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NEW VENTURE PERFORMANCE

Two Toolboxes for Starting New Ventures

e Develop marketing strategies, calculate cost/price margi make financial

projections.

e Write a business plan, raise resources, hire

Expert entrepreneurs, on the other
prefer instead to do the following:

e Begin with who you are,

1l or predictive, because it depends on accurate predictions and
effectual or nonpredictive, and it is extremely stakeholder-dependent

selmipgly preferred by expert entrepreneurs. But it might be more useful to
¢ pros and cons of each for the performance of new ventures.
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Causal/Effectual Logic and Success/Failure Factors

Both causal and effectual approaches require the entrepreneur to understand basic
business skills such as sensible accounting practices, legal issues in the environment in which the
business operates, and the daily mechanics of financial and people management. Both also
require the entrepreneurial team to execute well on the commitments made by new venture.
Yet the primary drivers of enduring performance are different in each case.

In causal logic:

e Analysis precedes action

competition

e Risk management involves th

then bptlding upon them for future success.

Venture capitalists usually insist on a causal logic for building new ventures. Examples
and advice abound on this topic. Among the potential factors leading to failure, according to
venture capitalist Frederick Beste, venture capitalists usually include:

¢ Inadequate pricing

¢ Insufficient startup capital
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¢ Failure to look at industry norms
e Lack of focus
¢ Inadequate market research

¢ Failure to segment market

And in pointing out the characteristics of successful entrepreneyr
usually list:

& says, they

e A sound knowledge of their marketplace
e A sound knowledge of their competition

¢ A plan in mind that they actually execute

over any giv
notwithst#
Venture

Creatively
* What You Learn by the Fourth or Fifth Company: It’s Okay to Fail

*  What You Learn by the Sixth or Seventh Company: Don’t Hire People Like
Yourself

*  What You Finally Learn: It Does Get Easier
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«  What You Never Learn: When to Stop'

Expert Entrepreneurs on Failing

In this regard, it is illuminating to look at what expert entrepreneurs say gbut failing and

quotations. The first one is from Robert Reiss, a serial entrepreneur who ha
startups, including a number of highly successful companies such as Rei

America’s fastest growing companies in 1992, 1993, and 1994). Tt
from an interview with Harvard Business School’:

trigger. They start analyzmg
business won’t succeed and
your head, you’ve got to-sepa

ay, they’ll try a lot more. They’ll think outside the box. They’re willing to think
diffefently because they know that if it doesn’t work, they won’t be scorched and
they’ll still have a career.

! Stephanie Clifford, “They Just Can’t Stop Themselves,” Inc., March 2005.
? http://www.hbs.edu/entrepreneurs/bobreiss.html (accessed 11 May 2006).
3 http://www.hbs.edu/entrepreneurs/bobreiss.html (accessed 11 May 2006)
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At times, like when we’ve closed out a business, we’ve had something like a
celebration of what we’ve learned. We celebrate what we now know that we did
not know before because it will help us make much better decisions in the future.
We celebrate those people who fail and everyone around them knows that they
produced value. It wasn’t the value we intended, but it’s okay as long as we learn
from it.

where we were trying to set up a business for lending to
very low tech basis. We developed, launched, and got ten

a whole new business called QuickBase. It’
a huge start.

catching complaints and capturing feedback—even when Pam and I were out
mountain-biking, and the only one home was our cat . If [ had had a blank check
from a big VC, and a big staff running around— things might have gone much
worse. | would have probably put together a very complex, elaborate system—
something that justified all the investment. But because I had to operate on a tight
budget—tight in terms of money and tight in terms of time—necessity focused me

* Pierre Omidyar (commencement address, Tufts University, Boston, Massachusetts, 19 May 2002).
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on simplicity: So I built a system simple enough to sustain itself. By building a
simple system, with just a few guiding principles, eBay was open to organic
growth—it could achieve a certain degree of self-organization.

So I guess what I’'m trying to tell you is, Whatever future you’re building.. Don t
try to program everything. Five- -year plans never worked for the Soviet U

planning won’t work any better for any of us.

Causal/Effectual Logic: Key Relationships to New Venture Pert

So, how can we begin to think about the pros and
starting new ventures?

between action logic
¢ to use an effectual
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Figure 1: Relationship between causal/effectual logic
and the life cycle of firms and entrepreneurs.
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grown through causal approaches as they expand and endure over time.

Only a small subset of experienced entrepreneurs will successfully make the
transition from an entrepreneurial firm to a large corporation.

Relationship 5b: Only a small subset of enduring firms will continue to be run by
their founders.
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Furthermore, it might be useful to separate out the probability of failure of new ventures from
their costs of failure, which in turn can be related to causal and effectual logics as follows:

Figure 2: Relationship between causal/effectual logic and resources invested.

Investment Levels / Failure Costs

High
External Shock

Predigﬁ&ﬁ Gang Control Gap,
Ir_!yé'sfmenfs Use-of 1"

Low

Timeline

ship between the use of an effectual logic and
the use of resources in e essence of effectuation is the use of
nonpredictive strategiedN 1 affordablle loss principle. In contrast, a causal approach

Al curveNThapAs represented as the prediction gap in Figure 2.

The effectual entrepreneur, however, does not try to predict the Al curve. Instead, he or
she invests only what he or she and his or her stakeholders can afford to lose. Therefore the level
of affordable loss grows as the firm grows. Hence, the level of investment in the effectual firm is
a linear function of time. But that level of investment is unlikely to allow the venture to achieve
its potential. The effectual entrepreneur, therefore, faces a control gap—and he or she and his or
her stakeholders need to make up this gap in investment required through nonpredictive
strategies that provide direct control of means and outcomes in the new market.
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In other words, when a causal logic is used in building a firm, | pjstinguishing
the level of performance the firm achieves is directly proportional to | Characteristic:
the predictability of the market for the firm’s products and services. | Imagining possible new

And when an effectual logic is used in building a firm, the level of | ends usinga given set of
means.

performance the firm achieves is inversely proportional to the
predictability of its market and directly proportional to the number
and quality of its alliances.

than the entrepreneur who invests using a causal logic. The corollar
effectuator may not make adequate investments in time to exptos

entire or large pieces of small markets that he or s
the road.
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