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I. Executive Summary

Venture Capital (“VC”) exists as an industry promoting the growth of entrepreneurial business.  By nature, a start up business is in the most crucial part of a business’s life, the beginning.  It is during this stage that failure looms around every corner, causing any competitive edge to be feverishly sought after.  Behavioral advertising provides such an edge.

Behavioral advertising replaces the outdated advertising model that only established companies could afford.  No longer are the high prices of television and print media the gateways to success.  Behavioral advertising facilitates the exposure of willing buyers with these new startups through tracking of the buyers past behavior.  This process results in ads that are tailored to the buyer being delivered rather than randomly assigned.  What this means is that the cost imposed upon these new businesses can be drastically reduced as the audience receiving the advertisement becomes more focused.  This results in viewers that are naturally inclined to purchasing from the startup seeing the ad and the startup only paying for a limited amount of exposure.  The huge costs required in television ads are no longer necessary.  The audience is no longer a largely uninterested national group; rather it is a focused consumer with a preference geared toward the startup.

However, despite the usefulness of behavioral advertising to the growth of small business, privacy advocates continue to lobby for legislation against such advertising.  Legislation that prevents the use of behavioral advertising will transform the Internet into another media outlet that small business cannot afford.  It is currently cost-prohibitive for small businesses to compete with national brands for the coveted advertising slots in other media.  By enacting new legislation into the field of online advertising, there will be a stifling of entrepreneurship.  This will lead to further consolidation of wealth within the large, national brands.  This will lower competition and ultimately harm consumers, exactly the result the privacy advocates were seeking to avoid.  The only difference to the consumer is that the harm is now tangible, economic harm rather than amorphous, private harm.  A private harm that had available remedies not requiring government action.

This private harm is already preventable through personal action currently available to consumers.  Those unwilling to assist start up businesses can simply disable cookies on their web browsers to prevent the ad networks from tracking their behavior.  If this is too much, simply deleting stored cookies on a weekly basis should suffice for most who are concerned with their privacy.  These avenues, along with many others, are currently available to the public at large should they choose to use them.  Choosing to use or abstain from these measures should be a choice that our legislature respects.  Utilizing government regulation to replace personal choice overlooks the libertarian values of this country.  

II. Introduction
VC has helped to launch many small businesses within the American economic sector.  It serves as a method for capital to reach small businesses that would not be able to get off the ground without this equity infusion.  VC has become involved in the realm of behavioral advertising through different avenues.  Some VC firms have directly invested into the behavioral advertising industry, Union Square Ventures’ funding of Tacoda Systems,
 while others became involved through the nature of VC.  This is because VC involves financing start up efforts by businesses and a primary concern with any business is to identify buyers.  Advertising directly communicates the products made by the start up company to the buyers, and online behavioral advertising has shaped the modern landscape.  This form of advertising has brought arguments from privacy advocates to call for strict regulation while others champion the cause of behavioral advertisers.  VC firms remain in a unique position within this dichotomy.  

VC firms finance companies at the beginning of the lifespan.  This places VC firms in the position of wanting advertising to be as open and cost-effective as possible.  However, VC firms seek to remove themselves from start up companies once they have gotten themselves into a profitable position.  What this means is that VC firms continue seeking new, promising ventures rather than sticking with companies that prove their success.  The result of this is an ever-increasing amount of competition within the market.  Thus VC firms work to both facilitate market competition and to dominate the market with their investments.  This places VC firms in the position of wanting as much advertising available, especially for those least able to afford it.  Startup companies search for the exact type of advertising that behavioral advertising firms offer.  However, a VC firm’s primary purpose is to invest in bright, innovative ideas.  Having a market that supports behavioral advertising while a subset of consumers would support another alternative presents a business opportunity.  VC is therefore available to a new company who would wish to break the mold and offer no behavioral advertising as one of its perks.  The result of VC’s multifaceted abilities leads PricewaterhouseCooper to argue in favor of market forces dictating the regulation of behavioral advertising.

III.  The Venture Capital Process
The venture capital industry exists to facilitate growth within entrepreneurial businesses.  VC is a form of private equity, structured to find novel ideas and grant them needed capital to realize their potential.  The goal of the VC firms is to bring enough attention onto the entrepreneurial companies that they begin to take in additional revenue.  

But this oversimplifies the process.  Thus, a detailed explanation is needed to give a clear picture of how the VC industry functions.  It begins with an entrepreneur who starts up a company.  The founders of the company then create a business plan detailing: their goals; methods to reach the goals; growth prospects for the company; and other business related items.
  VC firms either approach the company or the company will approach them, at which point the VC firm looks over the business plan and makes a decision based on what it is shown.  Should the VC firm show interest, then the bargaining process will begin.  First, the VC firm and the company go through the business plan and other company records and compile a “pre-money” valuation.
  This is essentially an agreement between the parties as to the current worth of the company.  The VC firm then invests capital into the company and a new valuation is computed known as the “post-money” valuation.
  The percentage increase between the pre-money and post-money valuations determines the amount of stock that the VC firm will receive in exchange for its capital infusion.
  However, capital is not the only thing that startup companies receive from VC firms.  Many VC firms are well versed in industry and bring with them experience and contacts within the startups industry.  The experience possessed by the VC firms and the large amount of capital contributed usually results in the VC firm being offered a spot on the managerial board of directors.

The goal of the VC firm is to take the startup company from its initial place to the point where an initial public offer is feasible.  An IPO is where the company goes from private ownership to public ownership by issuing shares of its stock on a registered stock exchange.  When a company reaches the point of an IPO, the company is generally regarded as being a success and after the IPO the VC firm will liquidate its stock and move on to new startups.  

Companies seek VC funding for a variety of reasons.  Chief among these is the cost of advertising, though concerns such as equipment purchases, research and development, and payroll contribute to the need for venture financing.  To illustrate how large the proportion of VC financing that goes into advertising one needs look no further than a typical dot-com company.  Many dot-coms receive $50-100 million in venture financing to get to the point where an IPO is feasible.  Up to half of the capital contribution can go toward the advertising budget.

IV.  Behavioral Advertising
Advertising is an industry whose importance for any business cannot be overstated.  Advertising presents available products to various markets containing potential buyers.  It has become so important that it is predicted that companies will spend $353.5 billion dollars this year in advertising.
  Of this, $108 billion will be used for online advertising.
  Our televisions, newspapers, magazines, and now websites are immersed within the world of advertising.  

Since its inception, advertising has aimed at identifying potential buyers.  The initial method of targeting buyers was done primarily through context.  For example, if you were to buy an automotive magazine, you would likely see advertisements for automotives products.
  This was done based on the logic that readers of an automotive magazine would be more inclined to buy automotive parts than readers of a golf magazine.  The goal during all of this was still to pair willing buyers with products they are naturally inclined to purchase.  However, with the Internet revolution, there are now much more dynamic ways to pair willing buyers with willing sellers.

Behavioral advertising works by placing ads that, given your browsing history, are tailored to your tastes.  There are two theories behind behavioral advertising.  The first is that contextual advertising is simply “tuned-out” by the viewer.
  This is premised on the notion that because we are so immersed in advertisements that ads in the same context as the content we are currently reading are more easily tuned out.  The logical solution is then to place ads that are out of context into the ad space.  However, the success of randomly assigned, out of context ads might be less than desirable, hence the addition of the second theory behind behavioral advertising.  Given past behavior, personal taste can be catered to in the form of advertisements.  This is where the “behavioral” part of behavioral advertising comes from.  By tracking someone’s browsing history, ad networks can create a profile of the user.  This profile allows the ad company to better guess at the user’s personal taste.  For example, someone who has been browsing information regarding Italy and different hotels might be inclined to click on an ad conveying a vacation offer in Tuscany.  

Behavioral ads make logical sense, but do they actually work in practice?  Tacoda Systems is the leading behavioral targeting company and was curious about this very question.   This lead to a study, conducted by Next Century Media Research, that employed “eye-tracking” on readers of different websites.
  The study documents the number of “looks” and the length of time spent on advertisements during a reader’s session.
  The study concluded that, “behavioral ads are 17% more effective in engaging readers than contextual ads. But more importantly, after the first exposure to both ads, the behavioral ads perform 54% better than contextual.”

1. Niche Markets and the Impact of Behavioral Advertising
Behavioral ads are more effective than contextual ads, but the most important feature of behavioral advertising is its availability to small businesses.  Google is the largest provider of online advertising, dominating the market and providing 69% of the online advertisements.
  However, because of targeted advertising, small businesses can still buy ads from Google and have it reach an audience more suitable to the startup than otherwise available.  Although Google may possess an extreme amount of control over the available advertising, the presence of behavioral advertising is such that small businesses can still compete.  Google itself illustrated examples of the success of small businesses through online advertising in its testimony before the Senate Committee on Commerce, Science and Transportation.
  Documenting 4 different small businesses, one run by a grandmother out of her home, these entrepreneurs have all succeeded in growing their companies through the use of online advertising.
  The reason for this success is because Google’s ad model works by utilizing the “long-tail” of the Internet, “the millions of individuals and small businesses that cater to and need to connect with niche interests and markets.”
  Were this market to become yet another where you must purchase as much ad space as possible to facilitate viewership with as many, largely unmotivated, buyers to reach a sale, small businesses could simply not compete.

V.  How Behavioral Advertising and Venture Capital Co-Exist


The current advertising model supports small businesses and provides a playing field where they can compete with established corporations.  Legislative changes regarding consumer data could bring about a close to this level playing field.  


The goal of a VC firm is to facilitate entrepreneurial advancements.  The current world of online advertising has greatly enhanced the ability of startup companies to reach its target audience.  These two statements illustrate how the goal of venture capital and the current behavioral advertising landscape co-exist.  However, legislative changes made in the field of advertising place this at risk.  


Privacy advocates claim that the public is unknowingly having its privacy invaded by pervasive ad networks seeking an extra dollar.
  However, these advocates fail to acknowledge that there is already a remedy in place for any who feel their privacy is being invaded.  This is because those ad networks that track your behavior do so through the use of tracking cookies which are easily removed by standard features within your internet browser.  However, some Internet search engines are now considering tracking your search queries as well.  This is a non-issue as well since there is a myriad of available search programs and should one choose to employ such tracking technology, then those who are against it can feel free to remedy the situation by moving to a different search program.  Should all of these companies choose to engage in behavioral tracking while consumers desire an alternative, a perfect opportunity for additional competition opens up.


The free market adapts to changes in consumers.  Should the government feel the need to legislate, it will be usurping the role of the market and imposing what it feels best suits the public.  Without even detailing all of the positive aspects that come with online advertising, what would become of the small businesses that so rely upon the availability of targeted advertising?  That grandmother of four who makes her living off of her cooking site will see a sharp decline in the number of new visitors should this avenue be removed.  Once gone, the Internet will be reduced to yet another media outlet where advertising costs a premium that small business simply cannot afford.  The result of this is that VC money going to these companies will be disproportionately allocated into the advertising budget leaving: less capital for other areas of the company; a smaller grand total of funds within the VC’s capital fund to invest in other start ups; and more risk incurred by the VC firms resulting in lower amounts of lending.  

1.  The Current Market Further Supports Behavioral Advertising


We are all aware of the current financial meltdown resulting from the failed banks throughout our nation.  What is not being talked about is the steady flow of funds from VC firms into startup businesses.  We were repeatedly subjected to talk of “the entrepreneurial spirit of America” during the Presidential campaign, yet there was little discussion of what facilitates this “spirit.”  Current reports show a steady flow of funds from VC firms into many different sectors, with third quarter spending recorded at $7.131 billion dollars.
  However, this is all subject to change should legislation change the landscape of advertising.  As was shown, advertising is a primary concern of startup businesses.  Making advertising prohibitively costly toward small businesses, especially in these dire times, will add additional harm to our economy.

VI.  Some Legislation is Acceptable; Some Would Irrevocably Alter the Landscape


This is not to say that all legislation is improper.  Many privacy advocates simply want safeguards in place to reassure them that the information is not being improperly used.
  Safeguards would serve only to protect the information collected by the ad networks from “hackers” or improper use (such as the sale of this information).  There is nothing about this type of legislation that PricewaterhouseCooper feels would disrupt the advancement of small businesses.  However, there is legislation that goes too far.


Some groups call for more transparency when consumer data is being collected.
  There already exist privacy policies that detail how consumer data is being collected and used to serve ads to them, but this is not enough for the privacy groups desiring something more robust.  Many of them would prefer an opt-in system allowing the collection of data from consumers.  However, the reality of the situation clearly suggests that such a system not be enforced.


Consumers have made their feelings on “pop-up” ads well known.
  Legislation that forces consumers to opt-in to allowing the tracking of behavior will result in any website that employs such data tracking to prompt consumers to acquiesce to the collection.  This results in additional pop-ups, or extra boxes to check off, that consumers will not be thrilled to see.  Should a web browser seek to make a default option to other opt-in to all or opt-out of all such prompts, it would alleviate this problem, though presenting new problems.  

Given the choice between sharing information and not, consumers will err on the side of privacy.
  This is mostly because they do not understand how the data will help small businesses, and why should they?  Small businesses cannot afford to embark on a campaign detailing the benefits of behavioral advertising.  Rather, they are the ones who can only afford this type of advertising, remaining fortunate that behavioral advertising is so cost-effective.  Changing the landscape into this preventative form will result in these small businesses being unable to reach their desired consumers.

Any legislation seeking to ban the use of behavioral information would harm small businesses greatly.  Those small businesses outlined in Google’s statement to the Senate Committee on Commerce, Science & Transportation provide ample evidence to how valuable this form of advertising is to small business.  For example, Suzanne Golter’s dog daycare business receives 90% of its business through Google’s AdWords, and Kenny Kormendy’s taxi business has seen exponential growth in the last 3 years through its use of AdWords.
  Removing the availability of this cost-effective form of advertising will cripple small businesses like these.  They cannot afford to compete with established brands, nor even if they could their locations are so restricted that broadcasting to a wider audience would be extremely inefficient.  These regional small businesses are perfect examples of the success of behavioral advertising.  Their ads can be targeted directly at consumers who may have need of their services.  There will be little, if any, wasted ad space given to viewers outside of their area of focus, which is what would happen if advertising were restricted back into a blanket form.  There must be some way to target consumers for these small businesses to succeed.

VII. Do Consumers Prefer Behavioral Advertising?

Although privacy advocates do not discuss this issue, it is still documents that some consumers actually are comfortable with behavioral advertising.
  In fact, some consumers go farther than being comfortable, they actually approve of behavioral advertising.
  This further supports the argument that the market should dictate the direction of behavioral advertising.  When almost half of the consumers are content with behavioral advertising, and more than half when very simple security measures are taken, then this is not something that should be struck down by the government.
  If there is a market that desires more stringent privacy regulation, then all the tools exist to facilitate the development and dissemination of such software.  In fact, VC exists to help promote the growth of industry just like this.  Government regulation would be preventing VC from performing its duty in facilitating entrepreneurial growth should it choose to regulate in this area.

VIII. Conclusion

VC has helped encourage the growth of many great American companies.  It has facilitated the development of giants of industry and small businesses alike.  VC firms know that without available advertising, many small businesses would be unable to succeed.  Behavioral advertising provides access to consumers at a cost that small businesses can afford.  It enables potential consumers to be matched with a small business in a manner that was never previously available.  Should this avenue of commerce be removed through government regulation, small business in America would suffer greatly.  The Internet has provided a level playing field for all business and regulation would serve to remove all fairness and render advertising back into the hands of the few who can afford it.  This flies in the face of America’s entrepreneurial spirit.  The market exists to regulate such matters as this and the future development of small business depends upon discretion being given.
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