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Boom and Bust

The dot-com downturn is no surprise to business historians. They've seen it all before.
By MELINDA PATTERSON GRENIER 
WSJ.COM
The average company is "dangerously near bankruptcy." New competitors spring up almost daily, often sparking suicidal price wars. "If we could do it right," says one still-optimistic young employee, "our business would double immediately."


Workers at some struggling firms labor on despite salary cuts -- or in some cases, no pay at all. Others quit, appropriating whatever property they can take with them as they leave.

It is the late 1840s, and the emerging U.S. telegraph industry is in shambles.

A new technology promises to erase the boundaries of communication, enabling new enterprises and enhancing the market potential for existing "offline" firms. But many of the start-ups formed to capitalize on this technology have poorly thought-out business plans. Managers with scant executive experience squander much of the money invested by eager funders.

Sound familiar?

Name almost any major industry -- radio, autos, airlines, oil -- and it likely started out just like the Web. Exciting new technology. Dreams of glory, wealth and fame. Many small competitors. Much upheaval. Many failures.
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Jobs (left) was ousted from Apple once ... 


So far, the dot-coms are right on schedule. If history is any gauge, the current period of turmoil and consolidation will leave a few dominant companies at the top -- for a while. Leaders will emerge in niche markets profitable enough to sustain competition. Meanwhile, the next generation of innovators will be toiling away in stealth mode somewhere, dreaming their own dreams of glory and success.

"This looks just like what happened to the auto industry, just like what happened to the personal-computer industry in the late 1970s and early 1980s," says Paul Saffo, a director of the Institute for the Future in Menlo Park, Calif.

"But the important thing," he adds, "is that the real takeoff of the Internet is still ahead. This was just the foothills. The mountain range is still in front of us."

Once and Again
Painful as the current turmoil is to many dot-com entrepreneurs, employees and investors, it isn't any surprise to people who follow the cycles of new industries and small businesses.
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... while Durant was ousted from GM -- twice. 


New industries typically begin with a rush of little companies. Their founders are often passionate zealots with the skill or knowledge to take advantage of an emerging technology or social trend. Few of these technicians have experience running a company. Most of their businesses fail, or disappear through mergers or acquisitions.

The smarter companies survive by tempering passion with pragmatism at some point, bringing in or developing the business and management skills an ongoing, profitable enterprise requires.

The early years of the U.S. railroad industry were crowded with hundreds of start-ups. "In the 1840s and 1850s, it seemed like everybody and his brother was chartering a railroad," says Anne Calhoun, reference librarian at the B&O Railroad Museum in Baltimore. "It was the new thing to do, like the Internet is now."

In February 1827, the Baltimore & Ohio Railroad became the first common-carrier railroad in the U.S., meaning the first rail transportation system to carry freight and passengers for revenue. (The "common-carrier" concept was later applied to telecommunications.) By 1935, B&O had absorbed more than 100 other lines, "some of which existed only on paper," Ms. Calhoun notes. Similar consolidations happened all over the U.S., as other railroad companies acquired weaker rivals.

The history of the auto industry repeats this pattern. Records indicate that as many as 2,600 vehicle-making companies have been started in the U.S. since 1896, when brothers J. Frank Duryea and Charles Duryea launched Duryea Motor Wagon Co. in Springfield, Mass. "Some never really got off the ground, or made only one car," says Mark Patrick, curator of the National Automotive History Collection at the Detroit Public Library.
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Charles Duryea in horseless carriage 


Most of these companies were formed before 1929; the Great Depression wiped out scores of them. Others were bought out by larger competitors or couldn't compete with mass producers such as Ford Motor Co. and General Motors Corp. -- the last remaining major U.S. car companies. Many just couldn't muster the resources to survive. "They were undercapitalized," Mr. Patrick says, "just like a lot of small companies today."

Similar consolidations have swept the retail industry as mom-and-pop grocery and dry-goods and apparel and book stories have been supplanted by big national, and in some cases, international chains.

One thing that sets business on the Web apart is the speed with which the consolidation is taking place. According to a 1999 study by Lippincott & Margulies, the New York brand-identity management unit of Mercer Consulting Group, the top 25 Internet businesses became involved in a major merger or acquisition after an average of only six years in operation, compared with 72 years for the top 50 Fortune 500 companies.

"A lot of the dot-coms were starting to merge and partner earlier because they didn't have the capabilities to grow on their own," says Senior Partner Suzanne Hogan. "They needed complementary skills."

Risky Business
One reason they need these skills is because the life span of a typical small business can be painfully short.

According to the U.S. Small Business Administration's Office of Advocacy, one-quarter of all companies with 500 or fewer employees close within the first two years of start-up. Half of these small businesses have closed by the end of the first four years.

Roughly half the owners say their business was successful when it was closed -- they sold the company, for example, or just decided to shut down. Half say their business failed, closing while still owing money to creditors.

Retail enterprises tend to be especially risky. From 1985 to 1995, for example, retail stores tended to fail at a higher rate by the second year than companies in any other industry, according to data from Dun & Bradstreet Corp. of failures organized by industry and by the number of years the failed companies were in business.

Forrester Research Inc., Cambridge, Mass., created a stir this past April when it released a study -- coincidentally as the Nasdaq Stock Market was crashing -- that predicted the demise by 2001 of most dot-com retailers.

Loud and Immature
Research Director David M. Cooperstein says in many ways the Forrester forecast reflected "a natural evolution of business," but he noted that on the Web, attrition is faster and more visible.
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Currier & Ives "The Progress of the Century" print, 1876 


Typically "private companies go public and you never hear about it," he says. "But the fact that all these dot-com retailers went public so quickly exposed their balance sheets, exposed their immaturity."

Business history is filled with examples of companies founded by entrepreneurs who were better at starting an enterprise than at running it on a day-to-day basis. Some, like Michael Dell, who was 19 years old when he began building personal computers in his college dorm, brought in seasoned managers to make the transition.

Others have been eased -- or forced -- out by boards of directors or funders concerned about the return on their investment. In the early 1900s, for example, William C. Durant was twice ousted from General Motors, which he created through the acquisition of more than two dozen car and parts-supply companies.

The desire for a big return on investment has fueled much of the speculation on new technological marvels.

Forty-nine years before Federal Reserve Chairman Alan Greenspan suggested during a 1996 dinner speech that "irrational exuberance" might be inflating financial-asset valuations, historian Robert Luther Thompson used the phrase "methodless enthusiasm" to describe the exhilaration of the early U.S. telegraph industry.

"Promoters and stockholders had grandiose dreams of the fortunes which would soon be theirs," he said in his 1947 book "Wiring a Continent: The History of the Telegraph Industry in the United States 1832-1866." But "ruthless competition, bad management and poorly constructed lines took their toll. Enthusiasm gave way to disillusionment as company after company failed to make expenses, let alone pay dividends to their luckless stockholders."

A period of consolidation would soon begin, quickly narrowing the field of competitors to six powerful firms, then to one: Western Union Telegraph Co. Western Union would itself be overwhelmed in a mere 30 years by the next new thing -- the telephone -- as a new entrepreneurial cycle began
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