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technology economy businessWITH

SAN FRANCISCO

BY CLAIRE CAINMILLER

For anyone with a crazy idea for a Web
business, the way to make it pay was
once obvious: get a lot of visitors and
sell ads. Since 2004, venture investors
have put $5.1 billion into 828 Web start-
up companies, and most of them are
supported by ads, according to the Na-
tional Venture Capital Association.
Now advertisers have cut back their

online spending. So Web start-ups are
searching for newways tomakemoney,
like selling real, or virtual, goods or ask-
ing customers to buy subscriptions.
And venture capitalists who envision

a sale of the company in the public mar-
kets are encouraging these efforts. Ro-
ger Lee, a partner at Battery Ventures
who invests in digital media start-ups,
said he considers only companies with
one or two revenue streams in addition
to advertising.
‘‘Current troubles in the advertising

economy are forcing people, out of ne-
cessity, to ask really hard questions
about how do I build a profitable busi-
ness,’’ he said.
The latest example isOpenTable, a res-

taurant reservation site that makes
money selling its software to restaurants
and charging them $1 for each diner
seated. Lastweek it became the first ven-
ture-backedWebcompany togopublic in
two years. It was a very successful offer-
ing. The stock was offered at $20 on
Thursday, 43 percent higher than invest-
mentbankers’ originalpriceestimates. It
closed Friday at $28.71, a 44 percent gain.
Others are learning the lesson. When

Ben Elowitz designed Wetpaint in 2005,
it was intended to let anyone create a
Web site free. The venture capitalists he
talked to said Wetpaint should get as
many visitors to the sites as possible so
it could offer advertisers a big audience.
Typical Wetpaint Web sites were at-

tracting audiences of a few hundred
thousand last fall, when many of their
advertisers raised their sights to pub-
lishers withmore than fivemillion read-
ers, Mr. Elowitz said. Rates for leftover
ad space fell to 25 cents per thousand
views from $1.
Some tense board meetings followed.

‘‘Toward the end of the year, we came
around to say. ‘We’renotgoing todepend
on one revenue line,’’’ he said. ‘‘The on-
line advertising market looked like it
would be the biggest star on the land-
scape, and even that star has dimmed.’’

Now, Wetpaint charges its big com-
pany customers, likeHBOandFox, a fee
in exchange for providing extra services
like site promotion and moderating
reader forums. Smaller customers can
pay to keep their sites free of ads. Wet-
paint plans to add more paid services,
including additional storage for big files
and personalized domain names.
The market consultants at eMarketer

say that while ad growth online has
slowed from its 20 percent to 30 percent
growth rates, it still grew 10.6 percent
last year and is expected to expand 4.5
percent this year. Andwhile advertisers
are expected to spend less on display,
classified and e-mail ads, they will
spendmore on search and video ads.
Some technology investors say there

is no reason to panic.
‘‘Pre-October, most business plans

were ad-based models, and all of a sud-
den, the entire world decided they were
virtualgoodsor subscriptionmodels, and
I just find those overreactions crazy,’’
said David Sze, a partner at Greylock
Partners who has invested in ad-suppor-
ted sites like Facebook and Digg. ‘‘Sure,
the ad industry will shrink, but I believe
you will see continued growth in ad dol-
lars going to the Internet over time.’’
New companies, however, can find it

hard toattract tensofmillions of visitors,
asFacebookandDigghave.Andwithout
them, the advertisersmay not follow.
Pandora, an online radio site, tried

subscriptions when it started in 2005.
‘‘That lasted all of three weeks,’’ said

TimWestergren, Pandora’s founder. ‘‘It
was pretty clear there was no future in
that and the only real option was to go
free.’’ Pandora nowhas 10million listen-
ers a month and advertisers like Hew-
lett-Packard and Best Buy.
Ads are not enough, though. Last

week, Pandora began an optional sub-
scription service. For $3 amonth, listen-
ers see no ads and receive a desktop ap-
plication and faster streaming.
‘‘This is the ultimate debate: What is

the nexus of what users want and what
the economics will allow?’’ Mr. Wester-
gren said.
Pandora’s new model, which is often

called ‘‘freemium’’ — a mix of free and
premium— is becoming the most popu-
lar amongWeb start-ups.
Xobni, whichmakes a tool that simpli-

fies searching in Outlook e-mail, is free
but plans to unveil premium, paid ver-
sions this summer that offer more fea-
tures. Xobni does not run ads.
‘‘Ads are an inefficient business mod-

el, making indirect revenue as a result
of behavior and advertising to people
who don’t want to see them or for whom
they’re irrelevant,’’ said Jeff Bonforte,
Xobni’s chief executive. ‘‘Premium is a
very direct and efficient model.’’

BY STEVE LOHR

For more than a decade, the prevailing
view of innovation has been that little
guys had the edge. Innovation bubbled
up from the bottom, from upstarts and
insurgents. Big companies didn’t innov-
ate, and government got in the way. In
the dominant innovation narrative, ven-
ture-backed start-up companies were
cast as the nimble winners and large
corporations as the sluggish losers.
There was a rich vein of business-

school research supporting the notion
that innovation comes most naturally
from small-scale outsiders. That was
the headline point that a generation of
business people, venture investors and
policy makers took away from Clayton
M. Christensen’s 1997 classic, ‘‘The In-
novator’s Dilemma,’’ which examined
the process of disruptive change.
But a shift in thinking is under way,

driven by altered circumstances.
In the United States and abroad, the

biggest economic and social challenges

— and potential business opportunities
— are problems in multifaceted fields
like the environment, energy and health
care that rely on complex systems.
Solutions won’t come from the next

new gadget or clever software, though
such innovationswill help. Instead, they
must plug into a larger network of
change shaped by economics, regula-
tion and policy.
Progress, experts say, will depend on

people in a wide range of disciplines,
and collaboration across the public and
private sectors.
‘‘These days, more than ever, size

matters in the innovation game,’’ said
JohnKao, a former professor at theHar-
vard business school and an innovation
consultant to governments and corpo-
rations.
In its economic recovery package, the

administration of President Barack
Obama is financing programs to gener-
ate innovationwith technology in health
care and energy. The government will
spend billions to accelerate the adoption
of electronic patient records to help im-
prove care and curb costs and billions
more for so-called smart grids that use
sensors and computerized meters to re-
duce electricity consumption.
In other developed nations, where en-

ergy costs are higher than in the United
States, government and corporate proj-
ects to cut fuel use and reduce carbon
emissions are further along. But the
Obama administration is pushing more
in that direction. The change will bolster
demand for more efficient and more en-
vironmentally friendly systems for man-
agingcommuter traffic, fooddistribution,
electric grids andwaterways.
Those systems are animated by inex-

pensive sensors and ever-increasing
computing power but also require skills
to analyze, model and optimize complex
networks, factoring in things likeweath-
er patterns and human behavior.
Big companies like General Electric

and International Business Machines
that employ scientists in many discip-
lines typically have the skills and scale
to tackle such projects. Their advantage
is in ‘‘being able to integrate innova-
tions across these complex systems,’’
said James E. Spohrer, a scientist at
I.B.M.’s Almaden Research Center in
San Jose, California.
The lone inventor will never be ex-

tinct, but W. Brian Arthur, an economist
at the Palo Alto Research Center, says
that as digital technology evolves, step-
by-step innovations are less important
than linking all the sensors, software
and data centers in systems.
Today, Mr. Arthur said, the unfolding

‘‘digitization of the economy’’ is in some
ways amodern rerun of past technology
waves, from steam power to electricity.
‘‘It’s not individual inventions that mat-
ter so much, but when large bodies of
technology come together and have an
impact across the economy,’’ he said.
‘‘That’s what we’re seeing now.’’
In computing, some technological

frontiers require size and deep pockets.
To be competitive in Internet search and
some otherWeb services, which cater to
hundreds of millions of users world-
wide, a company must build data cen-
ters of gargantuan size, and only a hand-
ful of companies can design and afford
them, led by Google andMicrosoft.
In health care, institutions that have

done best in improving the health of pa-
tients with chronic conditions like heart
disease and diabetes have been larger,
integrated systems like Kaiser Perman-
ente in California and the Geisinger
Health System in Pennsylvania. They
have the scale and incentives to invest
in things like wellness programs and
electronic health records.
In an e-mail message last week, Mr.

Christensen, a professor at Harvard
BusinessSchool, said that big companies
do tend to resist disruptive innovation
but that size need not spell failure. ‘‘The
good news is that, once they recognize
the benefits of disruptive thinking,’’ he
wrote, ‘‘the big companies have all the
resources necessary to induce change.’’

RIGA, LATVIA

BY CARTER DOUGHERTY

Many countries in the world have felt
the sting of the economic crisis, but few
can match Latvia for sheer pain. A har-
rowing contraction in the economy is re-
ordering expectations for the future as
the country’s leaders grapple with a
credit-fueled boom turned to bust.
Two brothers, Matiss and Oskars

Barkoviskis, see it every day as they
make their rounds here in their bor-
rowed Mazda pickup truck. In the three
months since they founded a charity for
feeding the poor, they have discovered a
strong and growing demand for their
services.
In just that time, the number of famil-

ies they visit each week has nearly dou-
bled, with new ones answering ads in
Riga’s free newspaper every day. They
started by delivering groceries down
the dirt roads outside Riga and into de-
crepit, Soviet-era high-rise apartment
buildings. But now they find themselves
helping out families who live in appar-
ently comfortable surroundings, but
who can no longer afford to feed them-
selves.
‘‘Before we started this project, I nev-

er thought people could live like this,’’
said Matiss Barkoviskis, 20. ‘‘There is a
sadness that I did not expect.’’
It is not hard to grasp what stands be-

hind the sourmood in Latvia.
Forced into the arms of the Interna-

tional Monetary Fund, the Latvian gov-
ernment is now cutting its budget and
the wages of state employees in a bid to
rebalance a society that had run badly
out of whack.
Austerity is rippling down the social

hierarchy, as the affluent cancel vaca-
tions, middle-class people fret about so-
cial descent, and Dickensian scenes of
destitutionmultiply.
In Riga, the capital, abandoned con-

struction sites, vast lots of repossessed
cars and a new, utterly empty shopping
mall testify to the misery. But the gov-
ernment’s toughmedicine for the crisis,
stiffer than Black Balsam, the syrupy
herbal liqueur that is the country’s na-
tional drink, has defined the times.
Latvia is racing to halve an enormous

government budget deficit, now esti-
mated at 12 percent of gross domestic
product, even as its economy is expec-
ted to contract by 16.5 percent this year.
That is a condition of the $10 billion bail-
out by the I.M.F. that the European Un-
ion, of which Latvia is a member, also

supported.
Prime Minister Valdis Dombrovskis,

acutely aware that the previous govern-
ment fell after Riga was shaken by riots
in January, must now convince wary
lawmakers that the country’s choices
have narrowed to bad andworse.
‘‘There is a growing awareness of

what the problems are, but also what
the alternatives are,’’ Mr. Dombrovskis
said in an interview. ‘‘The alternative is
not receiving international financing.’’
The alternative, in other words, is de-

fault.
In better times, the global financial

systemwould barely flinch at the idea of
Latvian insolvency. But the other Baltic
countries, Estonia and Lithuania, as
well as Romania and Bulgaria and even
Western stalwarts like Ireland all
gorged on cheap credit and are all
groaning under a heavy debt load. The
last thing they want to see is a default,

which could reignite a crisis that ap-
pears to be easing.
‘‘Latvia is a reminder that there are

other countries struggling with huge
imbalances, though nobody has turned
out as bad as Latvia,’’ said Lars
Christensen, chief analyst at Danske

Bank in Copenhagen, who has long
warned of a convulsion in the region.
‘‘Some come pretty close.’’
In the heady days after it gained

membership in the European Union in
2004, Latvia pegged its currency, the lat,
to the euro in anticipation of eventually
adopting the European currency. Its
economy blossomed and Riga, blessed
with its abundance of stunning Art Nou-
veau architecture, emerged as a kind of

capital of the Baltics.
Euro-denominated lending exploded,

to the point where 85 percent of house-
hold debt was held in euros. But that
seemed immaterial at the time, since
the euro would soon replace the lat as
the country’s currency, or so it was
thought.
The lat is still with Latvia, however,

and so is a colossal problem of how to
devalue the currency — the usual ad-
justmentmechanism in a financial crisis
—without creating a crushing debt bur-
den. Rather than let the currency de-
cline, the government has chosen what
it calls an ‘‘internal devaluation,’’ in
which wages are forced downward to
restore the economy’s equilibrium.
In December, the previous govern-

ment reduced wages by at least 15 per-
cent for most civil servants, and Mr.
Dombrovskis is promising more. The
government’s procurement budget was

cut by a quarter, while the value-added
tax increased to 21 percent from 18 per-
cent.
Exceptions for books and hotels fell

away; excise duties on alcohol and gas-
oline rose.
The experience is weakening the

bonds that Latvians feel for their state.
Though proud of their heritage in lan-
guage and culture, many now speak
openly of emigration, and fadingmemo-
ries of citizens standing together with
leaders to throw off Soviet domination
19 years ago only accentuate the aliena-
tion.
‘‘Independence or bondage is an easy

question to answer,’’ said Krisjanis
Karins, a former Latvian economy min-
ister. ‘‘This time it is not so cut and
dried.’’
Girts, a lanky 40-year-old doctor’s as-

sistant, works three jobs in three hospit-
als for a monthly salary of $1,350 and
spends half his income servicing a euro-
denominated mortgage on his apart-
ment.
The mood at Latvia’s state-run hos-

pitals, he said, is now one of foreboding,
as employees gripe that managers did
not share in the pain of a 20 percent
wage cut in January— one that covered
all government workers — and will
dodge another later this year. ‘‘I have
very little faith left in the Latvian state,’’
said Girts, who asked that his surname
be withheld for fear of retribution by su-
pervisors. ‘‘I don’t know how much
longer this can go on.’’
For Latvia’s poor, the mood falls

somewhere between bewilderment and
frustration, as families struggle to com-
prehend why their world has come
apart.
It did notmake themrich, but Latvia’s

boom over the past few years reached
Aija Voitov and her husband, Juris, who
live in a two-room shack heated by a
crude metal stove down a dirt road out-
side Riga.
ThoughMr.Voitov switched jobs from

time to time, work was plentiful, and
Mrs. Voitov had only to walk over to the
nearby main road to find work at a big
supermarket. Three months ago, Mr.
Voitov lost his job at a food processing
factory where he had earned $735 a
month, a tiny enough sum. Since then,
as the family scrapes by on state assist-
ance, Mrs. Voitov confesses little com-
prehension of exactlywhatwentwrong,
only that in the past, things were better.
‘‘It was normal, it was good,’’ Mrs.

Voitov said. ‘‘There was plenty of
work.’’

For Latvia, painful cuts to keep a bailout deal
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Oskars Barkoviskis getting a signature after delivering food to the needy. The number of families his charity helps has nearly doubled.

Innovation
no longer
falls to the
little guy

Web start-ups pursue
new funding models

Progress will depend on
collaboration across a wide
range of disciplines, which big
companies can foster.

As advertising dries up,
investors say companies
need alternative sources

Latvia is racing to halve an
enormous budget deficit.


