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Oracle’s Larry Ellison is not a shy man. He is outspoken, and given to gross hyberbole. This means he often overstates his case, but it also means his comments tend to be noticed.

At a conference in San Francisco last month he was in his usual from, Amongst other things, he said that Linux would bury Microsoft in the data centre, and that Sun’s StarOffice suite was so good it was “almost usable”. Both these comments are typical Ellison.

But he said something else that pertains to something more important to the future of the industry, and which can not be so easily dismissed. He said that a thousand companies in Silicon Valley “need to go bankrupt.” There are far too many single product companies, that just will not be able to survive in the era of commoditised computing.
These comments echo what leading analyst group Gartner has been saying for some time, that there will be a massive shakeout in the IT industry over the next few years, during which time the number of computer companies will shrink to fewer than half of those existing today.
Not all of them will go bankrupt – many will be acquired, particularly software companies. This process has been going on for some time, the only thing different is that the process will be accelerated over the next few years.
The computer industry, more than any industry that has ever existed, is about entrepreneurship. The cost of entry in the information industry is much less than in manufacturing, because the main product, particularly in the software industry, comes from the human brain.

That product is also potentially very profitable, because its marginal cost is virtually zero. Hit upon a good idea, and you can make a fortune overnight. For that reason the computer industry has attracted an enormous number of very talented people, and many of them have become very rich. And some talented people have failed and some stupid people have lucked out, but such is the way of the world.

When people start software companies, they usually have two aims in mind. One is to make a good product, the other is to make some money. And there are two ways to make money. One is to turn a profit, the other is to increase the value of the company and then realise that asset.

The two most common ways of realising the asset is to sell the company or to float it on the stock exchange, after which time the shares can be sold at any time. That is how Bill Gates got his billions. Most of it is in Microsoft stock – he still owns about a quarter of the company. Whenever he needs some ready cash, he can just sell a couple of hundred thousand shares. It is also how Larry Ellison became the world’s fifth richest man.
Floating a company is called “doing an IPO”. IPO stands for “initial public offering”. This was an instant path to riches for many people during the dot com boom, where profitability was rarely a precondition of stock market success. But few people are now prepared to put money into something that hasn’t demonstrated some level of financial success, and the most likely exit strategy for most software entrepreneurs is to be acquired.
The history of the computer industry is the history of companies acquiring other companies. Small software companies do it every day, and even the largest are not immune. If Compaq can buy Digital, and HP can buy Compaq, anything can happen.
What Larry Ellison is stating in his overstated way, and what Gartner is saying in its more sober manner, is that there are fundamental forces at work in the industry that will ensure an even greater rationalisation than we have seen already. There are just as many people as there have ever been with entrepreneurial tendencies, but they are now operating in a very different environment than in the past.
Not only is venture capital more difficult to attract, and IPOs more difficult to perform, but revenues and profits for existing companies have declined. Many companies are simply running out of money and will go broke. Many others will become increasingly attractive takeover targets as their investors lose faith and their intellectual and other assets become cheaper and cheaper.
There will be fewer and fewer suppliers. We have seen this trends for many years – there are now just a few major systems suppliers, a few significant applications software companies, and a few chip manufacturers. And all of their products are getting cheaper and cheaper, while the difference between them diminishes.

The process is called commoditisation, and it happens in every maturing industry. Large scale commercial computing, which essentially dates from the day of the IBM System/360, is now 40 years old.

I know a lot of people in the industry waiting for things to pick up and get back to “normal”. They have not yet tweaked to the fact that this is “normal”, and that the company that they work for is much more likely to be acquired or go broke than return to the levels of profitability they were used to just a few years ago.

Welcome to the future.
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