Elaine Wherry,
Seth Sternberg
and Sandy Jen,
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founded Meebo
to allow instant
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GOOGLE'S $1.65 BILLION
ACQUISITION OF THE VIDEO-
SHARING WEB SITE HAS SPARKED
A SURGE OF OPTIMISM IN TECH
LAND. OTHERS SEE THE MAKING
OF A NEW BUBBLE.
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month before dropping out of Harvard
after his sophomore year in 2004 and
moving to Palo Alto, California.

Creating online communities that
thrive on home-grown content has long
been the dream of Internet impresarios.
Dale Dougherty and Tim O’Reilly, pub-
lishers at O’Reilly Media Inc. in Sebas-
topol, California, coined the term Web
2.0 to describe these post-bubble ven-
tures. Facebook, along with video-
sharing behemoth YouTube Inc. and
social networking site MySpace Inc.,
has turned that goal into a mass-market
phenomenon. Smaller sites such as
CriticalSole, where sneaker lovers post
photos of Air Jordans and compare notes
on custom footwear, are piling on.

“Web 2.0 is what everyone was look-
ing for in 1999,” says Ronald Conway,
who’s funded so many Internet start-
ups, including Google Inc., he’s known
as the “Godfather of Silicon Valley” “The
technology has finally gotten us there.”

MySpace, with 60.9 million visitors
a month, is the sixth-most-popular Web
site in the U.S., according to Reston,
Virginia-based ComScore Networks
Inc., which tracks Web traffic. YouTube
experienced a more than 18-fold surge
in U.S. contributors and viewers to 29.6
million in December 2006 from the
previous December. In November,
Google paid $1.65 billion in stock for
YouTube even though it wasn’t clear
how much demand there would be for
ads shown next to users’ home-grown
videos.

Venture capitalists are so eager to
unearth the next YouTube that they
plowed more than $455 million into 79
Internet companies in the first nine
months of 2006, more than double the
same period in 2005, according to re-
search firm Dow Jones VentureOne
Corp. VCs are banking on Web 2.0 to
recover from a half-decade drought.
Venture firms notched a collective
minus 1 percent return in the five years
ended on Sept. 30, according to the Na-
tional Venture Capital Association, an
Arlington, Virginia-based trade group.

Some investors worry that the in-
flux of capital is fomenting a new bub-
ble. “It’s a damn frothy time,” says Peter

SILICON VALLEY'S ENVY

Rip, a general partner at Crosslink
Capital, a San Francisco-based invest-
ment firm. “The YouTube deal was a
clarion call. Everyone’s salivating for
easy money again, and people are sus-
pending disbelief”

boom looks a lot different from
the mania of the 1990s. For start-
ers, there’s no hot market for initial

For all of the Web 2.0 hoopla, this

public offerings to inflate companies’
valuations or, for that matter, provide
individual investors with a way to cash
in. “The gold ring was always the IPO,
and that’s not the case anymore,” NVCA
President Mark Heesen says.

In 2006, 58 venture-backed offerings
raised $5.3 billion—half of the $11 bil-
lion raised via 93 offerings in 2004, ac-
cording to the NVCA. Both sums are
trifles compared with the previous
decade’s Internet lovefest on Wall Street.
From the IPO of Web browser pioneer
Netscape Communications Corp. in
August 1995 through December 2000,
more than 920 venture-backed offer-
ings raised $315 billion, according to
the association. “This boom isn’t tied
to the public capital markets,” says
Jonathan Feiber, a general partner at
Mohr Davidow Ventures, a Menlo Park,
California-based firm.

Thanks to the distribution of free
software code as part of the open source
movement, it’s cheaper than ever to
create new companies. Three partners
formed instant messaging startup
Meebo Inc. in 2005 with $6,000
charged on their credit cards. “Open
source has been absolutely critical in
driving innovation,” says Roelof Botha,
general partner at Sequoia Capital in
Menlo Park, who backed YouTube and
is now supporting Meebo.

Botha, 33, parlayed an $11.5 million
investment in YouTube into a $504 mil-
lion windfall for Sequoia after the
Google deal, according to a Feb. 7 filing
with the U.S. Securities and Exchange
Commission. Yet even Botha says he’s
anxious about converting Web 2.0 in-
vestments into juicy returns. He says a
company today needs at least $100 mil-
lion in revenue and a $500 million val-

uation to do an IPO.

“Even if you create a business that’s
worth more than $200 million, it’s hard
to take it public,” says Botha, former chief
financial officer of PayPal Inc., the online
payment processor that EBay Inc. ac-
quired in 2002. “That’s one of the disap-
pointments that may loom in Web 2.0.”

Without IPOs, many would-be Web
moguls are looking to Google, Yahoo
and media companies such as Rupert
Murdoch’s News Corp. as potential ac-
quirers. News Corp. paid $580 million
for MySpace parent Intermix Media
Inc. in 2005.

“Some people are happy to create
something that’s valuable, and they do it
very quickly,” says Toby Coppel, senior
vice president for corporate develop-
ment at Yahoo, who fields a hundred
pitches a month. “They may fit very well
into the road map of a company like
Yahoo. So we'll snap them right up.”

That happened with MyBlogLog,
which lets blog readers message each
other and set up online communities
based on what they read. Coppel tracked
down CEO Scott Rafer in the lobby of the
Palace Hotel in San Francisco at a Web
2.0 conference in November and ham-
mered out an acquisition. The companies
didn’t disclose the terms of the purchase,
which was completed in January.

Another letdown may come from an
area where Web 2.0 looks suspiciously
similar to Web 1.0: soaring valuations for
companies with little to show in revenue
or profit. In December and January, five
private Web 2.0 startups, including
Meebo, raised enough venture money to
value each at an average of $80 million.
Between them, the quintet has about $5
million in revenue, Rip says. “There’s
going to be a lot of wreckage,” he says.

That has a familiar ring. In the
1990s, startups flush with bull market
riches and no profits added .com to their
names and burned through millions of
dollars before failing. Software maker
Interwoven Inc., which survived the
dot-com bust, gave away free use of
BMW Z3 roadsters to the first 20 engi-
neers it hired in the spring of 2000. In
the space of nine months that year,
money-losing online retailer Pets.com



Inc. went public, spent more than $1
million on a Super Bowl commercial
featuring its sock puppet mascot and
filed for bankruptcy.

The Nasdaq Composite Index crest-
ed at 504:8.62 on March 10, 2000, be-
fore plummeting 78 percent to 1114.11
on Oct. 9, 2002, wiping out more than
$4 trillion in market value. On Feb. 7,
the Nasdaq closed at 2490.50, still 51
percent off that all-time high. “During
the bubble, people were assigned suc-
cess based on their ability to spend
money,” Feiber says.

So far, the advent of Web 2.0 has been
more sober than dot-com mania—when
anybody with an Internet-related pitch
had a shot at VC money, says Benjamin
Wayne, founder and CEO of Fligz Inc., an
Emeryville, California-based firm that
runs a site where consumers can store
digital video files. “During 1.0, you had to
get funded on ideas,” Wayne says. “In 2.0,
you need to demonstrate traction.”

Wayne started his firm with a
$700,000 investment in 2005. He
didn’t receive any venture funding until
December and January, when he ac-
cepted undisclosed sums from Mohr
Davidow and other firms.

Some entrepreneurs don’t mind
keeping VCs waiting. Kevin Efrusy, a
general partner at Palo Alto-based
Accel Partners, says he spent three
months trying to nail down a meeting
with Zuckerberg after hearing about
Facebook from Chi-Hua Chien, a stu-
dent at the nearby Stanford Graduate
School of Business, who’s now an asso-
ciate at Accel. “They’d set a date and
then blow it off;” Efrusy, 34, says.

Efrusy persisted and, on April 1,
2005, finally got his audience. By the
end of that month, Accel—which in the

1990s funded UUNet Technologies Inc.,
one of the first companies to provide ac-
cess to the then nascent Internet—had
invested $13 million in Facebook.

One thing’s the same: The Web 2.0
companies that succeed will have to over-
come challenges that have bedeviled In-
ternet optimists since dot-com entered the
lexicon. They must prove that even with
minuscule startup costs and users who
spend hours online each day, they can con-
vert free Web sites into sustainable, profit-
able enterprises that reward investors.

“One of the things we learned from the
bubble is that what’s most important is
building a successful, profitable business,”
says Nick Grouf, 38, co-founder of Spot
Runner Inc., a Los Angeles company
that’s using the Web to make cheap TV
commercials for small companies.

Web companies say theyre adopting
a number of strategies for turning their
startups into the next Google or Yahoo.
LinkedIn Corp., a networking site for
more than 9 million business profes-
sionals, plans to keep expanding and
eventually take a bow on Wall Street
with an IPO—a milestone for a Web 2.0
company. Facebook is pursuing a time-
honored plan: serve up ads to its audi-
ence of college-educated users.

t Meebo, the mantra is traffic,
Atrafﬁc and more traffic. The com-

pany is betting that revenue and
profits, which are now nonexistent, will
follow, just the way they did at Google.
On a balmy day in December, Meebo
co-founders Sandy Jen, Seth Sternberg
and Elaine Wherry take a break from
their computers for a round of four
square, a playground game similar to
handball. Their office/loft in downtown
Mountain View, in the heart of Silicon

'DURING THE BUBBLE , PEOPLE
WERE ASSIGNED SUCCESS BASED
ON THEIR ABILITY TO SPEND
MONEY,' ONE VC SAYS.

Valley, has 15-foot-high (4.6-meter-
high) ceilings and Ikea-furnished desks
clustered on the sides of the main floor.
There’s plenty of space for Meebo’s 12
employees to whack the ball around.
Wherry, 28, a blond programmer
wearing jeans and a long-sleeved
T-shirt, grew up on a Missouri goat farm.
Using fast serves that send the ball
careening, she makes quick work of
her colleagues.

The trio is all business when it comes
to Meebo. Sternberg, 28, a native of
West Hartford, Connecticut, with curly
brown hair and a toothy smile, had a
self-described “pathological” need to
start an Internet company. “I have a
very deep desire to create something
that’s useful for a ton of people,” Stern-
berg says. “And it’s so much fun.”

Sternberg says he almost dropped out
of Yale University to pursue that goal.
Instead, he earned a bachelor of arts in
political science and international stud-
ies in 2001, much to the relief of his fa-
ther Robert, a former Yale psychology
professor, and mother Betty, Connecti-
cut’s former commissioner of education,
who’s now superintendent of the Green-
wich school system. “They don’t com-
pletely understand it,” Sternberg says of
his vocation. “But they said, ‘If this is
what you really want to do and it will
make you happy, then you should do it.”

Jen, a Stanford University-trained
computer science engineer with black
bobbed hair, chafed at her first job at
Xilinx Inc., a maker of programmable
computer chips. “They put me in a cubi-
cle, and I said, ‘This isn’t where I want to
be,” says Jen, 26, who grew up in Silver
Spring, Maryland, a Washington suburb.

Wherry, who majored in symbolic
systems, a program at Stanford that ex-
plores the “human-computer relation-
ship,” logged four years at Synaptics Inc.,
a maker of touch-sensitive pads for com-
puters. She hooked up with Sternberg,
an old friend, and Jen, whom she knew
from computer science classes.

The three founded Meebo in April
2005 after becoming frustrated that
they couldn’t send instant messages
from any computer. “We wanted to IM
anywhere,” says Sternberg, a pilot who
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unwinds by flying rented propeller
planes around California.

They set out to create a Web site that
would allow IMers to access their buddy
lists on a variety of messaging systems:
AOL Instant Messenger, Google Talk,
Microsoft Corp’s Windows Live Messen-
ger, Yahoo Messenger and Meebo’s own
offering—all without the hassle of a soft-
ware download. The first challenge was
building a program inside a Web browser
such as Microsoft’s Internet Explorer so
users could have Meebo running with a
couple clicks of the mouse.

Working mainly out of Wherry’s Palo
Alto apartment, Wherry and Jen tapped
a free database management program
called MySQL to store user account in-
formation. Jen adopted another piece of
free code that enabled browsers to “talk”
to Web sites. To create Meebo’s own site,
Wherry used a code-writing technique
called Ajax, which fuses different pro-
gramming tools and enables sites to up-
date instantaneously.

Meebo went live in September 2005.
The founders spurred traffic by turning
it on to old classmates, colleagues and
bloggers. Within weeks, the servers
couldn’t handle the heavy message load.
Sternberg, who was attending Stanford’s
business school, wound up trouble-
shooting from the classroom.

Outpacing Yahoo

MONTHLY UNIQUE VISITS*

INCREASE, AUG. 2005-DEC. 2006
TOTAL, DEC. 2006
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“We need 10 more servers now!” he
thumbed on his Palm Treo to Meebo’s
computer supplier one day that Sep-
tember. Sternberg decided he couldn’t
pursue his MBA and run Meebo. With-
out faster servers, Meebo would no lon-
ger be “instant” and would die, he says.
“It’s very hard to drop out of school, but
if your baby’s dying, you need to get that
server, he says.

To handle the message load, Jen and
Wherry switched to faster software
called LightTPD and wrote a program
that let Meebo pack 500 users onto a
server instead of 100. Watchdogging
the servers to make sure Meebo didn’t
slow down was an all-consuming job.
“Elaine and I run around in our sleep
chasing off server demons,” Jen wrote
in a blog in December 2005. “Elaine
and I pop up a few times a night to
check server loads.”

Sequoia Capital’s Botha heard about
Meebo through the Valley grapevine.
Wherry and Jen were dating senior
executives at a company that Sequoia
was backing, and they told one of Botha’s
colleagues about Meebo. Botha met with
the trio and says he was impressed by
how they’d based Meebo on the Web
rather than on software downloaded on
home computers. “IM has remained
locked up in a desktop application and

hasn’t been integrated into the fabric of
the Web,” he says. “That’s what YouTube
did with video, and Meebo has the same
opportunity with IM.”

after Meebo started on $6,000 in

credit card charges, Botha led a
$3.5 million funding round. In January,
San Francisco-based venture capital
firm Draper Fisher Jurvetson led a $9
million second round.

Sternberg, in a Spartan conference
room next to a warren of empty cubicles,
declines to explain how Meebo is going
to use ads to generate sales. “We have
some solid ideas on what one or two
tests would look like,” he says before
clamming up.

Piyush Shah, a consultant and former
director of consumer Internet strategy at
Microsoft, is a big fan of Meebo. Yet he
says instant messaging is built on speed
and doesn’t lend itself to advertising. “You
can have a tiny banner that no one pays
attention to,” Shah says. “Bloggers won’t
use it if it has advertising. IM has never
had a good revenue model.”

Meebo also didn’t obtain explicit per-
mission from AOL, Google, Microsoft
and Yahoo to access their IM networks.
Sternberg says he talks with the compa-
nies to ensure their approval, and so far,

In December 2005, eight months

Web 2.0 sites MySpace and YouTube are growing faster in the U.S. than the longtime Internet leader.

YaHoO!

+87

131 MILLION

ﬁmyspace

+1797

61 MILLION

(T Tube
+51,0007%

30 MILLION

*Number of individuals that visit the site each month. Visitors should not be construed as subscribers, registered users or videos streamed. Totals are rounded. Source: ComScore Networks



the giants have tolerated Meebo. That
could change.

“Third parties that unlawfully lever-
age Yahoo Messenger’s software and
network for their own benefit are not au-
thorized by Yahoo,” spokeswoman Terrell
Karlsten said in a written statement.

Sternberg says he’s confident that
Meebo is on strong ground. The 5 mil-
lion users who log in each month form a
base on which the company can expand,
he says. “We have proven that we can
build technology and a community of
users,” he says. “We still have a long way
to go.”

Facebook already shows promise as
the next big thing. It’s even turning
a profit, says Zuckerberg, declining to
provide details.

“It commands so much attention,”
says Mark Kingdon, CEO of Organic, a
San Francisco-based Internet ad agency
owned by Omnicom Group Inc. “It
would be very hard to be a college fresh-
man today and think about college life
without Facebook.”

Facebook’s offices over an Indian
restaurant in Palo Alto don’t telegraph a
grand destiny. A stenciled sign with the
company name greets visitors, along
with a life-sized cardboard cutout of
Chewbacca, the hairy Wookiee character
from the Star Wars films.

Inside, software engineers in T-shirts
and jeans sit at wheeled desks and tap
away at laptops. On “Formal Fridays,”
they wear blazers. Four flat panels on
the wall give minute-by-minute updates
on the health of Facebook’s thousands
of servers. Every few months, the pro-
grammers hold a “hackathon,” an all-
night code-writing session that lets
them work on projects they have little
time for during regular hours. The pro-
grammers crank up the music, chug Red
Bull energy drinks and feast on pizza
and In-N-Out burgers, Zuckerberg says.
The Facebook feature that lets users
track friends’ birthdays came from one
such session.

Zuckerberg’s desk is adorned with
headphones, a mouse mat and cables
with which to plug in his laptop. The
CEO doesn’t appear to like material
things: His apartment holds a mattress,

'IT'S VERY HARD TO DROP OUT OF
SCHOOL, BUT IF YOUR BABY'S
DYING, YOU NEED TO GET THAT
SERVER,' STERNBERG SAYS.

a table, a stereo and little else, says
spokeswoman Melanie Deitch. He shuns
shoes in favor of flip-flops, even in win-
ter. On his Facebook page, he lists his in-
terests as revolutions and “eliminating
desire for all that really doesn’t matter.”

Zuckerberg, who grew up in a New
York suburb called Dobbs Ferry, found-
ed Facebook in February 2004. Mem-
bers post their names, photos and
contact details, along with anything
from favorite movies to memorable
quotes, on the free site. “People use the
site in order to get a sense of what’s
going on around them,” Zuckerberg said
at the November discussion in San
Francisco. “We think of it as a utility.”

Within weeks of its founding, Face-
book morphed into a must-visit destina-
tion for Ivy Leaguers. Now, it’s part of
the lives of young people and 30-some-
things. “Girls all over America are asking
guys, ‘When are you going to put me in
your Facebook page?” says Jeff Crowe, a
general partner at Norwest Venture
Partners in Palo Alto. “It isn’t official
you're going out unless it’s in Facebook.”

Jeff Lanctot, vice president at Seattle-
based ad agency Avenue A/Razorfish,
says spending by his clients on Facebook
doubled in the second quarter of last year
from the first and then doubled again in
the third quarter. Companies buy banner
ads, typically costing about $10 for each
1,000 times they’re displayed. Apple Inc.
and other firms may also sponsor groups
of users on Facebook.

Zuckerberg is getting a crash course
in management. “Running a company
takes a variety of skills and almost no
one has all of them,” he says. “The most
interesting thing has been just realizing
there are a lot of different ways to do it.”

Reid Hoffman knows the feeling. As
chairman of LinkedIn, he’s riding herd
on his own online community. The site,
which is poised to notch $100 million
in sales next year, is adding 500,000
people a month, according to company
data. That makes LinkedIn the largest
online business network in the U.S.

On a crisp day the week before Christ-
mas, Hoffman, a Bay Area native who
earned a master’s degree in philosophy
from the University of Oxford in the UK.,
rushes into the Stratego room at Linked-
In’s Palo Alto offices. Monopoly, Yahtzee
and other board games hang above the
doors of nearby conference rooms.

Hoffman, a speed talker who punctu-
ates his monologues with bursts of laugh-
ter, has just arrived from a three-day trip
to France, Germany and the U.K. Linked-
In has 3 million registered users in Eu-
rope, about a third of its 9 million-strong
network. “We thought it was about time
to start serving those countries better,”
says Hoffman, who, like a football coach
in team colors, usually wears a black polo
shirt with his firm’s “In” logo.

offman, who at 39 is a decade older

H than many Web 2.0 entrepreneurs,
formed LinkedIn in November

2002 with four colleagues. They wanted
to create a network for professionals to
find or fill jobs, meet new partners and
seek experts in their fields. Hoffman says
they didn’t want LinkedIn to be a bazaar
where executives would be inundated
with unwanted solicitations. Anyone can
log in to LinkedIn for free and establish a
profile listing work experience, expertise,
education and hobbies. To connect to an-
other professional, a user must get an e-
mail introduction from a LinkedIn user
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who knows both parties. Hoffman calls
this a “trust network.” “You don’t want to
meet all the people who want to meet
you—that’s a problem that had to be
solved,” says Hoffman, who has more than
1,100 connections. “We wanted a service
where you can create a trusted circle of
people that help advance your career”
Hoffman says the firm began turn-
ing a profit in March 2006 as it gen-
erated revenue from three sources:
advertising, job listings and premium
subscriptions ranging from $200 to
$2,000 a year. More than 350 corpo-
rate clients, including EBay and Micro-
soft, pay $10,000-$250,000 annually
to register human resources personnel.
Greylock Partners and Sequoia Capital
invested about $15 million in LinkedIn
in 2005—three years after it was up and
running. In January, Bessemer Venture
Partners led a $12.8 million round.
Hoffman, a prolific investor who has
put his own money into Facebook and
more than a dozen Internet companies,
says he’s shooting for an eventual IPO.
“That is the most likely outcome,” he says.
As LinkedIn and other startups plot
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'GIRLS ALL OVER AMERICA

ARE ASKING GUYS, “WHEN ARE
YOU GOING TO PUT ME IN YOUR
FACEBOOK PAGE?'" CROWE SAYS.

how they’ll keep their companies grow-
ing and reward founders and investors,
some entrepreneurs are exploring be-
yond today’s user-driven Web sites.
“There’s already people saying it’s
passé to be Web 2.0,” says Charles
Moldow, a general partner at Founda-
tion Capital, a Menlo Park-based VC
firm. “They’re talking about Web 3.0.”
This next chapter of the Internet
may involve widespread adoption of
3-D simulations where corporations
hold business meetings or people meet
to socialize. Second Life, a San
Francisco-based site, lets participants
develop alternate lives in a virtual

Surfing for Web 2.0 Deals

world. Tim Berners-Lee, 51, who un-
leashed today’s Internet mania by in-
venting the World Wide Web, is
working on a system to enable sites to
automatically share information with-
out being directed by humans.
Entrepreneurs have never had a
shortage of ideas for the Web and its
technological potential. The scarcer
commodity—from Web 1.0 to Web 3.0
and beyond—is the ability to turn inno-
vation into profit. §
EDWARD ROBINSON is a senior writer at Bloomberg
News in San Francisco. JONATHAN THAW
covers technology in San Francisco.

edrobinson@bloomberg.net
jthaw@bloomberg.net

According to Yahoo's Toby Coppel, Web 2.0 companies are
often built as simple, plug-in acquisitions for large Internet
companies. You can use the Bloomberg M&A Analysis
(MA) function to examine details of such transactions in-
volving both public and private companies.

For example, to see information on Google's acquisition of
YouTube, type MA <Go> and click on Mergers And Acquisi-
tions Search. Tab in to the EnTER CompANY NANE field, enter
GOOGLE and press <Go>. Click on Google Inc. in the results
to see a list of all the deals involving the Internet search
giant. In the table of deals, click on YouTube Inc. to see de-
tails, as shown at right. The
all-stock deal was valued at
$1.3 billion when it was an-
nounced on Oct. 9. When the
deal closed on Nov. 14, shares
of Google had risen 14 per-
cent. The value of the deal at
completion was $1.55 billion,
according to a calculation
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For the top corporate finance-related news stories, type TOP DEAL <Go>.
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that Bloomberg based on the average closing share price in
the 20 days before the deal closed.

For information on the legal and financial advisers on
the deal, click on the More Deal Info button on the red tool
bar and select Deal Advisers. Press <Menu> to return to
the Acquisition Detail screen. To find news stories about
the acquisition from the day it was announced, click on the
Acquirer Info button, select Company Information and
click on Announcement Date News. A list of headlines then
appears on another Bloomberg Professional service screen.
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