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Some companies succeed in the network economy, others don't. Why?

NEW RULES FOR THE NEW ECONOMY: 10 RADICAL STRATEGIES FOR A CONNECTED WORLD. By Kevin Kelly. Fourth Estate; 179 pages; £ 15. Viking Penguin; $ 19.95

INFORMATION RULES: A STRATEGIC GUIDE TO THE NETWORK ECONOMY. By Carl Shapiro and Hal R. Varian. McGraw-Hill; 352 pages; £ 21.99. Harvard Business School Press; 352 pages; $ 29.95 

DOES the so-called "new economy" play by new rules or do well-established principles provide a better guide for entrepreneurs and policymakers? Your answer will determine which of these books you prefer. Both appear to be about the same thing--how to succeed in the network economy--but they could hardly be more different.

Kevin Kelly is a founding editor of Wired magazine. He is an ebullient hypester of the Internet and all its works. And he has convinced himself that the technologies that have made the Internet possible are "creating a special case in economic history. Not because it happens to be the fashionable leading business sector of our day, but because its cultural, technological, and conceptual impacts reverberate at the root of our lives."

Mr Kelly is fond of saying things like "if you are not living in real time, you're dead," "the surest way to smartness is through massive dumbness," and so on ad nauseam. His ten rules for the new economy are couched in the same sort of obliquely hip language: "Embrace the Swarm", "Follow the Free", "Feed the Web First" and "No Harmony, All Flux". It seems that if you appoint yourself as the Tom Peters of cyberspace, this kind of claptrap is de rigueur.

It's a pity, because underneath all the froth, there are some perfectly sensible ideas. Sensible perhaps, but not quite as original as the author appears to believe. His main themes are about the power of network effects, the tendency of the network economy to attach value to plenty rather than scarcity, the relentlessness of innovation and the death of distance.

For the most part, Mr Kelly's ideas are fine. His main failure is to think that the business model of the software industry, in which the first copy of a product may cost many millions of dollars to produce but subsequent copies cost only cents, will spread to all economic activity. His book, at least, has the virtue of being short. Whether anyone will actually find it useful is another matter. As a practical guide for doing business in the network economy it is more mystifying than helpful.

The contrast with Carl Shapiro and Hal Varian's "Information Rules" could hardly be greater. These two Berkeley professors bring a discipline to their analysis that is usually quite absent from the overheated burblings of the cyberprophets. They mildly comment that many books about the impact of technology are attempts at predicting the future using forecasting methodology that is at best "unclear". They forswear words that start with "cyber". They promise not to compare business strategy with restoring an ecosystem, fighting a war or making love--business strategy is business strategy.

And that's what "Information Rules" is about--rigorous and practical strategies, based on solid foundations, for surviving and prospering in the network economy. It is easy to imagine Intel's Andy Grove or Microsoft's Bill Gates not only recognising some of their own successful strategies but coming away with a better understanding of why some things they have done worked better than others. And, more importantly, what they need to do next.

One of the book's great virtues is that although it recognises that there are few precedents for a significant technology being adapted at the current pace of the Internet, little is quite as new as it seems. A hundred years ago the way people lived and worked was being transformed by two other network industries--the electricity grid and the telephone system. The rate of adoption may have been slower and it took longer for unifying standards to emerge, but only a few would claim that their impact was any less than that of the Internet. That sense of perspective, like the rest of the professors' contribution, is vital.

Although the circumstances of a particular era may be unique, the economic principles that govern the exchange of goods in a liberal market economy are enduring. It is a truth, incidentally, which applies as much to competition regulators as it does to people trying to run technology businesses.

Indeed, some of the characteristics of the network economy suggest that regulators may need to be more, rather than less, vigorous. Unlike the old industrial economies in which economies of scale led to relatively stable oligopolies, the information economy is driven by the economics of networks and is populated by more-or-less temporary monopolies. The key concept to grasp, the authors argue, is "positive feedback"--the tendency for technology winners to take most if not quite all of new markets, the "tipping" effect when one technology emerges as the winner, and the opportunities for companies to lock customers into particular technologies.

For regulators, as can be seen in the epic antitrust action being waged by the American Department of Justice against Microsoft, the difficulty is to determine how temporary a monopoly is likely to be and the extent to which it is being maintained or extended by anticompetitive means. It is Microsoft's very awareness of the probable temporary nature of its Windows monopoly that makes it so aggressive, both in its defence and the attempts it makes to replicate it in new markets.

Typically, Carl Shapiro, who used to be the chief economist at the Justice Department's antitrust division, and Hal Varian give advice even-handedly to both the aspirant monopolist and the conscientious regulator. Indeed, that is what is so likeable about this book--its fair-mindedness and its wise pragmatism.

Some readers may be disappointed by the lack of "vision" in "Information Rules". For others, that is its strength. If you want to understand how the network economy really functions and why some companies succeed spectacularly and others, despite having mould-breaking technology, come a cropper, look no further. The fact that it is also written in restrained, jargon-free English is an added bonus.
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In a mild case of man bites dog, Carl Shapiro and Hal Varian's "Information Rules: A Strategic Guide to the Network Economy" is apparently outselling Kevin Kelly's "New Rules for the New Economy: 10 Radical Strategies for a Connected World." Both books purport to be manuals for business in the Internet age. However, not only is Kelly the executive editor of Wired, but he also writes in the best Tom Peters style, a rapid-fire blur of neologisms and breathless declarations that all the rules have changed, that there are limitless opportunities for those who have the courage to let go of old assumptions. Why, then, is he being outsold by a couple of economics professors who rather primly declare that "we seek models, not trends; concepts, not vocabulary; and analysis, not analogies"?

Of course, the chemistry of publishing success is mysterious. But this particular sales competition may mark a turning point in the way business -- and the public at large -- perceives the Internet and, for that matter, the whole "new economy." For while Kelly, true to his Wired roots, offers us a sort of New Age meets Horatio Alger vision -- in this brave new world, he tells us, entrepreneurs will do well by doing good -- Shapiro and Varian are hardheaded, even Machiavellian. To make money from information, they suggest, you have to find clever, in some cases dastardly, ways to outmaneuver your competition and exploit your customers. 

Consider my own sad story. As a thoroughly modern professor, I post many of my writings on a personal Web site. It might seem only reasonable to ask people to pay for the privilege of downloading my wisdom. But on the other hand, once a piece is written it costs me nothing to have another person access the site; if I were to charge for access, some potential visitors would be deterred, hurting both them and me. What's more, my readership is at least partly sustained by word of mouth; the fewer readers I have, the fewer potential new readers will be led to check out my site. So how can I make any money off this thing?

If I knew the answer to that question, of course, I would add ".com" to my name, launch an initial public offering and become an instant millionaire. But my dilemma is essentially the same as that facing many firms.

The information industries in general -- Internet ventures, software developers, even many hardware manufacturers -- all have in common the combination of high "fixed costs" (the one-time cost of writing articles, developing software or designing a new chip), low "marginal costs" (it costs nothing to let another person read your article or use your program, and not much to produce another copy of your chip) and "network externalities" (the more people use your idea/program/chip, the more widespread it becomes, and therefore the more people will find it worth buying). How are they supposed to make money?

Kelly's answer is, essentially, not to worry about it. His "new rules" for modern business include mottoes like "follow the free" (give stuff away, because it will help you sell other stuff) and "feed the Web first" (shift from "maximizing the firm's value to maximizing the Web's value"). In other words, cast your bread upon the cyberwaters, and it will be returned to you a thousandfold.

Shapiro and Varian insist that "information rules" are simply exaggerated versions of the rules that have always applied to high-fixed-cost, low-marginal-cost industries like, say, airlines. Now, airlines, in case you haven't noticed, don't follow the free. They find clever ways of charging what the traffic will bear. Buy your ticket well in advance and stay over Saturday night, and it will be pretty cheap -- not because serving you costs the airline less, but because the restrictions screen out business travelers, who can then be held up for a ransom.

Similar strategies can be applied to the information sector. Shapiro and Varian approvingly note the example of I.B.M.'s inexpensive home-office-oriented Laser Printer Series E. (Remember, this is a guide to business strategy, not ethics.) It was slower than the premium-price Series F, they note, not because it was of inferior quality but because it contained a special chip to slow it down. They also mention the Windows NT Workstation, which is apparently identical to the much more expensive NT server except for a few minor code changes designed to reduce its capabilities. In short, according to Shapiro and Varian, the new economy is a place where it often pays to play ugly.

All of which brings us, of course, to politics. Not too long ago, the dominant ideology of the cyberelite -- led, in particular, by Louis Rosetto, one of Wired's founders -- was strongly libertarian; all the digerati wanted from Government was to be left alone. I don't know whether Kelly shares that view, but his book does seem to describe a world in which Government intervention is unnecessary, maybe even irrelevant.

By contrast, the new economy described by Varian and Shapiro (who was the Justice Department's chief antitrust economist in 1995 and 1996) sounds like a prime candidate for Government intervention, rife with probable market failures and with opportunities for firms to play ugly in ways detrimental not just to their competitors but to consumers too. "Don't expect the Government's role to diminish," they warn; and their book concludes not only with some prescriptions about what the Government should do but also with some advice about how companies can avoid getting into antitrust trouble. Too bad Bill Gates didn't get an early draft.

Maybe I'm reading too much into book sales, but it seems to me that the success of Shapiro and Varian is, like the Microsoft case, an indicator that the Information Age has lost its innocence. Information technology is no longer something idealists do for fun; not only has it become big business, it has also become a business whose underlying rules practically invite antisocial practices like price discrimination and predation. In short, say goodbye to the geeks in their garages, and say hello to the new railroad barons -- and by the way, see you in court.
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Kevin Kelly is executive editor of Wired magazine, the monthly bible of the techno-utopians, and his book New Rules for the New Economy is techno-utopianism in all its fullness: adolescent rantings against authority; promiscuous generalizations that would be maddening if they weren't so silly; blissful ignorance of nuance and complication; irreverent dismissiveness of religion, culture, tradition, and practically everything that shapes the moral life; meaningless aphorisms ("No harmony. All flux."); and a breathless reductionism that is encapsulated in sentences like, "We are simply unable to deal with questions that cannot be answered by means of technology."

The fact remains that Kevin Kelly is a smart man, and his book and magazine are full of telling facts and interesting observations. And Kelly's book is less than 150 pages, which means that tolerant readers have to do a minimal amount of slogging through the mush to arrive at some genuine insights. 

Kelly's most valuable insight is in his discussion of network goods. A network good is one that dramatically increases in value (with a corresponding reduction in cost) when it is widely used. As Kelly points out, a fax machine cost $ 1,000 in 1965 and connected its user to a network worth $ 1 million. Now, a fax machine costs $ 200 and connects its user to a network worth $ 3 billion. Kelly is not exactly breaking new ground here, but he does an excellent job of seeing the observation through to its consequences.

The Internet, as Kelly and others have pointed out, is the ultimate network good. Just three years ago, the Internet and its popular applications such as e-mail were largely limited to universities. Now, e-mail addresses are nearly universal and almost every organization has its own Web site. A commercial Internet barely existed in 1995; now it is rapidly becoming as important as the telephone. The stock market has responded in kind, boosting Internet stocks to seemingly inexplicable heights. In stock value, the Web site Yahoo! is now worth twice as much as Rupert Murdoch's News Corporation, which owns hundreds of media properties all over the world. The stock value of America Online dwarfs that of all the television networks combined, and the online retailer Amazon.com is worth more than Barnes & Noble and Borders combined. Except for the investments made in health care, practically all venture capital dollars are now flowing to entrepreneurs trying to harness the new medium in creative and untested ways.

All this makes the question almost irresistible: Why are Americans, especially Americans in business, so fixated on the Internet? There is, after all, nothing in the food or water of America that explains why the telephone, the television, and dozens of lesser technologies were born here. But there is something in the culture of America that does.

Rather than search for what generates our culture's enthusiasm for technology, Kelly simply conflates the two: "Technology has become our culture, and our culture technology." But the reductionism of techno-utopians shouldn't obscure the real and deeply American reasons for the popularity of the Internet.

Like so much about this country, the American passion for the Internet is best described in Alexis de Tocqueville's 1835 masterpiece Democracy in America. "In democracies nothing has brighter luster than commerce; it attracts the attention of the public and fills the imagination of the crowd; all passionate energies are directed that way." The attraction of this medium is seen in more than the rapid adoption of the Internet. Not only do ordinary Americans use it, but they buy and sell it. Ordinary Americans are the ones fueling the excitement surrounding stocks like Amazon.com and Yahoo!

One day late last year, the average trade in Netscape was 615 shares; the average trade in Yahoo! was 458 shares. These aren't the size of mutual and hedge funds transactions. They're trades that ordinary individuals, often buying from their online trading accounts, are capable of. What Tocqueville said of America on the eve of the Industrial Revolution applies eerily well to America in the Information Revolution: "In the United States the great industrial undertakings are executed without trouble because the whole population is engaged in industry and because the poorest man as well as the most opulent gladly joins forces therein."

The ability of Tocqueville to teach us about Internet mania is definitive proof of the primacy of culture over technology. Between Tocqueville and Kelly, we have seen the development of nearly every modern technology: from the electric light to the railroad to the automobile to the telephone to the Internet. If these technologies were determinants of culture, Tocqueville's descriptions of America in 1835 would have no resonance with us today. Instead, he explains aspects of our society with a clarity unequaled by Kelly or anyone else.

Tocqueville would certainly disagree with the techno-utopians. But he would understand why this era of great technological innovation often drives intelligent people to such absurd, sweeping conclusions. As Tocqueville put it:

When the dominion of precedent is left behind, . . . one has a natural inclination to deduce the motives for one's views from the very nature of man, and that leads of necessity and almost in spite of oneself to a great number of very broad generalizations. So democratic man likes generalizations because they save him the trouble of studying particular cases.

Kevin Kelly -- and his techno-utopian friends at Wired magazine -- would offer more than an occasional insight if they tempered their enthusiasm for the Internet with a recognition of what Tocqueville called, "the strange stability of certain principles" in America.

Techno-utopians are right to look at the new medium with awe, for its astonishing potential to facilitate the exchange of information, to revolutionize communication, to transform commerce, and to create enormous wealth. But its potential is not unlimited. Human nature did not change on or about August 9, 1995, when Netscape began selling its stock, just as it did not change with the advent of radio, television, telephone, radar, or any other technological advance of this American century.
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NEW RULES FOR THE NEW ECONOMY 10 Radical Strategies for a Connected World By Kevin Kelly Viking 179pp $ 19.95
 
THE WEIGHTLESS WORLD Strategies for Managing the Digital Economy By Diane Coyle MIT 272pp $ 25
 
NEW RULES FOR A NEW ECONOMY Employment and Opportunity in Postindustrial America By Stephen A. Herzenberg, John A. Alic, and Howard Wial Cornell 216pp $ 26.50
 
In many ways, the term ''New Economy'' does not do justice to the changes going on in the U.S. and the world today. The most obvious differences between now and a few years ago include lower unemployment, an absence of inflation, startlingly low interest rates, and the amazing growth of new industries such as electronic commerce. At the same time, the increasing globalization of economic activity has brought new risks. But the changes that have produced the New Economy go beyond economics. They are also technological, political, institutional, and organizational. 

Not surprisingly, then, we are seeing books that have similar titles coming at the New Economy from different angles. Like the blind men inspecting the elephant, these three volumes have all caught hold of different pieces of a very large animal. New Rules for the New Economy by Kevin Kelly, executive editor and one of the founding editors of Wired magazine, is primarily a manifesto dealing with business strategy in a networked economy. The Weightless World by Diane Coyle, economics editor of Britain's The Independent, explores how politics and government need to adapt to the new realities of technology. And New Rules for a New Economy by Stephen A. Herzenberg and Howard Wial of the Keystone Research Center, a Pennsylvania think tank, and John A. Alic, a consultant based in Washington, proposes some ways to change the workplace and labor markets to meet the New Economy's challenges.

Kelly's book is probably the most provocative, but his vision is far too narrow. Not surprisingly, given his background, he starts with the basic premise that the entire global economy will turn out to be Silicon Valley and the Internet writ large. In his view, understanding networks will turn out to be the key to success. ''Communication...is not just a sector of the economy,'' writes Kelly. ''Communication is the economy.''

Starting from this assumption, he lays out a set of principles -- aphorisms, really -- for business success. His first rule is ''Embrace the Swarm,'' by which Kelly means companies should focus on networks and connections. Other rules include ''Feed the Web First,'' ''Opportunities before Efficiencies,'' and ''Follow the Free.'' The last of these encourages businesses to achieve success by giving products away, citing the plummeting prices of microprocessors and the way that Microsoft Corp. and Netscape Communications Corp. competed for market share by providing browsers for free.

But while the chip and the Net are important, there are big chunks of the economy -- health care, education, government, financial services -- that at least so far seem to work on different principles. So while it may be true on the Internet that ''prices move inexorably toward the free,'' there is no reason to expect hospitals to start giving away health-care services, for example.

Moreover, Kelly never acknowledges that the Internet itself is still in flux, and that the best business model for networks is not yet clear. Sure, companies such as Yahoo! have run up big stock valuations by bundling free services, from E-mail to online phone directories, but it's not obvious that this approach will make money in the long run.

Finally, Kelly's book barely mentions government, politics, or the potential for things going wrong. Kelly wholeheartedly embraces the techno-libertarian philosophy that technology can render government irrelevant. ''Eventually technical standards will become as important as laws,'' writes Kelly. By saying this, he misses the key point that government policy provides the framework in which technology operates. Indeed, high-tech companies, long disdainful of Washington, have taken an increasing interest in policy in recent years. Kelly's exclusive focus on technology seriously undermines the usefulness of New Rules as a guide to business strategy…



