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			Book Abstract

			Main Idea

			Mark Twain once famously commented the reports of his demise were “greatly exaggerated”. In like fashion, nobody believes the Internet “changes everything” anymore. The euphoria which suggested the Internet was going to rewrite every law of economics and create a “New Economy” has now been largely superseded by a more rational realization the tried-and-true laws of economics will still continue to apply in the digital marketplace just as they always have. What will need to change, however, are our expectations.

			Thus, instead of abandoning established business strategies altogether, a better approach is to understand how these traditional strategies will still apply in different circumstances. The Internet itself is not going to go away. It will remain an important and viable aspect of business operations in the 21st century. The Internet will continue to generate many important and compelling new business opportunities. To forecast how markets will evolve in the future, therefore, don’t look for the dramatic or revolutionary changes forecast at the birth of the e-commerce frenzy. Instead, anticipate more evolutionary changes which build on the foundation of the tried-and-true economic principles which have stood the tests of time – like supply-and-demand and economies of scale. After all, these economic laws have proven to be robust enough to withstand the arrival of many new generations of technology before. Therefore, it is folly to think the availability of a more efficient way to process and move information will have a dramatic effect.

			In the final analysis, technology cannot change the forces of economics which are not of anyone’s conscious creation.

			About the Author

			STAN LIEBOWITZ is an economist. He is currently a professor of managerial economics at the University of Texas at Dallas. Dr. Liebowitz specializes in studying the economic impact of network effects, technology lock-in and the impact of technology on copyrights. He is the author of Winners, Losers & Microsoft (1999).

			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 Re-Thinking the Network Economy (Stan Liebowitz)

			1. The Basic Economics of the Internet
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			When all of the hyperbole and technical mumbo-jumbo is swept away, the Internet has the potential to create value by offering a more efficient way to send and receive information. This is a very important benefit because the means by which information is transmitted and retrieved underpins the entire economy, but the Internet is much more evolutionary than its early promoters would have us believe. In large part, the Internet is an enhancement of what the telephone, television, newspapers and radio did previously with the added benefit of offering two way transmission – where the recipient can specify the information they want.

			In light of these facts, there is no economic reason why an Internet based business should be any more profitable than a traditional business. On the contrary, the very fact customers can readily find alternative suppliers suggests prices will need to remain low for Internet-based companies. It most likely will come back to a mundane economic principle: “Those companies which manage to provide the best products at the best prices will prosper.”

			Most commentators have assumed the Internet will have three special economic characteristics:

			
					Network EffectsSome products become more useful as the number of people who use them increase. For example, if just one person owned a fax machine, it wouldn’t be worth much at all. The more people who have faxes, however, the more things you can then do with them, and the more valuable a fax machine becomes.
Many business analysts wrongly assumed all e-commerce applications would enjoy the benefit of network effects. This is an erroneous conclusion. It was probably based on a line of thought that goes since the Internet is a big network, all products sold using this network will enjoy network effects. With this potential benefit in mind, many e-commerce pioneers spent heavily to lock-in a large share of the market in anticipation of huge profits as network effects kicked in.
Reality, however, is less idealistic. In practice, most products sold over the Internet do not have any network effects whatsoever. Thus, the idea of sustaining short-term losses in anticipation of long-term benefits thanks to network effects is misguided. This is part of the reason the early dot-com companies have struggled. Most of them had business models which were built on an expectation network effects would come to the fore reasonably quickly. When this was shown to be an incorrect assumption, the start-up companies were unable to secure follow-up funding.


					Economies of ScaleThis is a well-known concept – average costs decrease as the company sells more of any specific product. This is very logical. As fixed costs get amortized over a larger production run, they become progressively a smaller part of the overall costs. Almost all manufacturing exhibits at least some economies of scale.
It is assumed most high-tech products have significant economies of scale. Often, the costs to develop a new product are huge whereas the costs of duplicating and distributing are minuscule by comparison. Although network effects tend to get more publicity, it is actually more likely economies of scale will be a bigger long-term benefit.


					Winner-takes-all MarketsWhen network effects and economies of scale work in tandem, large companies have a competitive advantage over small companies. Most analysts have assumed this will logically lead to a winner-takes-all scenario where one company comes to dominate its market niche. The only problem with this thinking is that it does not seem to work out in the real world.
Specifically, most industries have more than one dominant company. Each of these companies tend to specialize – they develop products with features that appeal to different segments of the market. In addition, at some point for large companies, their costs don’t keep falling (as forecast by economies of scale) but actually start increasing again for a variety of reasons.
Some computer products (like operating system software from Microsoft and computer processing chips from Intel) seem to have winner-takes-all characteristics. Therefore, many analysts assumed all Internet-based companies would exhibit this trait. There was also the “scalability factor” – the fact one Web site could handle hundreds or thousands of customers simultaneously with equal competence. What was missed out in this conclusion, however, was the fact even when products are sold via the Web site, the companies still has to perform all the usual back-office functions – warehousing, shipping, production, customer relations and so forth. In these areas, the Internet companies are faced with same logistical challenges as any other company. And, as a result, contrary to popular opinion, the majority of Internet companies are not in a winner-takes-all environment. Online retailing is a mirror image of the bricks-and-mortar world. If those real markets are winner-takes-all, the Internet version of the industry is the same. However, if the bricks-and-mortar version is not winner-takes-all, it is highly unlikely the online version will be.
“The Internet changes everything. That was a common refrain just a very short time ago. Almost no one seems to believe it anymore. In fact, the Internet changes very few of the tried-and-true business strategies. Like other important technological advances, the Internet will change many aspects of our lives. But the economic and business rules that worked in previous regimes will largely continue to work in the new regime. These rules of business endure because economic forces do not change – and cannot be changed by – mere changes in technology, no matter how much some of us might wish it were not so. It is just our hubris at work when we start to think that our technology can change forces that are not of conscious creation.”
– Stan Liebowitz


			

			2. The Truth About the Need to be First to Market
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			Most analysts asserted that being first was of paramount importance in the Internet era of business. The concept of “lock-in” was considered to be far more important than less glamorous topics such as technical brilliance, low prices or even high quality. The theory was simple – be the initial entrant in your market and lock-in will then ensure none of your customers can ever switch to any of your competitors. Once a customer is locked-in, they will face two types of costs to switch to an alternative product:

			
					Learning costs – the actual costs of relearning old ways of working, becoming familiar with the features of the new product, being able to use the new product to access the files created by the previous product and so forth.

					Compatibility costs – the costs of having to change the way you work with others who interact with your systems for their own business operations. If you change, there will be some adjustments required on their part to retain their ability to perform the same functions.

			

			It was generally assumed online retailing would have the characteristics of first-mover-wins thanks to strong customer lock-in effects. Yet there is no real-world evidence of that phenomena occurring. In fact, there is more evidence available that in most Internet markets, the same situation occurs as in traditional markets – the company which has the greatest market share achieves that on the basis of a superior product irrespective of whether or not they were first to market. The evidence also suggests a company can reasonably only expect to maintain a market leadership position if it continues to develop products that consumers regard as the best-in-class.

			So why did so many commentators overestimate the importance of being first to market? While it may not be the complete story, it seems likely the analysis went something like this:

			
					All Internet products will enjoy network effects. Therefore, the more people that use a product, the better it will become.

					As the company sells more, economies of scale mean it will be able to outperform all its competitors.

					It’s always difficult to swap high tech products. Therefore, lock-in will add to the benefits of being first to market. Even if customers want to swap to another product, the fact all their suppliers and partners are using the existing product will act as a strong deterrent.

					When all of these factors combine, a first-mover-wins scenario is likely – the first company to enter a market will dominate completely and nobody else will ever be able to match them.

			

			The problem, however, with this line of thought is it doesn’t turn out to be true when the empirical evidence is considered. Internet markets are no more likely to be winner-takes-all than their bricks-and-mortar equivalents. Just harnessing the Internet is not sufficient to bring about a fundamental restructuring of the marketplace.

			In most markets, being first doesn’t count for much at all. For example, in the personal computer industry, the current market leader Dell Computer Corporation was not an early market entrant. Dell’s success has been the result of offering good products at attractive prices combined with excellent customer service. Similarly, Yahoo was not one of the first search engine/portals on the Internet. Its success is the result of offering a better service. The same is true for America Online. It entered the marketplace well after Prodigy, CompuServe and Genie had blazed the trail. Yet AOL has become the largest online service predominantly on the strength of having the highest ranking in terms of perceived quality.

			The message is simple. Being first, or even being early, is no guarantee of success. A far better strategy is to be the best from the customer’s viewpoint.

			“A company that takes big losses this year in order to win the market share wars is likely to find that it has won only a Phyrric victory. Businesses that still adhere to this notion and invest enormous sums for early advantage are likely to fail in the market. Much of the recent melt-down in high-tech sectors of the economy can be blamed on these misguided ideas. That does not mean, however, that the concept of winner-takes-all is discredited. There is a good deal of evidence that high-tech markets do incubate conditions that lead to very large market shares for the companies that are most successful in these markets. A company with a dominant market position, however, can expect to maintain that position only as long as consumers regard its products as the best.”

			– Stan Liebowitz

			“What is probably the leading strategy for an Internet company is the same as the leading strategy for bricks-and-mortar companies: produce better products at lower costs. This strategy has worked numerous times, both in low-tech and high-tech industries, and it is not easy for competitors to copy successfully since talking quality is much easier than producing quality.”

			– Stan Liebowitz

			“If you are faced with the choice of either rushing a weak product or Web site to market in order to be the first or taking the necessary time to be the best, go with the best. Similarly, a late start in a market is not an insurmountable obstacle. Good Web businesses that continue to innovate may hold their positions for a long time, but you can’t sit back in the expectation of milking those poor locked-in customers. That type of lock-in doesn’t exist.”

			– Stan Liebowitz

			“For the most part, online retailing will not have the characteristics of winner-take-all or first-mover-wins. Most online retailers will not exhibit characteristics of network effects or instant scalability. Economies of scale, on the other hand, could be important, but there is little reason to think the bricks-and-mortar companies in the same industry would not possess equivalent economies of scale.”

			– Stan Liebowitz

			3. The Future of e-Tailing
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			At the height of the Internet frenzy, most commentators were forecasting the imminent death of all bricks-and-mortar retailers. The experience of the last few years have provided some perspective for this point of view. Once again, very few analysts are now quite so ambitious.

			What is becoming clearer now is that some products can be sold very well using the Internet while others cannot. For those products which lend themselves to Internet sales, a significant proportion of the market will most probably move online. However, there will still be plenty of goods which are not suited to Internet sales which the traditional retailers should continue to handle in the future irrespective of how widespread e-Tailing ends up becoming.

			To be more specific, the products which are best suited to being sold over the Web are:

			
					Those products which can be delivered in digital format – software, music, videos, entertainment programs, etc.

					Those products which can be converted to a digital format without any loss of quality – airline tickets, car and hotel reservations, stock purchases, news, classified advertising.

					Those products which are exactly the same for every copy and which can be described by a small sample first – books, music CDs, magazines, prerecorded videos and DVDs, etc.

					Those products which have few buyers – collectibles, unusual herbs and spices, specialized instruments, etc.“There is no reason that these products will not all move to the Internet eventually because the Internet will provide the most immediate delivery, the least costly delivery and the most informed delivery. It is difficult to imagine that the bricks-and-mortar alternatives will continue to exist except to the extent that the Internet fails to penetrate the population of consumers. We are likely to see it first with computer programs and music since these have been digitized for a long time.”
– Stan Liebowitz
“Indisputably, the Internet does provide some advantages to consumers: a large selection, no lines at the register, and perhaps lower costs. Yet there are also many disadvantages. You cannot touch, smell, squeeze, shake or feel products on the Internet. Transportation costs are likely to be higher, delivery less immediate, and its current status as a sales-tax-free haven is likely to be short-lived. Also, some products are best sold with a hands-on demonstration, and a move to Internet sales could endanger the functioning of these markets.”
– Stan Liebowitz


			

			The products which are unlikely to ever be sold successfully via the Web include:

			
					Those products which have high bulk relative to their value – such as construction materials like cement. For these products, the cost of shipping would far outweigh the cost of buying locally.

					Perishable goods – including groceries, fast food, frozen foods, etc. For these products, the logistics of shipping and delivery need to so precise shipping becomes exorbitantly expensive – pushing costs to well above what local merchants can offer.

					Experience goods – where people like to touch and feel the products before deciding whether or not to buy. These types of goods will run the entire spectrum from meat through to clothing, automobiles, houses, furniture and prescription drugs. For many of these goods, consumers may look at options via the Internet but their final buying decisions are made in person.

					Products which are impulse purchases or “immediate gratification” goods – which are purchased on a whim for immediate use. This includes all the items normally located near the checkout counter at a supermarket: candy, magazines, tabloids, etc.

			

			A number of early e-commerce pioneers have already attempted to penetrate many of these markets with the stated objective

			
			
			
			
			
			
			
			
					Great profits are not automatically derived from creating great value.

					Competition always results in lower profits. The Internet is expected to have lower entry barriers than most bricks-and-mortar equivalent markets. Therefore, it would be unlikely an Internet business would be highly profitable.

					Most Internet retailers have very low value-added – suggesting long-term margins will be very small.

			

			
			
			
			
			
			
			
			
					Whereas it was (and still is) expensive to set up a television station, it is very simple to set up a new Web site. Very quickly, there were many thousands of Web sites clamoring for the same advertising dollars.

					When measured by viewing hours, the Internet audience size is substantially smaller than that of television. In other words, more people watch television than use the Internet. The average person watches four hours of TV daily while using the Internet for about 30-minutes a day. That means online advertising rates should be lower than TV advertising rates.

					Internet advertising is very easy to avoid. Again, this detracts from its potential value. By comparison, television ads are far more intrusive – and therefore far more effective.

					Advertisers have fixed budgets. Any money spent on Internet advertising has to come from budgets that were earmarked for spending in other media.

			

			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
					Indirect appropriability – under certain conditions, copyright owners can charge more for their originals in anticipation that some unauthorized copying will take place. For example, journal publishers charge libraries more for a subscription than they charge individuals because there is the expectation the library copies will be extensively photocopied.

					Digital rights management – a copy protection technology which works by inserting a code in digital electronic materials. This code prevents further copies being created unless some specified payment has been made. This may be pay-as-you-go pricing, a copying surcharge or any other type of micropayment the copyright owner has specified when creating the material.

			

			
			
			
			
			
			
					The copyright owners could have started charging higher prices for the originals in anticipation that other copies would be made of these works.

					Napster could have been converted into a revenue generator with the funds being distributed through the online equivalent of the Copyright Clearance Center.

					Napster could have been used to distribute files which have digital rights management built in.

					Napster could have been converted into a system where original material purchasers get “credits” they can use to download other songs.

					A tax could be placed on the materials used in making copies, with the revenue being distributed to the copyright holders.
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