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PREFACE

First, man made the World Wide Web and it was good. But it soon became even better. According to the media in the late nineties, the Web was a revolutionary e-transformation of every business into an exuberant, euphoric e-business with a limitless upside.

Only a short time later, everything Internet and dot-com was bad. Then it grew even worse. According to the same media, the Web was now a worthless e-scam that caused the dreams and life savings of millions of investors and employees to e-vaporate.

The speed and magnitude of this boom-to-bust sequence were extraordinary. But it’s more than a little similar to what we see on occasion in the natural world, a cycle from feast to famine and then—hopefully, for a while at least—to a new, more sustainable equilibrium.

As I began writing the first edition of Digital Darwinism, the speculative era of Internet stocks was dawning. And as the book was first published, the market was set to soar to its very highest peak. Yet it was clear back then, as it is now, that the frenzy for Web stocks has always had very little relation to the underlying reality of what the Web actually is and what it can do to your industry and for your company. Too many people confused the market for Internet stocks with the Internet itself.

In researching this book, I set out to discover what was happening underneath the surface of hype. What makes the Web different? What kinds of strategies work in this environment, which don’t, and why? By talking to scores of entrepreneurs and executives behind new and old ventures alike, I wanted to see how the smartest enterprises were adapting to this fast-changing environment. What I learned forms the framework for this book: a series of seven survival strategies that explores the new rules of branding, pricing, forming partnerships, packaging your products, manufacturing, adding value to transactions, and integrating everything in the enterprise. My aim has always been that these strategies transcend national borders and stand the test of time.

That so many new ventures were ignoring these new strategies didn’t make any sense. A gigantic rationalization needed to take place. The digital landscape needed to become more Darwinian, leading to a great sorting out between the rational and irrational business models. The Web economy needed new combinations of hybrid enterprises that could adapt their old skills and traits to the new surroundings. That was and is the premise behind the title of this book.

And so what happened in the marketplace followed the simple laws of supply and demand. Demand for Internet stocks was multiplying, so prices of stocks rose and companies produced more and more in terms of IPOs, spinoffs, tracking issues, and follow-on offerings. We saw the formation of a convenient alliance between venture capitalists, Wall Street analysts, company executives, the media, consultants, and—not least of all—institutional money managers and millions of individual investors. All agreed to proclaim this as a new era because it was a win-win-win-win-win-win-win situation.

Until it became too much for the market to absorb. Investors began buying less and less of a mushrooming supply that was diminishing in quality every day. The imbalance set off triggers. Lots of people seemed to come to their senses quite swiftly. A new equilibrium was discovered, but this one at a lower price point for virtually all stocks, and especially for anything dot-com. Natural selection began winding its way through digital markets, scooping out a few winners from a primordial soup suddenly rather chunky with drowning losers.

In the Darwinian world, it could be called cascading failure. Many so-called Internet companies lost 80 to 99 percent of their market value in a remarkably short time. Hundreds of billions of dollars in stock market capitalization disappeared. We saw wholesale extinction of digital species. Hundreds of bankruptcy plans or outright failures were declared, and tens of thousands of jobs were lost.

Why did these companies perish? A Boston Consulting Group study of 117 dot-com failures over a twelve-month period showed that most had more than one problem. Thirty-four percent lacked sufficient benefits for the intended customers. Fifty-five percent had no competitive advantage. Fifty-nine percent of these ventures had a poor revenue, cost-and-profit model. What was surprising was how few of these companies failed for nuts-and-bolts reasons. Only 15 percent had organizational and execution problems; just 8 percent had significant glitches in fulfillment and supply-chain management; and only 6 percent failed because their Web business conflicted with business partners or established distributors.

In other words, it wasn’t traditional business difficulties that killed these companies. It was the overabundance of faulty start-up ideas in the first place. Too many of these enterprises saw the Web as retail with an “e” at the beginning. Too many saw the Web as just another place to conduct business-to-business transactions without adding new value to the process. Too many developed business plans based on milking gullible investors rather than creating ways to get customers to pay for something new, which is what innovation is supposed to be about.

But that doesn’t mean the speculative-bubble metaphor that became popular in the press is a very useful one. When soap bubbles pop, there is really nothing left but a thin layer of residue. It’s a one-time event. But digital evolution is an ongoing saga, a continual process of marketplace selection. New life forms are crawling out of the tech wreckage. And the most adaptable enterprises will end up stronger and more profitable. That is what Digital Darwinism is about.

In many cases, the strategies presented here have been confirmed by the marketplace. “Real-world integration,” the subject of the final chapter as well as the unifying strategy of the book, has since been christened with catchier monikers, such as “clicks and mortar” and “bricks and clicks.” The subject of the third chapter, “affiliate networks,” sometimes goes under the name “affinity marketing” or “contextual marketing.” But the basic ideas are similar.

In the end, long after the digital gold rush and the dot-com crash, I believe the formation of the Web economy will be judged as a significant turning point in business history. The Internet really is the greatest tool ever created for harnessing human ingenuity. And more than anything, it’s the application of this ingenuity that now causes national economies to grow. Information and knowledge don’t react in the same ways to the laws of supply and demand. New innovations lead to more and more and more innovations. That is why I believe that the original conclusion at the very end of the book remains true. The Internet remains the best breeding ground for business innovation that we have ever seen. Yes, this environment will keep getting more and more competitive. But people will rise to the challenge, as they always have, assuring that the supply of great new ideas will expand forever.




INTRODUCTION: 

FRENETIC EVOLUTION



We will now discuss, in a little more detail, the struggle for existence. 

—C H A R L E S   D A R W I N, The Origin of Species

When Charles Darwin presented his theory of evolution in 1859, he described a world in which only the fittest survive, a world in which species must constantly adapt to their changing environment or face extinction, a world in which they must continue to grow in a profitable direction and develop new skills and traits or perish, a world in which life-forms must instinctively know with whom to cooperate and with whom to compete, a world in which the surrounding conditions for life can, suddenly and drastically, improve or take a turn for the worse. Darwin even wrote that we are all “bound together in a complex web of relations.”

This lexicon applies unmistakably to the digital business landscape now flourishing and mutating across the World Wide Web. “Many more individuals of each species are born than can possibly survive,” Darwin wrote. “Consequently, there is a frequently recurring struggle for existence, and it follows that any being, if it varies however slightly in any manner profitable to itself under the complex conditions of life, will have a better chance of surviving, and thus be naturally selected.” And just as Darwin observed that competition for food and resources leads to principles of natural evolution, we can see that brutal market forces in the increasingly cutthroat Web economy lead to new strategies for economic survival.

Indeed, the Web is in the throes of an especially frenetic evolution. As an environment that can sustain economic life, the Web has given birth to entirely new species of start-ups and enterprises that could not have existed previously. These new economic organisms are, in turn, forcing older corporate species to evolve in new ways, producing new business models and characteristics necessary for their own survival.

Still, evolution takes time to manifest itself in a significant way. In the natural world, often it takes thousands of years for major or even slight changes to become apparent. The Web may be a universe of digital information in which companies can change their appearance and switch their survival plans in a matter of weeks, but evolution writ large still requires a more significant time frame to produce outcomes, results, effects, and lessons learned the hard way.

We are already moving beyond the commercial Web’s era as a marshland for single-cell organisms. Corporate creatures founded on one simple, untested idea—selling a certain product or service online, for instance—have been happily splashing about in the early Web’s primordial soup, perhaps not realizing that they are really just simmering themselves before drowning or becoming somebody else’s lunch. At the same time, their rivals are clawing their way to prosperity, developing higher forms of intelligence, and inventing breakthrough business tactics especially suited to their swiftly shifting surroundings.

What will the Web economy look like as evolution escalates and we witness real conflicts, surprises, new developmental stages, and turning points?

Will it be uncertain? Absolutely.

Unpredictable? Most assuredly.

Unusual? Rather so.

Unruly? Quite often.

Unsustainable? It has been thus far.

Uncluttered? Far from it.

Undramatic? No chance.

Unsafe? Bloody awful.

Unrewarding? Not if you listen closely.

In the Beginning

In various forms, the Internet has existed since the late 1960s. But the emergence of the World Wide Web transformed the Internet’s stark environment of drab databases into a fertile, living-color infosphere inhabited by vast numbers of consumers and companies. While the Web was conceived in 1989 as a scientific data-sharing tool, the commercial browser software that appeared beginning in 1993 provided the first inkling that far more could be accomplished here. And as a serious field of endeavor, Web commerce came into being in 1995, the year Netscape’s stock went public in a bit bang, if you will, that ignited interest and sparked new forms of economic life around the world.

Since then, the Web has evolved with mind-numbing quickness, achieving mass acceptance faster than any other technology in modern history. It has made its way into the homes of one-third of the U.S. population and ended up in the hands of 100 million users worldwide in a shorter span of time than even personal computers managed to accomplish the same feat. It has infiltrated people’s daily lives faster than the telephone or the fax machine, faster than radio or television, faster than the automobile, even faster than electricity itself.

At first the Web was an unformed mass of frivolous expression, free publications, corporate brochures, and piles of pornography. People treated it as if they were early cave dwellers witnessing fire for the first time. They were simply afraid of it—afraid to send their credit card numbers over it, afraid to trust any information on it, afraid that their privacy would be obliterated, afraid to let their kids near it. As a result, virtually all of the original predictions and forecasts for actually doing business on this untested terrain were, in retrospect, quite humble.

But looking back, its evolution seemed to progress in a logical order. Fear naturally gave way to experimentation. High-tech early adopters began downloading software and researching new computer and networking gear. They began placing real orders for PCs and Internet traffic-routing hardware that soon added up to millions of dollars per day in revenue for some companies. Physical software stores closed up shop and reopened their doors on the Web, while other computer makers scrambled to alter their business models to sell online. In the $500-billion computer and software industry, buying through traditional channels may soon become the exception.

Successful experimentation soon led to confidence. Frequent travelers attempted to book their airline flights on the Web’s numerous new online reservation systems. They entered their credit card numbers and reliably received their tickets. The airlines then began encouraging online booking as a cost-saving move, providing frequent flier points as special incentives. Within several short years, about 5 percent of the massive $126 billion in domestically booked travel reservations were being sold online. And that percentage is expected to be as high as 25 percent just a few years into the new millennium.

Confidence inspired trust. What first captured the public’s imagination was online sales of books and CDs. Literature and music are in many ways the repositories of culture itself, so when people began shopping for these items on the Web, the digital commerce landscape began to radiate a shiny new aura. With online sales of books and music already surpassing $1 billion annually, those industries have begun to restructure themselves for the day when an even more significant share of their business would be transacted this way.

Trust led to faith. The public began taking seriously the product and pricing information presented on the Web. And so it became a primary research forum for big-ticket purchases—from cars, to homes, to corporate procurement—transactions that often ended up being completed offline. A new breed of online auto-buying services already drives tens of billions of dollars in new car sales, and they’re causing the $1-trillion global auto industry to begin changing the way its products are marketed and delivered to consumers.

Faith led to mass acceptance. When you consider that the Web has already become a popular new tool for finding a job, for performing banking and personal finance tasks, for getting global and local news and information, and for dozens of other everyday chores, you can begin to see how shortsighted the early skeptics were. At the dawn of the Web economy, few would have predicted that members of 20 percent of all U.S. households would be shopping the Net by the end of the century and that a $250-billion online consumer marketplace could loom on the immediate horizon.

The emergence of new entrepreneurial life-forms has attracted the attention of the corporate giants. The world’s biggest companies are now gazing toward a future in which much if not most of their purchasing, invoicing, document exchange, and logistics will be transferred from stand-alone computer networks connected by people, paper, and phone calls to a seamless Web that spans the globe and connects more than a billion computing devices. Industries as diverse as commercial real estate, electronics, office supplies, and food services have begun to settle the new terrain by constructing sophisticated business-to-business applications.

As a result, online business-to-business spending is expected to explode, becoming the centerpiece of a mind-boggling multitrillion-dollar Web economy. As even technologically lagging industries such as healthcare, education, and legal services begin to do more and more business over the Web, the opportunities have become too big for anyone to ignore. Add it all up and electronic commerce has already surpassed 2 percent of the gross domestic product in the United States. Within a few years that figure is expected to soar past 10 percent and account for 20 percent or more of the total economic activity in many of the world’s top industrial nations.

But even as life on the Web flourishes on the surface, danger lurks beneath. With the raw fear largely gone, with the primitive experimentation mostly left behind, with the original novelty of Internet shopping and e-commerce wearing off, with the technology no longer appearing so futuristic, the digital business environment has taken on an air of indispensability, of inevitability.

Here is where the most intense struggle for existence begins. When just about everybody is convinced that just about anybody can sell just about anything via the Web, when success in the Web economy becomes a foregone conclusion, when confidence leads to overconfidence and then to sheer euphoria, we naturally progress to the next stage of emotion: one of pure greed and naked ambition.

Such passions are hardly foreign to Darwinian evolution or the world of business—in fact, they make the marketplace function quite well. But as Darwin himself forewarned, don’t be surprised when some of today’s most dominant creatures are rendered helpless in the face of rapid, unforeseen change. “So profound is our ignorance, and so high our presumption,” the British naturalist wrote, “that we marvel when we hear of the extinction of an organic being . . . . [But] every being must suffer destruction during some period of its life.”

Following the Money

Just as we cannot understand natural evolution without studying how plants and animals obtain their food, we cannot comprehend the complex evolution of the Web economy without following its main form of sustenance: money.

Since 1996 venture capitalists have seeded thousands of information technology start-ups with billions of dollars annually, by far the biggest years in venture capital history. An even larger number of major companies have invested even more prodigious amounts of money in their own internal Web commerce ventures. “Anyone with an Internet idea could get funding,” says a partner with Kleiner Perkins Caufield & Buyers, Silicon Valley’s most elite venture firm. “We’ve been in an anomalous period,” another Internet venture capitalist tells me. “The amount of money to invest exceeds the number of solid, investment-worthy businesses.”

In any case, these financial resources are not provided on a philanthropic basis. Like successful parents siring offspring, venture capitalists propagate certain traits and characteristics in their young. In return for the cash, the venture firm takes an equity interest in the start-up, typically a 10- to 40-percent ownership position. The venture firm is constantly seeking an exit strategy, an opportunity to get its money back times ten or—in rare cases—a hundred times or more. This occurs when the company is sold to another or sells shares of itself to the public. “If I were teaching a class in venture capital, I’d say the payback period should be three to five years,” says yet another venture capitalist. “But in this environment, it has been shortened to two years or less.”

Yet it is the way in which some Web start-ups have made both their executives and their venture backers so fabulously wealthy that leaves us convinced that we are just beginning to scale the evolutionary ladder. One venture-backed start-up, an online video store called Reel.com, decided that it would sell copies of the megahit Titanic for $9.99 per copy immediately upon its release, despite the fact that it cost about $15 per copy to buy the cassettes wholesale from Paramount, the studio that made the film. Reel.com proceeded to spend millions of dollars advertising the promotion in the mass media and the Web.

Not surprisingly, hundreds of thousands of Titanic fans flocked to the site to purchase the video. And Reel.com started burning through $600,000 per week until it had lost nearly all of the $7.5 million in venture capital funds that it had raised. But before the company had a chance to drop dead, a giant video rental chain called Hollywood Entertainment decided to acquire it for $100 million, creating a new hybrid company in the process. “All I know is that I made a lot of money from that deal,” says Michael Barach, a former partner with Reel.com’s primary venture investor.

This business model—or lack thereof—has been in evidence across a wide swath of the Web. The underlying idea—that as long as a company is on the Web and perhaps attracting lots of traffic, it will eventually, ultimately, somehow, turn into a real business—has been replicated across many Web species. Consider these telling examples of investors’ blind faith in the power of the Net:



The stock market capitalization of America Online has at least temporarily exceeded that of Walt Disney, while eBay’s eclipsed RJR Nabisco’s, Yahoo’s became bigger than Boeing’s, and Amazon.com’s grew greater than that of retailers Borders, Barnes & Noble, Kmart, and J.C. Penney combined.


K-Tel, an outfit known for selling cheesy records on late-night infomercials in the 1970s, simply issued a press release saying it will begin selling CDs online, and its stock leapt tenfold within days.


A gnat of a company losing $9 million per year publishing technical trade magazines online adopted the mystical name EarthWeb and staged one of the top three initial public offering (IPO) debuts in history.


A cash-hemorrhaging entity called TheGlobe.com that offers free home pages and chat services has no business model to speak of, yet its stock multipled 606 percent, an all-time IPO record, on its very first day of trading.


Readers might wonder: Why not just cut to the chase? Open a site called dollarbills.com. Offer to ship crisp, newly minted, legally tender $1 notes to buyers for 85 cents each, including shipping and handling. Such a company would no doubt attract millions of new customers from all over the world overnight. It would build a valuable brand name. It could even sell millions of dollars’ worth of advertising. Patent the concept. Pitch it to venture capitalists. Alert the media. Call the investment bankers. Then take it public.

In a tangible sense, the Web has been perpetuating its own excess. In the flick of a ticker, low-cost online stock trading has grown into a prime pastime. Like airline reservation systems, securities trading had long been an electronic process; the Web simply extended it all the way to the end customer. Within the span of three years, online trading went from accounting for 0 percent to 25 percent of all retail stock trading. Day traders, panic buyers, and greater fools are now able to buy and unload shares more quickly and cheaply than ever before. Online traders, on average, execute four times the number of transactions as traditional investors, and volatile Internet stocks have been their highest-volume bets.

As an investment phenomenon, the Web is certainly not without precedent. In the late 1980s cable television was all set to revolutionize shopping as we know it, and stock in the Home Shopping Network “had gone from 18 to 133 in the time it takes to say ‘cubic zirconium,’” notes James J. Cramer, president of TheStreet.com, an online investment guide. “Then it suffered the most brutal, protracted decline to single digits that I have ever witnessed.” It has since been swallowed up by USA Networks.

But the underlying value of the Web as a marketplace for serious business makes it unfair to compare this early wave of speculation to that earlier episode or even to the infamous Dutch tulip bulb craze of the early 1600s. The Web is much more than a mass delusion. Smaller but similar speculative bubbles expanded and popped during the early days of the telegraph in the 1880s, radio in the 1920s, and the biotech business circa 1990. Yes, most high-risk investments collapse, but some of them turn into super-winners, and the industries they represent usually turn out to be very real indeed. Even shopping over cable—although no longer considered revolutionary—has grown into a multibillion-dollar business.

So when something new happens, when something breathtakingly big happens, when an entire digital industrial complex screeches into being out of nowhere and starts moving and shaking as if it’s going to take over the entire economic stratosphere, the response that follows is a natural one: Hypesters start to hype, corporations start to splurge and merge, and investors start to get hungry. They want to own some of it, sure. But not only that. More than that. They can’t not own some. They don’t want to look foolish—so foolish that they were actually the only living and breathing weekly newsmagazine readers in the late 1990s who hadn’t snagged some Yahoo! or Amazon.com while the gettin’ was good.

Environmental Change

Natural checks in the system will always guarantee that such booms can’t last. Some of the hottest Internet start-ups, if they continue to grow their market valuations at anywhere near past rates, will before long be the most highly valued companies in the world. By ignoring normal investment metrics, such as price-to-earnings ratios, investors have allowed these companies to proliferate like species of jungle animals without any natural predators. “Lighten any check, and the number will almost instantaneously increase to any amount,” Darwin noted.

Systematic checks in this system could include a sudden drop or rebalancing of the food supply (in terms of fewer investment dollars or a far greater number of investment-worthy Web stocks), the sudden appearance of new predators (in terms of competition), or severe climate change (in terms of technological progress or a shift in the unpredictable habits of consumers.)

These kinds of environmental changes can happen in a number of ways: gradually, as a result of numerous alterations in the ecosystem, or suddenly, as a result of a cataclysmic shock. Either way, the analogy isn’t pretty. Scientists are divided as to what killed the dinosaurs. Some believe it was creeping climate change, a cooling off of the environment due to volcanic activity and slow shifts in the continental plates. Others believe it was the sudden impact of an asteroid. But even under that theory, asteroids didn’t just hit the dinosaurs in the head. Rather, they whacked Earth so forcefully that they dislodged poisonous soot into the atmosphere, trapping acid rain, cutting off sunlight, and bringing on the equivalent of a nuclear winter.

What could set off equivalent changes on the World Wide Web? There are numerous possibilities. The most obvious is that stockholders suddenly will cut and run, finally recognizing that certain much-touted business models really don’t work or rediscovering that profits are what makes corporations valuable—not just revenue alone, not hits, not page views, not mentions in press, not the buzz among financial analysts, not the amount of free shrimp offered at trade show events. And we’re talking real profits. Not profits before “special one-time charges.” Not profits excluding special write-offs for acquisitions. Not profits before this or that accounting trick. But net income. Earnings per share. Sooner or later the bottom line will end up being the bottom line.

If brontosaurian market valuations fall to comprehensible levels, the venture capital pipeline backs up: If the rewards at the end aren’t as spectacular, then investors will be more selective. And if fewer firms can go public with success, the most attractive exit strategy for the venture capitalist is no longer available. Massive investments could be lost, future investments could dry up, and there wouldn’t be new manna from heaven to sustain new life-forms. In certain quarters this has already started happening. “The next wave,” says one venture capitalist, “is going to be a lot different.” Darwin put it another way: “We forget that though food may be now superabundant, it is not so at all seasons of each recurring year.”

An even more likely scenario is this one: Perhaps the dinosaurs in this metaphor are really the gigantic transnational corporations that have ruled over their respective industries for virtual eons. Perhaps the formation of the Web itself is the cataclysmic event in a much larger evolutionary scheme. Perhaps the global auto giants, the megabanks, the
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