Argentina-punto-com: An Analysis of the Devel opment
of the Dot-com Sector in Argentina

Ed Marcum
The Lauder Institute
April 10, 2001



L TEE OO U CE Ot s s s s mmsmmmmmmmmmmnmnmnnn 1

Section | — Foundations and Fundamental DI IVErS .......coooicviieiiciiiiee et evaee e 5
LVA V=72 11 1 5

=0 (8 Tor=1 o] o OO 7
A= U Lo (0 T 3RO 9
PUBIIC POLICY .. 13

(€10 Y= g T L= a1 TAS: =1 o] | 11 SRS 16
S o Ao o W I O 11 a1 gl B LY/ TR 18
I8 1 o USRS UTP PP 18

RV (L= O = = | SRS 20
(@1 1< gAY oi (0] =R 22
Section 11 — Internet SECtOr ANAIYSIS.....ocuiieeiice e 25
Recycled BUSINESSIMIOUEIS........c.oiiiiiieece ettt et e 25

B (ST \Y= L0 [0, TR 26
Changing Financial MarketS .........ccocveiieiiiiesece e 26
7S ot o A /270 33
= T USSR 33
Cart BEfOr @ thE HOISE?... . ebbe e s s areee s 34
FINANCIAI OXYGEN ..ttt ettt n e b e ens 36

L= TV RS U= SO 38
HUM@AN CAPItal .....oooieeiiecie ettt e e e sae e s s e e s reeenneens 38
E-BUSINESS ENVIFONMENT .ooiiieiiieicceee e cteee ettt e s s e e s sebae e s s ssba e e s s sabseesssenraneesanns 41
GOVEMNMENT INITIALIVE. ...ceeee ettt e e e e e e e be e e sbe e e sbeeesabeeeans 44
(o] (o2 11 = 1] o R 45



The Development of the Dot-com Sector in Argentina

“Eséd tipico casodelaliebrey latortuga. Hoy somosla
liebre, pero la tortuga sigue avanzando”
SiviaBidart
Executive Director — Software and Information Technology

Argentine Association — (CESS])

| ntroduction

In the late 1990's Argentina jumped to the forefront of the Latin American e-business
Internet revolution. Marked by arapid growth of Internet companies, the country showed signs
of developing asurprisngly compstitive high tech sector. Journds, including the Financid
Times, began touting Argentina as a high tech cluster and a potentia “ center of innovation....
emerging as Latin Americals premier generator of Internet start-up companies” And
entrepreneurs like Roberto Cibrian, founder of Argentine Internet portd El Sitio, spoke of the
country becoming atechnopole “ capable of developing a culture for Latin America developed by
Latin Americans”

By anumber of measures, Argentind s participation in the dot-com explosion has been
sgnificant, particularly in relation to other countriesin Latin America and the Spanish-spesking
world. Asof late 2000 Argentina had the fifth largest number of registered Internet domains
namesin theworld. 2 At the height of the Internet boom in early 2000, it was estimated that of

the gpproximately 600 Latin American based Internet startups, over 50% (or some 350 firms)

! Ebusinessforum.com. 2001. “ Argentina: New dot-coms Toughen the Competition”
2 Catan, Thomas. 2000. “Internet Euphoriain Argentina’ Financial Times, Survey - FT-IT. November 1, 2000
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were established in Argentina® A recently published “census’ of Internet activity put together
by Microsoft, McKinsey and Allende and Brea ca culated 485 Internet companies based in the
country by the end of November 2000. It has been projected that, at one point, as many as 6,000

to 8,000 full time workers were employed in the sector.*

Argentina as a Percentage of Latin American
e-Ventures

Rest of Latin
America
42%

Argentina

58% Sources: Financial Times, The Industry Standard

Not only has Argentina been influentia in terms of numbers, it has aso been the source
of many innovative and high-profile Latin American Internet success sories. In March of 2000,
Argentine twenty-somethings, Constancio Larguia and Wencedao Casares, became
multimillionaires when they sold 75% of ther three year old financid services Site, Patagon.com,
to Banco Santander for $528 million. Later, in December of that same year, Cibrian and co-
founder Roberto Vivo-Chaneton, made history by becoming the first Latin American Internet
company to successfully 1PO on the NASDAQ, raising over $130 million for offering up 20% of
El Stio. Leading Latin American auction Stes Deremate! and MercadoL ibre, founded by

Harvard and Stanford MBA'’ s respectively, made headlines by grabbing strong market share and

3 Helft, Danidl. 2001. “PC’sfor the People.” The Industry Standard. May 15, 2000; Catan, Thomas. 2000. “Internet
Euphoriain Argentina’ Financial Times, Survey - FT-IT. November 1, 2000;

4 Depending upon the source: Microsoft, McKinsey and Allende and Brea estimate 6,000. Apertura magazine
calculated over 8,000
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recaiving large amount of venture capitd funding. In the battle for the “eye bals’ of Internet
surfers the Argentine Internet sector has also excelled. One recent sudy showed that, a one
point Argentinawas hometo 11 of the 15 most visited Spanishtlanguage sites®

But now that the Internet bubble has burst what remains? Was Argentina s successin the
late 1990’ s the beginning of alegitimate high tech cluster and the potentia building block for
future regional success? Clearly Argentina possessed certain comparative advantages that
provided a head start and enabled it to prosper in the speculative early stages of the Internet
bubble. But how well positioned is the country to emerge as along-term leader in a knowledge
based global economy?

In the following paper | will evduate the development of the Internet sector in Argentina.
| will divide my andlysisinto four parts.

Firg, I will identify the factors that help to explain therise of the dot-com entrepreneurs
in Argentinain the late 1990's. Rather than attempting to assess the overdl strength of the
Argentine high-tech sector, | will instead focus on some of the key factors that enabled Argentina
to jJump to the forefront of e-businessin the Spanish spesking world. | will attempt to
understand Argentina s relative position in Latin Americain terms of certain key drivers
including socioeconomic factors, education and literacy levels, infrastructure devel opment and
governmenta policy.

Moving beyond traditiondly defined drivers of internet development | will, in the second
section, take a closer look at more qualitative explanations of early success by considering the
higtoricd, politica and socid context of Argentind sinternet progress. Thismay help explain

how the dot-com’ s were able to crop up in spite of a difficult recessionary economic period

5 Financia Times. 2000. “ Argentina 2000: Country Brief.”
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suffered in the country in the last three years. | will aso focus on new factors and actors such as
the arriva of venture capitd and the emergence of synergigtic organizations and complementary
support services and will investigate the extent to which they promoted cooperation or crested
synergies or economies of scale among clustered firms.

In the third section | will provide amore in depth andysis of Argentind s Internet sector.
| will look &t the types of companies that emerged and will evauate the fal-out in the wake of
the dot-com met down. With the ultimate god of evauaing the resliency of Argentina s high
tech sector, | will attempt to piece together a picture of the current market conditions. | will
investigate the changes in the Argentina Internet landscape including the sectors that have been
hardest hit, the number of companies that have gone under, those that haven't received second
round financing and those that have consolidated or been bought out. 1 will aso look &t the
changes in funding flows both in terms of aggregate numbers and in the types of projects being
funded.

Findly, | will attempt to evaluate Argentina s high tech sector going forward. Argentina
may have started out the race as “the rabhit” but is the country well postioned for the long run?|
will look a the long-term prospects of the Internet as well as the problems and concerns going
forward. The god isto disentangle the redity from the hype and identify areas where Argentina
needs to catch up aswell as areas where it can build upon its head start.  How solid are the
countries fundamentas in terms of e-business readiness and the ahility to trangtion into a
knowledge based economy? In this section | will look at both the internal issues that confront
the development of e-business aswell asthe Internet sector asawhole. | will then look at

Argentina s externa chalengesin Lain Americaand globaly.
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Section | — The Foundations and Fundamental Drivers

Clearly Argentina possesses certain comparative advantages that provided a head start
and created the necessary conditions to enable Internet ventures to prosper in the speculative
initid stages of the Internet bubble.  Argentina s relaive position in Latin Americain terms of
key driversis often cited in explaining the early success.

A criticd piece in the development of athriving Internet sector is connectivity. Using
overarching measures of development, such as the United Nations Development Program’ s
Human Development Index (HDI), recognized scholars on Internet diffusion have pointed to
wedlth and education as key socioeconomic drivers to connectivity.® Accordingly, it would
make sense to andyze Argentina s position in these categories to see if they do indeed uncover

relative advantages for the country.

Wealth

Looking at GNP per capita as ameasure for wedlth, Argentinawould appear a prime
candidate for leadership in Internet development. Argentina's 1999 GNP per capita of $11,324
(PPP) stacks up favorably with the rest of Latin America” However, while not as extreme asin
many other Latin American countries, income digtribution and the wedth inequdities are severe
and have been widening in recent years. According to the World Bank, close to 29% of the
population is below the poverty line® In Buenos Airesit is estimated that the richest tenth of the
people share 36% of total income while the lower third of the population receives 8.2%.

Research has shown that Internet penetration, in addition to being highly correlated with

® Hargittai, Ester. 1999. “Weaving the Web: Explaining the differencesin Internet connectivity among OECD
countries.” Telecommunications Policy Vol 23November-December 1999

" International Bank for Reconstruction and Development. 2000. “2000 World Development Indicators

8 The poverty lineis an estimated intake of less than $160 per month
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purchasing power or GNP per capita, is price sengitive enough to be considered aluxury good in
most of Latin America® The profile of the typical Argentine Internet user reflects this.
According to arecent study, heis mae (57%), 29 years of age, livesin the greater Buenos Aires
area (68%), has been using computers for over 5 years and is from the higher CL/C2
socioeconomic group (94.5%).1° Andlysis by Lehman Brothers, looking at 1998 data, points out
that Internet penetration in Latin America has taken place at the same pace as the United States
within the context of per-capitawedlth.*! In 1998 Internet penetration in the United States was
23% while the corresponding number in Latin Americawas just under 1%. Interestingly, these
percentages mirrored the portion of the population generating yearly income above $40,000 in
the respective regions. Internet penetration within the high-income segment of society in
Argentinais expected to grow from a current 23% to 53% by 2003 (reaching penetration rates
gmilar to the United States) while the low-income segment is predicted to reach no more than
4% by 2003. *? Thus Argenting s troubling income inequalities present a potential limit to higher

levels of Internet penetration.

Latin American GNP per capita (PPP)
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® Guillén, Mauro and Sandra Suarez. 2001. “ Developing the Internet: Entrepreneurship and Public Policy in Ireland,
Singapore, Argentinaand Spain”. Telecommunications Policy. Forthcoming

10 Prince & Cooke. 2000. “Internet y Comercio electronico en Argentina.” August 2000

11 |_ehman Brothers. 2000. “Latin America Online: Sizing the Internet in Latin America.” July 2000

12" study performed by Katz, Booz and Hamilton, 1999
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Education

Since the founding of the nation and the vision of former president and education
secretary Domingo F. Sarmiento, Argentina has taken pride in developing one of the strongest
education sysems in Lain American and one that is competitive with many wedthier OECD
nations, according to a number of traditiona educationd indicators. Adult literecy retes are
98%. Argentina has lower average class sizes for primary and lower secondary education - - an
important factor influencing student achievement. In Argentina there gppears to be near
universal participation in education at awide range of ages. Participation rates are above 80%
for the find year of compulsory schooling (which is obligatory until the age of 15). Argentina
aso has one of the highest lower secondary school entry ratios at 93%.2®  In measures of years
of schooling, Argentina has one of the highest average number of years of expected schooling for
primary through tertiary education in Latin Americaat 12.6 years. According to an OECD study
estimating “ expected years of schooling under current conditions’, Argentina s average of 15.4
ranks just behind the OECD average of 16.4

More important than genera education statistics, the perception that Argentinaiis
positioned favorably among Latin American nations in terms of knowledge-based workers
gppearsto hold true. In fact, according to a Metricnet study (which used criteriaincluding the
availability of engineers and qudified information technology worker in the country’s labor
market, availability of competent senior management and the net enrollment in higher education)
Argentina ranks number ten, well ahead of other countriesin Latin Americaand even besting
countries such as Germany, Israel and the UK.*  While the technological savvy of a population

isdifficult to quantify, alook a the 2000 World Development Indicators confirm the perception

13 OECD. 2000. “ Education at a Glance: OECD indicators, 2000 edition.”
14 The Global New E-commerce Index
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that Argentinais well podtioned vis-a-visits Latin American neighbors in terms of a quantity
and quality of knowledge based workersto supply the dot-com boom. Argentina s 660
Scentists and engineersin R& D per million people is Sgnificantly greater than any other Latin
American country and Argentind s numbersin Scientific Journd Articles and Petent applications

are the strongest in Spanish-spesking Latin America

Scientists and Engineers in R&D
(per million people - 1987-97)
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@ Mexico
Ecuador

O Chile
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Bolivia
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Source:
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Communications I nfrastructure

From an information/communications infrastructure stand point, Argentinais dso
favorably postioned. Looking a one key variable driving Internet connectivity, telephone line
penetration, Argentina leads Latin Americawith 21.53 lines per 100 people®®  Using other
indicators of the Argentine preparedness with the “Information Age”, the country has 289
televison sets and 681 radios for every 1000 people - - well ahead of most countries on the
continent.'® Argentina aso has the highest cable penetration in the region with over 60% of
households subscribing. This could be critical should broadband access prove to be afeasble
dternative in Latin America. To date this avenue has not been fully explored. As of November
2000 leading Cable Modem Service providers, CableVision and Multicand, had roughly 30,000
subscribers combined and had fees of over $100 per month.*” While many argue that cable
modems will loose out to DSL as the preferred means of connection, some market andysts are
dill optimigtic that Internet access over the TV will remergein Latin Americato tap into a
reservoir of |atent demand in the region.®

More importantly, Argentinaleads Latin Americain persona computer penetration rates.
The International Telecommunications Union estimated 4.92 PCs per 100 inhabitants in 1999,
while according to IDC, in late 1999 Argentina had the highest persona computer penetration
ratein Latin Americaa 6.2% of the population, as well asthe highest growth prospects through
2003 (see Fig.1.3). Imports of computer and I T equipment continue to grow, and jumped 62%

between May 1999 and May 2000.%°

15 | nternational Telecommunications Union. 2001. “ Telecomumications Indicators.” www.itu.int

18 | nternational Bank for Reconstruction and Development. 2000. “2000 World Development Indicators
7 Jupiter Communications. 2001. “An Untapped Market: Argentina s Broadband market Awaits Provider
Inititaives” January 2001”

18 Jupiter Communications. 2001. “Free Access over TV Shows Promise, Despite Content Conundrum”

19 eMarketer. 2001. www.emarketer.com
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Argentinais d 0 aleader in another areatha may have significance in the future —
wireless phone connectivity. In 2000, there were some 12.12 Cdlular Mobile phone subscribers
per 100 inhabitantsin Argentina - a 37.6% penetration rate of total telephone subscribers®® A
2000 Lehman Brothers report estimates that by 2005 mobile phonesin Latin Americawill
outnumber PC's by amost three to one with some 154 million mobile phones versus 56 million
PC’s.?! Because of the widespread adoption, relatively low cost and ease of use, mobile phones
should help boost Internet accessin the region. Jupiter Research estimates that Latin American
mobile Internet access will soon be as widespread as access from a PC, with more that 50 million

people regularly going on line from their mobile phones by 2005.

Evolution of PC Penetration
(% of Population) 1999 and 2003E

@ 1999
2003E

20 |nternational Telecommunications Union. 2001. “Telecomumications Indicators.” www.itu.int Refreq.com “Top
International Wireless Markets 2000”

21| ehman Brothers. 2000. “Latin AmericaOnline: Sizing the Internet in Latin America.” July 2000
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Criticd infrastructure indicators of Internet readiness are Internet penetration rates and
Internet hosts per 10,000 people. Here, Argentina does not appear to have developed as
favorably as expected. Granted, the countries 2% Internet penetration rate into the overall
population does not appear to be far behind the regions leaders Chile and Brazil - both with
penetration rates of 2.3%.22 And in terms of hosts, Argentina' s 38.95 hosts per 10,000 people
lead Latin America. Moreover, after the passage of certain key policiesto lower the cost of
Internet access (discussed in greater detail below), the county has been experiencing the fastest
growth in the region.

However, acloser ook reveds certain wesknesses. While 6% of the population owns a
PC, only 31% of those users access the Internet, one of the lowest ratesin Latin America.
Furthermore, while the discrepancy between Argentina and Brazil may appear small (2% vs.
2.3%) if one considers that average income in Brazil isless than hdf that of Argentinaand thet
PC penetration in Brazil is only 3.5% (dmost 3 points lower than in Argenting), Argentina s

growth appears rather unimpressive?®

Internet Penetration in PC Internet Penetration in
Base Population
Brazil 67% Brazil 2.3%
Colombia 61% Chile 2.3%
Venezuela 48% Argentina 2.0%
Chile 44% Venezuela 1.6%
Mexico 32% Colombia 1.6%
Argentina 31% Mexico 1.6%
Latin America 46% Latin America 1.6%
USA 93% USA 24.0%
Source: IDC

22 |DC. 2001, www.idc.com
2 Analysis taken from: Credit Suisse First Boston. 2000. “Latin America Internet Industry Update.” February 2000
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Two factors that help explain thislow rate are higoricaly high ISP and telephony costs.
In Argenting, asin most of Latin America, the cogts associated with getting on line are often
prohibitively high, alarge portion of which is attributable to local telephone charges which are
billed on a per minute or per pulse basis as opposed to a the fixed monthly charge for al loca
cdlsinthe United States. A study by the Boston Consulting Group comparing Internet access
costs anong Latin American countries showed that Argentina, at $53 per month, was
ggnificantly more expensive than other countries in the region. Another study done by IDC
estimated average monthly Internet access chargesin Argentinato be ashigh as $71.41, just

dightly below Venezudafor the highest in Latin America

Internet Access Cost Comparisons

Telephony Cost
@ |SP Cost

Argentina  Brazil Mexico USA

Source: Boston Consulting Group
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Public Policy

Competition and privatization have long been viewed as important drivers for acountry’s
telecommunications sector.2* D’ Souza and Megginson have further emphasized the
improvements in performance metrics that accompany privatization -- such as efficiency and the
extent of linesin sarvice®  Argentinawas an early, though modest, mover in Latin American
telecom privatization. In 1990 Argentine privatization and partid deregulation of the
telecommuni cations sector occurred when the nationa phone company Entel was split into two
territoria monopolies that were controlled by consortium led by Spain’s Telefénicaand Telecom
of Italy, respectively. The two monopolies were given exclusive licenses through 1999 that were
linked to targeted infrastructure investment levels. These gppear to have been successful with
investment in infrastructure reaching $16.7 billion between 1990 and 1998 and telephone lines
growing from 3.6 to 8 million.?®

While PC and Internet penetration rates are ill rdatively low, Argentina has taken a
number of public policy initiatives to foster higher Internet access that have been highly
successful and that lead many market anaysts to expect rapid growth in the country in the
coming years. Work by Petrazzini and Guerrero points to two main policy decisions-- a
reduction in the price of leased lines and areduction of tariffsfor loca cdls through the crestion

of adia up schemefor Internet access cals. These driverstook Argentinafrom one of the

24 Oxley, Joan and Bernard Y eung. 2000. “ E-commerce Readiness: I nstitutional Environment and International
Competition.” Journal of International Business Studies

%5 D Souze, Juliet and William Megginson. 1999. “The Financial Operating Performance of Privatiezed Firms

during the 1990’s.” Journal of Finance. Vol 54

28 Guillén, Mauro and Sandra Suarez. 2001. “ Developing the Internet: Entrepreneurship and Public Policy in Ireland,
Singapore, Argentinaand Spain”. Telecommunications Policy; Petrazzini, Ben and Agustina Guerrero. 2000.
“Promoting I nternet Development: The Case of Argentina.” Telecommunications Policy Vol 24 pp. 89-112
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laggards of Internet penetration (in terms of Internet users and Internet hosts per 10,000 people)
to one of the leaders Latin Americain the period between 1993-1999.%

Government regulators have attempted to play an active role in fostering the development
of e-business. In 1998 officias mandated that the mgjor 1SPs reduce their connection fees by
nearly half and created a specid did-up number for Internet cals— 0610 — which crested savings
of up to 58% for users connecting to the net in major metropolitan areas®® Long-distance
service was liberdized in November 1999. The deregulation of loca telephone service, which
took placein November 2000, is expected to greatly increase the number of ISPs and thus
Internet-based businesses. It is envisioned that increased competition will lower consumer
charges. Thisalready appearsto be with case, with access fees dropping precipitousy and some
|SPs now offering monthly access for less than $10 — far lower than the average rate of $30 in

1998. 2°

27 Petrazzini, Ben and Agustina Guerrero. 2000. “ Promoting I nternet Development: The Case of Argentina.”
;el ecommunications Policy Vol 24 pp. 89-112

ibid
29 Epusinessforum.com. 2001. “ E-business readiness rankings: Argentina at a Glace.”

14
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From Worst to First

Growth in Internet Hosts 1993-1999

1993 Internet Host per 10,000 People

I I I I I
Chile ]1.01

Mexico 0.4

Brasil EL:lO.Z?
Venezuela 0.23

Argentina  [7]0.05

1999 Internet Hosts per 10,000 People

| |
Chile 125
Mexico | | 27
Brasil ]25
Venezuela :::Ile
Argentina ] $9
} } }
0 10 20 30 40 50

Source: ITU
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Government/Stability

Governments can play alarge role in creating market conditions conducive to
entrepreneurship. Research has shown that when governments can development predictable
conditions for doing business in a country, entrepreneurs have incentives to invest (Henisz).
Thisis accomplished through a credible commitment to a st of policies, rules and indtitutions
that can be taken for granted. 3 Henisz proposes that conditions for investing and doing
business are predictable to the extent that politica actors and policy makers are constrained by
one another. Combining spatid modeling techniques and palitica theory Henisz has developed a
cross-nationad modd for measuring the link between the structure of anation’s politica
ingtitutions and the preferences of the actors who populate them. Thisyieds apolitical

congtraint, or POLOCON ranking, that measures the credibility of different indtitutiona

environments.
POLOCON Ratings of Political Constraints 1990-1994
El Salvador l l ] 0.43
Guatemala | | | 1 0.44
Colombia | ‘ ‘ | 0.44
Argentina | ‘ ‘ 10.48
Chile | | | 1 Q.77
Venezuela | | | | 110.79
Brazil | ! ! | 10.82
. . 1 .
0 0.2 0.4 0.6 0.8 1
E On Scale from 0-1 | Source: Henisz

30summary of Henisz work taken from: Guillén, Mauro and Sandra Suarez. 2001. “Developing the Internet;
Entrepreneurship and Public Policy in Ireland, Singapore, Argentinaand Spain”. Telecommunications Policy.
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According to Henisz POLOCON ranking, Argentina does not stack up favorably with
other countriesin Latin America. During the most recent year of the rankings between 1990-
1994 Argentina s 0.48 score (on a scale of 0-1 with one being most desirable conditions and zero
being least desirable) ranks well below Brazil (0.82), Chile (0.77) and Venezudla (0.79) and is
only margindly stronger than Colombia (0.44), El Sdvador (0.43) and Guatemda (0.44). Still
another measure, IMD’ s World Compstitiveness yearbook’ s ranking of “Risk of Politica
Ingtability” among 47 nations, places Argentina near the mean (24) but ahead of most countries
in Latin Americaand in front of countries like Japan, Belgium and Italy. However, it sees
serious faultsin Argentina singtitutiona structure. For ingtance, the legd framework is seen as
detrimenta to competitiveness and is thus ranked 40th among the 47 nationsin the survey. The
yearbook also giveslow marksto Argentina s political system concluding that it is not well
adapted to today’ s economic challenges and ranking it 38. Further black marksinclude
Argentina s bureaucracy that is charged with hindering business and is dso ranked 38. Bribery
and corruption are seen as serious problems (given a44); competition laws prevent unfair
competition (47); justice is unfairly administered (42); and persona security and private property
are not seen as adequatdly protected (43). Inasimilar survey put together by the Globa
Competitiveness Report 2000 in ranking 59 nations Argentina again scores |low on competence
of public officids (56), public trust of paliticians (52) Anti-monopoly palicy (54) and Judiciary

Independence (54).

17
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Section Il — Other Drivers

While the traditiona drivers outlined above gave Argentina certain advantages in the
early going, there were other more dlusive and qudlitative reasons that helped to explain

Argentina srole in the internet boom.

Timing

Timing was certainly one of those reasons. The technological innovations that made the
internet possible coincided fortuitoudy with awindow of opportunity in Argentine history. After
along, dark period, Argentines, -- especidly the young—were eager for anew Sart.

AsMatias Mosse, president of the Argentine Internet incubator Aper.net explains, the
dot-com boom “occurred in Argentina a so because of more "profound” reasons than the ones on
the surface - like connectivity, etc.” In particular, Argenting s tumultuous recent history has
dramaticaly influenced every palitica, economic and socia aspect of Argentine life. The
Internet boom is no exception.

Following the heavy state involvement and populism of Peron, Argentinafell into
economic decay that led to a series of military coups and dictatorships, culminating in the state-
terrorism of the “dirty little war” in which some 10,000 - 30,000 people "disappeared.” While
democracy was restored under President Alfonsin in 1983-89, the economy suffered and fell
victim of chronic hyperinflation. President Menem, who came to power in 1989, successfully
put an end to hyperinflation by pegging the Argentine peso to the dollar and his adminigtration,
marked by surprisingly neo-liberd economic policies and heavy privatization, created strong
economic growth through the mid 1990's. However, the Menem years were tainted by

corruption and cronyism, awidening income gap and, particularly during the second
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adminigration, high levels of unemployment and dower economic growth.  The cumulative
effect of this has been the creetion of a"lack of faith" and overdl pessmism among the generd
population. In fact, arecent survey conducted by Gallup to measure pessmism found that only
31% of Argentines greeted 2001 with optimism, ranking the country ahead of only Balivia
(43%), Colombia (43%) y El Sdvador (55%) in Latin America. This attitudeis particularly
strong among young people who have been among the hardest hit during the recent 3 year
recesson. With unemployment rate hovering above 15%, many young Argentines are
confronted with limited professona opportunity. Some have given up hope. A country made
up of largely Spanish and Itdian immigrants, Argentina has seen record numbers of immigrants
go back to Europe and it is estimated that the mgority of those leaving have been the younger
and more skilled workers3! So, within this context, the arrival of the Internet gold rush tapped
into a pent up entrepreneurialism which, according to Mosse, “was like anew bright & wedthy
window for lots of people.”

Thereisadso little doubt that at least part of Argentina s dot-com explosion had to do
with the good fortune of being at the right place at theright time. Not only were many Argentine
firms early moversin the context of Latin American, they were aso quick enough to market to
tap into the height of the “irrationa exuberance’ of the globa (and most notably the US)
economy — taking advantage of the window of opportunity to secure financing when the market
was hot. Nearly haf (43%) of Argentine Internet Start-ups were launched in the first semester of
2000, when technology shares quoted on the US-based NASDAQ exchange were still strong.32
When the downturn in the market occurred in the second haf of 2000, funding became

ggnificantly more difficult.

31 Kraus, Clifford. 2000. “With No Hope for Economy, many Argentines are Leaving.” New Y ork Times.
November 24,2000
32 Microsoft, McKinsey & Co and Allende & Brea
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With awedlthier, better educated domestic market than other Latin American countries, it
isnot surprising that Argentina had some of the strong content producers aready in place, which
aso trandated into being an early mover. Argentina s 123 daily newspapers per 1000 peopleis
topsin Lain Americaand certain publications, such as soccer magazine “El Grafico” are
considered some of the highest quality content producersin the Spanish-spesking world*® The
digtribution of the types of Internet companies that came out of Argentinareflectsthis. Online
publications (16.6%) coupled with entertainment sites (14.7%) represent the largest share of

Argentine start-ups, while e-commerce sites make up the next biggest category (14.7%).3

Venture Capital

Another key catays to the dot-com boom in Argentinawas the arriva of venture capita
in Latin Americain the late 1990's. Venture capitd is critical for entrepreneursand isa
particularly important source of funds for building and expanding smdl high-technology
companies.

In the 14 months between April 1999 to June 2000 venture capita arrived in Latin
Americain abigway. Itisedimated that the amount of private equity and venture capitd
investors put into Internet Sartupsin Latin Americawas close to $2 billion — afigure dmost
triple that of the previous year.*®

Argentinawas one of the key recipients of the VC explasion in 2000, garnering an
estimated accumulated investment of over $600 million.*® In addition to at leest a dozen smaller

funds set up by locd businessmen who have poured millions of dollarsinto online ventures,

33 |nternational Bank for Reconstruction and Development. 2000. “ 2000 World Development I ndicators’
34 Microsoft, McKinsey & Co and Allende & Brea

35 Bain study referenced in: Helft, Daniel. 2001. “Net Ventures Grow Cold in Latin America” The Industry
Standard. January 31, 2001

38 Microsoft, McKinsey & Co and Allende & Brea,
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some of the larger internationd venture capitdigts involved in Argentinainclude Hicks, Muse,
Tate & Furst, Chase Capital Partners, Flatiron Partners, the Exxd group and globa financier
George Soros fund.

Venture capitd poured into Argentinain the latter haf of the 1990’ s for severa reasons.
Many investors were attracted by the return of democracy and politica stability to the region,
sound macroeconomic policy and favorable regulatory environment and the expectation of
superior rates of return often sought in emerging markets.

Venture capitaists were particularly attracted to the growth potentia of the Latin
American Internet market. According to Jupiter Communications, the number of Latin American
Internet usersis expected to nearly triple to 24 million people by 2003 and IDC predicts that by
2005 there will be 75 million usersin the region. More importantly, the value of business-to-
consumer (B2C) transactions will balloon from $129 million this year to $2 billion by 2003, and
the value of business-to-business (B2B) transactions will soar from $330 miillion this year to $6
billion in three years, Jupiter and IDC say.

However, according to many in the indudtry, the semind event influencing venture
cgpita funding flows in Argentinawas not the trail blazing example of an Argentine start-up but
rather the successful 1999 Nasdaq PO of StarMedia, based in New Y ork and founded by
Uruguayan Fernando Espuelasin 1996. StarM edia showed both entrepreneurs and VCsthat a

successful exit strategy could accompany a Latin American Internet play.
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Other Actors
Literature in the study of high tech clusters such as Silicon Valey and Boston’s Route
128 have focused on the flexible, cooperative and dynamic culture surrounding innovative
environments and the role of organizations that promote networking and interaction within
clusters®” One such organization to emerge from Argentinais the not-for-profit group Endeavor
- agroup focusad on asssting entrepreneursin developing their businesses. It functionsasalink
between investors and companies. New Y ork based, Endeavor arrived in Buenos Airesin 1998.
By helping entrepreneurs hone their professional skills, develop their businesses and raise capita
to expand, Endeavor bridged the gap between entrepreneurs and investors has served as a screen
for top VC's entering the Argentine market.  The organization played akey role in many of the
country’ s Internet success stories and many of the key people in the sector are involved with
Endeavor. An organization that has been called the force behind “the most powerful network of
entrepreneurs and investorsin Latin America,” Endeavor’ s formula appears to be based on
bringing together blue chip investors with entrepreneurs with strong academic credentials. %2
Some of Argentina s most high profile startups are involved with Endeavor —among
them Decidir.com Mercadolibre, Officenet and Patagon.com, who's founder, Wencedao
Casares, reportedly was turned down by over 30 investors before arriving a Endeavor where he

was subsequently able to raise over $60 million from Chase Partners.

37 Saxenian. Annalee. 1994 “Lessons from Silicon Valley.” Technology Review. July 1994. pp.42-52
38 Helft, Daniel. 2000. “Spreading the Wealth” The Industry Standard. December 11, 2000
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Endeavor Success Stories
Company Founder (s) Education/ Early Stage $$ Year Selected | #of
Experience Funder (s) into Endeavor employees
Patagon.com e Wenceslao ¢ University of San * Chase Capital $60m  August 1998 650+
Casares Andres (turned Partners
down Harvard) e others
Mercadolibre.com | *« Marcos * Stanford Graduate * Chase Capital $7.6m  October 1999 180
Gdperin, School of Business Partners
¢ Hernan — MBA (both) * Flatiron
Kazah * Hicks, Muse Tate
and Furst
Officenet e Andy e University of San ¢ BancBoston $34m  N/A 180
Freire, Andres (both) Capital
* Santiago * Proctor and Gable * Banco Santander
Bilinkis (both) *TH Lee
Investments
e Latin America
Entrerprise Fund
Agropool e-Fernanado * Harvard Business N/A N/A March 2000 70
Gonzales School MBA
e Alex (Grippo)
Grippo
Decidir.com * Esteban * Entrepreneur: e CiticorpVenture  $21m  October 1999 100+
Brenman founded 2 Capital

companies by the
age 25

* CVC Opportunity

* |IRR

* Cima
Investments

* Promecap

Sources: Endeavor, Industry Standard, Forbes Global

Another key player that has emerged in a supporting role in Argentind s high tech

indudtry isthe law firm of Allende and Brea. Andysis of the success of Silicon Vdley has

shown that law firms provide multiple roles in assisting entrepreneurs, from locating key

personnel to financing contacts to providing critica corporate and intellectua property lega

sarvices. Jugt as Silicon Valey lawyers have smultaneoudy functioned for decades as advisers,
financid matchmakers and investors in young companies, Allende and Brea -- lawyers for some

220 plus Argentina dot-com Start-ups -- have gone well beyond their standard legd duties, often

asssting companies with business plans, introducing entrepreneurs to potentia investors and
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hel ping establish relationships between various business dients who can benefit from one
another.

Business networks aso play an important role in creating synergies among cluster
members by arranging frequent business and professiona contact and by bringing together
people from different areas such as University engineering departments, venture firms, law firms
and operating firmsin the area® A number of such organizations emerged in Argentina. One
that played an important role in advancing the development of the Internet sector is Chamber of
Data Bases and Online Services (CABASE). In March of 1998 CABASE, an association of 35
private sector companies, unveiled aloca network access point, which eliminated the need for
ISP sto channd Internet traffic though the United States and significantly improved user’s
experience in deding with the “world wide wait”.  Other indtitutions which took root in
Argentina s technology sector include the Camara Argentina de Industrias Electronicas
(CADIE), which works with eectronic component and hardware firms, and the Camarade
Empresas de Software y Servicios Informaticos (CESS), the nationa software association.
These organizations have not always worked in conjunction, sometimes forcing members to take
part in multiple conferences and diluting some of their potentid influence. However, they have
recently taken steps to rectify this and are making a concerted effort to work together. CADIE

has recently been discussing the possibility of joining forces with CESSI.

39 Cohen, Stephen and Gary Fields. 1998. “Social Capital and Capital Gains, or Virtual Bowling in Silicon Valley. " Berkeley
Roundtable on the International Economy. September 1998
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Section |11 —Internet Sector Analysis

In addition to the characteristics of the Argentine dot-com sector aready mentioned
above, there are anumber of other notable features that that have marked the rise of the dot-
coms. These tendencies can be seen as both a source of early mover advantage and a cause of the
dot-com metdown. And serve as abasisfor analyzing the development and current state of the

Argentine dot-com sector.

Recycled Business Models

One of the defining features of the first stage of Internet businessin both Latin America
and in Argentinawas the copycat nature of many of the sart-ups. In the words of Stace Linsey,
director of venture capitd firm Explorador “the first generation were opportunists. They were
young, vy League educated and they saw an opportunity to take US business models and copy
themin Latin America™® Most of the early-mover start-upsin Argentina are modeled on
successful dot-coms based inthe US. El Sitio isa porta in the nature of Y ahoo! and, to at
greater extent, StartMedia. MercadoL ibre and DeRemate compete to be the Latin American
verson of eBay while Patagon.com and Latingtocks.com are in the mold of E*trade and Plaza
Verticd issmilar to US leader VerticaNet.

Not only have business models been copied in Argentina but, dl too often, multiple
copied models have tried to compete for the same market sector. During a three-month period at
the height of the Internet craze, there was at least one vertical portal launched every three days*

According to some caculations, a one point there were some 16 vertica portas offering

40 Callan, Eoin. 2000. “B2B Internet Ventures’ Financial Times, Survey - FT-1T. November 1, 2000
41 EIU viewswire. 2001. “Internet exuberance wanes.” www.viewswire.com. November 14, 2000
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personal finance information, 11 in the construction industry and 9 in the agribusiness space.*?
Given the mix of acongderably smdler market Sze in Latin America combined with the
presence of multiple competitors, revenues have been splintered and it has been difficult of any
one company to achieve the type of critica mass and scale necessary to prosper. With too many

playerstoo early in the game a shake-out was inevitable and necessary.

The Meltdown

The metdown has been swift and forceful. Asmany as 50 Internet start ups have gone
under or severely cut back operation during the first 3 months of 2000.** And it is estimated that
up to haf of the gpproximately 8,000 jobs that were created in the dot-com sector have been
lost.** Moreover, the worst may be yet to come. According to Microsoft, McKinsey and
Allende and Brea, of the 485 firms documented in their “ census’, a mere 13% have secured
second round financing. With dow market projections for the foreseeable future and financing

becoming harder and harder to secure, the life expectancy of many of these companiesis low.

Changing Financial Markets

For al intents and purposes funding has completely dried up following the downturn of
the NASDAQ. With the exception of afew investments in companies with cutting edge
technology, a report authored by Bain expects “nonexistent” levels of funding for 2001. The
sudy stated that during the first haf of 2000 the mgority of investment in Latin Americawas

directed to B2C, free |SP services and portals while in the second hdf of the year most funding

“2 Microsoft, McKinsey, Allende and Brea— according to EIU viewswire. 2001. “Internet exuberance wanes.”
www.viewswire.com. November 14, 2000

44punto-com.com 2001 “ Argentina: Puntocoms reducen en 50% empl eos creados a mediados del 2000.”
Apertura.com. 2001. “LaTrastienda.” www.apertura.com
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went to B2B ventures. Now dedl turnarounds have dowed significantly. As Allende and Brea
lawyer Daniel Korn told the Economist in November 2000, “Things used to be faster — it would
take four weeks to get adedl organized. Now it is taking between three to six months.”*°
Taking alook at the changing fortunes of seven Argentine companies that made the list of
Donddson, Lufkin and Jenrette' s “Latin America Internet |PO hopefuls’, aligt of the 33 most
promising Internet companiesin Latin America as of May 2000, gives a glimpse of how the

environment has changed.

45 |_apper, Richard. 2000. “Survey — FT-IT” Financial Times, Survey - FT-1T. November 1, 2000
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Donaldson, Lufkin and Jenrette's*Latin America I nternet PO hopefuls’

Company Category Early stage Principle | Headquarters | 1PO Current Status
Shareholders
Deremate auction « Citicorp Venture BuenosAires  No Independent
Capital to
* E Quest Partners Miami * Sold 30% of
e Merrill Lynch Private company to Terra
Equity Networks — 7/2000
* ACON Investments * Announces
e SLl.com restructuring/cost
cutting of 25%
2/2001
Mercadolibre auction * Chase Capital Partners ~ BuenosAires  No Independent
* The Flatiron Partners to * Closed second
* Hicks, Muse, Tate and Miami round of venture
Furst back to capital worth $46.5
Buenos Aires million on 5/2000
Fiera etail * Gigante Organization BuenosAires  No Independent
to  Sold 13.3 percent
Miami of company to
Technology
Internet Fund on
10/2000
* Laid off about
15% of its
workforce on
11/2000
LatinStocks finance * Exxel Group OfficeClosed  No Severe Cutbacks
* AOL » Defaulted onits
debt and laid off
nearly 80% of its
staff
ZonaFinanciera finance * Plaza Street Capital Miami No Independent
* Steve Walker and * Secured second
Associates round financing of
$30 million on
4/2000
Salutia/MedicoUno health * PCP Miami No Independent
* Closed on afirst-
round venture
capital investment
of $16 million
5/2000
Despegar/Decolar travel * BA Capital Partners BuenosAires  No I ndependent
* Hicks, Muse * Secured $10,5
*ML millonin funding
* Newhidge 5/2000
DeAutos e-tail * South-Net Riode Janeiro  No Merged
* Consolidated with
leading Brazilian
Auto-sites

AutoMovel
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By April of 2001 none of the companies had gone public. While six of the eight
remained independent, two of the companies (Deremate and Fiera) gave up sgnificant portions
of their companiesto investors. Four of the companies had the good fortune of closng financing
dedlsin April-May of 2000, just before the downturn in the market and DeAutos merged with
Brazilian auto ste AutoMovel. LatinStocks, for dl intents and purposes, went out of business,
defaulting on its debt and laying off 80% of its gaff. Two other companies (Deremate and Feira)
both announced lay offs at the end of 2000.

Even those companies that have gone public have struggled. A look a what has
happened with the earlier success stories El Sitio — aswel as other publicly traded Latin
American focused sites QuePasa, StarMedia and Terrareveas some of the struggles that have
occurred. El Sitio IPOed at $16 and reached $33.31 per share after the first day of trading but has
since falen upon hard times. For most of 2001 the share has traded below $1 and has come
dangeroudy close to being ddisted from the Nasdaq for trading below $1 for 30 consecutive
days. Terraand Quepasa have Smilar Sories, sarting strongly but trading for a fraction of their

PO value for most of 2001.
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Latin American Internet IPO History
Company IPO Date | OfferingPrice | First Day 52-week range Closing
Closng Price | (AprOO—Apr0l) | Price
(Apr 10,
2001)
El Sitio 12/09/99  $16.00 $33.31 0.44 - 15.13 $0.84
StarMedia 05/25/99  $15.00 $26.00 1.50 -29.75 $1.95
QuePasa 06/23/99  $12.00 $17.13 0.10-5.00 $0.12
Terra 11/16/99  $13.41 $38.50 7.87 — 76.87 $8.96

Mauro Guillén' s research on the competitive landscape of businessin Argentina has

pointed to the dominance of large business groups. With the heavy influence of the Sate, “after

50 years of alove-hate affair with the globa economy, Argentinaiis still a captive of the pattern

of erratic populism” that has favored large domestic business groups, or groupos economicas,

and multinationals over Sméll to Medium-size Enterprises (SVIE's).*®  In aninward looking,

highly protected business environment that is alegacy of import subgtitution philosophies of an

46 Guillén, Mauro. 2001. The Limits of Convergence. Princeton University Press
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earlier era, these business conglomerates have taken advantage of their privileged postion to
enter new business areas ether through acquidtion or by starting their own ventures. Whilethe
early success of the start-up dot-coms seemed to buck this trend, the shake out of the Internet
sector seems to suggest that this pattern is again being followed.

Verticdly integrated groups in Argentina that have stepped up their presence in the dot-
com sector include Spain’s Teefénica and Argentine publishing giants Agea/Clarin and La
Nacion.*” In addition, having focused on Asiaand Europe first, global Internet mediaplayers
such as Yahoo! and MSN and AOL, are just beginning to develop their Latin American Internet
drategiesin full force. The Claxon Interactive Group - controlled by Groupo Cisneros and part
of the Univison Lain American media giant — has entered the market through the acquistion of
over onethird of El Sitio and Brazilian powerhouse Universo Online is making strong inroads
into the country aswell. All of this could further damage locd players. According to Media
Matrix data from February of 2001, only three of the top twenty-five vigted Internet Stesin
Argentina are domesticaly owned. Two of them (Ciudad.com.ar and Clarin.com) are controlled
by AgealClarin. Even El Sitio, the only site among the top twenty-five launched by loca
entrepreneurs, is now partially owned by Claxon Interactive. Also, alook at Media Metrix data
of top ten Internet properties (which aggregates multiple domains that fal under one brand or
common ownership) in selected countries shows the influence of large globd media players both
in the Argentine market as well asin other countries. Only one domestic Internet property
(Clarin’s Ciudad Internet) ranks among Argentina s top ten and al of the countries share at least

five of the same globd media players among the top ten.

47 Guillén, Mauro and Sandra Suarez. 2001. “ Developing the Internet: Entrepreneurship and Public Policy in Ireland,
Singapore, Argentinaand Spain”. Telecommunications Policy. Forthcoming
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Top Ten Internet Properties— 2/2001

Company Argentina | Brazil | Spain | US

1 Microsoft UOL Inc Microsoft AOL Network
Sites Sites

2 AOL AOL Network  TerraSites Microsoft Sites
Network

3 Y ahoo Microsoft Stes  Yahoo Sites Y ahoo Sites
Sites

4 Ciudad StarMedia EresmasSites  TerralLycos Sites
Internet Network

5 Tera Y ahoo Sites T-OnlineSites  Excite Network
Lycos Sites

6 Aboutthe  1G Sites Lycos Sites About the Human
Human Internet
Internet

7 Altaviga TerralLycos AOL Network  Walt Disney
Network Sites Internet Group

8 Napster Webforce Napster Infospace
Application  Network - Application Impressions

HPG

9 StarMedia  Globo.Com Fortunecity CNET Networks
Network Sites Sites

10 UOL Inc. ZIPNET Stes  Wanadoo Amazon

Sites

#of Top 10in

Commonwith | - 6 5* 5

Argentina

Source: Media Metrix
*Terra and Lycos counted as a single entity for Spain

Many market andysts believe that among domestic and globa media and telecom giants,
Spain’'s Telefonicaand its Internet services and content arm, TerraLycos, are uniquely
positioned to play adominant role in Argentina' s Internet sector.*® Beyond any linguistic and
cultural advantages over competitors like Yahoo and AOL, the dud entities of TelefonicalTerra
Lycos appear to be wdll Stuated in multiple internet related sectors — from telecommunications

and | SP services to traditiond mediato technology to banking. Company strategy in Argentina

“8 Solomon Smith Barney. 2001. “ Terra Lycos: Portal to the World.” February 13, 2001
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has mirrored efforts throughout Latin America, marked by aggressive expansion through
acquisition, with afocus on internet access via | SP services and amix of loca and global content
to create portals and vertical community Stes.

As mentioned earlier, Telefonica Argentinaiisthe larger of the two incumbent
telecommunications companies and has enjoyed a 10 year duopoly over the Argentine
telecommunications sector in the period following the 1990 partid privatization of the
telecommunications sector. Thus it enters the newly deregulated market well Stuated in the IPS
market and with aformidable competitive advantage in terms of accessto alarge base of existing
customers. Teefonica Argentina established a strong early position in the ISP market with the
November 1997 launch of Advance Tdecommunications. Within two months it had gobbled up
competitors Satlik, Compuserve and Overnet to achieve dominant market share. The company is
dso draegicaly placed in terms of next-generation forms of connectivity such as DSL and
Cable Modems. A joint venture between TelefénicaMoviles and Terra Lycos for wirdess
access - cdled TerraMobile - includes awireless portd that aready has over 3 million registered
users.

Terra Networks was created in November of 1998, and quickly became an early mover in
Argentina by establishing a presence in both traditional and new media content. Early Internet
purchases in Argentinaincluded sites GuauchoNe and Donde.com. More recently
Bumeran.com, an Argentine human resources Site, was acquired as part of a strategy to create
vertical communities. Terra Lycos has dso been successful at establishing portalsin Argentina
with three sites among Media Metrix’ s top 25 domains (Lycos.com, Terracom.ar and Terra.es).
These new media exploits have been blended with Strategic old media plays and strong globa

and loca content. To go along with Spanish spesking internet sites Charla.com, Tienda Soft and
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Invertia.com, Terra Lycos aso has agreements for preferential access to content from the
Bertelsmann mediaempire. Localy Terra Lycos has interests in Argentine media players
Tdefé, Azul Tdevison and Radio Continental. With the recent merger between Terraand
Lycosin 2000, a new, stronger, truly global player has emerged. The new TerralLycos strong
exiging presence and commitment to the Latin America and Argentine market, long with the
companies deep pockets (as of February 13, 2001 the company had over $2.4 hillion in cash)
mean that it is to be taken serioudly.*®

However, TerraLycos postion in the Argentina Internet space is by no means guaranteed.
Not al synergies between Telefénica and Terra Lycos will be beneficid and some market
watchers point to Internet access pricing as afuture point of contention. For the last decade
Telefénica has made strong returns as a network operator, charging for Internet access and calls
on aper minute bass (see section 1). This standsto change. President De La Rua has issued a
decree cutting the interconnection rate (the fee newcomers must pay incumbents for use of the
network) from 2.35 centsaminuteto 1.1 cents. Furthermore, free ISP services, that have been
wide spread in Brazil, appear to be making inroads into Argentinawith the 2000 arrival of
fullzero.com, uyuyuy.com and Alternativagratis.com (backed by George Sorros Quantum
Dolphin fund). In the battle for porta traffic Terra Lycos may fed pressured to give access away
for free to compete with UOL, StarMedia and others. All of thiswould come at the expense of

Tdefonica

49 Solomon Smith Barney. 2001. “Terra Lycos: Portal to the World.” February 13, 2001
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Section 1V — Going Forward

As Argentina looks & the Internet sector going forward, is the proverbia glass half-
empty of half-full? How much vaue, if any, will Argentina’ s first mover advantage have in the
future and to what extent is the country ready to compete in the high tech sector over thelong
term? To a certain extent Argentinaiis subject to the fortunes of Latin America s dot-com
prospects. At the same time, interndly there are many critica issues that the country must

tackle.

External

Much of the boom was led by optimism among investors about the long-term prospects
of the Internet in Latin America. It is expected to be the fastest growing region in the world.
Many early investors were attracted to the Latin American region as a single market — a market
with over 500 million people (two thirds of which is Spanish speaking), representing 7% of the
worlds GDP and with a young population (over 30% of the population under the age of 15) that
is predicted to be less resstant to adopting new technology and have more familiarity with the
information world of cell phones, PC's, PDA’s etc.. Jupiter Communications estimates that the

number of online usarsin Latin Americawill reach 75 million by 2005.
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Regional Growth of Web-Using devices, 1998-
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Source: Jupiter Communications

Cart before the Horse?

However this growth is not yet aredity and the market will need time to develop. Jan
Boyer who heads Softbank Ventures says “Latin America has been ahead of itself and companies
have been funded before the market has been ready for them....everything has been happening
too fast too soon.” The US Internet chronology has been inverted in Latin America. Inthe
States, Internet penetration preceded e-business. Over 10% of the US population was dready on
line when Y ahoo! went public in 1996. The penetration rates are even more substantia for later
IPO’s such as Amazon (22%), eBay (30%) and NetZero (35%).%° In Latin America, on the other

hand, only about 2% of the population were on line by the end of 1999.

°0 Donaldson, Lufkin & Jernette. 2000. “Latin American Internet: Basic Realitiesof the Next Wave.” May 2000 &
Jupiter Communications
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Thismay not bode well for the future of entrepreneurs in Argentina s dot-com sector.

One implication of the trgectory of the development of the Latin American market is thet in the

early stages of the Internet competition have not been focused around start ups with technology

leads racing to gain competitive advantage through quiet but rapid growth, but rather, as

mentioned earlier, the market has revolved around proven, often recycled concepts.

The Copycat nature of the Latin American Internet development changes the competitive

landscape. Asargued in arecent report put out by Donaldson, Lufkin and Jenrette, “first mover

advantage is not the same when the modd is copied.” The small size of the Internet market in

Latin Americamakesis “relatively chegp for even latecomersto get visble” Under these

circumstances traditiond mass media marketing is required to build brand. There are other
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reasons why local dot-comsin Argentinamay be a adisadvantage. Many fed that the playing
field isnot asleve in Lain Americaasit has been for dot-comsin the United States.  Because
al the players have had a chance to see the US/European models unfold, Latin brick and mortar
companies may stand a better chance because they have had time to learn from the mistakes of
their peersin the US. Thus, the argument goes, an Amazon won't sneak up on them to the extent

that it happened in the US.

Financial Oxygen

All of thisleadsto the concdusion that “financid oxygen”, or the ability to stay dive until
the market is more fully developed, will be critical. The critical mass of users and income levels
needed for profitable busnessesto thrive are farther off. Lain American Internet online
advertisng -- the revenue source for which many Argentine content sites have built their
business modd on -- is predicted to grow quickly and reach $ 949 million, but not until 2003.
The same holds true for Internet e-commerce with totd transactions growing from close to $1
billion in 2000 to dmost $8 billion in 2003°>" Additiona obstadles such as fulfillment
deficiencies (poor infragtructure, inefficient postal systems) and lack of payment systems (credit
card penetration, uneasiness with remote transactions) continue to linger and could severdly

damper e-commerce growth in the short term.

51 DC. 2001 www.idc.com
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Latin American Internet Online Advertising
1999-2003E
$1,000 $949
$800
$600 $517
| B US$ in millions
$121
$200 5T
$- 4 - - - - -
1999 2000 2001 2002 2003
Source: IDC

Further complicating the development of Internet start-upsin Argentinawill be the
degree to which Latin America developsinto asingle market. With the exception of ISP sand
generd infrastructure plays, most industry andysts now predict that the mgjority of successful
Internet Sites will not be pan- American but rather country specific. The belief isthat cultura
and language differences are significant between countries and that customers will demand local
news and entertainment in exchange for customer loyaty. Should this scenario play out, it will
mean smdler revenues and more limited audiences — particularly for many of the content driven
gtes. The recession in Argentina could aso hit content driven e-businesses particularly hard. As
conventiond advertisers cut back the amount of advertising spent on the Internet, ad-based
revenue on the web is estimated to be as low as $7-8 mill thisyear.>? Latin Americamedia
content is very concentrated and deep- pocketed incumbents such as Brazil’ s Globo, Mexico's
Tdevisaand Argentind s Clarin gppear much better positioned to survive until the market

becomes more lucrative.

52 Ebusinessforum.com. 2001. “Argentina: New dot-coms Toughen the Competition”
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Internal Devel opment

While the regiond and globa business environment plays alarge role in theimmediate
future of the dot-com sector in Argenting, in the long run, developing the interna capabilitiesto
compete will be even more critical. While Argentina has been given a“head gart”, in many

categories the country seemsto be moving in the wrong direction.

Human Capital

Education is ill the key to a more progperous future. While Argentina appears srong
compared to mogt other Latin American countries, there are clearly troubling warning signs that
the country isfailing to create a future generation able to compete in the globd information
society of tomorrow.

Primary and secondary education is not what it used to be and has been dipping fast —
particularly when compared with developed nations.  Thisisin part dueto alack of funding.
Teachers sdaries, once above the average of white collar professonasin the country, have
dropped agtonishingly low. The average sdary for an Argentine schoolteacher is $6165 annudly
while the OECD averageis 3 times higher at $18,486. Educationd investment per sudent isaso
uncompetitive. Educational spending as a percentage of GDP in Argentinaiis 3.1% vs. the 5.3%
OECD average. Where most developed countries spend $115,200 per year per pupil on
education the Argentine state spends only $12,966.%3

The educationd results reflect this. Grade repetition rates are high. According to a study
by Sistema de Imformancion, Monitoreo y Evaluacion de Programas Sociaes, 920,000 youth
between 15 and 24 neither work nor go to school. Rankingsin Math and Science arelow -

Argentinaranks 48 out of 59 nations surveyed according to the World Competitiveness Report -

53 |_aNacion, September 28, 1998, p.12 referring to areport issued by UNESCO
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and only 11% of secondary school graduates know the Pythagorean theorem and just 10% of can
correctly caculate the area of a“ sembrada?’>*

Education at tertiary leve isaso problematic. While a high percentage of secondary
students enter college (65%), 25-40% have dropped out after on year and only 19% of this group
will have adiplomaat the end of 5 years. Enrollment has soared but increases in funding for
education have not matched this growth. Facilities are sub par and professors are poorly paid
($320 a month in Buenos Aires) and often part-time. Bureaucracy is overbearing with afull 17%
of education spending going to administration and never reaching the classoom.>®  Many of
Argentina s 86 Universities (49 of which are private) have been criticized for producing
mediocre students who lack the types of marketable skills needed to compete in the global
economy.

Improvementsin education done will not be enough to ensure a smooth trangtion to a
knowledge economy. Argentinamust create an environment that increases interest and skillsin
technology by raising public avareness and promoting technologica innovation. To deate
Argentina has not been aggressve enough in promoting a culture of creativity and information
sharing within the society. Data on royalty fees can be used to reved activity in internationd
technology transfer and trade in technical know how. Argentinag s 1998 figures of $8 millionin
receipts and $422 million in paymentsis not poor among Latin American countries. It s,
nonetheless, a heavy net importer of technology sold asintellectua property and isafar cry from

wesdlthier net exporting nations such as the United States, Sweden or the United Kingdom.>®

Argentinaranks 56 out of 59 nations in the World Competitiveness Report in terms of

>4 LaNacion Line. 2001. “Crisis del Saber.” Grandes Temas Pendientes de la Argentina: Education.
www.lanacion.com.ar/espec/grandes_temas/education/notal.htm

%5 Economist.com. 2001. “More Students than Cash.” May 4, 2000

%8 | nternational Bank for Reconstruction and Development. 2000. “ 2000 World Development Indicators
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technology development. On certain fronts Argentina appears to be moving in the wrong
direction. A recent Nationa Science Foundation report on R&D spending in Latin America
showed that while countries such as Brazil, Mexico and Costa Rica have significantly increased

R& D spending Argentina has dipped backwards.

Country R&D R&D % change90-96 | R&D as
Expenditure Expenditure a% of
in 1990 ($ in 1996 GDP
Billions) ($ Billions) 1996

Argentina  $2.2 $1.4 - 36% 0.4%

Brazil $3.7 $7.1 +91% 0.7%

Chile $1.1 $1.0 - 10% 0.6%

CostaRica $0.1 $0.2 +100% 1.2%

Mexico $1.1 $2.1 + 90% 0.3%

Venezuda  $0.5 $0.5 0% 0.3%

R&D as a % of GDP - 1996
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Even in categories where Argentina has been strong, future successis far from certain.
While the country ranked favorably in terms of supply of knowledge workers (see Section 1l) a
recent study by IDC nevertheless predicts I T skills shortagesin the country. Not only
developing but keeping the most talented I T professiondsis more and more critica. Whilea
recent National Science Foundation study confirmed that Argentinaiis taking positive structurd
steps to attract sudents and young scientists, nagging economic problems are a potentia
sumbling block. Brain drain is serious issue and the young and most talented are leaving

Argentinain record numbers.

E-Business Environment

Improvements in the conditions for entrepreneurship are also needed. A mgjor obstacle
facing Internet entrepreneurs will be financing.  The recent arrival of venture capitd funding has
overshadowed problems with bank financing. However, with VVC funding dowing to avirtud
gtanddtill things could be problematic and access to capital could be a serious congtraint for
Internet start-upsin Argentina. According to the Metricnet Index of new economy
competitiveness, in the category of “Dynamism and Economic Competitiveness’ — that puts
heavy weight on the availability of capitdl —Argentinais ranked alowly 40", Whilethe
Argentine banking sector has sgnificantly increased is competitiveness in the lagt five yearsiit
continues to be highly inefficient. A more competitive environment has led to consolidation,
with the number of banks shrinking from over 200 to close to 120. However, nine banks il
hold over two-thirds of al bank deposits. Bank loans range from 12% interest rates for big
company to 20-30% for asmall one®’ A recent andysis by the Economist looking at the spread

between commercid bank deposits and lending rates suggests thet the system is highly

57 Economist.com. 2001. “Where the Dinosaurs Roam”
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inefficient, with banks significantly increasing the overdl cost of investments and therefore
hindering economic growth.>® Country risk aso plays arole in creating adverse business
conditions. The high cost of capitd puts Argentinaat asgnificant disadvantage. A recent sudy
in the McKinsey Quarterly found that due to high country risk — either real of perceived — up to
20% of the value of capitd invested was destroyed, with capital investment returnsfailing to
meatch what might have obtained dsawhere given smilar levels of risk.

The Argentine sock market, the Bolsa de Comercio, isineffectivein terms of rasing
capital. A look at stock market indicators as ameasure of Argentina sfinancia strengthin
relaion to more developed markets revedsinadequacies. Argentina' s market capitalization asa
percentage of GDP of 15.2% in 1998 ranked well behind other nations with whom the country
may compete with for control of Latin American/Spanish spesking Internet supremacy such as
Brazil, Chile, Mexico, Spain and the United States®® Also in terms of improved capital
alocation and liquidity, as measured by turnover ratio or shares trades as a percentage of

capitdization, Argentina again stacks up poorly.

Market Capitalization as a % of GDP
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58 Economist — “Where Dinosaurs Roam”
%9 World Development Indicators- 2000



The Development of the Dot-com Sector in Argentina 45

A conseguence has been that most Argentine Internet companies with any PO
aspirations at dl have looked to the US and the NASDAQ. Weskness of the Argentine market
has dso had negative implications for creating conditions needed to atract foreign investors and
venture capital. They seethe lack of exit avenuesviaan IPO asamgor deterrent. Meanwhile
other counties, such as Spain with the launch of the Nuevo Mercado, have attempted to create the
necessary conditions to encourage technology companies to go public a home. Brazil plansthe
launch of asimilar “Novo Mercado” in April, 2001. While current market conditions may cause
these initiatives to struggle in the immediate future, should the environment change they will
have a sgnificant advantage for Argentina

Therigid labor laws that redtrict the Argentine economy in other sectors are less of a problem
in the high tech industry where strong labor unions are not as entrenched. Furthermore, with a
large black market for workers and temporary contract works easy to find, the problem is not as
restrictive as many percelveit to be. However, very real problems of internationa
competitiveness issues stem from Argentina s pegged currency policy. With the peso tied to an
internationally strong dollar, Argentinais suck in the difficult podtion of having to grestly
improve productivity and add vaue in order to compete with countries with lower production
cods. Buenos Aires, in particular, isavery expensve city. According to the William M Mercer
Company’s Cogt of Living Index, Buenos Aires - wheredmogt al of Argentina s dot-com
activity is centered - isamore expensive city to livein than New York. Therefore, Argentine
dot-com companies have not been able to leverage the low cost/high productivity proposition to
the same extent that other high tech sectorsin emerging markets such as Israd and India have.

In fact, for reasons ranging from cost and geographic centrality to network externdities and
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socid capitd, many Argentine companies (Mercadolibre, DeRemate!) have left Buenos Aries

and rdocated to Miami’s “ Silicon Barrio”.

Government I nitiative

Astute government involvement in the development of the Internet sector will aso be
needed. High on the agenda must be the developing anew “Internet generation”. Only about
10% of Argentina's 11 and a haf million households own a persona computer. At a price of
roughly $1000, aPC is il prohibitively high for most families. To overcome this Presdent de
LaRua has unveiled a$1 billion program to subsidize loans for persona computers. Another
campaign launched by the Government aimed at increasing Internet connectivity is Educ.ar. The
$250 million program, run by Presdent De La Ruas son, will attempt to wire al 37,000 of
Argentina s primary and secondary schools and will aso work with the Ministry of Education to
provide educationa content and training materid. The government has aso proposed to provide
free emall addressesto dl citizens. These developments, dong with the arriva of free ISP
services to Argentinain 2000, should help increase levels of Internet connectivity.

Government policy decisions in e-commerce and telecommunications policy will be critica.
Past government initiatives to expand access, guarantee secure transactions and protect
intellectua property have met with limited success but need to be continued. The deregulation
of the telecommunications sector that took place at the end of 2000 has dready shown positive
results and should continue to improve services, but the government must cast awatchful eye to
ensure the development of an increasingly competitive marketplace. Legidation that brings
intellectua property rights up to globa standardsis pending and regulations for e-signatures,

which will serve to expand e-commerce transactions, are dready in place. Argentina haswisely
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chosen not to meddle with online taxation issues for the moment, preferring to hold off until the
sector is better devel oped.

Findly, Argentinamust attempt to restore stability and ingtitutiond credibility. The
circus surrounding Argentina s recent macroeconomic ingability has certainly not helped. At one
point in March of 2000 Argentina had 3 different economic ministersin amonth. Mass
resignations have been the halmark of the De La Rue adminigration and, with crumbling
support in an dready week codition, some have suggested that the president has effectively
“outsourced” government responsibilities by bringing in new economic minister Domingo
Cavdlo. Other problems facing the government stem from the Argentine' s deep-seated distrust
and disllusonment with poorly developed democratic inditutionsin their country.  One key
issue - alegacy left over from the Menem adminigration - is corruption. At the time of the most
recent eection over 70% of the Argentine population viewed corruption as a mgor problem.
The rest of the world shares this perception. According to the 1999 Transparency International
Corruption Perceptions Index, there were at least 71 countries in the world that were less corrupt
that Argentina. Echoing this, in adifferent ATKearny ranking Argentinafell from 19 to 24

(1999-2000) in the category of “confiabilidad parainvertir.”

Conclusion

Asoutlined in the firgt section of the paper, Argentinawas alogicd location for Internet
entrepreneurship to blossom in Latin America based upon clear advantages over other countries
in the region in certain fundamentd areas. Argentina s comparative wedth, superior primary
and secondary education and large pool of technically skilled “knowledge workers™ laid the

foundation for the country’ s success. Yet in spite of a more fully developed communications
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infrastructure that included higher PC and phone line penetration rates, Internet connectivity was
dow to take off and didn’t increase until the government took steps to reduce access costs.

I nterestingly, Argentine dot-com businesses sprang up in the absence of ideal conditions for
entrepreneurship and investment. Internet businesses were able to navigate their way clear of an
unstable and unpredictable ingtitutional environment plagued by corruption, unfair competition
policy and a poor justice system.

As the second section pointed out, in addition to the “usua suspects’ such aswedth and
connectivity, there were a number of equaly powerful influences a work that help to explain the
Argentine e-businessboom. A strong case can be made that Argentina’ s turbulent recent history
influenced the dot-com gold rush by providing awindow of opportunity for a pessmistic and
disllusoned populace to tap into their pent up entrepreneuridism. Timing of the market was
adso key. A well developed print media and entertainment content sector helped position
Argentina a the right place a the right time and was one of the factors that alowed the mgority
of the companiesin the sector to launch while the markets were still receptive to Internet
ventures.

The arriva of venture capitd in Argentina at the end of the 1990's provided a critical
source of funding that had been missing due to the prohibitively high cost of capitd available
through domestic banks. Attracted to the region by the return of democratic stability and the
high growth potentia of Latin American Internet use, and inspired by the successful 1PO of
Latino porta StarMedia, venture capitalists poured money into Argentinaand served as a
catays to the Internet boom. They were not done. A number of other supporting businesses
and organizations grew up around the Internet sector and served to reinforce the sectors

development and help build networks and create synergies among different actors.
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A closer analysis of the Internet sector, performed in section three, reveds certain
gructura festures of the Argentine dot-com sector that served as an advantage early on but that
may prove the bads of fallure over the long term. By taking successful Internet business models
from the United States and recycling them toward a Lain American audience, many Argentine
entrepreneurs were able to quickly seize the opportunity and position themsalves as market
leaders. However, alack of imagination led to overcrowding and the splintering of an dready
smdl and rdlaively undeveloped audience. A market shakeout was inevitable.

The mdtdown of the Internet sector has hit Argentinahard. Many start-ups have dready
gone under and at least hdf of the jobs origindly created by the sector have been diminated.
With very few companies securing second round financing many more firms may go under.
Venture capital has been, for al intents and purposes, completely shut off and companies that
just ayear ago had solid PO prospects are now being acquired or are fighting for survival.
Companies that were able to make it public before the downturn have seen there stock battered.
The structure of the industry is becoming dominated more and more by large conglomerates and
globd mediaplayers.

Asdiscussed in section four, diginctive features of the Latin American market may mean
that Argentina' s dot-com head start will be short lived and of little advantage in the future.

There are characterigtics of the market that have created aless than leve playing field for locdl
dot-comsin Latin Americaand may favor degp- pocketed bricks and motor incumbents. The
chronology of the Internet in Latin America has been inverted in comparison with the United
States with companies coming to market ahead of high Internet penetration rates. While Internet
commercein Latin Americamay one day grow significantly, the rlatively smal and splintered

current market may take time to develop. The time lag between the US and Latin American
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markets has allowed opportunistic entrepreneurs to recycle successful US business models but
has a so given incumbent brick and mortar companies a chance to learn from the mistakes of
their US and European peers.

In the long run, Argentina s ability to develop the internd capabilities to compete in the
knowledge-based economy will be even more critical. Argentina s primary and secondary
education systems, while till strong compared to other Latin American countries, are far behind
most developed countries and have been dipping in recent years. Tertiary education aso must
improve and more financid resources and a greater commitment to developing sudents with
gtrong technica skillsisneeded. Initid steps have been taken on these fronts but much moreis
needed.

The government also needs to take steps to create a business environment where
entrepreneurship can thrive. Accessto capital remains a central obstacle to entrepreneurship.
An ineffident commercid banking sector charges prohibitively high lending rates, sgnificantly
increasing the overdl cost of investments and hindering economic growth. Loca stock markets
have proved ineffective at raisng capitd and deter venture capita investors - who fear the lack
of an “exit drategy”. The pegged currency has dso hurt the competitiveness of Argentine
entrepreneurs who don't benefit from lower costs relative to other international competitors.
Mogt of dl Argentina needs to develop a stable set of policies and indtitutions that creste
conditions where e-business can flourish and where credibility is restored and public lack of
confidence and doubts about corruption are tackled head-on.

Argentinafindsitsdf a a crossroads trying, on the one hand, to compete with the
developed countries of the world while, at the same time, trying not to dip backward as the

country struggles with issues traditionaly confronting third world countries such as debt default
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and widening income inequaity. The Internet, and the dot-com boom and bugt, are very much a
part of thislarger picture. The short-term fal out of Argentinas early net entrepreneurs has been
intense and may only get harsher in the coming year. Y et, while the fird mover advantage may
have disappeared, the truly critica issues revolve around the country’ s long-term vision.
Argentina must make the trangition to a knowledge-based economy found in the world's
richer nations. As arecent McConnell Report on international Internet development stated,
“some countries will make technology a driver for anew nationa economy, legping from an
agrarian or industrial base into the knowledge economy.......others will fail to take the necessary
steps and will be left behind in the race for cyber markets.” The same drivers required for
success in the information economy play acritica role in improving productivity in the economy

asawhole. Whilethefirgt round of the dot-com boom may be coming to aclosethered raceis

just beginning.
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