
supply	chain.	(See	Figure	1.1.)	Historically,	there	were	two	main	types	of
linear	businesses.

Figure	1.1.	An	example	of	how	value	flows	in	a	linear	business:	The
company	creates	a	product	and	sells	it	to	group	B	(a	distributor),	who	then
sells	it	to	group	A	(the	customer).

The	 first	 is	 your	 classic	 product	 company.	 Think	 Lenovo	 in
consumer	 electronics.	 Lenovo	makes	 and	 sells	 physical	 things.	 It	 builds
physical	 assets,	 such	 as	 factories	 and	 distribution	 centers,	 in	 order	 to
make	its	products	and	get	them	to	consumers.	Almost	all	manufacturing
has	 worked	 in	 this	 linear	 fashion	 over	 the	 last	 century.	 So	 have
distributors	 and	 resellers,	 which	 are	 companies	 that	 build	 or	 lease
physical	 assets	 or	 technologies	 in	 order	 to	 distribute	 and	 sell	 physical
products.	Examples	include	resellers	like	Walmart,	Best	Buy,	and	Target.

Many	of	today’s	software	companies	also	fit	 in	this	group,	 including
most	 software-as-a-service	 (SaaS)	 companies.	 Even	 though	 their
products	 are	 digital,	 these	 companies	 still	 function	 linearly,	 with	 value
flowing	 from	 the	 companies	 to	 their	 customers.	 The	 only	 difference	 is
that	 software	 companies	 benefit	 from	 the	 low	 marginal	 cost	 of	 digital
distribution.
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linear	 flows	 of	 value	 and	 information	 are	 what	 make	 up	 a	 company’s
supply	chain.	(See	Figure	1.2.)

Figure	1.2.	The	linear	flow	of	value	and	information	in	a	supply	chain.

The	 supply	 chain	 was	 one	 of	 the	 major	 areas	 of	 competitive
advantage	 throughout	 the	 twentieth	 century.	 The	 efficiency	 of	 a
company’s	 supply	 chain	 could	 make	 or	 break	 a	 business.	 That’s	 why
many	of	the	great	business	innovations	of	the	last	century	had	to	do	with
improving	supply	chains	and	making	them	more	efficient.

Henry	 Ford’s	 assembly	 line	 is	 a	 classic	 example.	 By	 adopting	 a
continuously	moving	assembly	line,	Ford	cut	the	typical	production	time
of	a	car	from	12	hours	to	90	minutes.10	This	supply-chain	innovation	had
an	 enormous	 impact	 on	 the	 industry.	 Because	 it	 enabled	 the	 mass
production	 of	 cars	 for	 the	 first	 time,	 it	 drove	 down	 the	 price	 of	 a	 good
that	 was	 once	 available	 only	 to	 the	 very	 wealthy	 and	 made	 it	 widely
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Figure	1.3.	The	platform	business	model.

Platforms now have a symbol to call their own. In Figure 1.3, the
interlocked chevrons represent a platform’s network. The
connection between the consumers and producers is what creates
the shape outlining the platform at the center. Just like a platform,
this internal shape is defined by network that surrounds it. Without
its consumers and producers, the platform at the center wouldn’t
exist.

You will see this symbol throughout the book whenever we
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Figure	1.4.	Platform	companies	and	recent	valuations,	January	2016.

However,	not	 all	 of	 these	businesses	will	be	around	 ten	years	 from
now.	 In	 the	wake	 of	 the	 dot-com	 crash,	 even	 some	of	 the	mainstays	 of
the	modern	economy,	like	Amazon,	nearly	failed.	The	size	and	durability
of	 the	 opportunity	 for	 any	 one	 of	 these	 businesses	 depends	 on	 many
factors,	 including	 the	 state	 of	 its	 industry	 and	 how	 quickly	 technology
evolves	 in	 that	 sector.	 But	 when	 these	 companies	 do	 fail,	 it	 will	 be
because	they	have	been	replaced	by	newer	and	better	platforms.	This	has
already	been	 the	case	 for	years.	When	Apple	became	 the	most	valuable
company	in	the	United	States,	guess	who	it	dethroned?	Microsoft,	whose
Windows	 platform	 was	 supplanted	 by	 Apple’s	 iOS	 when	 the	 mobile
Internet	outgrew	its	desktop	predecessor.
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Figure	1.5	The	core	transaction.

However,	 although	 a	 platform	 enables	 the	 core	 transaction,	 it
doesn’t	 directly	 control	 its	 users’	 behaviors.	 The	 challenge	 is	 a	 unique
one:	 how	 to	 get	 potentially	 millions	 of	 people	 to	 behave	 the	 way	 you
want	them	to.	First	you	must	attract	users	to	join,	then	you	aid	them	by
matching	 them	 together,	 providing	 the	 technology	 to	 facilitate	 the
transaction	and	establishing	the	rules	that	govern	the	network	in	order	to
build	 trust	 and	maintain	 quality.	 These	 are	 the	 four	 core	 functions	 of	 a
platform	(see	Figure	1.6):

59



1.	 Audience	building
2.	 Matchmaking
3.	 Providing	core	tools	and	services
4.	 Setting	rules	and	standards

Figure	1.6	The	four	functions	of	a	platform.

If	 a	platform	handles	 these	 four	 functions	well	 enough,	 it	will	 be	 able	 to
facilitate	 its	core	transaction	(and,	hopefully,	a	 lot	of	 it).	We	take	a	 look
at	the	core	transaction	in	much	more	detail	in	chapter	5,	and,	in	chapter
6,	we	dive	into	the	four	core	functions.	For	now,	this	summary	is	enough
for	 you	 to	 understand	 how	 platforms	 build	 and	maintain	 their	 networks
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PLATFORM TYPES

Within	 exchange	 and	maker,	we’ve	broken	down	platforms	 into	distinct
types	 (see	 Figure	 1.7).	 Each	 type	 has	 a	 core	 transaction	 built	 around	 a
particular	 type	 of	 value	 being	 exchanged.	 Platforms	 within	 each	 type
often	 operate	 very	 similarly—even	 across	 industries,	 a	 trend	 that
became	 obvious	 when	 we	 were	 building	 in	 our	 database	 of	 platform
companies.21

Figure	1.7.	Platform	types,	with	examples	for	each	type.

The	nine	platform	types	are	listed	next	along	with	the	type	of	value
that	defines	their	core	transaction:

Exchange:

1.	 Services	marketplace:	a	service
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Figure	2.1.	The	three	different	theories	for	how	economic	activity	is
organized.

Coase’s	 theory	had	 important	 implications	 for	business	 strategy.	 It
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suggested	 that	 as	 an	 organization	 grew,	 it	 would	 be	 able	 to	 minimize
information	and	transaction	costs	by	internalizing	actions	it	could	handle
more	efficiently	and	by	externalizing	those	it	could	not.	This	dynamic	led
to	 tremendous	 economies	 of	 scale,	 a	 concept	 made	 famous	 by	 Boston
Consulting	Group	founder	Bruce	Henderson.	Henderson	took	an	idea	from
military	 strategy—concentrating	 mass	 to	 overwhelm	 the	 enemy—and
applied	 it	 to	 business.	 His	 observation	 was	 fairly	 simple:	 The	 more	 of
something	you	produce,	the	better	you	get	at	it.	But	Henderson’s	idea	of
economies	 of	 scale	 and	 the	 “experience	 curve”	 enabled	 managers	 to
conceptualize	 the	 relationship	 between	 size	 and	 efficiency	 (see	 Figure
2.2).

81



Figure	2.3.	Value	chains	defined	how	a	business	was	organized.

Porter’s	value	chain	and	Henderson’s	economies	of	scale	have	been
the	 core	 tenets	 of	 business	 strategy	 for	 the	 last	 thirty	 years.	 Together,
they	became	 the	 strategic	 foundation	of	 the	 large,	 vertically	 integrated
organizations	of	the	late	twentieth	century.

However,	 even	 in	 these	 large	 organizations,	 Hayek’s	 local
knowledge	 problem	 reared	 its	 head.	 The	 coordination	 problems	 related
to	 local	 knowledge	 that	 Hayek	 described	 are	 a	 primary	 reason	 why
Henderson’s	 economies-of-scale	 graph	 is	 U-shaped	 (see	 Figure	 2.4).
Because	 of	 rising	 coordination	 costs,	 once	 an	 organization	 reaches	 a
certain	size	and	continues	to	grow,	it	starts	to	experience	diseconomies	of
scale,	where	 information	 and	 transactions	 costs	 rise	 rather	 than	decline
when	the	business	produces	more.
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Figure	2.4.	The	classic	U-shaped	economies-of-scale	curve	for	linear
businesses.

As	a	result,	most	large	companies	facing	competitive	pressures	(i.e.,
those	that	were	not	granted	government-sponsored	monopolies)	cap	out
at	a	 size	well	below	 total	 control	of	 their	 respective	markets.	Beyond	a
certain	point,	growth	costs	more	than	it’s	worth.	This	fact	fits	neatly	into
Hayek’s	 concept	 of	 why	markets	 were	 effective.	 On	 a	 small	 scale,	 you
could	 coordinate	 economic	 activity	 effectively.	 But	 if	 a	 company	 grew
too	big,	 it	wouldn’t	be	able	 to	collect	and	react	 to	all	 the	 information	 it
needed	to	make	accurate	decisions.	As	a	result,	costs	would	rise,	and	the
company	would	not	be	able	 to	expand	 further	 in	a	 competitive	market.
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Figure	2.5.	As	transaction	costs	fell,	value	chains	broke	up,	and	smaller
competitors	could	attack	one	component	of	your	business.

This	 is	exactly	what	happened	to	 the	encyclopedia	 industry.	 In	 the
days	 of	 large,	 leather-bound	 books,	 the	 encyclopedia	 business	 was
dependent	on	large	sales	forces	in	order	to	sell	its	product.	A	big	chunk	of
the	price	of	an	encyclopedia	went	to	paying	the	salesman’s	commission.
When	personal	computers	became	widespread,	new	technologies	made	it
much	easier	and	cheaper	to	hold	all	of	that	information	in	one	place.	You
no	 longer	 needed	 a	 large	 sales	 force	 to	 go	 door-to-door	 lugging	 around
and	selling	large	sets	of	books.	You	could	just	send	your	customer	a	CD	in
the	mail.	This	meant	that	Microsoft	could	sell	its	Encyclopedia	Encarta	on
CD-ROM	for	$50,	while	Britannica’s	big	set	of	books	cost	between	$1,500
and	 $2,000.9	 Britannica	 eventually	 introduced	 its	 own	 CD-ROM,	 but	 its
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THE CONNECTED REVOLUTION

It	was	only	a	few	years	later	that	the	Internet	really	made	the	leap	into
mainstream	 culture.	 By	 the	mid-2000s,	 the	 Internet	was	 ubiquitous,	 as
omnipresent	 as	 air	 (or	 advertising).	 The	 spread	 of	 broadband	 from	 the
workplace	 to	 the	 home	 got	 the	 ball	 rolling,	 but	 the	 real	 driving	 force
behind	this	shift	was	the	mobile	Internet.

Mobile	 phones	 put	 the	 Internet	 directly	 into	 everyone’s	 pocket.
Back	in	the	dot-com	era,	 the	Internet	consisted	of	only	about	30	million
people	 connecting	 via	 a	 dial-up	 modem.	 Despite	 its	 huge	 impact,	 the
Web	 of	 the	 1990s	was	 small	 and	 slow	 relative	 to	 the	 Internet	 of	 today.
Mobile	tech	acted	like	rocket	fuel	for	the	Internet.	In	just	five	years,	the
number	of	people	with	Internet	access	exploded	from	millions	to	billions
(see	Figure	2.6).	 In	 the	United	States,	 the	 Internet	went	 from	a	novelty
to	a	fully	integrated	part	of	everyday	life.

Figure	2.6.	Market	size	is	for	real	this	time.	Source:	Andreessen	Horowitz,
“Mobile:	It	Changes	Everything,”	http://a16z.com/2015/06/19/mobile-it-
changes-everything/.
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This	 shift	 had	 a	 profound	 effect	 on	 business	 strategy.	 Transactions
costs	 were	 now	 low	 enough	 that	 the	 bonds	 holding	 many	 traditional
organizations	 together	 started	 to	 disintegrate.	 Economies	 of	 scale	 in
many	 traditional	 businesses,	 such	 as	 the	 newspaper	 and	 encyclopedia
industries,	 collapsed	 completely.	 Value	 chains	 didn’t	 just	 break	 up	 into
separate	components,	as	they	did	during	the	early	computer	era.	Pieces
of	 the	 value	 chain	 actually	 started	 to	 fragment	 or	 fall	 apart	 (see	 Figure
2.7).	 Individuals	 acting	 in	 decentralized	 networks	 could	 now	 substitute
for	entire	organizations.

Figure	2.7.	The	value	chain	becomes	fragmented	as	individuals	take	over
for	organizations.

In	the	past,	companies	were	effective	because	they	vastly	improved
how	we	 organized	 work.	 This	 idea	 is	 the	 crux	 of	 Coase’s	 theory	 of	 the
firm.	Companies	could	coordinate	the	usage	of	employees	and	materials
to	create	products	and	services	more	efficiently	 than	 the	market	 could.
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parts	 of	 their	 value	 chains.	 Finally,	 platforms	 have	 created	 an	 outsize
share	of	income	generated	by	the	S&P	500.	Projections	more	than	a	few
years	 out	 are	 always	 a	 little	 fuzzy,	 but	 if	 current	 trends	 continue,
platforms	could	make	up	50	percent	of	the	S&P	500’s	net	income	within
twenty-five	years.11	(See	Figure	3.2.)

Figure	3.1.	Platform	businesses	in	the	S&P	500	over	the	last	forty	years.

Figure	3.2.	In	twenty-five	years,	50	percent	of	the	S&P	500’s	net	income
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PLANET UNICORN

Once	you	take	a	look	at	what’s	happening	in	the	startup	economy,	these
projections	 make	 even	 more	 sense.	 The	 next	 wave	 of	 large	 public
companies	 is	made	up	of	 far	more	platforms	than	in	the	past.	Of	the	126
“unicorn”	 billion-dollar	 private	 companies	 as	 of	 July	 2015,	 73	 are
platforms—or	about	58	percent.	 (In	 tech-speak,	a	unicorn	company	 is	a
company	valued	at	more	than	$1	billion.)	If	you	look	internationally,	the
numbers	 are	 even	 more	 surprising.	 In	 Asia,	 31	 of	 36	 unicorns	 are
platforms,	or	about	86	percent.	This	includes	China,	where	81	percent	of
21	 unicorns	 are	 platforms,	 and	 India,	 where	 8	 of	 9	 are	 platforms	 (see
Figure	3.3).12

Figure	3.3.	“Unicorn”	company	data,	July	2015.
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Figure	3.4.	Platform	business	models	have	lower	marginal	costs.

This	 cost	 structure	 means	 that	 platforms	 are	 capital	 light	 and
provide	high	return	on	investment	compared	to	linear	businesses.14	Thus,
platforms	don’t	 require	a	 large	capital	base	 in	order	 to	get	 started,	and,
relative	 to	 linear	 businesses,	 they	 require	 even	 less	 to	 expand	 once
they’ve	 established	 their	 networks.	 Additionally,	 the	 zero	marginal	 cost
of	 supply	 means	 platforms	 can	 grow	 to	 a	 much	 larger	 size	 than	 linear
businesses	can.	The	costs	of	a	linear	business	will	always	continue	to	rise
as	 it	 grows,	 while	 the	 costs	 of	 a	 platform	 costs	 tend	 to	 level	 off
logarithmically	(see	Figure	3.5).

121



Figure	3.5.	The	average	cost	curves	for	linear	and	platform	business.

The	 unit	 economics	 make	 it	 theoretically	 possible	 for	 a	 platform
company	 to	 expand	 to	 the	 total	 size	 of	 the	 market—unlike	 linear
businesses,	which,	as	we	explained	in	chapter	2,	typically	capped	out	well
below	 the	 total	 market	 size.	 Being	 able	 to	 grow	 and	 manage	 a	 large
network	has	become	more	important	than	having	a	large	capital	base	to
invest	in	scaling	internal	resources.

So	 why	 isn’t	 everyone	 building	 a	 platform?	 Well,	 networked
production	creates	unique	challenges.	As	mentioned,	Airbnb	doesn’t	have
direct	control	over	inventory	and	doesn’t	own	its	most	valuable	assets:	its
users.	 The	 risks	 for	 a	 platform	 are	 substantial,	 especially	 when	 it’s	 first
starting	 to	build	 its	network.	 In	order	 to	be	useful	 to	 consumers,	Airbnb
needed	to	convince	external	producers	to	make	their	inventory	available
on	its	platform.	This	issue	was	a	particularly	difficult	challenge	when	the
platform	 had	 few	 users.	 Even	 though	 members	 of	 each	 group	 of	 users
(consumers	 and	 hosts)	 would	 benefit	 from	 being	 on	 the	 platform,	 they
wouldn’t	 join	 Airbnb	 unless	 enough	members	 of	 the	 other	 group	 join	 as
well.	Platforms	overcome	this	chicken-and-egg	problem	when	the	value
to	 new	 users	 of	 participating	 in	 the	 platform	 exceeds	 the	 cost	 of
participation.	The	point	when	 this	occurs	 is	 called	 critical	mass.	Once	a
platform	scales	past	critical	mass,	network	effects	are	accretive	and	help
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Figure	3.6.	Average	cost	declines	while	value	to	each	user	increases.	As	a
result,	a	platform’s	profit	margin	significantly	increases	as	its	network
grows.
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were	 designed	 with	 linear	 businesses	 in	 mind,	 they	 don’t	 help	 you
structure	 and	 design	 the	 processes	 that	 drive	 repeated	 transactions	 for
platforms.	Essentially,	platform	 entrepreneurs	 need	 a	whole	 new	 toolkit
for	business	model	design.

For	 instance,	 a	 key	 tool	 for	 understanding	 linear	 businesses	 is	 the
value	chain	that	we	mentioned	in	chapter	2.	Michael	Porter	created	the
value	 chain	 as	 way	 to	 visualize	 and	 understand	 how	 linear	 businesses
created	value	(see	Figure	5.1).

Figure	5.1.	The	value	chain	as	designed	by	Michael	Porter.

The	value	chain	was	the	set	of	activities	that	a	company	performed
in	order	to	deliver	a	valuable	product	or	service	to	its	customers.	Porter
broke	 these	 actions	 down	 into	 two	 categories,	which	 he	 called	 primary
activities	 and	 support	 activities.	 Primary	 activities	were	 related	 to	 the
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Figure	5.2.	The	value	ecosystem.

The	primary	activity	 in	 this	ecosystem	is	the	core	transaction.	 The
core	 transaction	 is	 the	 process	 that	 facilitates	 the	 exchange	 of	 value
among	 its	 users.	 The	 support	 activities	 are	 the	 four	 core	 functions
mentioned	 briefly	 in	 chapter	 1.	 We	 cover	 those	 four	 core	 functions	 in
more	detail	in	chapter	6.	The	rest	of	this	chapter	focuses	on	the	design	of
the	core	transaction.
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Figure	7.2.	How	indirect	network	effects	create	value	for	platform
businesses.

However,	 according	 to	 these	 conventional	 definitions,	 building	 a
strong	 network	 is	 simply	 a	 numbers	 game.	 The	more	 users	 that	 join	 a
network,	the	more	valuable	that	network	will	be.	Note,	for	example,	that
the	 result	 of	 the	 equation	 for	 Metcalfe’s	 Law	 cannot	 be	 negative.	 Any
new	 user	 is	 as	 good	 as	 any	 other.	 This	 definition	 of	 network	 effects
assumes	that	all	growth	is	equally	valuable	and	has	a	positive	 impact	on
other	 users.	 But	 the	 stories	 of	 Chatroulette,	 Friendster,	 and	 Myspace
suggest	otherwise.
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gave	more	 invites	 to	 bloggers	 who	 attracted	 the	most	 users,	 giving	 its
early	 producers	 a	 strong	 incentive	 to	 create	 content	 and	 attract
consumers.46	 These	marquee	 users	 acted	 as	magnets	 and	 gatekeepers
for	the	network—a	position	that	gave	them	a	nice	ego	and	status	boost—
and	as	a	result,	they	were	happy	to	bring	their	readers	to	Pinterest.

THE NETWORK EFFECTS LADDER: A FRAMEWORK FOR GROWING
QUALITY NETWORKS

Now	that	we	have	a	more	nuanced	view	of	how	networks	work,	it’s	time
to	 talk	 about	 building	 network	 effects.	 Clearly,	 creating	 a	 network	 is
more	complicated	than	just	aggregating	many	users,	but	until	now,	there
hasn’t	 been	 an	 alternative	 framework	 for	 understanding	 how	 to	 grow
quality	systematically	as	a	network	expands.	Now	there	is:	The	network
effects	ladder	(see	Figure	7.3).

Figure	7.3.	The	network	effects	ladder.

Five	 “steps”	 on	 the	 ladder	 dictate	 the	 quality	 of	 a	 platform’s
network:	 Connection,	 Communication,	 Collaboration,	 Curation,	 and
Community.47	 The	 goal	 for	 any	 network	 should	 be	 to	 increase	 quality
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Figure	8.1.	Airbnb’s	hockey-stick	growth	curve.	Source:	Venturebeat

Platforms’	 struggles	 with	 early	 growth	 are	 the	 result	 of	 what
economists	 call	 a	 coordination	problem.	 If	 everyone	on	each	 side	of	 the
network	could	coordinate	their	behavior,	they	could	all	agree	to	join	the
network	 and	 everyone	would	benefit.	 But	 in	practice,	 this	 almost	 never
happens.	That’s	where	a	platform’s	management	of	its	network	comes	in.
This	 coordination	problem	must	be	 solved	by	 incentivizing	users	 to	 join.
The	main	way	platforms	do	this	 is	by	subsidizing	participation	for	one	or
both	 user	 groups.	 In	 this	 way,	 the	 platform	 can	 get	 early	 users	 to	 join
even	when	 the	value	of	 the	network	 is	 relatively	 low.	The	platform	and
its	 investors	 are	 betting	 that	 the	 eventual	 value	 of	 the	 network	 will
exceed	 the	 cost	 of	 building	 it	 through	 subsidies.	 Once	 the	 network
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