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Preface

‘Steal it. Steal away. Steal, steal and steal some more and give it to all your friends and keep on stealing, because one way or another these mother fuckers will get it through their head that they’re ripping people off and that’s not right.’1

The words of an anarchist? A member of the Pirate Party? No, those are the words of Trent Reznor, the front man of Nine Inch Nails, an industrial rock band that released its first album, Pretty Hate Machine, in 1989. By 2007, at a gig in Sydney, here was Reznor exhorting his fans to steal his music and calling his record label ‘greedy fucking assholes’.

How did it come to this, and how did Reznor expect to make money if his fans were all downloading his music for free?

Reznor grew up in rural Pennsylvania, a place where ‘there was nothing going on but the cornfields’.2 Music was his outlet and he started playing the piano at the age of five. At high school, he played tenor saxophone and tuba in the jazz and marching bands. Reznor’s musical accomplishments are not limited to piano and brass: the instruments he plays include guitar, piano, synthesizer, Mellotron, keyboards, bass guitar, saxophone, cello, double bass, drums, tuba, sousaphone, harmonium, marimba, pan flute, harpsichord and vibraphone.3

Despite his musical abilities, Reznor chose to study computer engineering at Allegheny College, but dropped out after a year to move to Cleveland with the intention of becoming a full-time musician.4 His break came when he got a job at Cleveland’s Right Track Studio as an assistant engineer and janitor. Studio owner Bart Koster was impressed by Reznor’s work ethic and intensity: ‘He is so focused in everything he does. When that guy waxed the floor, it looked great.’5 Reznor asked if he could use the studio to record demo tracks himself. ‘How could I possibly stand in this guy’s way?’ said Koster, interviewed in 1995. ‘It wasn’t costing me anything, just a little wear on my tape heads.’

Reznor had found a recording studio. The trouble was that he couldn’t find musicians willing to work between 3 a.m. and 8 a.m., without pay. So he did what any self-respecting, driven perfectionist would do. He decided to play all of the instruments himself.6 After all, he reasoned, it had worked for Prince.

It worked for Reznor, too. He soon signed with TVT Records and released the Nine Inch Nails’ debut album, Pretty Hate Machine.7 It sold a million copies, and TVT put pressure on Reznor to create another commercial success. In a pattern that was to be repeated throughout Reznor’s career, and would ultimately lead to his split from the traditional record-label system, Reznor resisted this interference in the creative direction of Nine Inch Nails, leading to a vicious court battle.

Eventually, Reznor broke with TVT and signed to the Interscope label, releasing the EP Broken in 1992. Over the next decade, Reznor’s music career followed an almost clichéd path: huge success with The Downward Spiral, a long period of drug-fuelled writer’s block and successful collaborations with, amongst others, singer Marilyn Manson, film director Oliver Stone on Natural Born Killers and game developer id Software on Quake.

Reznor’s relationships with record labels had been fractious in his early days, and they came to a head over the prices that Interscope’s parent company, Universal Music, charged for his albums in Australia. In an interview with Music 2.0, Reznor said:


Year Zero is selling for $34.99 Australian dollars ($29.10 US). No wonder people steal music. Avril Lavigne’s record in the same store was $21.99 ($18.21 US). By the way, when I asked a label rep about this, his response was: ‘It’s because we know you have a real core audience that will pay whatever it costs when you put something out – you know, true fans. It’s the pop stuff we have to discount to get people to buy.’ So, I guess as a reward for being a ‘true fan’ you get ripped off.8



That’s when Reznor exhorted his astonished fans to steal his music. It was also when he started to look for an alternative way to make money from recorded music.

Reznor was very familiar with digital technology. Not only had he studied computer engineering before dropping out, he was an avid gamer with a love of technology. Nine Inch Nails had experimented with a technology-heavy viral marketing campaign for his Year Zero album in 2007. Fans attending his concerts found USB keys in the toilets. They contained new songs but also a noisy audio file that, when run through a spectrum analyser, drew an audio wave in the shape of a phone number.*

The phone numbers led to answering machines offering conspiracy theories. Fans found other fake websites strewn across the internet. Before long, internet forums and wikis emerged to debate the messages and theories, culminating in the release of Year Zero in April.

Reznor’s technology know-how, his dislike of the label system and the emergence of the internet as a viable distribution channel all culminated, in 2008, in a perhaps inevitable outcome. Reznor split with Interscope Records and formed his own label. His next musical release was a perfect example of how an artist could harness the power of the internet to make a financial success of an album that he gave away for free.

Ghosts I–IV is a thirty-six-track instrumental industrial rock album. In fact, it’s more like four nine-track albums released as one. Reznor decided from the beginning to offer his album at a variety of price points.

Ghosts I he released for free as a digital download. Anyone could download it from his website in return for an email address. Reznor went one step further. He wanted to maximize his potential audience and to do so, he chose to upload Ghosts I to filesharing sites such as BitTorrent and The Pirate Bay.

The full version, Ghosts I–IV, was released as a digital album for $5. Of course, many fans already knew how to get this for free from filesharing sites, where the content would appear as soon as the album was released, but Reznor offered his fans an ‘honesty box’ where they could give him money if they wanted to. There was also a traditional physical CD for $10 and a Deluxe Edition for $75, but Reznor’s brilliance lay in his $300 Ultra-Deluxe edition.

The Ultra-Deluxe Edition contained a four-LP set of Ghosts I–IV on 180-gram vinyl and three embossed, fabric-bound hardcover books in a large fabric slipcase. Each Ultra-Deluxe Edition was numbered and signed by Trent personally. Only 2,500 were produced. They were limited to one per customer.

Reznor sold every single Ultra-Deluxe Edition in less than thirty hours, grossing $750,000. In the first week, his record sales were worth $1.6 million.9 Yet he gave his content away for free and showed his fans how to find it on filesharing networks that would inevitably carry his entire album within hours of it being released.

Reznor is a trailblazer who has shown us how the transition from analogue to digital has destroyed our preconceptions about the mass market, pricing and the dangers of free.

Businesses of all kinds are under threat from digital and the trend towards a price of zero. The real threat is not piracy; it is competition. When people like Reznor figure out how to give their product or creation away for free and still make more than enough money to keep them in business, it becomes much harder to keep existing price points and ways of trading.

The challenge of the twenty-first century is this: sharing is easy but finding an audience is hard. Consumers expect more and more for free, yet the creation of the products they want is expensive. How can we afford to make the stuff that our audience and customers crave?

The solution is to flip your thinking. To focus not on finding the biggest possible audience but to seek out the superfans who love what you do. To use the cheap distribution of the internet to start the process of connecting with fans – and then craft products, services and artistic creations for which they will pay lots of money.

The twenty-first century will be about relationships, about variable pricing, and about the ending of the tyranny of the physical.

Welcome to the Curve.
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The Curve

The Curve is a new way of doing business, making art or running a not-for-profit organization. It focuses on building connections with real people and finding ways to encourage or let them spend money on products, services and experiences they value. It encompasses musicians trying to make a living in an era of widespread casual piracy, charities trying to find new ways to attract donations from a technology-savvy population and a miller trying to sell premium flour to a discerning audience of at-home bakers. The Curve connects the disciplines of marketing and sales with a sprinkling of technology to offer a better way of doing business in a connected world.

The Curve comes in three parts: 1) find your audience; 2) use all the tools at your disposal to figure out what is important to them; 3) let them spend anything from a little to lots (and I do mean lots) of money on things they truly value.

Finding an audience or customer base has always been an important part of any business. The discipline of marketing has evolved over the past two centuries to address that challenge. In the last thirty years, a new tool has emerged to change the rules. The internet has made it possible to share information and ideas globally in a way that was previously unfathomable. On the one hand, this has led to a wave of casual piracy and filesharing that has reduced the revenues of the recorded music industry from $14.6 billion in 1999 to $6.3 billion in 2009, a drop of $8.3 billion in annual revenue.1 On the other, it has seen an explosion of new content reaching new audiences, whether that is the 100 million views that independent musician Alex Day has garnered on YouTube, the 80 million registered users of free online game DarkOrbit or the 25,000 users who subscribe to Home Depot’s series of practical do-it-yourself videos.

This book posits the theory that free stuff – whether pirated, part of a marketing budget or given away by businesses or creators – is the starting point in a relationship with customers or audiences. It doesn’t even have to be free: Nespresso coffee machines, Canon inkjet printers, Sony PlayStations and Gillette razors are all sold at low or negative margins and make their money from the ongoing relationship they have built with their customers. While the razor-and-razor-blades model is long established, this book argues that most companies don’t go far enough in understanding their audience and focusing on moving low-spending customers along the demand curve – while also identifying the superfans who will be the backbone of their business.

The long battle to fight free content will prove to be pointless, although there is logic in not jumping to a free price point faster than necessary. It will be pointless not because the pirates will win but because the competition will start to discover how to use free more effectively. It will figure out how to use the Curve to give something away to attract an audience and make money from that audience somewhere else in the value chain. The real disruptive threat comes from competition, not piracy.

In the short term, not going free may well be very successful. Artists like the Eagles, the Rolling Stones, the Beatles and Pink Floyd can keep their music away from streaming services like Spotify or Pandora and away from YouTube in order to protect their value. They can continue to sell albums, memorabilia and, in some cases, live tours, to an audience of baby boomers who discovered their music on the radio, through word of mouth or by copying music to cassette tape.

What they won’t be doing is finding new generations of fans. The audiences who will grow up, get jobs, earn money and start spending that money on experiences and physical artefacts they truly value. A record label pursuing this strategy is like a hidebound oil exploitation business that owns an oilfield and is pumping out the oil using techniques developed in a different era. It is not an exploration business, seeking out new reserves, and neither is it embracing new techniques to extend the life cycle of its existing resources.

The Curve says that most people in the world want to pay nothing or very little for what you offer. Statistically, amongst the 7 billion humans on the planet, demand for your offering is a rounding error. Fixating on the challenges and opportunities at the low price points is a mistake anchored in twentieth-century thinking, focused on the wrong scarcities and held in place by the tyranny of the physical.

In this book, I will argue that the era of the mass market is ending and the tyranny of the physical is eroding. That the web has enabled businesses and creators to make one-to-one connections with their customers and audiences. That smart businesses and creators will focus on allowing their biggest fans and best customers to spend lots of money on things they truly value. I will describe games businesses where players spend tens of thousands of dollars on a single game and Kickstarter campaigns where 15 per cent of the supporters generate half the income.

Many people are trapped in a world view that sees price as being fixed, and where the only way to make more money is to increase the volume of products or services sold. But things have changed. We now live in a world where it is cost effective to offer customers products at very different price points. Successful businesses, creators and non-profits will stop thinking in terms of units sold or number of donors and instead start thinking about average revenue per user. Artists and creators will learn how to connect with their fans, to provide them with context for their spending and to allow those fans to become part of the journey of creation. They will still be able to finance their art, even as they give it away for free.

We will see how the concept of value is changing. In the developed world where consumer goods are as accessible and as cheap as they have ever been, companies need to compete on something other than price. I will show how value is rooted in evolutionary psychology as a means of self-expression within a social context. I will show where value lies and how you can create it through a careful application of the Curve.

Finally, I will explain how technology is the glue that holds this together. The web has enabled customers and fans to have one-to-one connections with the companies and artists they patronize. A smart organization will use this connection to allow their customers and fans to spend as much as they want – a figure that is probably much higher than you think. Customer Relationship Management (CRM), analytics, behavioural modelling and other technologies are a key part of being a successful Curve organization.

Many companies, creators and charities are already using many of the ideas and concepts outlined in this book. Yet many of them are not connecting the disparate elements of the Curve into a single philosophy that finds users, understands them, and lets them spend wildly varying amounts of money. The Curve joins the dots, and offers a hopeful message: the downward pressure of free competition is inevitable and nothing to fear. Smart organizations will use free to lay a solid foundation on which to build, making money and delighting their biggest fans in the process. They will harness the Curve.

To show how the Curve can work, let’s go back to Trent Reznor’s experiment and consider how he could have released Ghosts I–IV in a pre-digital age. Downloads didn’t exist, but he could still have offered the standard CD at $10, the Deluxe Edition for $75 and the Ultra-Deluxe for $300.

The big problem would have been distribution. Every music store in the world might stock the standard CD, but where to send the 2,500 Ultra-Deluxe Editions. Would Londoners buy fifty copies? How many should record stores in San Francisco get? Were there significantly more fans in Cleveland, where Reznor first got his big break?

Reznor, or his label, would have had to judge where to send the premium items. In some cases, they would guess right, and the Ultra-Deluxe Edition would fly off the shelves, but in others the fabric slipcases would moulder in the stockroom, gathering dust and falling in value until a manager put them in a bargain bin to make way for new stock.

With the emergence of the internet, such problems have been eliminated. Reznor was able to sell his Ultra-Deluxe Editions directly to fans from the Nine Inch Nails’ website with no intermediaries. It didn’t matter whether his fans were in Tulsa, Tonbridge or Toulouse, they could find the Nine Inch Nails website and pay their $300.

The challenge was to make sure that these fans knew about the music. The free download of Ghosts I and the inevitable piracy of Ghosts I–IV were a marketing channel that enabled Reznor to find and communicate with the 2,500 fans who were prepared to spend $300 on his Ultra-Deluxe Edition and the thousands more who liked his music enough to buy the physical or digital versions he offered from his site.

It did more than that, though. Reznor was trying to persuade his biggest fans to spend $300. He needed to make sure that they felt they had received value for their money. Some of that value appeared in the extra content: the books, the artwork and so on. Some of it was in the production values: glossy printing and fancy covers. Some of it was in the scarcity value: only 2,500 copies, each autographed by Reznor. All of these additional elements of value, however, make most sense in a social context. Reznor created value by widening the awareness of his music as much as possible, such that when a friend visited the house of a true Nine Inch Nails fan, he would say something like, ‘Wow, you’ve got one of the limited editions of Ghosts I–IV. That’s so cool.’ The value of the scarce and expensive Ultra-Deluxe Edition was enhanced by the awareness of the music that Reznor’s approach to sharing his work for free created. Far from treating free as an enemy, Reznor harnessed it to spread the word and then worked to move his fans along the Curve to becoming high-end, extremely valuable, customers.

To many companies, the emergence of free is a terrifying prospect. Trapped in an analogue world view, they are transfixed by the spectre that digital distribution is a race to the bottom, an inevitable slide to a price of zero that will destroy entire industries unless it can be stemmed by legislation and technological restrictions. They fail to see the converse of zero. When something, anything, becomes digital, it can be shared freely at no extra cost to the creator. This is an extraordinary opportunity to share; to reach new audiences; to, in the parlance of internet businesses the world over, widen the funnel.

At the same time, it erodes the notion of the mass market. The mass market – where all consumers pay the same price for the same item – is a created concept. It was created by factory owners who found cost-effective ways to make thousands or millions of identical copies of a particular product. The factory owners then worked with marketing agencies and the mass media to build consumer desire. The mass market was not driven by the desires of the consumer. What consumers thought of as their own desires were manufactured by marketing and advertising processes that were every bit as efficient as the processes in the factories that made the goods. The mass market was driven by the cost efficiencies of the producers.

Henry Ford explained the creation of the mass market in his autobiography:


Making ‘to order’ instead of making in volume is, I suppose, a habit, a tradition, that has descended from the old handicraft days. Ask a hundred people how they want a particular article made. About eighty will not know; they will leave it to you. Fifteen will think that they must say something, while five will really have preferences and reasons. The ninety-five, made up of those who do not know and admit it and the fifteen who do not know and won’t admit it, constitute the real market for any product … If, therefore, you discover what will give this 95 per cent of people the best all-round service and then arrange to manufacture at the very highest quality and sell at the very lowest price, you will be meeting a demand which is so large that it may be called universal.2



What the Nine Inch Nails experience showed was that this is no longer necessary. The amount of money a consumer is prepared to spend varies from individual to individual. Some people valued Ghosts I–IV at zero; others at $300. Reznor could reach millions of people for almost no cost and find the 2,500 who loved his music so much that they would pay a hefty premium for the Ultra-Deluxe Edition.

Reznor intuitively understood that consumer demand is variable, not uniform, and the internet has enabled companies to find and satisfy that demand. Whether in entertainment, retailing or manufacturing, digital transition allows us to respond directly to the curve of consumer demand.

The core argument of the Curve has three strands. The first is that people value products at different amounts. Historically, without the rapid communication and distribution enabled by the internet, the job of a business was to find the average price that satisfied the most demand. In the twenty-first century, it has become possible, perhaps even necessary, to be much more discriminatory in your pricing and to find ways to offer customers products and services at wildly differing price points, ranging from free to extremely expensive. We are moving away from an era in which the only way to increase revenue was to sell more units. Now it is possible to vary the price such that the biggest fans of a content creator might pay thousands of times as much as a casual passer-by. It is a totally different way of thinking about pricing, customers and customer relationships.

The second strand is that value is a very complex concept. The value of a product or service is driven as much by how it makes us feel as by its utility. Drawing on the work of biologists and evolutionary psychologists, I will show that the value of something is divorced from its cost, especially at a time when the costs of distribution are plummeting. We will explore ideas of value through the lenses of status, self-expression, mate selection and a range of other intangible factors which all affect our perceptions of value, and our preparedness to pay.

The third element is both liberating and terrifying to large businesses. I will argue that there is no point in fighting free, even though the Curve is much more focused on those customers who do want to give you money than on those who don’t. Businesses are currently trying to fight rapidly falling prices for mass-market products, particularly in the entertainment sector, with legislation, litigation and technological solutions such as Digital Rights Management. As 3D printing becomes a reality, casual piracy will hit Alessi lemon squeezers and Tiffany jewellery in the same way that it has decimated the music industry and threatens books, movies and TV.

The real risk is not that consumers will stop paying for things they value; it is that rival companies will learn how to use the unprecedented power of the internet to reach enormous audiences, potentially by giving away for free what you are trying to sell. They will then make money in different places by allowing those customers or fans who love what they do to spend lots and lots of money on things they truly value.

So you should stop worrying about free. The iron laws of economics, competition and technology mean that it is here to stay. Smart companies will instead look at how they can build upwards, embracing or accepting free, and figure out how to build close, direct, consumer relationships with customers for whom the pirated cheap version doesn’t fulfil their needs. The Curve will show you how to adapt to this new reality.

Let’s start by imagining that every single person on the planet is a potential customer or fan for whatever it is you do. All 7 billion of them. Now let’s pretend that we can peer inside their heads and pinpoint how much each individual is prepared to spend on your product, creation or service, whether that is a bag of flour, a live concert or the installation of a luxury swimming pool. Now we sort them by how much they would be happy to spend and arrange them all into a very long line. Those who would be happy to spend the most stand towards the left and those who are prepared to spend the least stand on the right.

Next, we superimpose a bar chart on top of them. Above their heads, floating in space, is a solid bar representing the amount they are prepared to spend, what we might call their individual ‘demand’. The more they are prepared to pay, the taller the bar. If they would not pay for your service, there is no bar. If they are the Sultan of Brunei, one of the richest men in the world, the bar might be very tall indeed. Drawing a line through the tops of those bars would result in a curve that looked a little bit like Figure 1.

To the right are the customers who don’t value what you do. In a world of 7 billion people, that includes nearly everyone. Close to where the curve begins to rise away from zero is the current price point for most products: $10 for a CD, $15 for a DVD, $300 for a silver pendant from Tiffany. Further to the left, as the amount each individual is prepared to pay starts rising more steeply, is where the superfans live. Those are the customers and fans who will happily spend tens, hundreds or thousands of dollars on things you create that they truly value.

Figure 1 is a representation of how much money each of your potential customers is prepared to spend with you, increasing as you move from the right to the left. The total area under the curve is the total amount of money that you might be able to generate from your buyers.

In a world bounded by physical limits, producers had to pick a single price for their products. So when albums used to be sold for around $10 in retail stores, there were fans who would have been prepared to pay much more for an album from their favourite band. That was money left on the table. Other people would have thought that the album was not worth $10. They would not buy it, wait for it to be discounted or pirate it from a friend. That was money left on the table too. With only one price point available for producers, they had to make their best guess of how much someone would pay for a product and hope that they got it right.
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x-axis: Every person in the world, ranked by the amount they are prepared to spend with you

y-axis: Amount a person is prepared to spend with you

Figure 1: The Curve



As this book will explain, that strategy has become both less effective and no longer necessary. The emergence of the internet as a communications medium and as a distribution channel has made it possible to offer many different price points to your customers. The Curve says that if you can build relationships with your customers and your fans, often by giving away stuff that they value, you can, over time, enable them to spend lots more money on things they value even more.

Many people and businesses fixate on the part of the curve to the right, where the downward pressure of piracy and increasing reluctance to pay is, in the phrase beloved of the media industry, turning physical dollars into digital dimes. I see the rightmost section of the Curve as an opportunity. An opportunity to talk to more customers than ever before at a very low cost. An opportunity to spread your net wide, to widen your funnel, to draw more people into your orbit than was possible when physical costs limited your ability to expand. With that opportunity comes a challenge: it is harder to persuade customers to pay for that which they are becoming accustomed to getting for free. So don’t try. Instead try to find the 10 per cent or so of your audience who are prepared not only to pay, but to pay handsomely. Don’t limit how much they can spend, but allow them to spend ten, fifty or a hundred times the previous fixed price. That way you are not only widening your audience reach at the lower price points but replacing much of the lost revenue by nothing more complex than enabling those who love what you do to pay more for things that are valuable to them.

An economist or hard-headed capitalist might rub their hands with glee at the prospect of squeezing every last cent of revenue out of these customers and fans. That is not the point of the Curve. It is also unlikely to work. The Curve is about allowing customers to spend differing amounts depending on their connection with the creator, their circumstances and their own personal sense of value. It enables producers to stop focusing on one-size-fits-all products and gives them the opportunity to satisfy or delight everyone from the casual user to the most ardent superfan. The Curve is about flexibility and choice, and heralds a new era of creative and business freedom.

The Curve will come to dominate how everyone who does business over the internet views their customers. Entertainment businesses will feel it first. Music, books, movies and games are all trending towards free, yet companies who understand how to use the Curve are already making tens, hundreds, even thousands of dollars from individual fans who love what they do and are willing to pay.

As 3D printing and digital manufacturing become first a commercial reality and eventually a presence at least in every village, and possibly in every home, they will influence manufacturing industries that previously thought themselves immune to the disruption of the internet and piracy.

This book explores how a fixation with free is only half the story. How the end of the dominance of the mass market is a massive opportunity. How physical artefacts will increase in value even as the price of anything that can be shared as bytes over the internet will collapse.

It is a book that answers the burning question of the internet age: how can we sustain a global economy when the price of everything digital falls to zero?

Perhaps the best place to start is to ask the question: what is value? We all understand that value and price are not the same thing. I value my collection of Lego from when I was a small child not because it would be expensive to replace it – I could afford to do so – but because it transports me back thirty years to a time when I was happy, contented and relaxed. Other people might get the same emotional response from eating a homecooked meal made with fresh, high-quality ingredients, watching a football game on a large flatscreen television with friends or driving an open-topped Maserati through the French countryside.

Such emotional responses are more important than the amount of money we spend on the experience. Perhaps the simplest example of this is a daily ritual undertaken by millions of people every day: drinking a cup of coffee.3

To understand the value of a cup of coffee to a twenty-first-century city dweller, we need to go back far in time to our roots as an agricultural society. For millennia, when we lived in an agrarian world, our economy was based on commodities: the animals we could hunt or farm; the vegetables we could forage or grow; and the minerals we could dig out of the ground. The key question that concerned us was availability. If we wanted coffee, was it available at all?

As mankind became better at harnessing technology through the Industrial Revolution and beyond, commodities ceased to be the staple of our economy. As entrepreneurs and businessmen constructed factories and mills, they were able to harness economies of scale: the more product they made, the cheaper each unit of that product became to make. By manufacturing a large number of identical items, businesses could spread the cost of the factory over many units, and employ lower-skilled labour to work on the production lines. Successful businesses processed large quantities of commodities, turning them into large quantities of goods. Availability improved and consumers started to focus on price.

In the post-war period, goods began to be commoditized themselves. Manufacturing advances and then globalization pushed costs down until price no longer became the primary differentiator. The first phase was a transition from price towards a focus on quality. We found quality in the product itself, but we also found quality in the services that surrounded it: home delivery, customized products such as cars or computers, better after-sales service and so on. We moved from being a goods economy to a service economy.

Today, services are being commoditized. Availability, price and quality are becoming assumed as given. We assume we can get great quality consumer goods, great quality food and great quality service whenever we want, for a good price. Which brings me back to coffee.

Coffee is a tradable commodity with prices published on financial websites and in the financial press for investors and speculators to track. When it is roasted and ground, it turns into a good: a pound of premium blend ground coffee at my local supermarket costs just under £5 ($8), and on average that will make around thirty cups for a price of 17p per unit. When sold in a cheap café, its price might rise to £1, or £1.50. When sold in a specialist outlet such as Starbucks, that figure will probably double. Why are people prepared to pay Starbucks as much as £3 for something they could have at home for 17p? Starbucks isn’t selling the commodity of coffee, or the good, or even the service. It makes its margin by selling the experience. In fact, Starbucks is so confident in its ability to keep selling the experience that it no longer worries about telling its customers how much mark-up they are paying on the commodity of coffee.

I used to think that the reason that Starbucks charged such a lot for its coffee was because coffee was expensive. It must be, I thought, given the prices that Starbucks charged. My local Starbucks has made it clear to me that this is not true. They now have a sign up that says ‘Add an extra espresso shot to your coffee for 15p.’ That’s 15p to double the amount of coffee in my £3 cappuccino, which is about what it would cost me if I made it at home. Starbucks is so confident in its value – in the brand, in the environment, in the habits and expectations of its customers – that it is prepared to showcase the disconnect between the price of the commodity it is selling and the cost of the experience it offers on its pricing board.

In the commodity era of limited availability, we asked ‘Can I get it?’ In the goods era of manufactured product, we asked ‘How much does it cost?’ In the service era of quality, we asked ‘Is it any good?’ Now that we can get great products cheaply whenever we want, we have started asking a new question: ‘How will it make me feel?’

We can take this discussion of value further. The film industry may object that if it does not receive fair value for its product it will no longer be able to spend $220 million making movies like The Avengers.4 The problem with that argument is that the amount a movie costs to make has no effect on how much a consumer pays. We pay the same for a cinema ticket or for a DVD whether it’s a $200 million summer blockbuster or a $20 million art-house film. Price has become divorced from the cost of production.

This is playing out again and again now that distribution via the internet has become easy. Consumers are establishing their own sense of how much something is worth. A cup of coffee in a Starbucks environment is worth many times the cost of the underlying commodity. A digital download is worth less to a consumer than a DVD, or a trip to the cinema. The downward pressure of competition and consumer expectations mean that it is irrelevant how much something cost to make; what matters is how much customers value it.

The key to understanding value lies in an understanding of evolutionary theory. In 1859 Charles Darwin published On the Origin of Species, a world-changing book that posited two complementary theories for how life evolved to create its most complex example: humanity. Natural selection whereby organisms adapt in response to their environment or threats from other species is well known. His other theory, sexual selection, has long been relegated to secondary status. Sexual selection posits that evolution does indeed have intelligent design at its heart: the intelligent design of choosy females selecting the males with which they wish to mate. The two theories complement each other because for a species to survive and evolve, two things need to happen: the species needs to adapt to the threats and opportunities of the environment and competing species (natural selection) and individual males and females need to pass their genetic material to the next generation (sexual selection). Sexual selection explains why peacocks have evolved huge tails, why nightingales sing so beautifully and why the human mind evolved the capacity for altruism, art, religion and politics.

Evolutionary psychologists such as Amotz Zahavi and Geoffrey Miller have used Darwin’s sexual selection theory to explain many human traits that are hard to reconcile with an evolutionary path fixated on ‘survival of the fittest’. Zahavi’s Handicap Principle suggests that certain physical traits have evolved to demonstrate conspicuous consumption of energy. The mere existence of a handicapping trait such as a peacock’s tail is a proxy for the strength and vitality of the peacock itself because only a strong, healthy peacock can afford to squander the energy needed to produce and maintain a beautiful tail. For humans, handicapping traits include our predilection for art, for humour, for gaining economic status and for conspicuous consumption. Our sense of value, evolved over millennia, is rooted in a social context, which has been amplified by the ease of sharing in a digital environment. It has become internalized and socialized. Our behaviours are no longer driven purely by sexual selection but by the habits, traits and cultural expectations that have evolved alongside them.

As a result, value is not in the realm of the bean counter or the bill of materials. Value lies in the way something makes us feel. Every time you choose to buy a branded product in a grocery store instead of the own-brand version, you are paying additional money because of how it makes you feel. When you buy organic or premium or an expensive microbrew beer, you are making a statement about who you are, to yourself or to others, with your choices.

There may be other reasons why you may be prepared to pay more. That microbrew beer might cost more because the small brewery does not have the economies of scale of a global brewing giant like Anheuser Busch. It might attract a premium due to its scarcity. It might claim to be made with organic or premium ingredients. Many of these may, however, be part of the rationalization that you make to yourself for why you believe this beer is worth the extra money. In the end, the beer may taste better simply because it is more expensive.

The theme of value will crop up time and again throughout this book. Some people value self-expression. Some value status. Some want to be the first to get something and will pay a premium for that. Other people will happily trade money for time. Many of these motivations are deeply embedded in human psychology and evolution. Understanding where, why, and what consumers value will be the key to building or maintaining a successful business in the twenty-first century.

Focusing on how much it cost you to make something, especially if that thing can be distributed electronically at almost no outlay via the internet, will blind you to the opportunities that this new era of distribution can bring you.

My understanding of the Curve emerged from a close involvement with media businesses since 1994, first as an investment banker covering media and technology through the dotcom boom and then as an entrepreneur working in the online and video game sectors. Throughout that period I have come to believe that many industries, particularly in the media, have misunderstood the areas of their business where they add true, sustainable economic value and where they have been able to extract value simply by the happy accident of the historic – and disappearing – limitations of physical products.

In the days before the internet, the challenges facing a newspaper business were enormous. Every day, they had to discover what the news was, decide what was worth printing, copy- and sub-edit the text, lay it out, print it and distribute millions of copies to retailers or subscribers up and down the country. Having solved that problem, it made sense for the newspaper business to bundle up all sorts of other businesses – classified advertising, weather reports, financial analysis, crossword puzzles and so on – into the same distribution channel.

Today, we are living in a period of great unbundling. I write a blog on the business of games. It has a niche audience who care very much about how the games industry is changing and how they can make money from it. I have 20,000 readers every month, an audience that is far too small for most newspaper businesses to care about. Most importantly, and unlike the newspaper businesses, I don’t need an expensive infrastructure to deliver this news and analysis. I can reach the audience interested in my blog on the business of games sitting at my computer. In my living room. In my underpants.*

Many of the elements that make up the newspaper business remain the same: the gathering of the news, the filtering and the editing. But the distribution element is going away. It’s still expensive to do that distribution. What has changed is that too few people now value that aspect of the business enough to pay for it, and since the fixed costs of printing and distribution, and the commercial and managerial infrastructure that supports it, is not getting rapidly cheaper, traditional media businesses are in trouble.

This is not a problem of piracy, or one of customers refusing to pay for high quality. It is a technological shift driving a process first described by economist Joseph Schumpeter, one that is crucial to the operation of a thriving capitalist economy: creative destruction.

Schumpeter was an Austrian-American economist writing in the 1950s. To him, the engine of growth of the capitalist system was the disruption caused by entrepreneurs innovating with new products or services at the expense of the existing companies and workers who had carved out for themselves a position of power. That power might derive from market dominance, from political support, from logistical and distribution excellence or from technological advances. Flexible, adaptable entrepreneurs attempt to find better, cheaper or faster products that fulfil a market need while incumbents struggle to adapt. Schumpeter’s work has been built on by other economists, notably Clay Christensen, who coined the phrase ‘The Innovator’s Dilemma’ to exemplify how successful companies focus on their customers’ existing needs and struggle to change business practices to meet future or unstated ones. Entrepreneurs, looking for ways to offer new products and services, bring what Christensen calls ‘disruptive innovation’ to the market.

Creative destruction and disruptive innovation are vital to the health and dynamism of a capitalist society. They are part of the reason capitalism has proven to be such a powerful force for business, technological and arguably social innovation compared with other rival ideologies. They show why it is so difficult for companies to adapt to rapid technological change and that, in the long run, their failure to adapt doesn’t matter to society at large. More accurately, it is a good thing for society. Old businesses fail and fade away. New businesses arise to take their place. The world adapts to the new behemoth until it, in turn, faces its own disruptive interruption. Think of how IBM, a manufacturer of mainframes, was disrupted by Microsoft who wanted to put a PC on every desk. How Microsoft was disrupted by Google in turn, moving the centre of computing away from the desktop and towards the cloud. And now Google must adapt to a world where search – its core business – is being disrupted by the rise of the social web and Google’s dominance of our experience of the internet via the browser is threatened by Apple’s success with smartphones and tablets.

The technology world has long been used to the pace of creative destruction. Other industries are only just beginning to feel it.

In 1989, a middle-aged woman suddenly imagined a book that she would write.

‘I wrote the early chapters in about an hour – as though they were being dictated to me. I wrote in longhand, on a lined copy book and I believe, though the originals are now in Boston, that few changes were made to these opening chapters when the novel was published in early 1991. Then, I stopped. I did nothing at all with them.’5

Her busy life meant that she did not carry on writing her first draft of her debut novel despite pressure from her husband to do so. Then something changed.

The woman was producing a play. After the play, she and her husband went to dinner at Scott’s restaurant, an expensive eatery in London’s exclusive Mayfair, with two friends, a couple who had been to see the play with them. Her husband said, ‘Josephine is writing a novel.’6 Josephine said, ‘Hush.’ Her friend said, ‘May I see it?’

The woman was Josephine Hart. The husband was advertising entrepreneur Maurice Saatchi. The friend was Ed Victor, one of the highest profile literary agents
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