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			INTRODUCTION

			The platforms are taking over the world. Hide the children. Take only what you can carry with you.

			Their dominance is inevitable. Resistance is futile. Those who do not capitulate will be relegated to the bottom rung of our increasingly stratified economy.

			The rulers of this new global order are the early platform investors and the visionary entrepreneurs they back. Those who join them have a chance of survival. All the rest are collateral damage.

			There is much to commend this narrative.

			In industry after industry, this new breed of so-called platform companies are sucking all the value, returns, and growth out of the companies that actually do things.

			A slide presented at an IBM for Entrepreneurs event in 2015 perfectly captured this zeitgeist and immediately went viral. Under the heading “The Digital Disruption Has Already Happened,” IBM’s leading executive for start-ups shared a list of eight massive sectors of the economy that have come to be dominated by platforms.1 A photo of the slide continues to circulate widely online today, and slightly modified versions have been extensively appropriated by technology bankers and consultants trying to shock potential clients into engagement.
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					Figure Intro.1

					Source: http://vrworld.com/2015/11/09/ibm-disruption-has-already-happened

				
			
			These succubus enterprises often lull growth-starved incumbent competitors into collaboration that accelerates their demise. Lured by the promise of sharing in a digital bounty and recapturing their corporate mojo, they reveal too much, forget who they are, and are reduced to an unrecognizable shadow of their former selves.

			Around 2000, Circuit City, Borders, and Toys ’R’ Us all thought it was a good idea to outsource digital orders to the Amazon platform. Circuit City and Borders filed for bankruptcy in 2008 and 2011, respectively.2 In 2004, Toys ’R’ Us sought to take back its operating control. Too little, too late. Litigation and a 2005 buyout by the deepest-pocketed private equity firms followed.3 After five years in the courts, Amazon ultimately agreed to pay Toys ’R’ Us all of $51 million in a “confidential” settlement.4 Toys ’R’ Us filed for bankruptcy in 2017.5

			When Netflix launched a streaming service in 2007, the entertainment conglomerates eagerly sold it the digital rights to the content produced by their film and television studios, viewing it as found money. The 2008 recession further incentivized these companies to ignore the longer-term implications of satisfying short-term profit needs through the sale of streaming rights.

			In 2010, Jeff Bewkes, the last CEO of an independent Time Warner, was still dismissive of Netflix’s aspirations to become more than a source of extra high-margin revenues for the established studios. He scoffed, “It’s a little bit like, is the Albanian army going to take over the world? I don’t think so.”6

			A few years later, in 2014, in part to justify its rejection of a hostile takeover bid by Rupert Murdoch’s 21st Century Fox, Time Warner unveiled plans for its own HBO streaming service to compete with Netflix.7 After spending hundreds of millions in an unsuccessful effort to build the online capability internally, the company hastily outsourced the effort to Major League Baseball’s digital business in order to achieve its publicly announced launch date.

			By the time Time Warner subsequently completed a sale of the company to AT&T in 2018, the value secured was less than half the public market value of Netflix.8 AT&T gave up on the asset less than three years later.9 In 2019, even Rupert Murdoch sold out 21st Century Fox in the face of the traditional entertainment industry’s increasingly gloomy prospects.

			An accepted narrative has emerged to explain the triumph of digital platforms over the hapless analog businesses trampled by the tech titans’ apparently relentless march. In this worldview, digital platforms are a kind of unstoppable virus. Indeed, the 2020 pandemic seemed to accelerate its spread. Nasdaq—the natural home of these platforms—thrived while the NYSE stagnated.10 This storyline, however, despite the compelling anecdotes that appear to support it, does not hold up to close scrutiny. But close scrutiny is precisely what those with clear financial incentives to maintain the fiction have sought to avoid. And the promise of a digital bonanza has discouraged the rest of us from looking too closely.

			The siren song of easy money is hard to resist. Its seductive strains lead us to replace what we know to be true with what we want to be true. In the age of digital disruption, it is not just the proliferation of unicorns—onetime start-ups that seemingly overnight, and sometimes with little or no revenues, achieve billion-dollar valuations—or the inexorable climb into trillion-dollar territory of the largest technology leviathans that captures our attention. It is the apparent simplicity with which it seems that anyone can outperform the market by placing exclusively digital bets.11

			The truth that is often forgotten in the pursuit of internet-inspired riches is that the same basic investing disciplines apply to digital as to analog opportunities. An understanding of the structural competitive advantages present or absent in a business is essential to assessing whether it is worth financing and at what price. The current crop of tech-enabled promoters are not the first who have sought to direct attention away from fundamentals in favor of magical thinking. The media moguls of yore reveled in convincing investors for a generation of their mystical skills in managing talent and picking hits even as their shares consistently underperformed.

			The goal of this book is to turn off the hypnotic digital music for a moment, take a deep breath, and return to first principles that provide tools to distinguish the resilient from the fragile, the franchise from the fraud. Although the economic concepts underlying competitive advantage are immutable, the ways in which such advantages are likely to present in digital environments are strikingly different. These are the book’s focus.

			What I call “the Platform Delusion” has a dual meaning, one very specific and another more general. In the first chapter, I define quite precisely the elements of a particular fallacy that underpins the systematic tendency to overestimate the potential and the resiliency of a wide range of digital businesses. But more broadly, the Platform Delusion signifies an entire class of loosely connected words and phrases used to imply supernatural powers on the part of the business described. Not just “platform” but also “artificial intelligence,” “winner-take-all,” “network effects,” “big data,” and other buzzwords are routinely invoked as a kind of “trigger” to inspire the belief that you clearly have a winner on your hands and that no further close examination is required.12 The use of these terms is designed to render superfluous the more pedestrian considerations of competitive advantage.

			Like all good delusions, these beliefs have more than just a grain of truth. Plenty of people have gotten plenty rich by backing a business associated with one or more of the attributes referenced. The problem is that these concepts are inconsistently defined and applied. And when an effort is made to examine these characteristics systematically, there is usually little correlation with success.13

			What’s more, the underlying ideas are often misleadingly presented as if they were entirely new, imbued with transcendental powers derived from the internet. Yet the core concepts and technologies involved, whether platforms or artificial intelligence or the others, in most cases predate the internet. And although the digital ecosystem has changed their nature and availability, this has not always been in a good way. Unfortunately for investors, entrepreneurs, and corporations alike, the structural changes wrought by the internet, more often than not, have hindered rather than helped businesses’ ability to secure and maintain strong barriers to entry.

			The Wall Street Journal has said that platform is “the word that most defines the [tech] industry’s boom over the past decade” and explains how the internet “became a springboard for enormous growth and wealth.”14 Although platform businesses make money in a wide variety of different ways, the defining characteristic of a platform is that its core value proposition flows from the connections it facilitates. Many of the most iconic and valuable digital businesses fit this definition: the operating systems that connect software developers and users (Microsoft and Apple), the marketplaces that connect buyers and sellers (Amazon), the social networks that connect communities (Facebook), the search engines that connect advertisers and digital publishers with searchers (Google).

			But although the term platform has only relatively recently entered the vernacular, businesses with precisely this defining characteristic were around for decades before the invention of the internet. What’s more, as we shall see, many of these were actually better businesses than the internet-infused versions of the same enterprises. By lowering fixed-cost requirements and making switching easier, the internet has amped up the ferocity of competition among platforms to the detriment of their owners. No one called a local monopoly newspaper a platform, but it was: it connected advertisers to readers as well as buyers to sellers through the classifieds. The inability to support more than one such enterprise in most midsize cities is why it was a winner-take-all business that managed to generate 40 percent-plus margins long after readership and circulation began their inexorable declines. On the internet, the proliferation of competing news content and classified sites has ensured that such levels of profitability are largely unheard of in these digital platforms.

			The long history of charismatic, iconic CEOs associated with the most notable platform businesses—Steve Jobs, Jeff Bezos, Reed Hastings—has also indirectly supported the prevalence of the Platform Delusion. These figures became so intertwined with the identity of their respective companies that it complicated the ability to distinguish the results of exceptional management from the impact and nature of the structural advantages involved. Leadership, execution, and culture all contribute to the success of any business, but they are fundamentally different from competitive advantage. A company’s long-term prospects, and the durability of its competitive edge, can only be properly assessed through a close examination of the specific sources of its structural advantages.

			In short, the fact that many of the best digital businesses are “platforms” does not imply either that most platform businesses deliver superior returns or that it is the platform status of the demonstrably superior businesses that is responsible for their superior results. In fact, consistent superior returns are only achievable through structural competitive advantage, and the resilience of the best platform businesses are the result of multiple mutually reinforcing advantages that are notable more for the differences than the commonalities in each specific case. To suggest otherwise—that is, to proffer a simple unitary all-encompassing platform-driven basis for their success—is reminiscent of a particular sleight of hand favored by media moguls: if you only count the hits, inherently risky businesses suddenly seem invincible.

			Not all delusions are necessarily bad. Professor Harold Hill was a con artist who didn’t actually provide music lessons, but he did manage to instill in those children a confidence that allowed them to play a little. There are plenty of empirically validated examples of where the belief in the possibility of superior performance actually facilitates its achievement. Students who are told they can do well on an exam are more likely to do so than those told the reverse.15

			The problem with the Platform Delusion is that it does not generate systematically superior performance. Rather, it actively undermines the ability to distinguish robust business models from weak ones. By glossing over the dispositive attributes providing the structural advantages that have allowed the best platform businesses to thrive—and failing to draw appropriate lessons from the fate of the much longer list of unsuccessful platform businesses—this particular delusion has proven very costly.

			The tenacity with which the Platform Delusion has taken hold, not just in the public imagination but among institutional investors, reflects in part the sustained efforts of those who have a vested interest in its continued vitality. Technology executives, venture capitalists, private equity partners, and portfolio managers all have many millions of reasons to want the high and growing valuations of the platform businesses to which they have committed to persist. While publicly reaffirming a belief in the inherent indomitability of these companies, private communications have come to light suggesting a much more nuanced view of their actual strengths and weaknesses.

			There are echoes of the dynamics underlying the first internet boom in this unholy alliance of self-interested constituencies. In that era I was a senior investment banker, first at Goldman Sachs and then at Morgan Stanley, where I was co-head of the media group. I saw up close the financial pressures these once venerable private banking partnerships faced after becoming public companies with shareholders demanding constant growth and market share gains. As for the businesses they underwrote—many had no realistic prospect of profit and in some cases no meaningful revenues but were routinely sponsored by these banks in the public markets in clear violation of what had been the firms’ long-established institutional standards. Research analysts cheered on acquisitions by more established companies that were simultaneously strategically incoherent and financially destructive.

			This time around, the stakes are far higher and so are the economic incentives toward dissembling or even outright deceit. In the twenty years since the collapse of that bubble, the explosion in mobility, computing power, and bandwidth have allowed the establishment of entirely new or radically enhanced businesses and business models of real size and substance. The largest handful of these companies now represents an unprecedented proportion of overall stock market value. The venture capital and private equity sectors that rely on these lofty valuations now manage almost ten times as much capital as they did back in 2000.16 And although regulation has moderated the worst excesses of the full-service investment banks of that era, the fees currently at stake dwarf those previously in play.

			After the collapse of the original tech bubble, I wrote The Accidental Investment Banker: Inside the Decade That Transformed Wall Street, documenting how these investment banks fueled it and by doing so damaged their own cultures.17 In the aftermath, I remained in the industry and continued to advise companies on strategic transactions but have moved increasingly into academia. As the codirector of the Media and Technology program at Columbia Business School and the Michael T. Fries Professor of Professional Practice of Media and Technology, my focus has shifted from the decision-making of the banks to the industry structures and optimal strategies of the businesses they advise and finance. My subsequent books, The Curse of the Mogul: What’s Wrong with the World’s Leading Media Companies and Class Clowns: How the Smartest Investors Lost Billions in Education, examined where investors have gone badly wrong by ignoring the essential connections between business strategy, industry structure, and valuation. This book applies the same lens to some of the most significant and valuable companies of our era, the so-called FAANG companies of Facebook, Apple, Amazon, Netflix, and Google/Alphabet.

			The point of this book is not to undermine confidence in the resilience of the handful of massive franchises that have materialized in the digital era. My goal instead is to explain the very different sources of advantage underlying each. To do so, however, necessarily challenges conventional wisdom with respect to not just the nature of platforms but also of digital competitive advantage generally. The specific advantages attributed to some of the best-known companies of the digital era are called into question.

			If I am successful, by the time you have finished the book you will have adopted the following counterintuitive propositions:

			
					
					Network effects have been touted as the dominant source of competitive advantage in the digital age. This phenomenon makes a product inherently better with the addition of every new user. But most businesses that exhibit network effects, either because of the structure of the particular industry or the absence of any reinforcing advantages, do not deliver exceptional results. What’s more, strong network effects are not, as commonly supposed, exhibited in all platform businesses. Of the group of digital goliaths that have come to be referred to as FAANG, only Facebook is a predominantly network effects driven franchise.

				

					
					Many of the new growth vectors spurring the unprecedented valuations of the FAANG companies receive limited support from the competitive advantages upon which their core franchises rely. Notably, in the case of Apple’s entertainment initiatives in music and television and Amazon’s accelerating investments in international markets and grocery, it can be argued both that the firms operate at a competitive disadvantage in these areas and that the sectors in any case are inherently unattractive.

				

					
					Netflix does not enjoy meaningful network effects and its decision to enter the original content arena is not justified or supported by the imagined ability of artificial intelligence to systematically deliver “hits.” The abandonment of the previously articulated strategy of avoiding creative risk, while justified by the dramatically increased competition in the sector, has made Netflix a worse, not a better, business.

				

					
					The acquisition sprees by many FAANG companies reveal vulnerabilities in their armor and the limits of their advantages. The ability of independent e-commerce players to establish durable leads over Amazon in diapers, footwear, fabric, pet supplies, and furniture and the ability of Instagram, WhatsApp, and TikTok to establish global online communities independent of Facebook reflect these structural constraints. Most of the specific companies noted have been acquired, but the regulatory environment will restrict future acquisitions (or even undo previous ones) and intensify future competitive challenges to FAANG.

				

					
					The power of network effects in the context of any given sector is significantly influenced by the complexity of the product or service being provided and the break-even economics for a given market. This explains why Airbnb will always be a far better business than Uber and why Booking and Expedia make most of their money from selling hotel rooms and almost nothing from flights. Many of the most resilient network effects driven platforms, in sectors like travel and payments, predate the internet by decades.

				

			

			
					
					Artificial intelligence has been promoted almost as vigorously as network effects as driving the unassailability and inevitable global domination of digital platforms. The proliferation of new vertically focused multibillion-dollar software companies undermines the predictions that AI will lead to “the gradual demise of traditional specialization”18 and an increasingly winner-take-all world.

				

			

			The FAANG businesses collectively represented over $6 trillion of market capitalization at the end of 2020. In 2015, these companies were worth under $2 trillion; their subsequent appreciation was more than three times greater than the overall growth in value of the S&P 500. Their collective dramatic outperformance during the pandemic has reinforced the perception of their unitary and inherent invulnerability. Understanding the strengths and weaknesses of these remarkable companies is essential to making intelligent decisions not only related directly to them but to any company facing actual or potential competition from them—which is most companies.

			The inadequacy of the conventional wisdom regarding digital platforms generally is best demonstrated by its inability to explain radically different outcomes from apparently similar business models. Legions of online and off-line retailers have famously fallen in the face of Amazon’s might. Yet Amazon has been powerless to vanquish dozens of specialized marketplaces where independent operators like Wayfair and Etsy are established leaders. In contrast to the success of the hundreds of new vertical software platforms, hundreds of ad-supported and adtech platforms have collapsed despite frequently attracting widespread adoption. The Platform Delusion attempts to explain these and many other apparent anomalies through a narrative organized into three parts.

			Part I provides the context required for thinking clearly about competitive advantage in digital environments. Chapter 1 closely examines the tenets holding up the Platform Delusion. Each of these has attracted remarkably broad acceptance, which explains the durability of the overarching delusion, but is demonstrably false. Chapter 2 explores the concept of scale as it often manifests in digital environments—through network effects. The benefits of network effects are very different from the benefits of traditional scale, which derive primarily from spreading fixed costs. I also identify the key industry characteristics that determine the potential strength of network effects and the continuing relevance of traditional scale benefits to network effects businesses. Chapter 3 sets out a broad framework within which to think about competitive advantage in digital environments. Scale of any kind without additional reinforcing competitive advantages is vulnerable to competitive incursion. The existence (or absence) of platforms and network effects can be relevant to this analysis, but it is never dispositive in itself.

			Part II (chapters 4–8) applies this framework to the five FAANG companies, giving an overview of the history and performance of each. I examine in detail the various sources and levels of intensity of their respective competitive advantages. I also consider the companies’ specific vulnerabilities and likely paths forward.

			Part III (chapters 9–14) looks at a range of sectors and business models, many operating in the shadow of the FAANG giants, specifically in travel, adtech, big data, e-commerce, software-as-a-service (SaaS), and the sharing economy. In each case, I explore the history of how the domain emerged or has been transformed in the digital ecosystem. The structural features that explain the most notable successful and failed investments are highlighted.

			Finally, an epilogue provides observations about some dangers of the Platform Delusion outside of simply losing boatloads of money. In the areas of public policy and our culture more broadly, simplistic assumptions about the structure of digital industries and the path to riches have led to shortsighted and often self-defeating decision-making.

			This book is meant as both a reminder of the fundamental importance of competitive advantage and a field guide to how competitive advantage manifests itself in digital environments differently from analog ones. Over two decades of experience working with one foot in investment banking and the other in academia has confirmed for me the urgency of this enterprise for a broad audience. Too often, even sophisticated boards, seasoned executives, and professional investors have allowed themselves to be drawn into misguided digital transactions based on faulty extrapolations of near-term results. The same misunderstandings about industry structure that underpin these bad deals and failed investments have also led too many graduating business students to pursue careers at young ambitious technology companies that are destined to evaporate, leaving them and society poorer for the squandering of their potential.

			As the global economy regroups following the massive retrenchment wrought by the coronavirus pandemic, and as every branch of government appears poised to scrutinize its relationships with technology companies generally, there has never been a better time to examine the structural strengths and weaknesses of the so-called platform economy. Only by identifying the true sources of today’s competitive advantage can investors, managers, and entrepreneurs consistently create value during this period of unprecedented technological and market change. But business and investing strategies aside, citizens and policy makers also need an understanding of these structural attributes if they are to make a positive contribution to the ongoing national debate. Our collective ability to realize the promise while avoiding the dangers of our contemporary economy hinges on our willingness to embrace a clear-eyed view of market and industry structure and overcome the Platform Delusion.
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			THE FOUR PILLARS OF THE PLATFORM DELUSION

			The Platform Delusion most often manifests itself subtly, as an unspoken assumption underlying confident assertions regarding the direction of the economy or the imagined invincibility of a particular enterprise. Regardless of exact terminology—“the platform economy,” “the platform revolution,” and “the platform effect” have emerged as common terms—the central fallacy relies on a consistent mythology and the confident expectation of world domination by a select few megaplatforms. This conventional wisdom rests overwhelmingly on four core pillars of belief.

			Each of these is demonstrably false.

			THE CORE TENETS OF THE PLATFORM DELUSION

			
					
					Platforms Are a Revolutionary New Business Model.

				

					
					Digital Platforms Are Structurally Superior to Analog Platforms.

				

					
					All Platforms Exhibit Powerful Network Effects.

				

					
					Network Effects Lead Inexorably to Winner-Take-All Markets.

				

			

			PLATFORMS ARE A REVOLUTIONARY NEW BUSINESS MODEL

			It is true that business school professors only started writing in earnest about platform business models after 2000. But it is a terrible mistake to date a social or economic phenomenon only from the moment that academics decided to take note. Well before the internet was even conceived, much less commercialized, the average consumer interacted with platform businesses on a daily basis.

			The definition of a “platform” business is straightforward. Although they take many forms, what platforms have in common is that their core value proposition lies in the connections they enable and enhance. “They bring together individuals and organizations,” a recent review of platform businesses and research summarized, “so they can innovate or interact in ways not otherwise possible.”1

			The persistent confusion regarding what constitutes a platform business, despite the relatively simple definition, is mostly due to unhelpful market incentives. As is often the case, when a moniker emerges that affords a premium valuation, all manner of enterprises twist themselves in knots to claim a credible association with the term. So, for instance, it should not be surprising that a fast-food salad chain would promote itself as a “food platform.” The company, Sweetgreen, has even attracted a distinguished Harvard Business School professor to the board to lend legitimacy to the pitch.2

			That said, the diversity of connections made possible by the internet has spawned a mind-boggling array of legitimate platform businesses, often with very different business models. Sometimes the platform’s source of value comes from a financial transaction by matching a buyer and a seller in a marketplace, sometimes it comes from facilitating innovation through the addition of functionality and content to a shared environment like a gaming platform, and sometimes it comes just from the interaction itself, as in the case of a social network. This explosion of new platforms has led to a strange amnesia regarding the ubiquity of platform businesses long before the dawn of the digital age.

			Some of the platform businesses that predated the internet were primarily electronic, like credit cards. Introduced by Diners Club in 1950 and pervasive by the 1970s after the establishment of American Express, Visa, and Mastercard, credit cards serve as a platform on which merchants and customers can transact.3 By the end of 2020, Visa was worth almost half a trillion dollars, with Mastercard not far behind.

			Other long-established platform businesses are physical, like the iconic malls that connect retailers with shoppers throughout the country. The Southdale Center in Edina, Minnesota, generally identified as the first modern shopping mall, opened in 19564 and still operates today. Movie theaters similarly are platform businesses. Exhibitors negotiate with studios to get the best films on the best terms and market the experience to local moviegoers. The ability to get the best films is in part a function of the credibility of their claim to be able to attract the biggest possible audience, and their ability to fill the theater will be in part a function of the films they secure.

			This chicken-and-egg dynamic inherent in platform businesses has not fundamentally changed with the internet. Operators face the same basic business issues—who and how to charge, encouraging platform loyalty, and “traffic” monetization strategies, for instance—in seeking to build and maintain successful multisided platforms.

			What is surprising is that it took so long for it to occur to anyone to study the structure and economics of platform businesses. Nobel Prize–winning economist Jean Tirole is the coauthor of an article from 2003 which, if not the absolute first to examine the phenomenon, is most widely cited and appears to have launched the avalanche of research and publications that have followed.5 Interestingly, given the supposed connection between the “discovery” of platforms and the availability of the internet, the seminal article was not published in a US journal despite that the most notable digital platforms of scale were developed here.

			The authors of this groundbreaking article seem slightly bemused that the topic had previously attracted such “scant attention” despite decades of research focused on network economics and chicken-and-egg problems.6 What’s more, although some internet businesses are discussed, most of the examples used in their analysis (including video games, credit cards, and operating systems) substantially predate the internet and in many cases (like discount coupon books, shopping malls, and real estate brokers) are decidedly low-tech.7 This has not dissuaded the media or other academics from characterizing Tirole’s intellectual contribution as somehow applying uniquely or differently to “Internet-era companies.”8

			The conviction that platforms are something new and different seems only to have intensified in recent years. The term “platform” has entered the vernacular with a vengeance, as a review of search terms over the past decade reveals. Whether this coincides with a corresponding increase in understanding of the distinguishing characteristics of platform businesses seems questionable at best.

			
				Google Trends: “Platform” Interest Over Time

				
					[image: ]
				

				
					Figure 1.1

				
			
			DIGITAL PLATFORMS ARE STRUCTURALLY SUPERIOR TO ANALOG PLATFORMS

			Even if platforms are not a new concept, the internet has vastly expanded the range, scope, and size of potential platform businesses. In many cases, these new digital models have proved devastating to long-established franchises. But bigger is not always better, and the ability to upend does not always signal a capability of creating lasting value.

			The undeniable, sometimes shocking strength of the handful of the largest digital platforms established in recent decades—Google and Facebook in particular—has led to a broader assumption that digital platforms are consistently better businesses than the analog equivalents. This is an assumption that does not bear up to scrutiny. It has also proven costly to many investors.

			A comparison of the key business characteristics of one familiar analog platform and its digital equivalent demonstrates the depth of this fallacy. Shopping malls and their digital counterpart, e-commerce websites, represent the simplest of two-sided platforms connecting sellers and buyers.

			Traditional malls had two major benefits: their vendors were committed to long-term leases and their shoppers’ next best option was many miles away. Before committing to construction, a mall developer will typically secure a handful of anchor tenants and often obtain not only an extended commitment, but a promise not to open any other stores within a certain distance of the mall. The original site-selection process incorporates considerations of demographics, shopping alternatives, and land cost and availability. A key analysis here is to confirm that the subsequent establishment of a competing nearby mall is impractical. These features ensure that the mall operator is able to secure superior returns for its investors.

			On the internet, the platform’s relationships with both buyer and seller typically exhibit none of this durability. Alternatives for buyers are only a click away, and sophisticated sellers dynamically optimize their ability to reach customers across competing platforms or directly. There are few levers a digital commerce platform can pull to combat this structural reality. Estimates of e-commerce failure rates are as high as 97 percent.9

			The case of Amazon is complex and the subject of its own chapter. It is worth noting, however, that the most successful operators in the shopping-center sector are wildly more profitable than Amazon’s e-commerce operations.10 The point isn’t that you would rather invest in a mall operator than Amazon during a pandemic but simply that off-line business models have surprising relative resilience. It is not a coincidence that, despite the secular trends, right up until the COVID-19 crisis hit, struggling online retailers were increasingly looking to solve their structural woes by opening up mall outlets!11

			A disproportionate number of the earliest dot-com flameouts—names like Pets.com, Kozmo, Boo.com, and Webvan—were e-commerce companies. These elicit some nostalgia for those of us who lived through the first internet boom but likely cause recurring nightmares for some of the biggest names in venture capital who actually backed them.

			The more recent entries into the category have hardly proven much more resilient, although remarkably this has not seemed to significantly dampen the willingness of public and private investors to aggressively finance the category. The “flash sale” craze lasted a few years and briefly produced its own signature unicorn, Gilt Groupe.12 Online deal marketplace Groupon’s 2011 IPO was the largest since Google’s in 2004, valuing the company at well over $10 billion.13 Today, it is a largely forgotten microcap.14 In 2019, the highest profile crop of e-commerce IPOs, Jumia, Revolve, and Chewy—targeting commerce in Africa, clothing, and pet products, respectively—all soared on their first day of trading but ended the year at a small fraction of the value reflected by that initial euphoria.

			Although COVID-19 initially interrupted the IPO dreams of many in the planned e-commerce class of 2020—for instance Poshmark, another fashion retailer, which had previously delayed its IPO15—the sector dramatically recovered as investors came to believe in a permanent shift to online buying. Casper, in bedding, tapped the public markets just before the full force of the pandemic was felt and lost 75 percent of its value in the first month—but managed to regain at least some of its IPO price by year end.16 More dramatically, the once unloved Chewy, described as the Pets.com of the current era,17 exploded to a market capitalization of over $40 billion. And in September, Poshmark went ahead and filed its IPO paperwork, ultimately becoming one of the earliest hot offerings of 2021.18 Shifting market sentiment, however, can only mask the fundamental economics of e-commerce for so long.

			Digital retail environments provide consumers with bountiful information with respect to both price and product options. But the friend of the buyer is typically the enemy of the seller—as power shifts to consumers and away from producers, exceptional profit opportunities become rare. Online commerce may have been correctly identified as one of the first “killer apps” of the World Wide Web, but overwhelmingly who gets killed are the investors in these businesses.

			Of course, all digital commerce businesses are not the same, and these important distinctions are examined more closely later. Some are pure platforms that simply connect buyer and seller, such as eBay. Others, like Casper, actually are the sellers themselves and sometimes even the manufacturers. And still others, like Amazon, operate a hybrid model of some sort. And there are large e-commerce sectors, like online travel businesses, that sell services rather than things. Despite their diversity of business models and products, as a group they are surprisingly consistent in at least one regard: disappointing financial performance over time.

			During the quarter century since the birth of the commercial internet, dozens of companies in some form of e-commerce have gone public. Almost a quarter have gone bankrupt or delisted. Of those that managed to get acquired before facing that unpleasant prospect, over two thirds sold out for less than their original public offering price. Of the third that remain public companies, over 60 percent have lagged the overall market since their respective IPOs.19
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					Figure 1.2

					Source: S&P Capital IQ. Company filings, press releases.
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			ALL PLATFORMS EXHIBIT POWERFUL NETWORK EFFECTS

			The imagined talismanic qualities of platform business models are often attributed to the inherent availability of an important economic phenomenon known as “network effects.” Sometimes also referred to as the “flywheel effect,” it means that every new user increases the value of the network to existing users.

			What is so irresistible about network effects is their potential to feed off themselves. There is something compelling about the virtuous circle of steadily increasing advantage reflected in the most successful businesses built on network effects. In theory, every new user increases the relative attractiveness of the business, simultaneously attracting still more new users and making the prospect of successful competitive attack ever more remote.

			The logical association between platform businesses and network effects is understandable. Platforms, after all, are generally in the business of managing and facilitating the interaction among network participants. But it is a mistake to conclude that all platforms are powered by strong network effects.20 In fact, plenty of platform businesses receive little assistance from network effects.

			For instance, all ad-supported media businesses, from television broadcasters to internet content providers, serve as platforms to connect advertisers and consumers. The “water cooler” effect may generate some psychic benefit from knowing that others share your interests and advertisers are undoubtedly attracted to a larger audience, but the economics of these businesses are primarily driven by traditional fixed-cost scale. It is the production of hit shows and compelling web content that power these businesses, not network effects either between or among viewers and advertisers. When the content succeeds, the significant fixed infrastructure costs can be spread across the heightened revenue base generated by attracting more viewers and better advertising rates.

			Similarly, movie theaters, as noted earlier, represent platforms connecting moviegoers and studios. Their economics, however, have little to do with network effects. Rather, relative profitability has historically been predominantly a function of whether the theaters are regionally clustered in small markets that support few theaters or spread nationally across highly competitive big cities.21

			Even Zoom, the video communications platform that is perhaps the most iconic success of the pandemic era, is not really a strong network effects business. By the end of 2020, the company was worth over $100 billion and its stock traded at around ten times its 2019 offering price. Zoom is a fabulous product, but its very success in eliminating any friction or complexity in adoption has severely limited how powerful its network effects can be. At this point, multiple competitive products also permit participation by simply clicking on a browser link, so obtaining access to the broadest possible pool of potential network participants is not a differentiator. Without any meaningful costs of switching or real challenges in coordinating among users, the value of any network effects is limited.22

			It is true that most platform businesses do exhibit network effects. Nonetheless, even where they exist, the nature, extent, and impact of the effects on the attractiveness of the enterprises vary widely. Finally, when, as in the case of Facebook, strong network effects are a crucial feature of a powerful digital platform, there is invariably more to the story. Understanding whether and why to invest in a platform business requires an examination of multiple factors well beyond the presence of network effects.

			NETWORK EFFECTS LEAD INEXORABLY TO WINNER-TAKE-ALL MODELS

			The perceived power of network effects business models and the unique ability of digital platforms to weaponize these on a previously unimaginable scale lie at the heart of the Platform Delusion. Network effects, like platforms, existed in the analog world. In an example close to home, the resilience of the rankings of the world’s top research universities over many decades in the face of well-funded global new entrants is a function of the entrenched network of students, faculty, funders, and alumni.

			But the internet is a network of networks. Its emergence as the indispensable instrumentality of commerce and communication is perhaps the defining characteristic of the modern economy. Its very fluidity and ubiquity would seem to enable an intensification of network effects where they previously applied and a vast expansion of potential new applications.

			The imagined result is of an economy dominated by behemoths benefiting from the winner-take-all (or, more modestly, winner-take-most) dynamics of digitally enhanced network effects in a growing number of domains.

			The problem with this story line is that it is not supported by even a cursory survey of the landscape. For every Facebook and Microsoft there are literally hundreds of network effects businesses operating in crowded sectors or ones in which it is not clear that anyone will ever turn a profit. There is simply no actual evidence for the oft-repeated assertion that network effects are “likely to strengthen a market’s winner-take-all tendency.”23

			To see that winner-take-all outcomes do not follow necessarily or even usually from the mere existence of network effects, let’s look at a subset of e-commerce businesses in which the presence of network effects is most intuitive. So-called marketplace businesses serve as matchmakers to buyers and sellers. They don’t produce their own products and do not typically hold inventory. Rather, their success is based on the ability to create an appealing forum within which to transact. This is the classic indirect network effects business model—more buyers attract more sellers and vice versa. Founded a quarter century ago, eBay was one of the first successful digital marketplace businesses, but hundreds of others have followed using different approaches and targeting different markets.

			Even in this well-established sector, the range of industry structures and outcomes varies wildly based on a number of factors, such as what is being sold and the geography being served. In the US, for instance, the automotive market supports well-established general marketplaces like eBay, Amazon, and Craigslist; multiple large specialized services such as Autotrader, Cars.com, CarsDirect, and Edmunds.com; and captive sites of a variety of dealer groups and associations as well as dozens of smaller players and a continuing stream of relatively new entrants like CarGurus, TrueCar, and Carvana. Amid this diversity of resulting industry structures, however, “winner-take-all” or even “winner-take-most” as an equilibrium outcome is only rarely observed.

			More broadly, the authors of The Business of Platforms 24 looked at two decades of performance, from 1995 to 2015, of platform businesses and noted that relatively few had survived. Specifically, “only 17 percent (43 out of 252) remained in 2015 as independent public companies.”25 Much of the book is preoccupied with drawing lessons from the wide variety of factors that led to the 209 platform business failures catalogued. For our purposes, the most interesting finding is what was the least likely source of failure: “In a relatively small number of platform spaces, failure was a function of a genuine winner-take-all or winner-take-most outcome for a competitor.”26

			The rich tapestry of business models and wide variety of ultimate financial results suggests that the identification of network effects should represent the beginning, not the end, of the analysis. Time and again, apparently promising network effects businesses have attracted capital from venture and private equity investors based primarily on a business plan or early traction in building a network. Sometimes these early capital sources have been rewarded as the networks have continued to grow, and the businesses have been sold either to larger companies or the public through an IPO. Too often, however, the ultimate owners have been disappointed as the financial results over time reflect that all network effects businesses are not created equal and that the simple existence of network effects does not ensure world domination or even a promising future.

			

			•   •   •

			In August 2018, Apple became the first trillion-dollar tech company.27 Amazon and Microsoft soon followed,28 and Google’s parent, Alphabet, more recently attained this once unimaginable valuation threshold.29 Just the appreciation of the FAANG stocks alone during the first six months of 2020 exceeded $1 trillion. In August 2020, Apple became the first $2 trillion tech company!30 Taking a longer view, however, what may be more startling is how few durable independent internet businesses of scale and substance have actually managed to establish themselves in the quarter-plus century since the broad consumer availability of the World Wide Web.

			Although something north of two hundred internet IPOs occurred during the first twenty years following Netscape becoming a public company in 1995,31 outside of FAANG not much more than a handful have grown into proven large-cap public companies.32 Far more have gone out of business, been subsumed at a fraction of their previous public valuation by someone else, or muddled along as marginal enterprises.

			Since 2015, the number of new large-cap internet companies has accelerated. Many of these described themselves as a “platform” of one kind or another but to date have generally failed to achieve consistent profitability. At the same time, an increasing number of private platform companies have achieved “unicorn” status—attracting private investors at a valuation of over $1 billion—only to be forced to return to the private market at lower valuations in order to secure additional capital to survive. WeWork is the highest-profile company in this category, which includes many others. Sometimes the IPO itself serves as a down round, with the initial market value—as was the case for Square and Pinterest—sometimes billions of dollars less than the final private round.33

			The acceleration in the number of new large-cap internet companies in recent years stems in part from the structural incentives to wait longer before tapping the IPO market.34 With unprecedented levels of private capital willing to deliver liquidity and steadily increasing headline valuations—sometimes using questionable structural and accounting tools35—outside the glare of public scrutiny, former Uber CEO Travis Kalanick spoke for many peers when he said his company would go public “as late as humanly possible.”36

			The companies born in the original dot-com boom around the turn of the century had been in existence for three years on average when they went public. The more recent crop stayed private for a decade or more on average before looking to public investors.37 These same tendencies to continue to take additional private money for longer before going public are reflected in the accelerating growth in the number of unicorns as well. But as the cumulative number of active unicorns has swelled, the number of successful exits as a percentage of the total has experienced a correspondingly rapid decline.

			As of late 2013, there were only 32 active unicorns, and with consistency each year investors in about a quarter of the outstanding companies were able to find an exit, whether through an IPO or otherwise.38 From 2015, however, when unicorns numbered over 100 for the first time, until the end of the decade, by which time there were 222, the percentage of exits has remained stubbornly at around 10 percent.39 This remained true even in 2020, with unprecedented opportunities—well beyond the previous record set during the 1999 dot-com boom—to tap the public markets.40

			Looking at this data, one is reminded of the Aesop’s fable of the fox who declines to visit the supposedly sick lion in his cave because “he can only see tracks going in, but none coming out.” Horace relied on this tale to attack the get-rich-quick culture that characterized Roman bankers.41 If anything, these outcomes suggest that it is harder rather than easier to make a buck in digital environments.

			Of course, starting a successful new company or outperforming the overall market has always been a devilishly difficult undertaking. That the losers significantly outnumber the winners should not be surprising or concerning in itself. What is alarming, however, is the extent to which the euphoria triggered by the Platform Delusion has led investors to forget that, ultimately, the existence of competitive advantage is what drives the ability of any business, digital or analog, to produce consistently superior returns.

			The basic concept of competitive advantage has been the subject of much needless confusion. This is partially the result of the sheer volume of scholarship that has been produced on the subject. But it is also a function of the practical difficulties encountered in applying the classic “five forces” framework for assessing competition developed by Harvard Business School professor Michael Porter over forty years ago.42 What I mean here by competitive advantage is disarmingly simple: the structural characteristics that allow a company to do what its rivals cannot.43 This simplicity does not detract, however, from its central importance.

			WHY UNDERSTANDING COMPETITIVE ADVANTAGE MATTERS

			Understanding competitive advantage is indispensable to pursuing successful long-term business or investing strategies in both the analog and digital worlds. A company can expect to deliver exceptional results in two ways. It can be a better operator or it can benefit from structural attributes that impede effective competitive attack. Such structural attributes are called competitive advantage. Identifying which of the two routes is the basis for any particular instance of outperformance is critical for leaders and investors looking to repeat the feat.

			The fundamental difference between value creation deriving from operational and from structural sources is their respective durability. And it is during periods of market euphoria—when financial success is available indiscriminately without the need for deep understanding of the true value of individual assets—that an appreciation of durability is especially important. When the music stops, as it always does, only those who were able to make these critical distinctions will survive. Efficient operations can eventually be copied; great leaders can be poached. Process and culture do not have the resilience of a structural advantage. A natural monopoly, a patented critical proprietary technology, and an exclusive long-term government franchise are extreme examples of structural advantages that support persistent success.

			Think for a moment about the interchangeability of the terms “competitive advantage” and “barrier to entry.” If a business exhibits characteristics that give it a defensible advantage over any competitors, this will inhibit new entrants and drive superior returns. When superior returns are being achieved, in the absence of impediments, entrepreneurs and opportunistic existing businesses enter. And they continue entering until that so-called advantage is no longer an advantage at all but simply table stakes in a competitive business. Competitive advantages are precisely those features of incumbency that shut down the process of relentless entry because potential new entrants know they will suffer from a relative structural handicap.

			Now consider the most efficient operator with a fabulous culture and extraordinary internal processes. This might set a high bar for a would-be competitor in terms of getting its act together before entering, but if the playing field were otherwise level, do you doubt that many would take a shot? And although there are plenty of cases of the same company consistently performing as best in class in highly competitive sectors without meaningful structural advantages, it can only do so by relentlessly upping its game. Changes in management, ownership, or the competitive set inevitably bring these impressive runs to an end.

			For managers, knowing to what extent a company owes its success to efficiency and competitive advantage should fundamentally drive resource allocation. Strategy is all about actions that will allow a business to perform better than its peers over the long term. The focus must accordingly be on establishing or reinforcing competitive advantage and will involve interrelated considerations of how to invest internally and how to interact with other constituents in the broader ecosystem. Efficiency, by contrast, has a relatively shorter-term horizon and is overwhelmingly focused internally on optimizing operating performance.

			Effective strategy requires an appreciation of the precise sources of competitive advantage in order to better protect and exploit the barrier. Some advantages manifest on the supply side, facilitating the delivery of an otherwise largely identical product at a lower cost than that of a competitor (or sometimes a better product at the same cost). Other entry barriers enjoyed by lucky incumbents are demand-side phenomena. These keep customers captive in the face of apparently equally attractive, or even somewhat better or cheaper, alternatives.

			Each particular variety of demand and supply advantage calls for different forms of reinforcement. For example, habit, a demand advantage, is strengthened by encouraging repeated use, whereas proprietary technology, a supply advantage, is protected by continual investment. The strongest franchises usually manage to benefit from a combination of supply and demand advantages, which often buttress each other.

			In the absence of barriers to entry, however, managers should focus exclusively on operating efficiency. But a culture of efficiency is still important for businesses with competitive advantages for two reasons. First, relative efficiency makes a huge difference in returns to investors. In technology as in other domains, the delta in key performance indicators between the best and worst operators is substantial. Second, even “sustainable” competitive advantage is not forever. Changes in technology, consumer demand, government policies, and any number of other factors can change the extent or even the existence of advantage. The lack of strong operating capabilities will significantly undermine the ability to effectively manage shifts in industry structure.

			Unfortunately, strong competitive advantage has a tendency to dull the senses when it comes to operating efficiency. If great results can be achieved without sweating, why sweat? Furthermore, it is convenient to imagine that solid results are the outcome of one’s own strategic brilliance or operating prowess rather than simply industry structure. The newspaper industry suffered from notoriously weak management yet outperformed the market and delivered operating margins as high as 40 percent or more for decades. The failure to cultivate operating skills or understand the true sources of the sector’s outsize performance made the seismic changes to newspaper economics wrought by the internet far more wrenching than they needed to be. This was bad for shareholders, employees, readers, and democratic society, which relies on a vibrant independent news sector.

			For investors, all profit is not created equally. Valuing a company correctly involves determining how high a multiple to apply to the profit in calculating the worth of the overall business.44 But to do this correctly requires an understanding of whether and to what extent there are competitive advantages. This is true for two reasons, one obvious and one less so.

			On the obvious front, if the level of profitability is exclusively due to the superior execution by a stellar management team rather than structural entry barriers, an investor will likely have some skepticism regarding the longevity of these results. A valuation multiple represents a mathematical calculation of the current value of anticipated future cash flows generated by a business discounted back to the present. As a practical matter, this involves making predictions regarding future results for the upcoming years—with each successive year becoming increasingly speculative—and an assumption regarding the growth rate into perpetuity applied to the final year of projections. Presumably, the forecast for that final year and any perpetuity growth rate would be lower where entry barriers are absent—resulting in a lower multiple.

			On the less obvious front, the existence of competitive advantage is a critical factor in deciding whether to place any value at all on growth. To achieve growth, a business must make investments. Those investments create value only to the extent that they yield returns greater than what you were charged for the money used to invest. Said another way, there is an opportunity cost to using capital to generate growth—what economists call the “weighted average cost of capital,” or WACC. If the business has no barriers to entry, those proposed growth investments will attract competitors until the returns are reduced to the WACC. As a result, growth in the absence of competitive advantage is worthless.45

			For those who have succumbed to the Platform Delusion or are simply immersed in the culture of internet investing, the notion that growth could ever lack value will likely come as a bit of a shock. It has become something of an article of faith in digital investing circles that a little disruption and a lot of growth necessarily translates into a big opportunity.

			A reflection of the intensity of this belief is the prevalence of digital business models in which the gross margin is actually negative. In other words, even ignoring indirect overhead costs, the business loses more money every time it makes another sale. On the one hand, it is certainly disruptive to sell product below cost and likely to spark plenty of consumer interest and thus growth. On the other hand, when you have unprofitable unit economics, it is simply not possible to make it up on volume.

			At some level, this criticism may seem unfair. The entire concept of “competitive advantage” applies definitionally only to incumbents, not new entrants. How can a new entrant benefit from a barrier to entry? Indeed, many of these negative-gross-margin businesses are start-ups. And maybe their plan is to grow into sustainable competitive advantage: once they get big enough, unit costs could go down based on greater purchasing clout and they may be able to raise prices so that gross margins will become positive. The losses incurred along the way could be justified by the quality of the scale franchise ultimately established.

			That sounds reasonable enough, but in practice, not so much. In a widely read 2015 blog post by the uncommonly thoughtful venture capitalist Fred Wilson of Union Square Ventures, he complained bitterly of the “tremendous number of high growth companies raising money this year with negative gross margins.”46 Wilson is highly skeptical of plans based on an ability to flip the economics once you scale up. Notably, “if there are other start-ups competing with you and offering a similar service, you aren’t going to be able to take prices up without losing customers to a similar competitor, unless your service truly has ‘lock in.’ ” That is highly unlikely, Wilson argues, “given the massive amount of start-up capital that is out there and the endless number of entrepreneurs starting businesses similar to each other these days.”

			At the heart of the problem lies a question that has perplexed mankind for ages: When does size matter? Scale is the single competitive advantage that is almost always present in every robust business franchise. Importantly, it is different from mere size. The internet has altered its availability, its usefulness, and how it is likely to manifest, meaning that successful management of the Platform Delusion requires a nuanced understanding of digital scale.
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						The defining characteristic of a platform business is that its core value proposition lies in enabling and enhancing connections between individuals and organizations. Although frequently presented as peculiar to the internet, platform business models have long been ubiquitous. What’s more, in many instances, the digital versions of these models have proven less resilient than the analog counterparts that they displace.
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