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VENTURING:

AN EXPERIMENT ON UNCERTAINTY

What have expert entrepreneurs learned
about making decisions in the uncertain
setting of new venture creation?
That seemingly simple question has
provided the basis for more than six
years of research involving hundreds
of participants, summarized in this
technical note. To provide a preview,
the simple answer to the question is
that expert entrepreneurs have learned
something unique - something that
otherbusiness people have not. So much
so, that compared with the approaches
common to novice businesspeople, or
expert corporate managers, expert
entrepreneurs completely invert many
aspects of both the uncertain problem
and the solution to the problem. In this
technical note, we will describe the
experiment we conducted to arrive
at this bold statement, the results we
found, and the implications for anyone

facing an uncertain situation.

|. The Experiment

We wanted to create an experiment that
had several characteristics. First, it had
to present the people with an uncertain
business situation. Second, it could not
be a real situation as a participant might
be aware of and be influenced by the
actual outcome. And third, it had to allow
for any range of possible strategies so
participantswould be free to propose any
solution they felt might be appropriate
for managing the situation.

These design goals in mind, we
created a description of an imaginary

company called Venturing, preparing

to offer an imaginary software game
of entrepreneurship. Based on the
description of this business idea,
participants were asked to answer
a set of questions pertaining to the
development of an initial market for
this product. Participants were asked
to think aloud continuously during the
task. Their protocols were collected
on tape and transcribed for coding and
analysis. Both during the experiment
and afterwards, several participants -
expert entrepreneurs, expert corporate
managers, and novices - mentioned they
found the problems interesting, realistic
and absorbing.

Il. Who Participated: Expert
Entrepreneurs, Novices, and Expert
Corporate Managers

We carefully identified three different
groups of participants. We defined
expert entrepreneurs are persons who,
eitheras individuals or as part of a team,
had founded one or more companies,
remained with at least one company that
they founded for more than tenyears and
taken it public. Two sources were utilized
toidentify possible expertentrepreneurs
for the study: (1) A list of the one hundred
most successful entrepreneurs from
1960 to 1985, compiled by the venture
capitalist, David Silver, and (2) The list of
national winners of the Entrepreneurs
of the Year awards, compiled by Ernst &
Young. Together, the two sources drew
their members from a pool that included
virtually —every enduring company
created by an entrepreneur in the US
from 1960 until 1996.
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Our novice sample consisted of MBA students at a

small university in the western United States. The
novices qualified neither as expert entrepreneurs,
nor as expert corporate managers, though some
had started ventures, and some had experience in

large organizational settings.

We identified expert corporate managers as
individuals who had spent a minimum of 10 years
operating in a multinational organization consisting
of more than 500 individuals. We drew our sample
from participants at one of the top three providers
of executive education in the world, generating
a sample diverse in nationality, operating area,

industry and gender.

Ill. What We Found

In order to analyze the results, we combed through
each individual transcript. We separated out every
single thought mentioned in every transcript, and
coded each according to categories of approaches
to solving particular business problems presented
by the scenario. We then compared the number of
thoughts of each type across our three groups (we did
not compare any results at the individual level]. The
results are presented below, and all comparisons are

statistically significant at the 95% confidence level.

What we see is a dramatic difference in the way

the three groups set up decision-making under

Issue Entrepreneur Novice Corporate
Considerations during the Process

Make decisions explicitly around building a long term business Most Least Med
Incorporate prior experience in decision-making Most Least Least
Expand decision-making beyond the boundaries set by the scenario Most Least Med
Incorporate market research into decision-making Least Most Most
\é\grproysaet()josu;[r&oonney - either funds available or the cost of executing the Most Least Least
E;Jric:ssg\%vehoa;é]l can sell” versus what “they can sell” [personally selling versus Most Least Least
Define cooperative partnership relationships Most Least Med
Pricing

Consider cost in the pricing decision Most Med Least
Have some ‘gut feeling” about the price Most Least Least
Likely to set price around perceived mean segment willingness to pay Most Med Least
Set a high price Most Least Least
Have a theory for setting price Most Least Most
Total number of thoughts related to pricing Most Least Least
Outcomes

Generated novel market alternatives not presented by the scenario Most Least Least
Overall Decision Making Approach

e Etecual pfogto conolor hape e cutcame it e
;Jssrg;‘ﬁ]nalyticat” (using predictive information to inform decision making) Least Med Most

Table 1: Summary Results of Experiment Data



VENTURING: AN EXPERIMENT ON UNCERTAINTY

1. Where
to Start

2. Risk,
Return and
Resources

3. Attitude
Toward
Outside
Firms

4. Contingency

5. Approach

Uncertain Situation

Assess Your Means.

Take action based on what
you have available:

*Who | am

* What | know

*Whom | know

For example, because | have

person A, | can achieve X, Y, or Z.

Set Affordable Loss.

Pursue interesting opportunities
without investing more
resources than you can

afford to lose. Set a limit

on downside potential.

Leverage Contingencies.

Surprises are good. New
developments encourage
imaginative re-thinking of
possibilities and continual
transformations of targets.

Effectual.

The future as shaped (at least
partially) by actions of all
players. Prediction is therefore
neither easy nor useful.

Table 2: The Five Principles of Effectuation

Predictable Situation

Managerial Questions for
Facing Uncertainty

Set a Goal.

Goals determine actions. For
example, the goal of achieving
X, will dictate | need person

A with skills matched to X.

Have you made an inventory
of your means?

This is the starting point for
taking action under uncertainty,
so list out what you have, what
you know, and whom you know
- and put these means to work.

Calculate Expected Return.

Pursue the (risk adjusted)
largest opportunity and

accumulate required resources.

Maximize upside potential.

Have you examined the worst
case scenario and considered
how to outlive it?

Failure is likely in uncertainty.
Make small bets so when you fail
it is not catastrophic and you can
incorporate the learning from
that failure into the next iteration
of the opportunity instead of
having to terminate the project.

Perform Competitive Analysis.

Protect. Strategy is driven by
potential competitive threats.

And how can you gain their
commitment? This means finding
partners with complementary
skills or assets, and being willing
to share in the upside with them
so they will engage to create

the opportunity with you.

Avoid Contingencies.

Surprises are bad.
Contingencies are managed
by careful planning and
focus on targets.

Do you have your ear to the
ground for positive surprises?

Look at surprises not from
how they might upset your
existing plans, but from how
you can be the beneficiary.

Predictive.

The future is a reliable
continuation of the past.
Accurate prediction is
possible and useful.

Is your environment stable enough
that you can reliably base future
actions on data from the past?

If the answer is no, concentrate
your limited effort on actions
that will create an environment
where your firm will have

an inherent advantage or a
leadership position, instead of
building elaborate forecasts.




uncertainty, they way that these approaches impact
pricing strategy (for example], and the outcomes
they generate. Instead of going through each one
of these findings in specific, we focus on the two
overall approaches to making decisions, outlined at

the end of the result summary.

IV. Effectuation: The Unique Tool of Expert
Entrepreneurs

While expert corporate managers are more
likely to take an analytical approach to solving
uncertain problems, the expert entrepreneurs who
participated in our study did something completely
different. Based on the results presented above,
and the complete data from the transcripts, we
have distilled the unique and different approaches
employed by expert entrepreneurs under
uncertainty into five specific effectual principles. In

general, expert entrepreneurs:

1) Start taking action based on what they know,
whom they know and the resources they have

available.

2) Evaluate opportunities based on whether the
downside risk is acceptable, rather than on the
attractiveness of the predicted upside.

3] Seek out partnerships with people and firms
willing to make a commitment to jointly creating

the product, service, firm or market with them.

4) Embrace surprises that arise from uncertain
situations, remaining flexible rather than

committed to existing goals.

5) With these principles, focus on activities
where they know their actions will result in an
outcome they find attractive. It may not be the
highest potential option, but it must be one they

can control.

The Effectual principles are summarized in Table

2, contrasted with “analytical” alternatives that are

likely to work well when the future is predictable,

and are commonly used by expert corporate
managers. We have also matched each principle
with a questions managers facing uncertainty can
use to take advantage of an effectual approach. We
use the term “Effectual” because this combination
of principles has enabled managers to transform
uncertain situations into new products, services,
firms and markets that they themselves could not
have predicted in advance. Effectual opportunities

are not found; they are made.

V. Implications for Managers Facing Uncertainty

It is imperative that organizations learn to operate
in the uncertain. Coca-Cola luxuriated in soft-
drink market ownership for nearly 100 years after
introduction of the beverage in 1886. But traditional
cola demand has become increasingly uncertain in
recent years with the introduction of Red Bull, the
health-conscious popularity of water and general
consumer demand for variety. And the venerable
Coca-Cola Corporation, attempting to answer
uncertaintywith predictionhasstumbledinreleases
of New Coke and more recently C2. If corporations
are going to thrive in the face of uncertainties
presented by product life-cycle compression,
rapid competitive challenge and constantly shifting
markets, they need approaches suited to the task.
Uncertainty can be effectively managed by applying
effectual principles used by expert entrepreneurs
to make decisions across the various functional

activities of the organization.

This technical note was prepared by Stuart Read,
Professor of Marketing at IMD, together with
Professor Saras Sarasvathy, Associate Professor
of Management at the Darden School, University
of Virgina, Professor Nicholas Dew, Assistant
Professor of Strategy at the Naval Postgraduate
School, and Professor Robert Wiltbank, Assistant
Professor of Strategy at Willamette University.

Economist, Financial Times, Forbes and the Wall Street Journal.
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