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Book Presentation

Information Rules by Carl Shapiro and Hal R. Varian

Book Abstract

MAIN IDEA

The same durable economic laws that apply in every other market apply just as validly in the information economy.

Most people are aware that information goods – including movies, software, news and music – are the key drivers of economic growth in the modern economy. Therefore, the assumption is frequently made that traditional laws of economics no longer apply, and a new set of principles will be required to guide business decisions.

In actuality, while the technology differs, the economic laws and principles do not. Even popular technology topics like positive feedback cycles and the strategic implications of lock-in and switching costs have historical precedents in other markets and other times. Consequently, the strategies that were successful in previous settings – using different products instead of information –provide guidelines for how to make strategic decisions in the modern economy.

A new set of economic principles for the information economy isn’t required. What’s really needed is the insight to apply lessons from the past in new circumstances. The fundamental forces are still the same. The economic laws have not changed – just the hype is new.

Important Note About This Ebook

This is a summary and not a critique or a review of the book. It does not offer judgment or opinion on the content of the book. This summary may not be organized chapter-wise but is an overview of the main ideas, viewpoints and arguments from the book as a whole. This means that the organization of this summary is not a representation of the book.


Summary of Information Rules (Carl Shapiro and Hal R. Varian)

1.
The Information Economy

Main Idea

The same durable economic principles that have underpinned sound business management decisions in the past will still apply in the network economy of the future. The technology may be different, but the underlying economic laws – which ultimately determine success or failure – remain unchanged.

Supporting Ideas

In essence, anything that has been digitized – or that can be digitized in the future – can be classified as information.

The cost structure of information is quite unusual:


	It is costly to create and assemble into a package. (For example, a movie can cost upwards of $100 million to make).

	It is exceptionally cheap to reproduce. (For example, a $100 million movie can be copied onto a videotape for a few cents).

	It is an “experience good” – that is, a person often can’t tell what any piece of information is worth until it has been acquired and applied. Only then can its true value be fixed.

	Brand names and corporate awareness are created by images for information goods.

	There is now so much information available that often the value created by an information provider comes in filtering out irrelevant material, and highlighting or communicating what is useful. The more customized a packet of information is, the greater the value it can have to consumers.

	The current growth in interest in the information economy is being driven by technological advances in the delivery mechanism and infrastructure rather than by improvement in the quality of the information offered in and of itself. As an information resource, the Internet is not terribly impressive, but as an infrastructure for delivering personalized information, it is without peer.

	Consumers today are better equipped to do more with the same information than at any previous time in history.

	In the information economy, complementary products provided by collaborators created significant added value. Therefore, companies competing in the information field place more emphasis on compatibility with others than on trying to outperform direct competitors.

	Technology lock-in becomes the norm for the information economy. Once an information system or technology has been adapted, there will be relatively high costs to change to another system.

	For many information technologies, a network effect exists – the greater the number of users, the more value there is in becoming a user (a positive feedback loop). Therefore, growth and the achievement of critical mass become far more important than profitability in the early stages.

	In the information economy, the timing of strategic corporate moves becomes more important than any other factor. If a company pre-announces an improved version of its own product too soon, sales for the existing product will cease. On the other hand, if it waits too long, a competitor may pre-empt the move – and take on the appearance and mantle of the industry standard. The management of consumer expectations becomes of vital interest.



As a result of information’s rather unique cost structure, the pricing and value of information goods is determined solely by how much consumers are willing to pay. The traditional approach of calculating costs and then adding a margin for profit simply cannot apply to an information good.

Key Thoughts

“Lots of books about the impact of technology are attempts to forecast the future. You’ve heard that work will become more decentralized, more organic and more flexible. You’ve heard about flat organizations and unlimited bandwidth. But the methodology for forecasting these trends is unclear; typically, it is just extrapolation from recent developments.”

– Carl Shapiro and Hal Varian

“We won’t tell you that devising business strategy is like restoring an ecosystem, fighting a war or making love. Business strategy is business strategy and though analogies can sometimes be helpful, they can also be misleading. Our view is that these analogies can be an effective way to communicate strategies, but they are a very dangerous way to analyze strategies.”

– Carl Shapiro and Hal Varian

“Ignore basic economic principles at your own risk. Technology changes. Economic laws do not.”

– Carl Shapiro and Hal Varian

“Infrastructure is to information as a bottle is to wine: the technology is the packaging that allows the information to be delivered to end consumers. A single copy of a film would have little value without a distribution technology. Likewise, computer software is valuable only because computer hardware and network technology are now so powerful and inexpensive.”

– Carl Shapiro and Hal Varian

“The value of the Web lies in its capacity to provide immediate access to information. Improved information infrastructure has vastly improved our ability to store, retrieve, filter and distribute information, thereby greatly enhancing the value of the underlying information itself. What’s new is our ability to manipulate information, not the total amount of information available.”

– Carl Shapiro and Hal Varian

“Technologies subject to strong network effects tend to exhibit long lead times followed by explosive growth. Before 1982 almost no one had a fax machine; after 1987, the majority of businesses had one or more. The Internet exhibited the same pattern. The first e-mail message was sent in 1969, but up until the mid-1980s e-mail was used only by techies. Internet technology was developed in the early 1970s but didn’t really take off until the late 1980s. But when Internet traffic did finally start growing, it doubled ever year from 1989 to 1995. After the Internet was privatized in April 1995, it started growing even faster.”

– Carl Shapiro and Hal Varian


2.
Pricing Information

Main Idea

For information goods, value-based pricing is essential to maximizing returns.

In its purest form, value-based pricing requires:


	Accurately determining the price consumers are willing to pay.

	Developing delivery mechanisms meeting those price points.



Supporting Ideas

The basic competitive strategy for success in selling an information good is to:


	Differentiate your product through the addition of value (evaluated solely from the end-user’s perspective).

	Achieve the lowest possible costs of production by utilizing economies of scale in the creation process.



However, those two strategies will simply secure a place in the marketplace. Success is dependent on realizing the greatest possible return on your specific information assets.

Maximizing returns for the sale of an information product usually requires:


	Creating added value by offering personalization or customization add-ons.
This is only possible if the seller knows the customer’s needs precisely. To obtain this type of data:


	A registration process may be used.

	Service requests may be analyzed for patterns.

	Offer a menu of choices, and see which is most popular.

	A two-way dialogue may take place with customers.



	Developing differential pricing arrangements that captures as much of the added value for the vendor as possible.
The three types of differential pricing are:




	Selling at a personalized price to each user.
Airlines have done this for years. With technology like smart cash registers and instantaneous pricing on the Internet, actual market response to price changes can be tracked in detail. By personalizing pricing, the price points at which returns to the seller are maximized can be determined and exploited successfully.


	Selling at different prices to different groups.
By selling to groups rather than individuals:


	Price sensitivities can be allowed for.

	A network effect can begin to build momentum.

	Lock-in can be achieved, making it expensive to switch.

	Cost sharing arrangements can be catered for.
For many information products, site licenses or rental plans are suitable commercial arrangements for the facilitation of sales to groups of users.




	Having different versions selling at different prices.
By offering versions of information products which emphasize the differences between groups of customers, information vendors can create and capture more added value.

The key to creating versions of an information product is to identify dimensions of the product, and then create a product line which targets specific differences in one or more of those dimensions.

Commonly used dimensions for creating versions are:


	Time Delay – current information is worth more.

	User Interface – if you can do more, it’s worth more.

	Convenience – 24-hour access versus restricted hours.

	Resolution –high-res is worth more than low-res.

	Speed of Operation – the quicker, the more value there is.

	Flexibility – the more you can do, the more value.

	Capability – pay more for a larger pool of facts.

	Features – a stripped-down version vs. a deluxe version.

	Comprehensiveness – complete vs. partial.

	Annoyance – reminders to pay a licensing fee.

	Technical Support – only for purchasers, not testers.



The challenge in creating versions of a product is to avoid creating a low-end product that is so attractive it lowers sales of the high-end product. In essence, the only way to avoid this situation arising is to:


	Discount your high-end product, to keep customers happy; or

	Create a value-subtracted lower end version that is inferior.



Many markets will naturally fall into segments or categories, and a different version of an information product can be designed for each market segment. If no natural segments come to mind for a market, a good rule of thumb for information goods is to create three different versions:


	A premium version with every feature imaginable.

	A high-end version – usually your original product.

	A low-end version with features removed.



Usually the majority of purchasers will buy the middle option when given three choices. By offering a premium version as well, you end up influencing more people to buy the high-end product. It also draws attention to the features offered by the low-end product version.

Another form of creating product versions is to create bundles of similar products. Information is commonly sold in bundles – for example, a magazine is really a bundle of articles with a similar theme. Or a music CD is a bundle of individual songs by the same artist.

By bundling a version of an information product with a complementor, the variation in willingness to pay by consumers can be offset. In short, that will mean more revenue for you as sales volumes increase for your product as part of a value-added bundle.

For many information products, an on-line version and an off-line version may be offered. As long as the on-line version offers features that can’t be offered with the off-line version, this allows for differential pricing to be charged.




Key Thoughts

“Your profits will depend on the total value you create for your customers and the fraction of that value which you are able to extract through the fees you charge for your information. To maximize your profits, you want to make the total value created as large as possible and then extract as much of that value as you can.”

– Carl Shapiro and Hal Varian

“Releasing different versions over time is a pervasive strategy for selling information. Movie producers initially release their productions into first-run theaters. After a few months they move to the hotel and airline market. A few months after that, they sell to the home video market.”

– Carl Shapiro and Hal Varian


3.
The Management of Information Rights

Main Idea

The object of managing information rights is not to maximize protection just for the sake of it. The real goal is to pick the terms and conditions that will maximize the value of your intellectual property.

Supporting Ideas

An information network like the Internet poses two challenges for copyright owners:


	Reproduction costs are reduced dramatically – eliminated entirely, in fact, for material in a digital format.
Since digital copies will be perfect copies of the original information product, copyright owners can use this to their advantage. Historically, whenever any new reproduction technology has become available, it has always increased demand for information goods.

For example:


	Photocopiers have increased the demand for printed material rather than acting as the death knell for publishing.

	The availability of libraries has increased demand for books rather than decimating the publishing industry.

	Prerecorded video tapes have been a major boost to the movie production industry, providing an important new revenue stream despite the fact copying is readily available.



In each of these cases, enhanced abilities to make copies have grown the market, often significantly.

They key issue for copyright issue is not how to protect their information assets. The real focus is on how to maximize the value of that intellectual property using the dynamics of the network economy.


	Distribution costs are lowered significantly and the ability to distribute material becomes quick, easy and cheap.
Therefore, copyright owners have to find ways to make this work for them rather than against them. How?


	By giving away part of their information goods for free in order to encourage consumers to pay for the rest. (The modern equivalent of the “free sample” marketing tactic.)

	By giving away their information product in an inconvenient format – so consumers have to purchase their own copy to be able to use it at will.

	By giving away similar but not identical samples, encouraging consumers to purchase an ongoing supply of like goods.

	By offering an index or search service for free and then charging for the content ordered – or by offering the content for free and charging for indexing and organization.

	By ignoring the people who make illicit copies of the information good for resale. (These types of businesses face a natural limitation – they can’t get too successful or they will draw the attention of law enforcement groups).



In essence, then, maximizing returns for copyright owners comes down to a very simple dynamic:
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In essence, then, the more generous your terms, the more you can charge but the less you will sell because competitive product choices will arise. Therefore, finding the price that will maximize your revenues will require:





	That you carry out a marketing study to determine what your baseline revenues will be at your target price.

	That you then increase the value of the product by offering more liberal terms and conditions of access, set a new target price and then carry out a follow-up marketing study to evaluate what total revenues would be under those terms and conditions.

	That you experiment with other variations of terms and pricing until the yield is maximized.



There is one other issue information product owners should take into consideration. This is whether it will be cheaper for the product owner to distribute the product directly to end users or whether it will be more cost effective to use someone else’s channel of distribution. Again, this will be a trade-off that will need to be evaluated on a case-by-case basis.

Key Thoughts

“Content owners tend to be too conservative with respect to the management of their intellectual property.”

– Carl Shapiro and Hal Varian

“The tension between giving away your information – to let people know what you have to offer – and charging them for it to recover your costs is a fundamental problem in the information economy.”

– Carl Shapiro and Hal Varian

“Today more than 60-percent of Internet traffic is to Web sites, and of the Web traffic, almost three-fourths is images. A lot of these are corporate logos. Image is everything in the information biz, because it’s the image that carries the brand name and the reputation.”

– Carl Shapiro and Hal Varian
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