs to be an information exchange. All the great sites, the ones that you go to for a great experience, are based on exchanging information. They have your credit card number. They have information about your eye color or your style preferences or whatever. It's important for a company to try to keep itself out of that debate by being fairly strict about what is personal information and what I call collective data. Collective data is things like how many visitors are male or female, race, income and aggregate sales information, that kind of stuff. Personal information is that which is very personal to me. What's really important is not to cross those two, so you don't want to be making personal inferences on your site based on some sort of general information, that is, you don't want to make inferences about me based on my race or sex.
It's very important to use personal information in a direct, two-way exchange where the consumer knows what's going on. It's important to show not only that you don't cross that line, but also that you can't do that kind of discriminatory behavior. That's going to be the focus of the legal battle. These folks who have come under scrutiny this week, Infobeat, have created a furor, but I don't that's the 'big if.' I think there are still another two or three big ones to draw in the privacy battle.
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Q: Here's a related question about loyalty programs. How do you think they are going to grow in the next five years, or not grow, as consumers no longer shop by price?
Ms. Modahl: Well, I think it's too much of a blanket statement to say consumers shop or don't shop by price. Some consumers shop by price and others don't. Also, some people shop sometimes by price and other times not by price. The best evidence of this is when you go to COSTCO or Sam's Club and see all those BMWs and Mercedes' lined up outside. Those folks are shopping on price for toilet paper and on image for cars. It's too much of a blanket statement to say that people will or won't shop on price, so you have to recognize that there will be both types of shopping. Loyalty programs have a role, but there is a limit to loyalty. It's certainly a tool since some people are going to shop on price, but it probably isn't going to have that much of an impact.
  
Q: Some traditional publishers have been slow to become effective online, but can the startup Internet-based sites really compete over time?
Ms. Modahl: I think the biggest issue is the cost of creating content in a local space. If you look at a newspaper's budget for the content they create in their local market, it's huge. Depending on what city you are talking about, it can be tens, even hundreds, of millions of dollars to create the content that supports a fantastic local property. That's the biggest issue for the startup company in the local space, the cost of content production. That said, newspapers have been very good at leveraging their advantage, although they have not been approaching the Internet in the same way as startups for many of the reasons that I talked about in my presentation, such as limitations on wanting to undermine the current business model.
  
Q: What will be the impact of wireless applications on company strategies for netpreneurs?
Ms. Modahl: I'm pretty excited about wireless and hand-held computers. Certainly, you are going to see different kind of applications from Web browsing to certain kinds of shopping, although some seem to be a little bit questionable. In terms of sheer convenience and information services, the wireless hand-held computer seems to be a pretty compelling application. I certainly can see something like stock trading being affected by that fairly quickly, but I'm not as sure of something like woman's clothing sales necessarily heading toward that kind of device.
Anybody in this space really needs to spend time looking at what they are doing in Europe. The whole wireless hand-held telephone space is moving so much faster in Europe with the GPS phone systems. Anyone interested in that ought to address that space, and I think they will do better to have their first efforts in Europe and their second efforts in the United States.
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Q: What role will electronic agents play in the near future? Are consumers willing and ready to trust electronic agents?
Ms. Modahl: That varies a lot by consumer segment, and a lot depends on the agent. If you are talking about price comparison shopping agents, then certainly the low-income optimists are huge aficionados. They love that stuff. What could be better technology? They are not afraid of it at all. Your pessimists are not as price-sensitive, and, in any case, they tend to go to the companies they know.
One thing that's likely to happen this Christmas is a clash of physical delivery systems against the demand. Right now, the demand is expanding rapidly, and I would expect this to be the Christmas of undelivered toys. People will buy stuff that just never shows up. That's my personal prediction for the number one press story of Christmas.
  
Q: What are the advantages and disadvantages of being in business-to-business spaces versus business-to-consumer, if any at all?
Ms. Modahl: That's a little hard to compare. It's like the advantages or disadvantages of being a man or a woman. You can talk about it all day long, but you are not going to change it. The business-to-business market is certainly a larger overall market, but it depends on what sector you are addressing. Certainly, in the business-to-consumer space there has been more of a focus on the financial services markets and investors because they like the scale of it. I would say that now it seems to be shifting a little bit to where business-to-business starts to look pretty interesting. One of the things that's important to recognize in business-to-business, however, is that, to a large extent, businesses do business with people that they know or know of. There is much more of a know or know-of marketing strategy in that space.
  
Q: Are the publicly traded .coms, such as Yahoo! and Amazon, overreaching by trying to broaden their business models beyond their original spaces?
Ms. Modahl: That's going to be a fairly important question. I certainly see some things differently having gone through the book writing process and working with publishers. It's becoming increasingly true that Amazon is not focused only on books anymore. They are less of a book seller in the classic sense, because book sellers really do pay attention to what's a good book, what's not a good book, careful reviews, editors choices, etc. which Amazon may pay less and less attention to. We'll see what happens. I think there is some significant threat to their original positioning. That's true with Yahoo!, too. Yahoo! has been a fantastic information service and guide, but I know as a shopper it becomes suspect. I don't know how many of you have spent time shopping on Yahoo!, but it's a suspect experience. You don't have a sense of getting all the best choices, necessarily, and so there is real potential to damage their brand in that strategy. I think they are all making the bet that this is such a huge scale business, that unless they scale and scale, they will be out of it. I think they look at it and say, "We will be able to lop off what doesn't work 18 months from now." You probably will see a few of those.
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Q: As everybody seeks metrics that serve in lieu of earnings, please talk about the concept of the unique customer or the registered visitor or the registered subscriber and how that affects valuations.
Ms. Modahl: Yes, I think there is room for a model around the net present value of a customer, and you see very, very different values. I think that's one of the most interesting things to do, and I certainly urge you to do it in your space. Look at every company that competes with you, certainly every one with a public valuation, and figure out how they are valued on a per customer basis. Significantly, different values are assigned to registered customers versus visitors. Yahoo!'s per visitor count is much lower than a registered user at AOL, and that difference is based on the idea that registration is a much firmer kind of relationship. I'm not clear how well that plays out, or doesn't play out, over time, but it is important to look at a stream of revenues per head. Go forward and ask yourself how much you should be spending per head to acquire these customers, because .coms get into this desperate situation where they want to create a business and they end up paying $100, even $200 a head to acquire people. That's pretty difficult to make up on a forward profitability stream.
  
Q: Could you talk about advertising revenue scenarios and how solid you think it is as an underpinning for revenue?
Ms. Modahl: Well, there certainly are revenues in the ad space. That's much more prominent than it used to be. Everybody would like a banner in their doorway. People are spending a good amount of money on it, so there are solid revenues. It's very difficult, though, to create a profitable business solely on an ad revenue stream. The companies that are highly ad-supported, like Yahoo!, end up having a very significant portion of their revenues come from their PR deals and sponsorships, and, increasingly, commerce. Our view is that there are very few businesses that are solely ad supported; more have some mix of transaction and subscription revenues.
It's interesting when you look at the business plans of supposed E-commerce companies to see how they are trying to position themselves. You see in their forward revenue plan something roughly like nine parts transaction-based revenue and one part advertising-based revenue. If you look at the plans of companies that are led by people who used to be in the media space, you tend to see something like six or seven parts advertising-based revenue and three to four parts transaction-based. You see different kinds of heritage, and it's interesting because it's not that evident how different those companies actually are.
  
Q: Can you discuss some other elements of your Technographics model, such as are their predictive elements or additional segments?
Ms. Modahl: Yes, there are additional segments. It takes a bit of time to go through that. There are 10 segments, all highly defined. Our Web site has an overview of it. The real strength of Technographics is that once you have a consumer classified by type—fast-forward, high income, technology-optimistic, career-oriented, let's say—it's a very good predictive element for something like the next hot wireless palm computer. That segment is likely to take up that device more readily than, say, the Technographic segment of the traditional family-oriented, high-income technology pessimists. The segmentation itself turns out to be an extremely strong predictor, and a lot of our forward marketing projections are based on the segmentation. We have been using it now for three years and we thought it was very accurate as a predictor.
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Q: How much information gathering on the Web site is too much? What's the consumer threshold when it comes to answering questions on a form?
Ms. Modahl: I think it has to have clear value for the consumer. People can be a little bit question-happy and there are a lot of stupid questions out there that don't deal with anything useful. It's like survey-itis. It's important to gather personal information one-on-one that lets you serve the consumer better, so ask yourself, "If I get this information, will I be able to do something to help him?" If the answer is no, don't ask for it.
In terms of data that you can collect off the site, things like time of day, behavior and when are most purchases made, that can be safely collected without informing people because you are not going to any individual record, you are looking at the site as a whole. You can improve your operational performance more by focusing on that kind of data than you can by trying to guess behavior. I always like to say, I have been married for over 10 years and my husband still has trouble guessing what I would really like.
  
Q: To follow up on that, I just read that 40% of people lie online when they're giving information. What do you do to guard against that?
Ms. Modahl: I think 40% of people probably lie offline, too. There are a lot of reasons for doing that. One is just being fed up when you're dealing with an obnoxious automated system. Anytime you can't follow it or are getting tired, yes, I think that there is a real issue there. Again, if you are asking stupid questions that don't help the consumer, why should they answer them? I don't blame them, and you shouldn't either.
Any time you start getting clearly false records, it may be worth looking at why. If Elvis is showing up a lot in your database, it may be because people are coming to your site and finding themselves bored, so they're taking action about it. That's a way of communicating.
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Q: How do you see the market for E-services to consumers developing and what kind of industries do you think will be impacted?
Ms. Modahl: E-services is a broadly defined category. When I hear E-services, I think of concierge services, help finding things and such. I think there are cost models that make that difficult in the consumer market space. There are very few individuals who are willing to pay for a huge amount of help in what is primarily a self-service category.
  
Q: You mentioned in the presentation that 30% of the mainstream population is currently online. Is the forecast that people will naturally move to the PC or will they move to the couch and the cable for accessing the Net?
Ms. Modahl: In the mainstream consumer base, and definitely in the laggard or low-income pessimist space, there is interest in other devices. One of the big hurdles for them is that it's a lot for them to afford. You are starting to see some pretty cheap PCs which address that issue, and you are also seeing some free PC models and cable.
Television offers a very interesting prospect because even among high-income optimists there is a certain group of entertainment-oriented consumers that love television devices even more than they like the PC device. They use PCs a lot, but they are also huge TV aficionados. As soon as technology can offer a fairly good value proposition for the consumer, the TV does have a fairly good prospect of becoming a useful device. The problem is that, to date, all of those packages have had some fatal flaws. One of my big red flags is, does it need to connect to the phone line? Anytime you have something that you have to drag on the floor across the living room to plug into the wall in the kitchen, that's a problem. It has to be something which is two-way and very easy to install. Right now, most of the devices fail on the two-way communication, but I guess we'll watch and be careful. The problem is on the supply side, not on the demand side.
  
Q: You mentioned venture capitalists and their patience with .coms. What's your take on how long this kind of environment can last?
Ms. Modahl: If I knew the answer to that question, I definitely would not be working anymore. I would be a rich person.
You ask me to predict the unpredictable, but I would say this. The tremendous thing about venture capital in the last few years is that they have been able to shift all the risk to individual investors on the market, and that's an incredible rate for them. The success rate for venture capitalists right now is huge. There is also an enormous return funding rate going on, so these profits actually lead to new return to the market. I do not see less funding; in fact, I see the availability of funds growing. As for the market itself, it's not likely that these bubble-like valuations can go on forever, but right now we are in a virtuous cycle that is supporting them. I can't hazard a guess, however, on how it will end.
 
Q: How important is customer loyalty in building a Web business? I gather the conventional wisdom is that it's very important, but do you think that's true, and isn't it tougher to build customer loyalty given the nature of the technology?
Ms. Modahl: Yes, the conventional wisdom is that customer loyalty is important. We have found in our research that customers on the Internet are not that loyal. Our research shows that if consumers go online and have a good purchasing experience, they are not only likely to buy from the site, they are also more likely to buy from other competitive sites. If they go online and have a bad purchasing experience, they are less likely to buy from this site and also less likely to buy from other online stores. You see what I'm saying? Having a good customer experience at the moment doesn't create preference for you as a store, it creates preference for Internet shopping as a method. The consumer, right now, extends good experience at one store to meaning good experience on all Internet stores. We are in a phase where everything you do that's good for you is also good for your competitors. I would expect that to change over time. There will be preference created for Internet companies that offer good experiences, but at the moment I'm afraid the research shows it doesn't.
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