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Many software companies these days are built using some form of
venture capital. But the VG industry has been hurting lately. A lot of
investments in dotcoms turned out to be spectacular flameouts. As a
result, VCs are becoming ever more selective about where to put their
money. To get funded these days, it'’s not enough to be a pet shop on
the web. Nope! You have to be a pet shop on the web with §02.11b wireless
hotspots, or your business plan is going right in the dumpster.

The formerly secretive world of VC has become a bit more transparent of late. VCs like Joi
Ito, Andrew Anker, David Hornik, and Naval Ravikant have created weblogs that are a great
source of insight into their thought processes. That dotcom thing resulted in three great
books by company founders that look deep inside the process of early stage financing (see
footnote). But as | read this stuff, as a founder of a company, | can’t help but think that
there’s something wrong with the VC model as it exists today. Almost every page of these
books makes me say, “Yep, that’s why Fog Creek doesn’t want venture capital.” There are cer-
tain fundamental assumptions about doing business in the venture capital world that make
venture capital a bad fit with entrepreneurship. Since it’s the entrepreneurs who create the
businesses that the VCs fund, this is a major problem. Here’s my perspective on that, from a
company founder’s point of view.

When people ask me if they should seek venture capital for their software startups, | usually
say no. At Fog Creek Software, we have never looked for venture capital. Here’s why:

The fundamental reason is that VCs do not have goals that are aligned with the goals of the
company founders. This creates a built-in source of stress in the relationship. Specifically,
founders would prefer reasonable success with high probability, while VCs are looking for
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fantastic hit-it-out-of-the-ballpark success with low probability. A VC fund will invest in a lot
of startups. They expect about seven of them to fail, two of them to trudge along, and one of
them to be The Next Netscape (“TNN”). It’s OK if seven fail, because the terms of the deal will
be structured so that TNN makes them enough money to make up for all the losers.

Although the real spreadsheets are many megabytes long and quite detailed, this is the VC’s

calculation:
A Probability of Success 10%
B How rich | would get 1,000,000,000
Cc Expected Return (A x B) 100,000,000

But founders are much more conservative than that. They are not going to start ten com-
panies in their lifetime, they’re going to start one, maybe, two. A founder might prefer the
following model:

A Probability of Success 80%
B How rich | would get 100,000,000
(o Expected Return (A x B) 80,000,000

Even though the second model has a lower expected return, it is vastly preferable to most
founders, who can’t diversify away the risk, while VCs who invest in dozens of businesses
would prefer the first model because it has a greater return. This is just Econ 101; it’s the
same reason you buy car insurance and Hertz doesn’t.
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The difference in goals means that VCs are always going to want their companies to do risky
things. Oh, sure, they’ll deny it, but if they were really looking to do conservative, risk-free
things, they’d be investing in U.S. Treasuries, not optical networking companies. But as an
entrepreneur, you’re going to be forced at gunpoint to bet on three cherries again and again
and again. You know you’re going to lose, but the gunman doesn’t care, he’s got bets on all
the slot machines and one of them is going to pay off big time.

V(Cis now doing a perverse kind of selection. . Jooking
for the founders with business ideas where the founders
themselves think the idea probably won't work.
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There’s nothing controversial here. A VC would say, “That’s what VC is for: investing in risky
ideas.” Fair enough. As long as the entrepreneur wants to take a 10% chance, VC may be the
way to go. The trouble here is that the VC is now doing a perverse kind of selection. They

are looking for the founders with business ideas where the founders themselves think the
idea probably won’t work. The end result is that VC money ends up being used in bet-the-farm
kind of ways. This kind of recklessness causes companies like WebVan to blow $800,000,000
in a rather desperate attempt to buy a profitable business model. The trouble was that they
were going so fast that they didn’t have time to learn how to spend money in a way that has a
positive return, which is, by definition, what you have to do to be profitable.

Want to copy and paste parts of this manifesto? CLICK HERE for instructions.
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Here’s my philosophy of company growth. A growing company looks like this:

TIME

Oh, wait, | forgot to define the Y axis. Let’s assume this curve is my revenues:

REVENUES

TIME
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There are some other things that grow at roughly the same speed. For example, the number
of employees:

REVENUES
EMPLOYEES

And the number of people who have heard of your product, which we’ll call “PR”:

REVENUES
EMPLQOYEES
PR
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There’s also the “quality of your code” curve, based on the theory that good software takes
ten years.

REVENUES
EMPLQOYEES
PR

CODE -\

I’ve drawn these curves moving up at roughly an equal rate. That’s not a coincidence. In a
small company, you regulate each of these curves so they stay roughly in sync. Why? Because
if any two of those curves get out of whack, you have a big problem on your hand—one that
can kill your company. For example:

1.

REVENUES GROW FASTER THAN YOU CAN HIRE EMPLOYEES. Result: customer service

is inadequate. Let’s tune in to Alex Edelstein over at Cloudmark: “[Cloudmark Sales

are] pretty swamped, so they’re not getting back properly to everyone.... What’s hap-
pening here now at Cloudmark is a little like the early days at Netscape when we just had
too few people to properly respond to the customer interest.”

REVENUES GROW SLOWER THAN YOU HIRE EMPLOYEES. Result: you burn cash at a ridicu-
lous rate and go out of business. That’s an easy one.

PR GROWS FASTER THAN THE QUALITY OF YOUR CODE. Result: everybody checks out your
code, and it’s not good yet. These people will be permanently convinced that your code

Want to find the most buzzworthy manifestos? DISCOVER them here.
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is simple and inadequate, even if you improve it drastically later. | call this the Marimba
phenomenon . Or, you get PR before there’s a product people can buy, then when the
product really comes out the news outlets don’t want to do the story again. We’ll call this
the Segway phenomenon.

4. THE NUMBER OF EMPLOYEES GROWS FASTER THAN CODE: Result: too many cooks work-
ing on code in the early days causes bad architecture. Software development works best
when a single person creates the overall architecture and only later parcels out modules
to different developers. And if you add developers too fast, development screeches to a
halt, a phenomenon well understood since 1975.

And so on, and so on... A small company growing at a natural pace has a reasonable chance
of keeping these things in balance. But VCs don’t like the flat part of the curve at the begin-
ning, because they need an exit strategy in which the hockey-stick part of the curve occurs
before their fund needs to cash out, which is about six years, according to VC Joi Ito. This

is in direct conflict with the fact that good software can’t really accomplish this kind of
growth. Hockey stick, there will be, but it will take longer than most VCs are willing to wait.
Remember my chart of Lotus Notes? Good heavens, | am repeating myself.

VCs try to speed things up by spending more money. They spend it on PR, and then you

get problem 3 (“PR grows faster than code”). They spend it on employees, and then you get
problem 4 (“too many cooks”) and problem 2 (“high burn rate”). They hire HR people, mar-
keting people, business development people. They spend money on advertising. The problem
is, they spend all this money before anyone has had a chance to learn what the best way to
spend money is. So the business development guy wanders around aimlessly and accom-
plishes zilch. You advertise in magazines that VCs read, not magazines that your customers
read. And so on.

OK, that’s the first part of the VC crisis.

zlu.11.o3|z' |E| | R



http://www.joelonsoftware.com/printerFriendly/articles/PickingShipDate.html
http://www.joelonsoftware.com/printerFriendly/articles/PickingShipDate.html
http://www.amazon.com/exec/obidos/tg/detail/-/0201835959/joelonsoftware
http://joi.ito.com/archives/2003/05/17/our_investment_process.html
http://www.joelonsoftware.com/printerFriendly/articles/fog0000000017.html
http://changethis.com
http://changethis.com/11.FixingVC/email

ChangeThis

The second part is the fact that VCs hear too many business plans, and they need to reject

999 out of 1000. There appear to be an infinite number of business plans looking for fund-
ing. A VC’s biggest problem is filtering the incoming heap to find what they consider to

be that needle in the haystack that’s worth funding. So they get pretty good at saying “no,”

but they’re not so good at saying no to the bad plans and yes to the good plans.

When you have to say “no” 999 times for every time
you say “yes,” your method becomes whack-a-mole.

When you have to say “no” 999 times for every time you say “yes,” your method becomes
whack-a-mole. Find the flaw, say no. Find the flaw, say no. The faster you find flaws, the
more business plans you can ding. Over at VentureBlog you can amuse yourself for an hour
with some of the trivial reasons VCs will ding you. PowerPoint too complicated? Ding! Won’t
tell us your magic sauce? Ding! You didn’t research the VC before you came in? Ding! It’s not
their fault; they are just trying to say no 999 times in as efficient a way as possible. All of this
reminds me too much of the old-school manager who hires programmers based on what
school they went to or whether they look good in a suit.

Naval Ravikant, a VC at August Capital, reveals the classic VC myopia of feeling like they just
don’t have time to get to know entrepreneurs that aren’t ready to pitch yet. “Most VCs are
too busy to ‘dance,”” he wrote. They are too busy vetting serious proposals to shmooze with
interesting companies that might not need cash right now.

This is, roughly, the equivalent of the old joke about the guy searching for his car keys under
a streetlamp. “Did you lose them here?” asks the cop. “No, | lost them over there, but the
light’s better here.”
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But the great companies are often not the ones that spend all their time begging for invest-
ments. They may already be profitable. They may be too busy to look for VC, something that
is a full time job for many entrepreneurs. Many excellent entrepreneurs feel that their time

is better spent pitching products to customers rather than pitching stock to investors. It’s
bizarre that so many VCs are willing to ignore these companies simply because they aren’t
playing the traditional get-funded game. Get out there and pursue them!

e

Nothing sends a Stronger message that an ofter
is uncompetitive than refusing to expose
it to competition.

Here’s another funny thing that’s happening. VCs are reacting to the crash by demanding
ever stricter conditions for investments. It’s now considered standard that the VC gets all
their money back before anyone else sees a dime, no matter what percent of the company
they actually own. VCs feel like this protects their interests. What they’re forgetting is that it
reduces the quality of startups that are willing to make deals. Here’s one of VC Joi Ito’s sug-
gestion for VCs: “Sign a ‘no shop’ and get a letter of intent (LOI) signed quickly so an auction
doesn’t start jacking up the price.” A no shop is sometimes called an exploding term sheet. It
means that the company must either accept the deal on the spot or it won’t get funded at all.
The theory is: we don’t want you going around to other VCs trying to get a better deal. This
is common among second-tier VCs, but the best VCs are usually willing to stand on their own
merits.

It seems to me that a company that accepts an exploding offer demonstrates a remarkable
lack of basic business aptitude. Every building contractor in New York knows you request
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bids from five or ten plumbers before you award the contract. If a plumber said, “I'll do it for
$x, but if you shop around, deal’s off,” the contractor would laugh his head off and throw the
plumber out on the street. Nothing sends a stronger message that an offer is uncompetitive
than refusing to expose it to competition. And that’s for a $6000 kitchen installation. Getting
$10 million in funding for a business is the biggest and most important deal in the life of a
company. You’re going to be stuck with this VC forever. They will want to control your board
of directors. They’re going to push the founders out and bring in some polished CEO as
quickly as they can, with someone who will take the picture of the cat off your homepage and
replace it with the usual MBA jargon.

VCs must realize that if the business flops,
no matter how much control you have,

the investor is going to lose everything.

And now they want you to agree to all this in a matter of fifteen minutes without talking to
anyone else? Yeah, right.

VCs who make exploding offers are pretty much automatically eliminating everyone with
good business sense from their potential universe of companies. Again, it does make it easier
to say “no” 999 times, but you’re pretty much guaranteed to say “no” to all the companies
with a modicum of negotiating skill. This is not the correlation you’re looking for. In fact,
just about everything the VCs do to make their deals “tougher,” like demanding more control,
more shares, more preferential shares, lower valuations, death spiral convertible stock, etc.,
is pretty much guaranteed to be at the expense of the founders in a very zero-sum kind of
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way. And this means that smart founders, especially the ones with businesses that can sur-
vive a lack of funding, are going to walk away.

VCs must realize that if the business flops, no matter how much control you have, the in-
vestor is going to lose everything. Look at the story of arsDigita. A nasty fight over control
gives Phil Greenspun enough money to buy an airplane, and the VCs still lost every penny
when the company went down the tubes. All these tough deals are not really protecting the
VCs; they’re just restricting the VCs’ world of possible investments to dumb companies and
desperate companies. Sam Bhaumik, VC, says, “VCs are being aggressive, but most requests
are legitimate.” The capital belongs to public pension funds and university endowments, he
notes, using the standard widows-and-orphans sob story. Boo hoo. Come on, public pension
funds and university endowments are the savviest investors out there; don’t tell me they need
coddling and protecting. They’re investing in risky venture funds for a reason: they want to
get paid for taking risk. If they wanted protection, they’d invest in US Treasuries.

There are probably hundreds of software companies started every day. Of that universe,
there is a small number that are actively looking for early stage investors. Of that small num-
ber, an even smaller portion is willing to go along with the current harsh deals that VCs are
offering. Now slice away the founders who are afraid of being arsDigita-ed. The population
shrinks even more as VCs reject companies that don’t match their—quite reasonable—criteria
for spotting a successful company. You wind up with a tiny number of investment opportuni-
ties that, quite frankly, is vanishingly unlikely to contain The Next Netscape.

MORE READING

Considering VC? First read this article on the web:

An Engineer’s View of Venture Capitalists, by Nick Tredennick
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Don’t miss these three books by company founders:

» High St@kes, No Prisoners: A Winner’s Tale of Greed and Glory in the Internet Wars by
Charles Ferguson.

» The Leap: A Memoir of Love and Madness in the Internet Gold Rush by Tom Ashbrook

» Burn Rate: How | Survived the Gold Rush Years on the Internet by Michael Wolff

» Startup: A Silicon Valley Adventure by Jerry Kaplan

A movie about the process:
» Startup.com
And don’t forget:

» Eboys: The First Inside Account of Venture Capitalists at Work by Randall E. Stross

Weblogs by VCs:

» VentureBlog
» Joi Ito

The contents of these pages represent the opinions of one person.
All contents Copyright © 1999-2004 by Joel Spolsky. All Rights Reserved.
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ABOUT THE AUTHOR

Joel Spolsky is a developer in New York City who has worked at Microsoft, Viacom, and Juno Online
Services. He now has his own company, Fog Creek Software, which makes CityDesk, an online pub-
lishing system. They also make FogBUGZ, a web-based product for software project management and
bug tracking.

BLOG: Joel on Software (http://www.joelonsoftware.com)
COMPANY: Fog Creek Software (http://www.fogcreek.com)

DOWNLOAD THIS
This manifesto is available from http://changethis.com/11.FixingVC

SEND THIS
Click here to pass along a copy of this manifesto to others.
http://changethis.com/11.FixingVC/email

SUBSCRIBE
Learn about our latest manifestos as soon as they are available. Sign up for our free newsletter and
be notified by email. http://changethis.com/subscribe
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WHAT YOU CAN DO

You are given the unlimited right to print this manifesto and to distribute it electronically (via email,
your website, or any other means). You can print out pages and put them in your favorite coffee
shop’s windows or your doctor’s waiting room. You can transcribe the author’s words onto the side-
walk, or you can hand out copies to everyone you meet. You may not alter this manifesto in any way,
though, and you may not charge for it.

NAVIGATION & USER TIPS
Move around this manifesto by using your keyboard arrow keys or click on the right arrow ( 2 ) for
the next page and the left arrow ( ¢ ). To send this by email, just click on @ .

HAVING PROBLEMS SAVING TO DISK?
First, make sure you have the latest version of Acrobat Reader 6 which you can download from
http://www.adobe.com/products/acrobat/readstep2.html. If problems persist, it may be due to your

Acrobat Reader settings. To correct the problem (for Windows), a reader, J. Hansen, suggests going
to your Acrobat Reader Preferences > Options > Web browser Options. Check the “Display PDF in
Browser” option. Then click on Save to Disk .

KEYBOARD SHORTCUTS PC MAC

Zoom in (Larger view) [cTL] [+] [3] [+]
Zoom out [cTe] [-] [36] [-]
Full screen/Normal screen view [cTL] [L] [8] [L]
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BORN ON DATE
This document was created on 10 January 2005 and is based on the best information available at
that time. To check for updates, please click here to visit: http://changethis.com/11.FixingVC

COPYRIGHT INFO

—OME RIGHTS RESERVED The copyright in this work belongs to the author, who is solely responsible for the content. Please
@gaer%mgns direct content feedback or permissions questions to the author: http://www.joelonsoftware.com

This work is licensed under the Creative Commons Attribution-NonCommercial-NoDerivs License.
To view a copy of this license, visit http://creativecommons.org/licenses/by-nc-nd/2.0 or send a
letter to Creative Commons, 559 Nathan Abbott Way, Stanford, California 94305, USA.

Cover image from http://www.sxc.hu

ABOUT CHANGETHIS

ChangeThis is a vehicle, not a publisher. We make it easy for big ideas to spread. While the authors
we work with are responsible for their own work, they don’t necessarily agree with everything
available in ChangeThis format. But you knew that already.
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