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Preface

Why we wrote this book

We were students when we met in the early 1990s just outside Paris, Franc
We were very fortunate to study networks and computer sciences as the Worl
Wide Web was being invented (literally between our rst and second year
of graduate studies). We discovered a small — yet global — interconnecte
village of a handful of websites that caaillbe visited within a single day.

It was a mesmerizing experience. Previous text-based tools for searchir
les and displaying information, such as Archie and Gopher, were largely
aimed at academics and didn’t stand a chance against an easy-to-use tool s
as the Web. Like many early users, we intuitively understood that this new
comectecdhess would have a profound impact on the world economy. We
knew that the linear production model, at the heart of our economies and
largely unchanged since the Industrial Revolution, was about to be challengec

Much has changed since we graduated, and we have observed rst-han
how large and small rms, as well as societies, have been transformed by tf
digital revolution.

At the same time, we also noticed that a deeper and probably more dis
ruptive force was impacting an increasing number of markets. Successful rm
were not simply becoming digital, but also transforming their business mode
to fully harness what the Internet enabled in terms of new interactions. It was
not about newspapers having a website or even offering an online edition
but about new businesses using communities of contributors and readers.
was not about simply selling online rather than in shops, but about allowing
people to interact as part of communities, to list items, to connect, to exchange
and to transact through largely centralized platforms, such as eBay. This w
in stark contrast with the way rms had been organized since the Industrial
Revolution. The linear view of the rm, with its inputs (labour, raw material,
etc.) transformed in an increasingly ef cient manner into valuable outputs
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(products and services) was no longer able to explain how theselgrarti
rms were operating. A case study of Ford, which would have provided
powerful management insights into how rms operated only 15 years ago,
no longer provides the insights it once did. Firms such as Apple, Amazon
Google, Airbnb and Uber have grown at an unprecedented pace while
operating in ways that have very little to do with traditional rms such as
Ford.

We also noticed that many of these disruptive platforms were in fact
cleverly combined with traditional business models to create powerful self-
reinforcing ecosystems. Amazon, for example, used eBay’s open marketpla
model and combined it with its own digital retail model. Apple is focused
on manufacturing and selling beautifully designed products — and this generat
more than 80% of its revenues — but these devices are often bought becau
of the unique apps provided by the community of external developers and
available on its App Store platform. Google’s advertising and search platforn
are also supplemented by a range of other products and services develor
by Google as part of its fast-growing ecosystem.

Our fascination and interest for these new business models, whose powe
we experienced rst-hand, led us to set up Launchworks, a new breed of
advisory company dedicated to helping rms unlock value by leveraging
these new platform-based business models. At the time, books on platform
simply didn’t exist beyond a few, often quite narrow, academic publichtions.
As we developed our thinking and frameworks to help platform businesses
we realized that many rms could bene t from our experience and insights.

Who is this book for?

This book is aimed at everybody interested in better understanding the new
business models powering our economies. Business and management stude
will nd valuable references, frameworks and case studies to better understatr
how platform business models work. Platform executives will be able to stef
back from the day-to-day management to look more holistically at the unique
challenges they face as they scale their business. Lastly, business execu
working for traditional companies will gain unique insights into the inner
workings of platform-based business models, their disruption potential, ant
possible strategic responses.

What is new about this book?

We noticed that platform businesses were generally treated as ‘black boxe
by outsiders and therefore decided to shed light on how they were operating
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This encouraged us to de ne what platform businesses were doing anc
how their activities were different from traditional ones, and led to the plat
form rocket model presented in this book. We also realized that being a
platform was not a binary question and that many businesses, such as Amaz
were in fact combining different business models. This led us to develop the
platform-powered ecosystem framework that shows at a high level which
portfolio of activities are undertaken by a company and their underly
ing business model. We have seen rst-hand how important it is for rms to
have clarity on these issues before they formulate their ‘platform strategy’.

Lastly, we used our experience, greatly enriched by many discussions wit
friends, academics and colleagues with experience at platform rms such ¢
eBay, PayPal, Uber, Airbnb, Facebook and Google, to develop a practica
guide for those interested in designing, igniting, scaling and defending &
platform. Clearly, each platform is different, but we describe at a high level
the generic questions that platform businesses need to answer at various ste
of their development.

This process con rmed the scale of the disruption that was taking place
and gave us some further insights into the emerging eld of platform strategy

Over an astonishingly short time frame, platforms such as Uber anc
Airbnb grew at a frenetic pace and society as a whole started to take notice
In some cases, platforms attracted the ire of established players that were be
disrupted. How many times have we heard stories of hotel representatives c
taxi companies complaining about the ‘unfair competition’ of these new
innovative entrants? Yet the convenience and exibility of the innovative and
cost-effective offerings of platforms have been too attractive to resist
Customers have been voting with their feet and wallets — or with their mobile
phones, to be more accurate! Customer demand has fuelled the arrival of
new breed of start-ups positioning themselves as ‘the Uber of X’ or ‘the Airbnb
of Y’, with X and Y being used for a wide range of industries and categories,
including ‘planes’, ‘holidays’, ‘boats’, etc. Yet igniting and scaling platforms
to critical mass is a notoriously dif cult exercise, and we have tried to
document some of these unique challenges, as well as offer some tips a
tools to address them.

Standing on the shoulders of giants

Academics have recently redoubled their efforts to research platforms,
relatively new eld of economics known as ‘multisided markets’ only rst
formalized in 2003 by French Nobel economist Jean Tirole. We are most
de nitely standing on the shoulders of giants, and this book would not have
been possible without the insights and stories from countless platforn
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executives, academics, students and clients who taught us so much over t
past few years. We acknowledge the contribution of all those who sharec
their views with us, sent us their research, invited us to seminars and work
shops, participated in some of our lectures or simply retained our rm,
Launchworks, to advise them.

Note

1 The possible exception is an early book on multisided markets by D. Evans anc
R. Schmalensee, The Catalyst Code: The Strategies Behind the WorldOs Most D
Companies, Boston, MA: Harvard Business School Press, 2007.
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Chapter 1

Introduction to platform
businesses

Uber, the world’s largest taxi company, owns no vehicles. Facebook, the
world’s most popular media owner, creates no content. Alibaba, the most
valuable retailer, has no inventory. And Airbnb, the world’s largest
accommodation provider, owns no real estate. Something interesting is
happening.

Tom Goodwin

In 2007, designers Brian Chesky and Joe Gebbia struggled to pay their rer
in San Francisco when they noticed that the city’s hotels were fully booked
for an upcoming design conference. They came up with the idea of renting
out three airbeds in their loft and cooking breakfast for their guests. The nex
day, they designed a website, originally called airbedandbreakfast.com. In le
than a week, they had three guests, paying $80 each a night. When the gues
left, thinking this could become a big idea, they asked a former roommate
of Joe’s, engineer Nathan Blecharczyk, to help them develop the site that we
know today as Airbnb.

For the rst few years, the team failed to raise money. The vision of a
trusted community marketplace for people to list, discover and share privats
accommodation around the world did not appeal to venture capitalists (VCs),
who couldn’t see a big enough market. But Brian, Joe and Nathan persiste
and found ingenious ways to keep going. In 2008, the company ran out of
cash, so they had to nd creative ways to make money quickly. As the
presidential campaign was in full swing and both sides were keen to shoy
support for their favourite candidates, the Airbnb team decided to sell speciz
edition Cheerios cereal boxes for both presidential candidates called ‘Obarr
O’s’ and ‘Cap’n McCains’ for $40 each. They made $30,000 in a few weeks.

By early 2009, they were invited to join the Y Combinator, one of the
leading incubator programmes in San Francisco, and got $20,000 of fundin
from well-known angel investor Paul Graham. A seed round of $600,000 led
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by Sequoia Capital followed shortly afterwdrisen so, the business did
not take off. The Airbnb team realized that the photos of places advertisec
on their website were not appealing. According to Brian Chesky, ‘A web
startup would say, “Let’s send emails, teach [users] professional photograp!
and test them.” We said, “Screw that.They rented a $5,000 camera and
went door to door, taking professional pictures of as many New York listings
as possible. Revenues doubled quickly to $400/week and the site starte
to grow. Brian knew at this point that it was not just about pretty pictures,
but that Airbnb rst had to ‘create the perfect experience [. . .] and then scale
that experience.’ In April 2012, the team started monetizing the service by
charging up to 15% on the bookings. More funding rounds follcwetch
enabled Airbnb to hire more staff to focus on the customer experience anc
market the platform in order to scale the business.

Their success came down to three things: ease of joining for host anc
guest; effective matching of hosts and guests; and safe and easyphsans
for all.

Since then, Airbnb has grown exponentially (see Figure 1.1), from 50,000
listings in 2011 to more than 2 million in April 204&\nd this is not just
inventory. It is estimated that roughly half a million people around the world
sleep in an Airbnb rented accommodation at peak time.

Figure 1.1 Airbnb global listing growth
Source: VentureBeat, Airbnb website, Launchworks analysis
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Airbnb is currently active in 34,000 cities in 190 countries, and has had 3%
million nights booked.Airbnb raised $1.5 billion in June 2015, which is one
of the largest private funding rounds ever. The company is estimated to be
worth $30 billion® which means that in less than 10 years, the travel accom
modation platform has become one of the most valuable privately owned
start-ups, worth more than the largest hotel chains Wyndham, Intercontinental
and Hyatt, who own extensive portfolios of prime real estate globally.

And Airbnb owns no property.

While there’s been an overwhelming response from customers, Airbnb’s
high-growth success story has not been without resistance from hoteliers
who claim that individuals renting their rooms or entire homes to visitors
represents an ‘unfair competition’ to their trade. There is emerging evidence
that Airbnb is not only growing the market, but also increasingly competing
against hotels, who have to respond with new services and lower prices
Interestingly, these lower prices benet all consumers, and not just Airbnb
clients. Yet Airbnb has also been under growing pressure from city authoritie:
regarding housing regulations and tax laws. We’ll come back to these issu
in Chapter 13 on platforms and regulation.

Table 1.1Comparison of the largest hotel groups vs Airbnb

Company Market Number Number Year of
capitalization of hotels of rooms launch
of private managed provided
valuatioh
($ billions)

Airbnb 30 billion 0 2,000,000 2007

Hilton Worldwide (including 23.3 billion 4,726 775,866 1919

Conrad, Waldorf Astoria)

Marriott' (including The Ritz 17.8 hillion 5,700 1,200,000 1927

Carlton, W Hotels, Sheraton,

Le MZridien

Accor Group' (including RafBes,  11.2 billion 3,942 570,000 1967

Sobtel, Novotel, Mercure)

Intercontinental Hotels Grouf? 8.3 billion 4921 722,575 1946

(including Crowne Plaza,
Holiday Inn, Holiday Inn Express)

Wyndham Worldwidé? (including  7.56 billion 7,670 667,000 1981
Ramada, Travelodge, Super 8,

Days Inn)

Hyatt Hotels* (including Hyatt 6.87 billion 679 172,587 1957

Park, Regency, Place, House, Ziva,
Andaz)
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UNLOCKING ECONOMIC VALUE WITH EBAY

Using eBay as an example, let's say that you have a large table with
matching chairs that no longer ts with your newly redecorated at.
For you, this second-hand furniture almost has a negative value; it|takes
up space, and given the very reasonable price you paid for it at IKEA
several years ago, you don’t want to spend time trying to nd somebody
to take this set off your hands. Conversely, think about a nearby student
who has a tight budget and is looking for a table and chairs for her|new
pad. She wants to save money and doesn’t care about ‘new’ stuff. The
student is prepared to pay £50 for the entire set. eBay can match you
and this potential buyer, with very limited friction. Let’s say the studgnt’s
bid of £30 is the highest and that she is the happy winner of the auction.
The value created by the platform intermediation is then £20 (£50
willingness to pay minus £30 winning auction bid) for the buyer plus
£35 for the seller (that's the £30 plus the negative price you were
attaching to the no longer adequate table set that was taking up space:
say £5). So out of ‘thin air’, the platform managed to create £55| of
economic value. Now scale this by millions of transactions every| day
across all the platform companies (including car and house rental
companies, e-commerce marketplaces, etc.) and you get a sense| of the
transformational potential of platform businesses.

Platform models have become mainstream

Airbnb epitomizes the rise of digital platform businesses. In the same way
eBay connects buyers and sellers, Airbnb creates communities of hosts a
guests and enables them to transact globally. Unlike traditional business
platforms don’tproducanything and don't jusdlistributgoods or services.
What they do is directly connect different customer groups to enable tra
eBay, a well-known company, creates value by simply connecting buyers an
sellers.

For thousands of years, markets have been physical and local. Connectil
groups of buyers and sellers has played a big part in the fabric of human socie
Farmers’ markets and matchmakers have been around for thousand of yes
But something extraordinary has happened in the last 20 years: technoloc
has enabled these business models to scale to a global level. The very
platforms that scaled globally were the credit cards companies such as Disco\
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Visa, Mastercard and Amex. But no one scaled as quickly or as globally ¢
new technology-focused players such as Apple, Google and eBay, all unde
pinned by digital platforms.

Many more have followed suit, reinventing entire parts of consumer
industries, from media (Facebook), retail (Amazon), transport (Uber), tele
coms (WhatsApp), payments (PayPal), music (SoundCloud), accommodatio
(Airbnb) and many other sectors.

This platform colonization extends to the enterprise domain as well in an
increasing number of verticals: wholesale goods (Alibaba), talent platform
(Upwork), operating systems (Windows), etc.

In most business literature, platforms are either considered as ‘black boxe
serving what economists call ‘multisided markets’, or assumed to operate lik
traditional rms. Unfortunately, neither approach provides much insight into
platform businesses themselves. Many commentators use the generic te
‘platform’ to describe a ‘technology platform’ that encompasses processors, acc
devices such as mobile phones, PCs and tablets, software applications, etc. Tt
loose de nitions often lead to vague notions of platforms that encompass rms
with very different business models. We’ll come back for more detailed de n
itions of digital platforms in Chapter 3, but for the time being we’ll use a simple
de nition for platform businesses as thosm@necting members of communities a
enabling them to transact. We’'ll also de ne platform-powered businesses as
that have parts of their business underpinned by platforms.

Table 1.2Examples of digital platforms

Digital platforms connecting Users Producers
communities of users and

producers and enabling

them to transact

eBay, Alibaba Buyers of goods Sellers of goods

Airbnb, Onebnestay Guests Hosts

Uber, Lyft Passengers Taxis

Turo, Drivy Car renters Car owners

BlaBlaCar, Waze Carpool Passengers Car drivers

YouTube, Facebook Viewers Content producers and
advertisers

Amex, Visa, Mastercard Card owners Merchants

Upwork, Hired Businesses Freelancers

Tinder, Match.com, Happn Single guys dating Single girls dating

UberEATS, Deliveroo Buyers of meals at home Restaurants

AngelList, Seedrs Investors in start-ups Start-ups seeking capital

TaskRabbit, Stootie Buyers of services Providers of services

Kickstarter, Indiegogo Buyers of new products Providers of new products
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Since many platform businesses are digital in nature, we use the term digit
platform for businesses digi@dynecting members of communities to enable
them to transact.

Platform business models can be tailored to meet a wide range of need
They include:

» Marketplaces, which attract, match and connect those looking to provide
a product or service (producers) with those looking to buy that product
or service (users).

» Social and content networks, which enable users to communicate with
each other by sharing information, comments, messages, videos ar
pictures, and then connect users with third parties such as advertiser
developers and content providers.

* Credit card and payment platforms, which attract users on one side tc
pay for goods and services, and merchants on the other side to be ab
to take their payment.

» Operating systems for computers, mobiles, game consoles, VR equipmer
and associated app stores, which match users with software applicatio
produced by developers.

Some platforms can combine different aspects. For example WeChat is
social network combining an app store with payment functionality.

Why platform models are different

A closer examination of these businesses suggests that they all share feat
unique to platforms, and do not follow traditional management principles.
These new companies are made of powerful platform ecosystems unique
able to attract, match and connect people to enable them to transact. These
often use ‘open’ business models that do not require stocking or manufacturin
anything, but harness the power of communities to enable transactions. Thi
is very different from traditional organizations, which tend to run as ‘linear
pipes’. Traditional organizations use their linear ‘value chains’ — a termr
famously coined by 1980s strategy guru Michael Porter — to buy and transforr
raw materials (inputs) into products or services (outputs) before selling ther
ataprot.

This ‘input/output’ view of the world and associated management frame
works have provided helpful insights into many traditional rms’ operations.
Indeed, it is the value chains of car manufacturers, oil companies, hotel groug
and utilities that have powered the growth of our economies since the
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Industrial Revolution. But for many twenty- rst-century platform businesses,
this framework lost much of its usefulness.

While platforms and open business models are not new, their ‘mathematice
formalization’ is very recent. The underlying economics of such busi-
nesses were rst set out in a 2003 scholarly article by 2014 economic Nobe
Prize winner Jean Tirof€ His seminal work was primarily focused on market
dynamics and antitrust concerns rather than the management of plat
form businesses themselves. Since then, new platform-powered challenge
have emerged, and have been disrupting entrenched competitors with thei
meteoric rise. More importantly, these new model companies have revealeo
that some markets, once thought to be ‘traditional’, such as taxis and hotels
could in fact be served more ef ciently with innovative and open platform
business models enabled by digital technologies. In many cases, platforms
able to bring to bear the power of communities to become real competitors
to estalished companies. Ride-sharing, for example, used to be a margina
activity, often seen as unsafe. BlaBlaCar has managed to rede ne this mark
by creating a vibrant and trusted community with more than 20 million
members over 18 countries in 2016. It is now seen by Guillaume!Pepy,
CEO of French Railways SNCF, as a key competitor.

Companies didn’'t wait for academics to rewrite the rules of management,
and early platforms mostly proceeded through trial and error. However, we
are now in a position to observe many successful (and less successful) platfo
and review their past experiments so that we can learn from them and deriv
useful management principles for those that will follow. New platforms need
not suffer through all the mistakes of early platform pioneers. Additionally,
traditional companies faced with platform competition are looking for ways
to stay in the game, and much can be learned from the reactions of establish:
players disrupted by platforms. We will also show how old and new busines
models can be combined to create entire self-reinforcing platform-powered
ecosystems. We will use a range of platform examples, such as eBay, Amaz:
Google and Apple, as case studies throughout the book to guide us and provic
illustrations of key business insights behind the success of these platfort
powered businesses.

» Chapter 2 explores the meteoric rise of platform business models over th:
past decade.

» Chapter 3 reviews platform de nitions in the academic literature, looks
at the various types of platforms and proposes basic characteristics comm
to most platforms.

» Chapter 4 reviews the key economic characteristics of platforms, including
network effects, externalities, critical mass and tipping point.
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Chapter 5 compares and contrasts traditional business ‘value chains’ su
as manufacturing, service provision and distribution with various platform
business models. It then proposes a typology based on the Launchworl
platform rocket framework and its various core components: acquiring,
matching, connecting, transacting and optimizing functions.

Chapter 6 examines how successful companies such as Google, App
Amazon, Facebook and Microsoft have been able to design unique organ
izations — and self-reinforcing ecosystems — powered by platforms.
Chapter 7 looks at the key life stages of platforms businesses and provic
insights into the pre-launch phase of platform businesses.

Chapter 8 focuses on the issues associated with platforms at launch a
the strategies to successfully ignite the two sides of platform businesse:
Chapter 9 addresses the key questions faced by the high-growth challeng
of scaling platforms.

Chapter 10 looks at the management challenges associated with establist
platforms that need to nurture and defend their ecosystem.

Chapter 11 examines the unique pricing and incentive challenges face
by platform companies throughout their development.

Chapter 12 discusses how trust needs to be nurtured by platforms an
supported by the right governance principles, community management
frameworks and brand attributes.

Chapter 13 looks at the interplay between platforms, regulations anc
competition law, and discusses the complex balance that governments ar
regulatory authorities need to strike to unlock value creation white pro
tecting consumers.

Chapter 14 examines the challenges faced by traditional rms being
disrupted by platforms and possible responses. It reviews past failure
highlights the relative strengths and weaknesses of existing business moc
competing against platforms and offers insights into strategic options.
Chapter 15 provides a broader perspective into the future of platforms
and their interplay with work, management, technology and the-emer
gence of the sharing economy. It highlights some of the changes we ar
likely to see in the years to come and the extent to which platform eco
systems will both create new markets and continue to colonize existing
ones.

Notes

1 Telegraph, 7 September 2012, www.telegraph.co.uk/technology/news/9525267/Airbnb-

The-story-behind-the-1.3bn-room-letting-website.html.

2 Fast Company, www.fastcompany.com/3017358/most-innovative-companies-2012/

19airbnb.
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CB Insights, 1 August 2016, www.wired.com/2015/12/airbnb-con rms-1-5-billion-
funding-round-now-valued-at-25-5-billion/. By the end of 2014, Airbnb had raised over
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G. Zervas and D. Proserpio, ‘The Rise of the Sharing Economy: Estimating the Impact
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See J. Rochet and J. Tirole, ‘Platform Competition in Two-Sided Marketsinal of

the European Economic Asspdigdipr2003, 990-1029. While Rochet and Tirole's
contribution formalised the economics of two-sided markets, academics before them
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Alstyne,Internetwork Externalities and Free InformatiphN&wod@sk, NY, Proceedings

of the 2nd ACM Conference on Electronic Caoo®&rpp. 107-16. See also M. Katz
and C. Shapiro, ‘Network Externalities, Competition and Compatibilitie American
Economic Revié¥olume 75, Issue 3, June 1985, pp. 424-40. And J. Farrell and G.
Saloner (1988), ‘Coordination through Committees and Mark@&ND Journal of
Economick9, issue 2, pp. 235-52.
http://business.lesechos.fr/directions-generales/strategie/business-plan/020302473009¢
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Chapter 2

The meteoric rise of platform
businesses

Over the past 20 years or so, platform businesses have grown at &
unprecedented pace and have been able to overtake many traditional bus
nesses. Often, this signi cant shift in business models and value creation h
been overshadowed by the much broader digitalization trend. Not only have
platform businesses grown at a faster pace than traditional ones, but the
have also created more shareholder value and attracted more venture capi
(VC) investment. It is therefore not a surprise to see that platforms are now
powering many of the best-known brands in the world and are at the heart
of most sharing economy initiatives.

Digital transformation and new platform business
models

Over the last 20 years, digital technologies have signi cantly disrupted
traditional businesses. Their physical assets — think bricks-and-mortar stor
— are no longer a source of competitive advantage. Harnessing digita
distribution models has become a must. In fact, the digital transition has bee
high on board agendas of most traditional businesses trying to respond to at
compete with digital and Internet-enabled entrants.

However, this transition from traditional of ine to online (illustrated by
arrow number 1 in Figure 2.1) has overshadowed a more fundamental shif
in value: the evolution to new digital platform business models (illustrated by
arrows 2, 3 and 4 pointing to the upper-right quadrant).

Many rms, busy with the digital translation of their existing model, may
forget that the advent of digital technologies is also a key enabler of new
different and often more powerful business models such as ‘platforms’. W,
believe it is the emergence of these digital platform models that has been tf
most disruptive in many sectors, including retail (eBay, Amazon), travel
(Uber) and accommodation (Airbnb). This shift is far from over, and many
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Figure 2.1 Digital transformation from linear to non-linear
Source: Launchworks

new industries are now being disrupted by these digital platforms (for example
healthcare, recruitment, professional services and energy).

Of course, some traditional businesses have realized that the digital transiti
(arrow 1) was not enough and have started to develop platform capabilitie
to compete (arrow 2). For example, retail giants are now going beyond their
initial e-commerce offerings and are trying to harness the power of platform:s
(top arrow), where merchants can directly sell to customers. The recent
acquisition of digital marketplace Jet.com by Walmart for $3.3 billion can be
seen in that light. An increasing number of retailers who had only made limited
digital investments early on are now investigating digital platforms as add-o
businesses (arrow 3).

Amazon is also an interesting example, as while it started as a pure
commerce reseller with a curated but limited range of goods for sale, it quickly
added a marketplace platform to complement its reseller model. The latte
now represents well over 50% of its total e-commerce revéizdando,
the successful e-commerce fashion company, is also turning itself into a ful
edged platform business.
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Lastly, a number of traditional platform businesses, such as estate agelt
have further developed their online presence (arrow 4), although in many
cases faster and more agile platform competitors such as Zoopla managec
enter the market and are now ahead of the game. Many traditional dating
agencies also found themselves replaced by native digital dating platforms st
as Happn, Match.com, eHarmony or Tinder.

Of course, many rms also combine different business models, such a
platforms and traditional businesses, in order to create what we call platforn
powered ecosystems. We will explore their business models, as well ¢
Amazon’s, in more detail in Chapter 6.

Platform growth and market capitalization

In the third quarter of 2016, the ve largest companies in the world
were platform-powered: Apple, Google, Microsoft, Amazon and Facebook
(the famous GAFAMS)Just 10 years ago, only one — Microsoft — made the
cut? The total market capitalization of platform-powered businesses
in the top 10 of the FT Global 500 index went from $280 billion 10 years
ago (11% of the total then) to $2.2 trillion in the third quarter of 2016 (59%
of the total), as shown in Figure 2.2. And this is not just about market-capital
ization since recent research shows that platform businesses have signi car
higher sales growth, return on assets and gross pro ts than traditiorfal ones
In 2015, Apple grew by 28%, Google by 14%, Amazon by 20%, Microsoft
by 7.6% and Facebook by 44%. Many of these relatively new businesses ha

Figure 2.2 Platform-powered businesses in top 10 FT Global 500 (market cap)
Source: FT Global 500 list of companies, Launchworks analysis
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Figure 2.3 Platform companies by region
Source: Peter C. Evans, Global Platform Survey, CGE 2016

managed to develop complex ecosystems, often powered by a core ‘platforn
that acts as a catalyst for enabling transactions between different custon
groups.

Peter Evans and Annabelle Gawer recently published one of the very rsi
studies on platform businesses, aimed at identifying platforms around the wor
and gathering relevant data on their size and value. As Figure 2.3 shows, mc
of the 176 largest platforms identi ed are to be found in the US, followed
by Asia and Europe. The estimated market capitalization of these companie
is in excess of $4.3 trillion and they have more than 1.3 million employees
in total. This excludes the so-called spillover effects, such as induced jot
created, impact of increased choices and reduced prices for consumers.

Platforms and brand power

Platform companies are not only creating economic value, but they have als
established themselves, sometimes in only a few years, as the best-kno
companies in the world. When we look at which brands people value most,
platform-powered businesses score particularly well. It may be surprising t
see such high brand recognition since most of these rms were founded les
than 20 years ago. A 2016 study from Millward Brown of the top 100 most
valuable brands in the wotleveals that many platform businesses make the
list. As illustrated in Figure 2.4, the top 10 includes Apple, Google, Microsoft,
Facebook, Visa and Amazon, as well as AT&T and Verizon, which are
sometimes considered as platfdrindact, the top eight brands are platform-
powered companies. Only McDonald’s (in 9th position) and IBM (in 10th
position) do not (yet) match our de nitioh.
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Figure 2.4 The top 10 most valuable brands in the world (US$ millions)  1°
Source: Milliward Brown 2016, Launchworks analysis

And platforms can, of course, be found further down in the rankings.
Chinese e-commerce marketplace Alibaba, with revenues superior to Amazo
and eBay combined, is now in 18th position after entering the top 100 for
the rst time in 2015

‘Unicorn’ platforms as market disruptors

While we have seen that platforms are behind many of today’s largest com
panies and best-known brands, they are also powering many fasiggrow
start-ups that are attracting signi cant private investments (e.g. VC and privat:
equity money). Many of these platform-powered start-ups have been able tc
reach very signi cant scale without listing on public markets. Airbnb and Uber
are cases in poihtin only a few years, they, and others, have managed to
secure market valuations in excess of $1 billion, gaining the nickname o
‘unicorns’*?

Aileen Lee famously coined the unicorn metaphor in 20b8t it looks
like unicorn companies are not as rare as they once were, and perhaps shot
be called instead the new ‘workhorses’. Today, there are no fewer than 17°
such companiésthat are worth over $1 billion each (the original de nition
of a ‘unicorn’). As illustrated in Figure 2.5, many of them exhibit strong
platform characteristits.

For example, Didi Chuxing (formerly Didi Kuaidi), headquartered in
China, and Lyft, in the US, are platforms matching drivers and passenger



16 The meteoric rise of platform businesses

Figure 2.5 Private value of platform-powered unicorn start-ups (US$ billions)
Source: CB Insights, 1 August 2016, Launchworks analysis

like Uber, and both have raised signi cant private investments. Snapchat is
well-known and fast-growing communications platform that famously turned
down a multibillion-dollar offer from Facebook in 2014. Stripe is a fast-
growing payment platform for e-commerce merchants.

Platforms power the sharing economy movement

Lastly, platforms are at the heart of the emerging ‘sharing economy’ sinc
many enable the redistribution, sharing and/or reuse of excess capacity i
goods and services. The term ‘sharing economy’, which was rst introduced
in 2010, describes a ‘social revolution’ based on the ‘sharing of resources acr
multiple platforms’ in a way that creates values for all participants.

eBay was an early precursor of this trend by allowing people to resell thei
little-used assets directly and easily, but many other companies have followe
suit. The main categories emerging include platforms to buy, hire, share
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Table 2.1High-level typology of sharing economy platforms (number of platforms in

parentheses)

Borrow Buy Hire someone Share Swap
I can lend you You can buy stuff | can help you with We can drive We can swap stuff
some money (38) I no longer need your chores (37) somewhere we no longer need

(20) together (22) (11)
You can borrow You can buy my | can teach you Come have dinner You can stay at my
my car (36) clothes (10) some skills (26) at my house (13) house and IOIl stay

at yours (9)

I can lend you | can buy | can show you You can work We can swap some
money for your  something for around town (24) from my living clothes (5)
business (33) you next time | room (6)

go abroad (6)
You can stay in ~ You can buy | can deliver your We cansharea  We can swap our
my spare room  currency (5) parcel (22) taxi (4) goods (2)
(32)
You can borrow  You can buy my | can cook you You can camp in  You can gift your
stuff you donOt car (5) dinner (11) my backyard (3)  old stuff (2)

want to buy (20)

Other companies Other companies Other companies Other companies Other companies
(180) (78) (187) (19) (8)

Total: 339 Total: 124 Total: 307 Total: 67 Total: 37

Source: Adapted from JustPark, www.justpark.com/creative/sharing-economy-index/, with indicative number
of companies identiPed in given category given in parenthesis, February 2016

borrow or swap a multitude of things. Seed swap exchanges are helpin
farmers, clothes and handbags are being shared for relevant occasions, thous
of student books are being swapped, rides and cars are now routinely shar
on long and short journeys, the use of expensive real estate is increasing
optimized (ats, of ces, parking spaces) and even money now changes
hands directly with peer-to-peer lending or currency exchange thanks to
speci cally designed digital platforms. A very cursory review of sharing
economy platformislists close to 900 companies and new ones are appearing
every day. The categories in which the main ones are operating are show
in Table 2.1.

The new rules of management are being rewritten to allow for more power
ful and innovative platform ecosystems to emerge and compete with othel
established businesses, as well as create entirely new markets.

And this is just the beginning.
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ChannelAdvisor blog, www.channeladvisor.com/blog/?pn=scot/amazons-q4-results-
marketplace-surges-proves-it-is-the-amazon-pro t-cow.

See, for example, blog post of Marcel Weil3 dated 19 November 2015, https://
earlymoves.com/2015/11/19/zalando-we-want-to-become-an-open-fashion-platform/.
Financial Tim&lobal 500 rankings, 30 September 2016.

FT Global 500 list of largest companies, 31 March 2006 and 31 March 2016, and
Launchworks analysis.

See B. Libert, M. Beck, J. Wind, The Network Imperative, Boston: Harvard Busines
Review press, 2016.

BrandZ(tm) Top 100 Most Valuable Global Brands 2016, Millward Brown, http://
wppbaz.com/admin/uploads/ les/BZ_Global 2016 Report.pdf.

We recognize that telecommunications operators, such as Verizon and AT&T, operate
somewhat differently than other platform-powered ecosystems. In fact, some may argu
they operate more like traditional businesses than digital platforms. Yet we believe
operators were an early wave of platforms that attracted users, matched them rst usin
switchboards, then with directories and yellow pages, to connect them and allow them
to transact. They also originally bene ted from network effects, yet were not able to
innovate as fast as the new ‘Internet players’. Telecoms operators are, howevel
increasingly investing in digital platform capabilities to avoid commoditization (such as
the acquisition of Yahoo by Verizon). We note that their exclusion from this list would
still result in more than 75% of the combined value of the top 10 brands in the world
coming from platform-powered businesses.

IBM is often seen as a platform in the technical sense of the term, and associated wi
both hardware standards and operating system capabilities. Yet today’s business is lart
run as a technology advisory company rather than a digital platform. We note, however,
that the rm is investing in new capabilities that may allow it to transition to a platform-
powered ecosystem model.

Alibaba raised $25 billion on the NYSE in September 2014.

This is the value of the intangible asset of the brand itself.

At the time of writing, neither Airbnb nor Uber are quoted on the stock market, so
market valuations for these rms are based on the implied value of their last private
round of nancing.

A unicorn, a legendary animal that has been described since antiquity as a beast witt
pointed horn on its forehead, is notoriously dif cult to nd. Private companies reaching

a $1 billion mark valuation were so rare until 2010 that they were coined unicorns.
http://techcrunch.com/2013/11/02/welcome-to-the-unicorn-club/, 2 November 2013.
Data from CB Insights, 28 September 2016, www.cbinsights.com/research-unicorn-
companies.

As we will see later on in this book, sky-high valuation at a given point in time is in
no way a guarantee of success, and even rms exhibiting strong platform characteristic
are not immune to failure. In fact, ‘unicorpses’, de ned as ‘dead companies once valuec
at more than $1 billion’, are likely to be observed soon. In the meantime, and irrespective
of market volatility, it is interesting to see overall patterns of value creation around
platform businesses.
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16 See early de nitions of the sharing economy in R. Botsman and R. RalbeOs
Mine Is Yours: The Rise of Collaborative Consumption, New York: Harper Business, 2
More recently, A. Stephanyhe Business of Sharing, London: Palgrave Macmillan, 2015.

17 www.justpark.com/creative/sharing-economy-index/, February 2016.



Chapter 3

What is a platform business?

Narrowing the search: platform definitions

The very de nition of what is a platform business is fraught with dif culty.
The term is widely used in a range of contexts, by academics and practitionel
alike, and the generic dictionary de nitions are not overly helpftila very

basic level, it appears that the term platform is often used to de ne ‘something
upon which one can build/put something else’. A physical representation could
be a plank, a raised oor or a pair of shoes with thick soles, such as the one
often worn by Lady Gaga. A gurative use could be a political platform or
even a technological one. This is a very generic use of the term, and we
believe a more precise de nition is required for what we refer to as a ‘platform
business model’, such as eBay or others.

De ning platform businesses is not simply an academic pursuit, but a
critical rst step for executives to better understand how their markets are
being disrupted. Too wide a de nition would run the risk of overestimating
the impact of these new business models while not being able to identify
what is unique about them. Too narrow a de nition would simply miss
important rms with platform characteristics. Deciding on a de nition is
therefore a prerequisite to the development of any platform strategy or marke
response. It is so important that we almost always start our consulting projec
at Launchworks with this very topic to ensure that all the senior executives
have a shared understanding of what a platform business is.

In the eld of academia, the term is primarily used by three different types
of scholars:

(a) Those concerned with the developmenpafducts
A manufacturer might, for example, say that ‘the Jaguar X-Type uses the
same platform as the Ford Mondeo’ or ‘74X Boeing planes share the sam
platform’.
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(b) Those concerned with technofogy.
An engineer might, for example, say that the Intel platform bene ted from
the replacement of DOS by Windows.

(c) Those concerned with economic transactions.
Economists might, for example, say that eBay is a platform operating ir
a multisided market and enabling transactions between different consume
groups.

PLATFORM

A business creating signi cant value through the acquisition, matching
and connection of two or more customer groups to enable them to
transact.

Examples: eBay, Airbnb, Uber

While there is some overlap in terms of usage across these different de r
itions, we believe it is very important to be clear about what we mean by
the word ‘platform’ from the outset. We propose to de ne platform businesses
as ‘businesses creating signi cant value through the acquisition and/er matct
ing, interaction and connection of two or more customer groups to enable
them to transac®f.

Since much of the academic work on platforms has been done in the contex
of competition economics or antitrustye will review some of this work
and discuss its implications for management. We will then review more recen
de nitions against our own de nition based on the activities of platform
businesses, as well as the characteristics of the underlying markets they se
We will also see that platforms are not all equal, but come in a range o
shapes, colours and sizes. They may allow you to buy, rent, swap and borro
products, services or currencies. They may be open to third parties or closec
have direct distribution to consumers and producers or indirect ones and the’
may have a broad selection of differentiated goods or a narrow one with
homogeneous products and services. All these differences call for differe
types of governance and business architecture within the overall platforn
framework. Lastly, we will see that many companies are not pure platforms
but ‘platform-powered ecosystems’ mixing different business models.
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Economics of platforms and multisided markets

The concept of ‘multisided markets’ is a relatively recent one. As previously
mentioned, we owe to the world of antitrust law the earliest detailed economic
analysis of businesses operating as platforms. Visa and Mastercard may
have used the term multisided markets when they launched, but their
operations — of connecting card users and merchants — clearly exhibited th
economic characteristics of platform businésses.

The concept of multisided markets started to be formalized by academics i
2000. Geoff Parker and Marshall Van Alstyne were among the rst economists
to look closely at platform business models while trying to understand how

rms such as Microsoft could sustainably offer free soft\@ai@tly after, Jean-
Charles Rochet and Jean Tirole published a seminal paper on the economic
of card platforms in 2002. Their research proposed a new economic model o
the price relationships used on both sides of a multisided market to bette
coordinate demant.While the main focus area of the paper was credit cards,
the analysis and key ndings apply more widely. The key insight of Rochet
and Tirole was that the price paid by clients of the platform on one side of
its market (the commission merchants paid for cards to be accepted at the
shops) enabled very attractive subsidized pricing on the other side of the mark
(free cards for consumetsThis was a signi cant departure from traditional
markets, where pricing below costs for a service is not sustainable and may ev
be anticompetitive if designed to force competitors out of the market.

Platforms need to design their pricing strategies in such a wayettadtalue
for the platform is maximized. Note that many different equilibria could
have been reached in the cards market (fees for merchants and free cards
consuners, or expensive card fees for consumers and no fees for merchan
or anything in between), but that the current payment schemes ended up
with a heavily subsidized consumer side as an equilibrium (e.g. merchants ter
to pay for the bulk of card payment system costs). We note that regulators hav
also invited themselves to the debate and are in some markets, such as the E
starting to regulate some of these platform fees. We will discuss some of the
aspects in more detail in Chapter 13 on the regulation of platform businesse

Some of the principles that can be used to help determine the price struc
ture, level and dynamics of platform businesses are discussed in Chapter

A review of existing definitions

A number of other economists built upon the work of Rochet and Tirole
to propose slightly different economic models and apply the emerging corpu:
of work on platforms to different industries and market se@tors.
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Evans and Schmalensee subsequently offered a broader de nition using tl
notion of ‘economic catalyst’ with (i) two or more groups of customers; (ii)
who need each other in some way; (iii) but who cannot capture the value
of mutual interactions on their own; and (iv) rely on the catalyst to facilitate
value-creating interactions between th€m.

Evans has since written extensively about multisided markets and cataly
businesses in the context of payment networks and'tasdsell as in broader
antitrust context® His de nition of ‘catalyst’ busines¥esiso has the merit
of decoupling the underlying economics of the markets being served anc
the business model of the companies serving them. For example, previot
de nitions of platforms that focused on the features of the market served
rather than the platform businesses themselves, would not have consider
the taxi market as a multisided market (since it was initially served by tra
ditional non-platform businesses). It is, however, undeniable that Uber
uses a platform-centric business model to disrupt a market that previousl
operated in a traditional manner. We therefore prefer to refer to these a:
platform businesses (or platform-powered ecosystems) rather than platfor
markets.

Platforms as ‘catalysts’

Evans also proposed a broad classi cation of ‘catalysts’ consistent with F
original de nition. The three main business types identi ed were: (i) market
makers; (ii) audience builders; and (iii) demand coordinators.

Although Evans considers all of these businesses as platforms, the distincti
between them are important:

(i) Market makeeBay has created a unique global marketplace where seller
and buyers of an incredibly wide range of goods meet. eBay is valued &
more than $35 billiolf and generated in excess of $83 billion of Gross
Merchandise Value (GM%¥)in 2016 without offering any product
whatsoever, but simply by connecting buyers and sellers through its online
platform and being paid a small percentage of the tran$atiothis
facilitation. Uber and Airbnb are in the same category.

(i) Audience builde&dsme platforms focus on allowing users to share and/or
consume content. This in turn attracts advertisers who need ‘eyeballs’ fo
their campaigns. Evans argues that media rms, and many publication:s
operate in such ‘audience building’ multisided markets.

(i) Demand coordinators: A third type of platform business focuses-on coo
inating demand within a given ecosystem. Unlike market makers, demanc
coordinators often have a broader group of stakeholders and ecosyste
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participants. Operating systems (OS) fall into this category since they ar
designed for users, licensed by hardware manufacturers and used |
application developers. The more applications available for a given OS, the
higher its utility or value. At the same time, app developers are only able
to invest in the development required if there are either currently or
prospectively enough users of the OS to cover their costs and eventuall
make a pro t.

Economists also showed that since platforms were connecting two market:
they had a unique ability to price differently from traditional businesses.
In fact, they noticed that platform businesses were able to offer free service
not simply on a temporary basis or during promotions, but sustainable
basig? This has far-reaching implications, since it means that the very basi
of competition can be dramatically changed by platforms and that non-
platform businesses may nd themselves ‘priced out’ of the market. This
phenomenon will be discussed in more detail in Chapter 14, where we will
examine why existing rms struggle to compete against platform businesse
and what options are available to them.

Hagiu and Wright also proposed a focused de nition of ‘multisided
platforms’ (MSP). Their proposed de nition is:

Multisided platforms (MSPs) are organizations that create value primaril
by enabling direct interactions between two (or more) distinct types of
af liated customers.

This is a signi cant departure from previous market-based de nitions. In
our view, it provides a helpful starting point for analysing platform businesse
because it deals with some of the ‘over-inclusiveness’ implied by broade
de nitions. For example, it excludes supermarkets or traditional consulting
organizations that were sometimes wrongly considered to be platforms witt
earlier de nitions.

This de nition is more circumspect regarding the platform nature of many
media companies: only media rms whose primary source of value creatior
is the direct interaction between customer groups would strictly be included.
With that de nition, many traditional newspapers don’'t make the cut.

The recent global platform survey initiafiéed by Peter Evans and
Annabelle Gawer also dealt with the de nition conundrum by using a high-
level typology of platforms, including transaction platforms, integrated
platforms, investment platforms and innovation platforms.

This is also consistent with the most recent de nition proposed by Parker,
Van Alstyne and Choudaty:
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Platform: A business based on enabling value-creating interactions betwee
external producers and consumers. The platform provides an open
participative infrastructure for these interactions and sets governanc
conditions for them. The platform’s overarching purpose is to consummate
matches among users and facilitate the exchange of goods, services or so
currency, thereby enabling value creation for all participants.

Building on these de nitions, we believe that platforms should include-organ
izations that create value by enabling interactions, direct or indirect.

For us, platform businesses are ‘businesses creating signi cant value throu
the acquisition, and/or matching, interaction and connection of two or more
customer groups to enable them to transact’.

This de nition is consistent with platforms as marketplaces, as well as witt
some types of information platforms matching consumerstehtovith con
tent contributors. Platforms can connect consumers, or businesses, 8 a mix
Target groups on both sides of the platform often have different telsrac
tics, although in some cases, such as eBay, the overlap between buyers «
sellers can be signi catftOur de nition also includes businesses where the
connection between consumer groups is indirect, such as credit card compani
like Visa or Mastercar,where banks often act as imediaries on the
consumer side (by distributing cards) and on the merchant side (by selling ca
services to merchants).

However, our de nition excludes businesses such as Net ix, considered to
be digital resellers. It also excludes companies such as Intel, which mak
computer chips, and IBM, which provides consulting services. However, we
recognize that these rms shape the development of key standards an
technologies — alone and in partnership with others — and have the potentis
to become platform-powered ecosystems.

These differences in terms of de nitions also highlight the fact that platform
businesses are not binary in nature, but can be placed on a ‘continuun
depending on their underlying economics at a given point in time and how
much value the business derives from the transactions it enables. For examg;
companies such as IBM did try to become fully edged platforms by
developing their own operating systems (OS/2) to attract both application
developments and enterprise users. Since this initiative failed, IBM develope
alternative business models (hardware sales initially later abandoned in fave
of high-value technology consulting).

These notions will be revisited when we discuss platform ecosystems and the
governance in more detail. We will further explore how platforms often power
entire ecosystems and what the competition implications of such models are
For example, the online resale model of Amazon (a linear business) and i
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marketplace (a platform) are both crucial elements of the rm&/stem.

A review of these platform-powered ecosystems will provide interesting
insights into the competitive dynamics of platforms and help us understand th
interplay between platform business models and traditional ones.

Platforms compared to other business models

Table 3.1 summarizes our proposed de nitions of platforms and other tradi
tional business models such as distributors and ‘input/output’ businesses.

The proposed de nition focuses on the businesses serving these markets
opposed to the market themselves, since the demand on the various sides
the market can also sometimes be served by traditional businesses.

As a platform, eBay acquires, matches and connects buyers and sellers
allows them to transact directly. Also, we note that eBay doesn’t set the price
of the goods that are being exchanged on its plafform.

As a UK retailer and a distributor, Tesco (like Walmart in the US, Metro
in Germany, Carrefour in France, etc.) resells goods from a selected ranc
of suppliers and distributes them through its network of shops, its onfihe site
and delivery services. Tesco owns the customer relationship, the pricing an
product placement of goods and services sold. It stocks the products, pays
staff at the tills and (hopefully) makes a margin on its operations as a res
of all these activities. However, it doesn’t connect different communities to
allow them to transact. It is a distributor/reseller.

Honda produces a range of cars and motorbikes globally. In order to dc
so, it acquires raw materials, as well as parts from suppliers, and assem
them into cars that meet their Honda design speci cations. Once the vehicles
are manufactured, they are distributed by a ‘reseller’, in this case the dealerst
network. Honda’s business is essentially an ‘input’/’output’ bu¥iness.

It is, however, worth noting that traditional rms can transform themselves
into platforms or even in some cases add platform capabilities to their existin
business models, as we will discuss in later chapters.

Table 3.1Simplibed typology of platform and non-platform business models

Platform Retailer/reseller Input/output business

Acquires, matches and/or Buys goods and/or services  Buys inputs (e.g. raw materials,
connects different customer from selected producers energy, services) and combines
groups and enables and runs a value-added them to produce a product/
transactions distribution business service sold at a margin

eBay Tesco Honda
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Platform-powered ecosystems

As we have seen, companies such as Apple, Google, Amazon, Microsoft at
Facebook are among the largest in the world. Yet very few are pure platformr
businesses. Instead, these successful companies @iangtby a mix of
business models, including platforms, and are therefore ‘platform-powered
The term ‘ecosystem’ is often de ned in a business context as a group o
interdependent organizations collectively providing goods and services to the
customerg? A platform-powered ecosystem can then be de ned as a group
of organizations — under the same ownership or strategically linked — tha
derives signi cant value from at least one platform business.

These platform ecosystems leverage the interplay between the variol
business models that are part of the ecosystem to reinforce custome
propositions and create stickiness, often with spectacular success. These ic
will be further explored in Chapter 6.

With the de nitions out of the way, we can examine management principles
in more detail and look under the hood of platforms.

PLATFORM-POWERED ECOSYSTEM
A business comprising of a mix of business models, including platfprms.
Examples: Amazon, Apple, Google, Alibaba, Microsoft

Notes

1 The Oxford English Dictionatgtes that a platform is ‘a raised level surface on which
people or things can stand, usually a discrete structure intended for a particular activit
or operation’.

2 See A. Gawer, Platforms, Markets and Innovation, Cheltenham: Edward Elgar, 2009
45, as well as Y. Baldwin and J. Wooddtde Architecture of Platforms: A Unibed View,
Cambridge, MA: Harvard Business School, 2009, for a discussion of the architecture o
platforms across disciplines.

3 S. Wheelwright and K. ClarkRevolutionizing Product Development: Quantum Leaps
Speed, Efbciency and Quality, New York: Free Press, 1992,

4 T. Bresnahan and S. Greenstein, ‘Technological Competition and the Structure of the
Computer Industry’, The Journal of Industrial Economics, 47, 1999, 1-40.

5 J. Rochet and J. Tirole, ‘Platform Competition in Two-Sided Markets’, Journal of the
European Economic Assaciddpn2003, 990-1029.

6 Strictly speaking, businesses need not be Internet-enabled to have a platform busine
model (e.g. shopping malls or estate agents), but many of the platform businesses v
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will review in this book are digital platforms that have harnessed the power of the Internet
and big data to develop their offerings, often globally.

Also called antitrust, competition economics is concerned with competition between
rms and potential abuse of market power justifying market intervention.

See, for example, W. Baxter, ‘Bank Interchange of Transactional Paper: Legal anc
Economic Perspectivegournal of Law and Economics, 26, 1983, 541-88, for an earl
discussion of pricing considerations in card markets (interchange fees).

Geoffrey Parker and Marshall van Alstyne, ‘Information Complements, Substitutes,
and Strategic Product Design’, ICIS 2000 Proceedings, Paper 2, 2000.

We will see in Chapter 11 how important these new ‘platform equations’ are for pricing
strategies.

This meets the de nition of Rochet and Tirole: ‘A market is two sided if the- platf
orm can affect the volume of transactions by charging more to one side of the market
and reducing the price paid by the other side by an equal amount; in other words, the
price structure matters, and the platform must design it so as to bring both sides or
board'.

See B. Caillaud and B. Jullien, ‘Chicken and Egg: Competition among Intermediation
Service Providers)RAND Journal of Economics, 34(2), 2003, 309—-28, who departed from
the payment cards industry to explore and model in more details the expected marke
equilibrium of competing platforms (including estate agents, dating agencies anc
marketplaces) under a range of scenarios. G. Parker and W. Van Alstyne, ‘Two-Side
Network Effects: A Theory of Information Product Desigianagement Science, 51(10),
2005, 1494-504, subsequently developed a model of ‘two sided network externality’
capturing network effects, price discrimination and product differentiation. Mark
Armstrong, ‘Competition in Two-Sided Markets’, RAND Journal of Econ8i(i8)
September 2006, 668—91, also proposed a model of multisided markets built upon simila
theoretical foundations (but focused on membership externalities, as opposed to usag
ones, as originally modelled by Rochet and Tirole) and offered a generic de nition based
primarily on the scale of the bene ts derived by one side of the market depending upon
the size of the other side.

Richard Schmalensee and David S. Evans, ‘Industrial Organization of Markets with Two-
Sided PlatformsCompetition Policy International, 3(1), Spring 2007.

D. Evans and R. Schmalensee, Paying with Plastic: The Digital Revolution in Buying
Borrowing, Cambridge, MA: MIT Press, 2005, for a review of the economics of card
payments.

D. Evans, R. Schmalensee, M. Noel, H. Chang and D. Garcia-Swartz, ‘Platform
Economics: Essays on Multi-Sided Businesses’, Competition Policy International, 2011
competition issues arising in multisided businesses.

Also referred to as ‘matchmakers’. See D. Evans and R. Schmdlatsemakers: The
New Economics of Multisided Platforms, Cambridge, MA: Harvard Business School P
2016.

As of 26 September 2016.

GMV stands for gross merchandise value and is used in online platforms to indicate
total sales value for merchandise sold through a particular marketplace over a certa
time frame.

Typically nal value fees are between 5% and 11% on eBay.
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In fact, prices could even be negative on one side of the business on a sustainable ba
See David S. Evans and Richard Schmalensee, ‘The Antitrust Analysis of Multi-Sidec
Platform Businesses’ (Coase-Sandor Institute for Law and Economics Working Pape
No. 623, 2012).

Andrei Hagiu and Julian Wright, ‘Multi-Sided Platforms’, Harvard Business School
Working Paper 12-024, October 2011.

P. Evans and A. Gawer, ‘The Rise of the Platform Enterprise’, Center for Global
Enterprise, January 2016.

G. Parker, M. Van Alstyne and S. Chouddtigtform Revolution, New York: W. W.
Norton & Company, 2016.

What marketers call B2B (business to business), B2C (business to consumer) and C:
(consumer to consumer).

By targeting communities that are both buyers and sellers, such as stamps or rare c
collectors in the early days of eBay, some platforms have been able to ignite their platforr
more quickly and overcome some of the friction caused by the ‘chicken-and-egg’
problem, discussed in Chapter 8.

Card companies connect merchants and card users indirectly through merchant acquire
and card issuers (usually banks).

While many platforms let their producers and users set the price themselves, some t
to internalize supply and demand to set uniform prices (e.g. Uber).

Many ecommerce sites today operate under a retailer/reseller model.

Please note that we are of course simplifying business typologies in order to illustra
the differences between business models. For example, while Honda’s core business
manufacturing ‘input’ and ‘output’ business for cars and engines, it also has signi can
R&D activities in arti cial intelligence and robotics.

‘Business EcosysteRalgrave Encyclopedia of Strategic Management, London: Palg
Macmillan (2014).



Chapter 4

Economic characteristics
of platforms

This book is not an economics text, but knowledge of some economics
concepts is useful to understand how platforms differ from more traditional
rms. This chapter reviews some of the key economic principles underpinning
platform businesses. If you're already familiar with the concepts of externalitie:
demand- and supply-side economies of scale, network effects, critical mas
tipping point, pricing elasticity, substitutes and complements, feel free to move
straight to the next chapter.

Externalities

We can all bene t from and be harmed by things that are not within our
control. When people join networks (be it social networks or telecoms
networks), all the other network users benet since the network’s reach —
and therefore overall value — is increased. This is a positive externality sinc
all network users are better off as a result.

If a company were to dump toxic waste in the water next to a village, the
villagers would suffer a strong negative externality. Villagers are not responsib
for the behaviour of the rm, yet their lives are impacted by it. This is a
negative externality, and the company is not incurring the real cost of its
actions (unless it is caught).

An externality occurs when individuals or rms are impacted, positively
or negatively, by an economic transaction that is independent of them. Many
examples of externalities can be found in everyday life. Things as simple :
the pleasant scent of a perfume worn by a stranger in the underground ca
be seen as a positive externality. A negative externality has the same properti
but with a negative impact imposed by somebody else’s actions. A smoke
would be imposing a negative externality on people around him.

Clearly, externalities go far beyond personal inconvenience, and the toxic
waste of our factory in our previous example is a strong negative externalit
on the people living nearby.
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Externalities can also change over time. The rather disturbing noises mac
by the builders next door excavating a basement as these lines are being writt
are not helping with concentration in the short term. However, once-com
pleted, an extended and renovated house next door will have a positive impac
on the valuation of the street and therefore represent a positive externalit
for nearby homeowners.

One reason why such negative externalities occur is that economic agen
may not be able (or willing) to internalize the effect they have on third parties.
If a factory were economically responsible for the well-being of the nearby
population, it would have strong incentives not to pollute as much.

Positive externalities are important for platforms, since when a platform
grows, both in terms of number of transactions and participants, it become
more valuable to all. For example, the more applications available on an ap
store, the more attractive it becomes for users. Of course, the more users joi
and interact on the platform, the more attractive the platform becomes for
app developers trying to reach users.

As in the Apple App Store example, when positive externalities exist on
both sides of a platform, positive feedback loops appear and amplify growtt
Enabling and enhancing these loops with a frictionless customer experienc
and the right features for users is a key objective of platform businesses.

The term ‘internalizing the externalities’ is sometimes used, and sound
more complicated than it is. It simply means that some rms and organization:
may need or want to take into account these externalities in their businesse
So a pollution tax can help rms internalize the negative externalities associate
with pollution because it gives them an incentive to pollute less.

Economies of scale

Economies of scale are said to exist when the unit cost of production goe
down with the volume of production. Many businesses requiring signi cant
upfront investments bene t from economies of scale since the more units are
produced by a factory or plant, the lower the unit costs. The cost of production
of cars is highly dependent upon how many cars can be manufactured by
given factory/car plant. If the production is very small, say 10 cars, the tota
cost of the factory will have to be covered by these very few cars and resu
in a very high unit cost. Car production is therefore said to bene t from
economies of scale, as more cars produced will allow for the shared cost
production (including R&D) to be spread across more cars and will therefore
be lower on a per car basis. The logical strategic implication of industries
with economies of scale is that you need to become the largest company i
the sector in order to enjoy the lowest cost base per unit.
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These economies of scale affect the supply side, that is to say the compa
producing the goods. Recently, however, the concept of ‘demand-side’
economies of scale has become quite widespread. In networks, the value
the service provided increases with the number of users because of the positi
externalities we discussed above. Economists therefore describe these netw:
businesses as bene ting from ‘demand-side’ economies of scale. Strict
speaking, this is no longer about the cost of production (supply) going down
with volume, but about the value created for users (demand) going up with
the number of users.

The concept of ‘demand-side economies of scale’ is also referred to 8
network effects. It is so central to the economics of platforms that we develoy
it further below.

Networks and network effects

Networks are characterized by nodes interconnected by links. Networks car
be physical, such as telecommunications networks where copper pairs a
physically connected to premises, or logical — where the connection exists &
a piece of information — such as when you are connected to friends on socie
media. Networks have a range of properties and topologies. They can connec
different types of nodes (heterogeneous), the links can be unidirectional o
bidirectional, the nodes can be more or less meshed, etc.

These distinctions are important when we discuss features of platferm bus
nesses. For example, does the platform allow two-way communication
between participants (e.g. friends on Facebook) or one-way communica
tion (e.g. celebrities followed on Twitter), and what are the implications
of these network rules? For our purpose, platform businesses are powered |
these communities of producers and users that can be helpfully modelled ar
explained using network concepts.

Network effects occur when a product or service becomes more valuable
as more people use it. This can be counter-intuitive, since with traditional
business models the opposite can be true, and the value of an exclusi
luxury car does not increase —and may actually decrease — if another one
produced (or bought by a neighbour). However, having more collectors
(buyers and sellers) on eBay clearly increases the value of the overall platfo
since the sellers will add inventory and the buyers will provide liquidity to
the platform and increase the number of transactions. Unlike traditional
businesses, platforms often exhibit network effects, and these have profour
competitive implications.

Figure 4.1 illustrates the number of relationships in a network with two,
ve and 12 connected parties. The number of links in the network increases
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Figure 4.1 Network effects

‘exponentially’, with one, 10 and 66 relationships (and therefore possible
connections), respectively.

The relationship between the value of a network and its size, or between
its utility and the numbers of transactions, has been modelled in a number ¢
different contexts to help quantify network effécts.

Network effects can be:

(i) Direct: as in telecommunications, where the value of the network increase
directly with the numbers of users connected to it. This is also what
happens with ‘peer-to-peer’ or social networks, where more users tend
to bene t the entire platform.

(i) Indirect: as in operating systems or app stores where the value of tl
network increases not only with the number of users (direct), but with
the number of application developers attracted by the growing user bas
(indirect effect). Indirect network effects result in positive feedback loops
across the platform as more developers creating more apps then attre
more users, and more users make the platform more attractive tc
developers. Games consoles, operating systems and app stores are tyy
platforms exhibiting strong indirect network effects.

Mature platforms such as Alibaba, eBay or Craigslist benet from huge
indirect network effects. More than 423 million active buymeake an average
of 58 purchases a yean Alibaba; 25 million selléraith 1 billion listings
attract 164 million active buyers on eBayid Craigsli&users post well over
80 million classi ed ads each month.

It is worth noting that network effects can also be induced by platforms
and maximized or internalized through platform design and governance
decisions. For example, features that allow users to provide feedback on the
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experiences add value to the platform. It increases direct network effects, :
the more users participate by giving feedback on books on Amazon or ats
on Airbnb, the better the information to other users. By the same token,

gaming platforms provide software development kits and a range of incentive
for developers to select their platform over other competing ones. They do
this to maximize indirect network effects since more and better games will
attract more buyers of the game console itself.

Network effects are very important since they can represent a signi cant
barrier to entry for competitors and therefore contribute to protecting a
business. In certain circumstances, network effects may lead a platform to rea
a ‘critical mass’, and even in some markets ‘tip’ to a ‘winner takes all’ nature
equilibrium, where a single business ends up serving the entire market.

Network effects are not just about the number of platform participants,
but about their propensity to interact on the platform as well. Inactive users
contribute less to network effects on a platform than active ones that participat
frequently. In real life, platforms often bene t from — and have to manage —
a combination of different types of network effects. For example, Facebook
started with direct network effects since Harvard students found it easier t
connect to one another once their entire class had joined. These effects wel
later combined with indirect network effects with the addition of developers
on the platform offering games and applications eugnville, horoscopes,
etc.). After proving that it could scale its free services, Facebook starte:
monetizing its business by inviting advertisers to the platform and allowing
them to target very specic segments of platform participdnis. worth
noting that while network effects may lead to viral growth, the two concepts
are distinct. A new book can become very successful and be bought/
downloaded by lots of people very quickly (viral growth) but have no network
effect (since new readers do not add value to previous ones).

Critical mass

A critical mass in a network is de ned as the point at which the growth of
the network becomes ‘self-sustaining’.

In the context of platform businesses, critical mass may be required on bot
sides of the market and is driven by a number of variables, including the type
and strength of network effects, customer behaviours and the distribution o
customer tasté$.While scaling a nascent platform is particularly dif cult,
because it often has limited network effects due to its small size, reachin
critical mass makes growth and participant matching much easier.

Platforms that do not reach critical mass often unravel. In the case of direc
network effects, the level of participation on the platform affects the value it
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offers to users. Platforms without critical mass often struggle to matct
participants. For example, if a new dating site launches but does not hav
female participants on day one, male participants are unlikely to nd a suitabl
match. If the platform is not able to match people — which iigen dOstre

— then it unravels as early adopters |I€awée will see in Chapter 7 how to
overcome these issues.

Tipping point

Closely related to the notion of critical mass, the tipping point is de ned as
the point at which a network ‘shifts’ from one state (e.g. competition, or
normal trading activities) to another one (e.g. monopoly, or market unravel
ling) due to cumulative network effects. Numerous examples of markets
exhibiting such effects have been widely documented in Malcolm Gladwell’s
book Tipping Poid® The de nition offered by Gladwell is broader, but
overlaps with the critical mass concept discussed above: ‘the moment of critic
mass, the threshold, the boiling point'.

The tipping point is therefore an in ection point that, in the case of plat
forms, is often synonymous with reaching critical mass. Early social networkin
sites SixDegrees and Friendster never found the elusive tipping point in thei
growth trajectory that would have allowed them to reach a critical mass. The
customer experience was lacking and there was not enough for users to d
mainly because there were not enough users! Caught in a negative feedba
loop, these platforms unravelled fairly quickly.

Single homing vs multihoming

Multihoming essentially means being connected to more than one network,
usually for increased reliability, resilience or performance. In the context of
platforms, it simply means participating in more than one platform.

For example, an application developer may decide to offer its app on botf
iOS and Android platforms (multihoming on the producer side), while many
individuals only use one mobile phone and therefore need to commit to
a given platform or ‘single home’ with, say, either iOS or Android. The
decision to single home or multihome is typically driven by a cost-bene t
analysis that will need to answer the following questions: How expensive i
it to af liate to more than one platform? What are the added bene ts of doing
s0? How easy is it to switch between platforms?

This is an important concept since the decision between single homing
and multihoming by users and producers will determine to a large extent how
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easy it will be for the platform to reach a critical mass and gain market power
For example, while it may be more dif cult to ignite a platform when users

single home, if successful the platform then becomes more valuable sinc
a critical mass of users are committed. Of course, the platform itself ca
shape the decisions of its participants by trying to seek exclusivity (e.g. fc
game developers to single home), reducing switching costs from othel
established platforms (e.g. by offering a ‘converter’ or compatibility with
other platform features) or trying to appear as the ‘winning’ platform, through
advertising and endorsements, to make sure users don't feel the need
look elsewhere. We will also see in Chapter 13 that the extent to which
multihoming is possible has implications for regulators and competition
authorities.

Price elasticity

We all know that the demand for products and services changes dependin
on their price. If the price of baked beans goes up, people will buy fewer
cans — and vice versa, if the price goes down, more baked beans are so
The price elasticity of demand re ects this by giving the percentage change
in quantity demanded for a 1% change in price. It is the quantitative arti
culation of the question ‘How many more cans of baked beans will | sell if
| decrease the price by 1%7?’

A small change in price of some goods sometimes results in a large chan
in demand. Traditional baked beans or chocolate bars would be in this cate
gory and are therefore said to have a high price elasticity.

The demand for other types of goods doesn’t change much when prices
change. This is the case for cigarettes or petrol, where customers are eith
addicted or really need to buy in order to go from A to B. These goods have
a low price elasticity.

Often, the decision to not buy something because the price has increase
is driven by the fact that other, cheaper alternatives may exist. So if you ar
no longer buying baked beans because their prices have increased, you m
be buying black-eyed beans instead. When that is the case, the products a
said to be substitutes (see section below) and the relationship between tt
increase of price of one product and the increase of demand of the other on
is called ‘cross-price elasticity’. The relationships between the interplay of price
on two sides of a platform are discussed in more details in Chapter 11. Thi
concept of cross-price elasticity is also central to understanding substitute al
complement products.
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Substitutes vs complements

Two products are deemed substitutes when the demand for one increases
the price of the other increases. The concept is rather intuitive, and we all
review daily the characteristics of dozens of substitute products when shoppin
If the price of our favourite brand of butter has increased signi cantly, we
may want to switch to another — substitute — brand. The more substitutable
the products, the more they exert competitive pressure on one another.

Complements are the opposite. Products are said to be complements if th
increase in price of one leads to a decrease of demand for the other. Whil
this may sound slightly less intuitive, complementary products abound. Printer
and their cartridges (or razors and their blades) are typical complements.
the price of a printer increases (everything else being equal), it is likely to se
less, and the subsequent demand (in the aftermarket) for its ink cartridges w
decrease. These products are compleridntshe same way, apps available
on Apple’s App Store are complements of its iPhone product.

This distinction between substitutes and complements is useful to bette
understand the disruptions brought about by platform businesses. Whils
their operations are often very different from those of traditional busi
nesses, the products and services they offer are often close substitutes to exis
ones.

Notes

1 Inthe context of platform businesses, Jean-Charles Rochet and Jean Tirole, ‘Two-Side
Markets: A Progress Report’, The RAND Journal of Eco88(3;22006, 645-67, made
an interesting observation about the different types of externalities that exist. They
distinguish between usage externalities and membership externalities. Usage extern:
ities occur (as their name indicates) when the platform adds value through interaction:
and transactions (e.g. usage) by existing members. Membership externalities exist whi
the value received by users of the platform on one side of the market increases with thi
number of users on the other side of the market.

2 The total number of relationships) (in a network ofn participants is given by the
formula:T = n(n—1) / 2.

3 Metcalfe’s law states that the value of a network is proportional to the square of its usel
(e.g. Facebook). Reed's law states that the increase in value is not only proportional
but exponential, due to the number of subgroups joining the network (e.g. Slack).
Beckstrom’s law states that the value is the net value to participants of all the transactio
carried over the network. Lastly, Sarnoff's law states that the value of some networks i
proportional to the number of viewers (e.g. Yahoo).

4 Alibaba.com, March 2016 numbers for Taobao and Tmall marketplaces, www.alibaba
group.com/en/ir/ nancial_fullyear

5 Fortune, 23 September 2016, http://fortune.com/2015/09/23/alibaba-says-numbers-
real-not-fake/. Each package could contain more than one item.
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eBay.com, https://static.ebayinc.com/static/assets/Uploads/PressRoom/eBay-Factsheet:
Q2-2015.pdf

eBay.com, Q2 2016 numbers, https://investors.ebayinc.com/releasedetail.cfm?Releas
ID=980435

Craigslist website, www.craigslist.org/about/factsheet

Well-known venture capital rm Andreessen Horowitz, one of the early nancial
backers of Airbnb, knows a thing or two about network effects. See the excellent pre
sentation and companion article of Anu Harianna et al. on their site: http://al6z.
com/2016/03/07/all-about-network-effects/

D. Evans and R. Schmalensee, ‘Failure to Launch: Critical Mass in Platform Businesse:
Review of Network Economics, 9(4), 2010, for a discussion on platforms failing to re
critical mass.

Using the dating analogy, it is interesting to note that since female dating site member
appear to be more dif cult to attract on platforms, these have to work extra hard to
ensure that they manage to reach a critical mass. This may include incentives (e.qg. fre
service), or even in some extreme cases the creation of false pro les to ‘appear’ to hav
a critical mass! See the FTC ruling on online dating services using fake pro les, www.
ftc.gov/news-events/press-releases/2014/10/online-dating-service-agrees-stop-
deceptive-use-fake-pro les, or even ‘female chatbots’, which Ashley Madison claimed
in its defence were ‘widespread’ in this area.

See M. GladwellThe Tipping Point: How Little Things Can Make a Big Difference, Bosto
MA: Little Brown, 2000, for a discussion on markets subject to tipping points.

We note, however, that platforms differ from products with an aftermarket in that, while
demand is also interlinked, platform businesses involve two distinct groups of customer:
as opposed to a single buyer of a product and its ‘after-products’. See S. Bishop an
M. Walker, ‘The Economics of EC Competition Law’, European Competition, Journal
6(1), 2010, p. 93, for examples of markets with after-products.



Chapter 5

Platforms as business models

Representation of firm activities

The linear firm

Traditional rms really took off following the Industrial Revolution around
the 1800s, and thus are a relatively recent construct in historical terms. Sinc
then, they have often been analysed by strategists, business consultants
economists in a very linear way. It is interesting to start there before comparing
and contrasting traditional business models with platform ones. The-overrid
ing model of the rm historically used is predicated upon companies buying
raw material (inputs) and transforming them into outputs before selling to
downstream customers at a pro t (hopefully). The success of these business
is typically driven by their ability to buy ef ciently (low input costs), add
value (through design, ef cient manufacturing, etc.) and sell resulting pro
ducts and services with a high margin (through distribution networks, retail
shops, etc.).

Car manufacturers take raw materials such as steel and plastic, then des
and assemble parts to create vehicles. Coca-Cola combines sugar, water ¢
other well-guarded ingredients to produce one of the world’s most-popu
lar beverages. While the model is rooted in manufacturing, it also applie:
to services. British Airways manages its eet of airplanes, crew, logistics, in
ight services, etc. to offer short- and long-haul ight services. In the case of
British Airways, its inputs are planes, oil and personnel, and the output is the
transport service provided to customers.

These rms have been described in the business literature as input/outpu
businesses or as ‘pipes’ because of their linearndtaralso refer to them
as ‘traditional’ businesses in this book.
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Figure 5.1 The linear rm

Porter’'s value chain

In the 1980s, Michael Porter was one of the rst academic to codify and
formalize how rms create valdeThe concept of the ‘value chain’ was
introduced and popularized in his 1985 bestsdllempetitive Advantage:
Creating and Sustaining Superior Perfdrataysehe traditional value chain

is still the dominant frame of reference in business. It describes how a lines
set of activities and processes are organized by a rm to maximize the valu
added to inputs of production.

Porter presented the concept of the value chain as the basic tool fo
examining the activities a company performs and their interactions to identify
the sources of sustainable competitive advantage. It separates the activitie:
a rm into a sequential stream of activities, as illustrated in Figure 5.2. It
describes the importance of the different activities in delivering the nal
product/service, thereby facilitating the identi cation of core and non-core
activities:

» Core or primary activities are involved with a product’s physical creation,
sale and distribution to buyers, and service after sale. They include inboun
logistics, operations, outbound logistics, marketing and sales, and servic
These activities are termed ‘primary’ because they add value to the produc
or those involved in either producing or selling the product.

* Non-core or support activities are generic processes supporting the cor
activities of the rm. Procurement, technology development, human
resource management and infrastructure are typical examples of non-col
activities.

In this environment, a business gains ‘competitive advantage’ by performin
these activities either more cheaply than its competitors (low cost strategy
or in a unique way that creates superior customer value and commands
price premium (differentiation).
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Figure 5.2 Michael Porter’s value chain (1985)
Source: Adapted from M. E. PorterOs Competitive Advantage

If we take the example of a car manufacturing business, the primary acti
vities can be described as follows:

* Inbound logistics: receiving, storing and distributing inputs (e.g. handling
of raw materials, warehousing, inventory control).

» Operations: transformation of the inputs into the nal product form (e.g.
car production, assembly, packaging).

» Outbound logistics: collecting, storing and distributing cars to the buyers
(e.g. processing of orders, warehousing of cars, delivery).

» Marketing and sales: identi cation of customer needs and generation of
sales (e.g. advertising, promotion, distribution).

» Service: maintain value after purchase (e.g. installation, repair, maintenanc
training).

Each function can in turn be broken down into smaller components or
processes for optimization. This representation of the rm goes hand in hanc
with Porter’s ve forces framework, which states that the competitive position
of the rm is driven by the negotiating power of clients, the negotiating
power of suppliers, the threat of substitutes, the threat of new entrants an
lastly the rivalry in the sector. Within Porter’s framework, a strong competitive
advantage for your own value chain is predicated upon fragmented market



44 Platforms as business models

with lots of buyers and suppliers (unable to negotiate), as well as barriers
entry to avoid new competitors and a product with no or limited substitutes,
as well as few direct competitérs.

The traditional linear model is under strain, though. Modern innovation-
driven rms are less linear and more open as the process of adding value m
be shared between the rm, partners, stakeholders and customers. It is in th
context that the business model canvas was collaboratively developed a fe
years ago under the leadership of Alex Osterwalder.

The business model canvas

Looking at existing frameworks, the business model canvas provides a goc
strategic management tool. It is generic enough to work with different types
of business models, linear and non-linear, and can be applied to start-ups
corporate environments.

The framework is made of nine basic building blocks that are mapped in
a pre-structured canvas:

1 customer segments or communities for which value is created,;
2 the value proposition for each segment;

Figure 5.3 The business model canvas
Source: The Business Model Canvas, Creative Commons license, https://strategyzer.com/
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channels needed to reach customers;

customer relationships;

the revenue streams generated by the business;
key resources used by the rm;

key activities required to create value;

key partners; and

the cost structure of the business model.

The business model canvas is less linear than the value chain model a

can be applied to map out the key activities of a wide range of business model
including platforms. Let's take the example of Airbnb:

1

Customer segments: Airbnb serves two interdependent customer segmen
the guests (personal and business travellers) and the hosts (residential
owners).

Value proposition: A trusted community marketplace for people to list,
discover and book unique accommodation around the world. For hosts,
it enables them to monetize their house in a safe environment.
Channels: Mainly through online marketing with: (i) referrals; and (ii) paid
advertising.

Customer relationships: hosts and guests.

Revenue streams: Airbnb’s model is commission-based. Hosts are charg
about 3% and guests between 6% and®12%.

Key resources: Airbnb’s digital and mobile infrastructure, access to capite
physical (staff and of ces).

Key activities: Maintain and develop the online platform including key
product features for hosts and guests — to match hosts and guests, conn
them, enable safe payments, develop and maintain a trusted environmen
manage communities and market the service.

Key partners: Technical partners (hosting, database and payment service
insurance companies, management service companies supporting ho:
(Guesty in the US, Hostmaker in Europe), venture capital rms (VCs).
Cost structure: Main costs are related to marketing and sales (advertisin
recruiting and opening new of ces abroad), technology (platform
development and maintenance) and legal.

While a very useful framework when trying to quickly map a new business

model in creative sessions, this framework does not explicitly capture ke
success factors of platforms, but rather makes it easier to overlay traditior
businesses operations onto a platform business®model.
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The rocket model

As we worked with platforms, it became increasingly clear that the traditional
management frameworks were not suitable. And that's why we developec
the rocket model: a high-level functional model of platform businesses base
on the core activities of rms serving multisided markets. Typically, we nd
that platforms need to:

e attract a critical mass of customers on eaci thidanarket;
e match them;

« allow them to connect;

* enable them to transact; and

» optimize their own operations and ecosystem iteratively.

Launching a multisided platform requires a lot of energy in the same way
as launching a rocket into space does. You need to recruit at least two side
of the market, and run development and marketing for each side. In a way
igniting a platform is not different from launching two companies at the same
time. You also need to scale your user base in order to reach a critical ma
on both sides of your platform, a challenging hurdle that doesn’t exist for
traditional businesses. On the plus side, once the rocket has reached a criti
mass, it requires less ‘power’ to propel itself. It has reached ‘escape veloci
and is subject to less ‘gravity’ thanks to network effects.

Figure 5.4 presents the rocket model and associated functional stages.

Figure 5.4 The rocket model
Source: Launchworks
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Attract

This building block encompasses the characteristics, features and processe:
which a platform is able to attract producers and users. In managemer
literature, it is also referred to as the ‘ma@oethe ‘catalysf The functions
performed at the attraction stage evolve over the life cycle of a platform anc
need to be reviewed on a regular basis. At launch, the attract functien is pri
marily focused on acquiring and hooking new customers, but as the platforn
matures, retention starts to play a bigger part. While ultimately what will attract
users and producers on the platform are opportunities to transact with one
another, the design of the value proposition for each side is a critical driver o
attraction. Since platform businesses are subject to network effects, attractil
a critical mass of platform participants, on both sides of the platform, is key tt
its long-term success. We will review a number of attraction strategies availab
at ignition in Chapter 8.

The attraction — and subsequent management — of a community of user
and producers on a platform (or buyers and sellers in the case of a marketpla
is quite different from the acquisition of clients in a traditional business. In
fact, some of the thinking that traditional rms apply to the recruitment,
management and motivation of their own employees is relevant to plat
form participants since they also contribute to the value delivered by the
platform. Consumers will provide valuable feedback and ratings while
producers will ultimately be key to the experience enabled by the platform
since they will be providing their at, their car, their content, etc. through
the platform. Therefore, identifying high-potential users and producers,
training them, incentivizing them and retaining them, or even ‘terminating
them’ — terms typically used more for employees than clients — is a key pat
of the platform attract function. We discuss the different priorities for the
attract function across the various stages of platform development, from desic
to maturity, in Chapters 7-9.

Match

In order for both sides to interact, they need to be introduced rst. For Airbnb,
that involves presenting guests with the right properties in the right locations
at the right time; for Upwork, a global talent platform, it's matching com-
panies with a speci ¢ assignment with available freelancers who have the rigt
skill set.

The quality of the matching is critical to the success of the platform. While
early adopters may be more interested by the concept and availability ©
relevant platform participants, matching becomes increasingly important a
the platform scales. In a world of abundance, the ability to Iter and present
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customers with the right choices creates value. For matching to be effectivi
for participants, results must meet participant needs (relevance), be timely al
present the right amount of information or depth. The latter means that the
matching function should be optimized to return enough search results for
the user to nd a relevant match but not so many as to overwhelm the user
with too much information.

The matching function can also play a key role in helping the platform
maximize positive network effects. For example, Amazon Marketplace
prioritizes product search results on best price but the search algorithn
de-prioritizes merchants with poor feedback. This ensures that consumers a
less likely to buy from merchants that provide bad customer experiences, an
ultimately leave the platform.

There are different ways to match participants. Matching can be done
through a search function with selected parameters for product marketplace
such as eBay or Amazon. For service platforms, a speci c graphic interfac
tailored to the focus of the platform (e.g. geo-localized maps for Airbnb)
is often used. Sometimes, the matching function uses the information tha
both sides of the market have provided to the platform, such as pictures an
description on a dating site.

The complexity of the matching function depends on a number of factors.
Horizontal platforms, with a wide range of products and services, usually
require stronger search or matching functions than vertical ones that are mor
specialized. In some cases, however, the matching function is almost implie
rather than explicit. This is often the case with payment networks (i.e.
merchants are not actively matched with cardholders, although ‘Amex accepte
here’ signs may help)The matching function can also be a mix of search
and self-selection.

Ideally, the matching function is con gured to provide tpimalevel of
choice required for a successful transaction. Some economists assume t
maximizing choices is always a good thing, yet we nd that this is not always
the case and can in fact result in reduced transaétiimeling the right
balance between too many choices, which would confuse buyers, and no
enough options, which would drive buyers away, is not an easy task. A curatec
prioritized, relevant and timely selection maximizing the likelihood of
transactions occurring is therefore the nirvana of platforms. This ideal matchin
will differ from one user to another, and therefore needs to be personalized

Connect

Often, platform participants need to exchange additional information with
their counterparty before moving on to the transaction stage. With dating
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platforms, the matching function may be based on a range of criteria provide
by the platform, such as age, gender and location, but additional informatior
about occupation, tastes, interests, where to meet up, etc. is also helpful t
the dating process. It is the same with eBay when buyers ask speci ¢ questiol
to sellers before making an acquisition (Has the car been involved in an
accidents?). This platform function also increases the trust of the parties al
reduces the ‘asymmetry of informatiérthat may get in the way of the
transaction.

The connect stage will also depend upon how much information has been
shared with the participants prior to the matching stage. If all the relevant
information is already available and the nature of the transaction is such th:
there is little uncertainty as to the outcome (e.g. a basic undifferentiatec
product or service), then the connect stage can even be skipped altogethe
(although the platform may want to ensure it has the capabilities to enable i
should participants need it for other types of transactions).

Platforms have to make sure their connect function minimizes the risk of
‘leakages’, that is to say of clients deciding to transact outside the platfor
after having been connected through the platform. In a way, many platforms
face a self-imposed competitive constraint: if they do not add enough value
they will be bypassed and unable to recapture the value they created i
matching and connecting people. In some unusually high-value/one-off
purchase categories (e.g. cars, oorboards, etc.), marketplaces often suffer fr
signi cant ‘leakage’, with a very high percentage of transadtibiasedout
not completed on the platform. We will look at price-based mitigation
strategies in Chapter 11.

Transact

Platforms enable a wide range of interactions among their ecosystem partic
pants. In many cases, it is information, rather than money, that is exchange
with the platform and its participants. Think, for example, of a like on
Facebook, a vote on Reddit, a rating on eBay or a comment on TripAdvisor.
The fact that no money changes hands during these interactions doesn’t mes
that they are not very valuable for the platfdfm.

Out of all the interactions participants have with the platform, some really
crystallize the raison dtrthe platform. We call these core transactions.
Examples include a sale on eBay, a successful hire with LinkedIn, a date wil
Match.com or a click on a Google sponsored ad. These core transactions a
supported by other interactions that enable the overall value proposition.

The platform should be optimized to maximize the number of core
transactions and supporting interactions. It is important to note that both
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interactions and core transactions need to be considered from the point of viey
of each platform participant since they may be different for users, producer:
the platform owner, the advertisers, etc. Ultimately, the value of a platform
business will be driven by its ability to both maximize the total number of value-
adding interactions and core transactions and to capture a share of this val
through direct or indirect monetization. The platform design phase taking place
before launch should be approached with this objective in mind.

Value capture at the platform level may not be directly aligned with
interactions creating the most value between participants. There is direc
alignment for eBay, which takes a commission on the value of each-succes
ful sale (a core transaction). However, dating sites rarely charge you whe
you go on a date, as the core transaction for participants is dif cult for the
platform to monitor. So dating platforms nd ways to charge for other
interactions that lead to dates (including membership fee, a fee per messa
for communicating with your matches or a fee to appear on top of searches)
While pricing is often discussed as part of the transactsitaigea broad
topic closely related to the overall governance of the platform and is covere
in Chapter 11.

Optimize

This last optimization stage is iterative and represents an absolutely critic
process for continuous enhancement of the platform. Given the dynamic
nature of platform businesses, this data-driven function allows platform busi
nesses to nd the right balance between the two sides of the market and tc
optimize all the matching, connecting and transacting functions of the
platform. Google’s search algorithm is constantly optimized with several A/B
test§* a day to ensure the best and most relevant search results are provide
In fact, many platforms see their early development as a portfolio of experi
ments and hypotheses that need to be tested.

When a bottleneck forms at one of the stages of value creation, manage
ment’s attention can almost immediately focus on the issue. While traditio
nal marketplaces such as estate agents are types of platforms that have ex
of ine for centuries, we note the technology that enables advanced use o
near real-time analytics on customer data has only been available relative
recently.

Online platforms almost always capture, store and analyse vast amounts
data so hypotheses can be formed and tested. As such, data can be consid
an ‘input of production’, as well as a ‘strategic asset’ and even a tradable goc
Platforms increasingly use unique performance indicators and dashboards
track their progress. Selected platform success metrics can be mapped ol
the rocket framework to provide a holistic way of monitoring performance
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and identifying bottlenecks. These metrics can apply to stages of the rocke
but also to the wider ecosystem of producers, users and partners.

The concept of ‘big data’ is part of the organizational DNA of most online
platforms, and continuous monitoring of potential bottlenecks can unlock
growth in near real time. Many platforms are so adept at these types of analyti
that they are now applying these tools across their businesses to generate n
management insights. Google regularly generates insights into questions su
as ‘What makes a successful team?’ or ‘What is the most ef cient recruitmer
process?’ through the use of analytics. We discuss the implication of data use
by platforms across their life stages in more detail in Chapters 7-10.

Platform enablers

A platform is supported by key enablers across all the stages of the rock
model. We typically refer to governance, trust and brand as strategic enablel
and to IT infrastructure, user interface and payment systems as key enable

Strategic enablers

Governancethe set of rules, norms and policies that the platform adheres tc
in order to build its ecosystem. Platform governance principles deal with
guestions such as: Who is allowed on the platform? What behaviours ar
rewarded? How are disputes between platform participants handled?

Trustis what makes people believe that the platform participants they engag
with are reliable, credible and honest. It's a set of principles, rules, lters,
processes and tools enabling participants to interact and transact in a safe el
ronment. High trust encourages interactions and core transactions by reducin
the asymmetry of information between participants. Without trust, many
platforms would struggle to gain any scale. It is thanks to the trustiguild
features of social media that many people started to be comfortable with th
idea of having a ‘stranger’ rent their at (Airbnb) or use their car (Turo) while
they are away.

Brands also a key enabler that works in tandem with trust. The brand building
for platforms is a slightly trickier exercise than for other business models, sinc
much of the experience is directly in uenced by other platform participants.

Platforms therefore need to internalize the needs and wants of their
communities and capture this in key brand attributes. Platforms such a
Airbnb are taking this brand management process, in which platform
participants co-create the overall experience, very seriously and use it as
way of differentiating themselvés.
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In fact, governance, trust and brand are strategic enablers so important f
platforms that they deserve their own chapter (Chapter 12).

Other key enablers

IT infrastructure a key component of successful platform businesses. We us
the term generically to capture the systems and software resources requir
to power platform businesses. This includes software stacks, databases, ser
apps, code, application programming interfaces (APIs), cloud access etc. The
IT capabilities end up powering the platform and supporting key functions
of the rocket. IT capabilities can also be leveraged for platforms to excel &
some key functions such as matching. As Mike Curtis, Airbnb VP of-engin
eering, recently declared, ‘Everything that we do in engineering is about
creating great matches between people’. In fact, more than 70% of Airbnk
IT resources are reported to be focused on analytics and machine learnin:
compared to only 30% for the Web-facing part of the busthess.

User experienBeme platforms, such as Facebook, have an online-only usel
experience (including mobile), while others have a mix of online and of ine
experience, such as Airbnb or Uber. Online, the user experience is made ©
user journeys and touchpoints with the platform and participants. But unlike
linear businesses, which have control on the user experience end to end, a b
part of the platform user experience, online and/or of ine, is in fact delivered
by participants themselves. Platforms have little control but cathel@ss

in uence positive outcomes over negative ones. Anyone can list their home
on Airbnb, but Airbnb has the capacity to prioritize hosts with the highest
feedback in search results. This way of operating is a signi cant departure frot
the ‘value chain’ model of traditional rms, where end-to-end control of the
product is often taken for granted. A good way for platforms to improve the
user experience is often to increase their scale to bene t from network effect:
and offer choice and liquidity to both users and producers.

Paymentze often key to the platform function and a critical step to enabling its
core transactions. The design of a ‘frictionless’ payment experiencdasehere
critical to the overall success of many platform businesses. Increasingly, solutic
tailored to the needs of platforms, such as Mangopay or Stripe Connect, offe
convenient ways of enabling global and secure payment capabilities.

Together, these enabling activities play a critical role in the success of th
platform.
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Strengths and weaknesses of platform business models

We have talked a lot so far about the success of platforms and described so
of their unique features, but it would be wrong to think that platforms are
superior business models in their own right. In fact, it is very important to
recognize that each business model has strengths and weaknesses. Traditi
business models are often better suited to serving speci ¢ groups of consume
thanks to an enhanced control of the value chain, as well as the ability tc
curate a product selection (or even bundle complementary products) in way:
that platform businesses can’t manage as ef ciently. Traditional business mod
also enable complete control of the customer experience from end to end
something platform models cannot deliver.

Conversely, platform businesses provide a unique opportunity to manag
cost effectively and provide a long tail of products or services. They enabl
market discovery of successful producers. They can also scale rapidly on
critical mass has been reached by connecting large groups and eommul
ities of ‘platform participants’. This is, however, often achieved at the cost of
relatively complex managent and governance decisions, trade-offs and
arbitrages compared to other more traditional business rffodels.

eBay did not tightly control the various product categories that initially
developed on its platfortfi,although it did orient its investments towards
speci ¢ categories over tiffeo stimulate and shape its growth trajectory.
This was largely based on trial and error at the beginning, but eBay learne
how to kick off the development of some categories, raise awareness in releva

Table 5.1Economic strengths and weaknesses of selected business models

Platform Retailer/ Input/Output
Reseller Business
Connects several groups of customers () O O
Market discovery ¢ O @)
Control of value chain @) o o
Control of customer experience O o o
Supports long tail inventory o D) O
Potential for Hyper growth o O D)
Management complexity o O D)
Examples eBay Tesco Honda

Note: In this illustrative table, a full circle means that the business has the stated characteristic, while an
empty circle means the opposite.

Source: Adapted from Hagiu, A and Wright, J (2013) Marketplace or Reseller?, Launchworks analysis
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communities, create a critical mass of platform participants and then mov
on to another relevant and complementary category for the platform. In some
ways, eBay followed the ‘bowling pin’ strategy that we will develop further
when focusing on platform ignition in Chapter 8.

Table 5.1 illustrates the strengths and weaknesses of the generic busin
models we previously discussed. As you can see, the different business moc
we discussed appear to be complementary on a number of dimensions, rath
than substitutes. This is one of the powerful insights of companies such ¢
Apple, Google or Amazon, who have been able to mix business models tc
develop their platform-powered ecosystems. This is the topic of the next
chapter.

Notes

1 See, for example, the ‘Pipes vs Platform’ article in the OctoberVZb&@magazine
penned by Sangeet Paul Choudary, www.wired.com/insights/2013/10/why-business-
models-fail-pipes-vs-platforms/

2 M. E. Porter, Competitive Strategy: Techniques for Analyzing Industries andN@ampetitor:
York: Free Press, 1980.

3 M. E. Porter, Competitive Advantage: Creating and Sustaining Superior Revformance
York: Free Press, 1985.

4 See A. Osterwalder and Y. Pigneur, Business Model Generation: A Handbook for Vision
Game Changers, and Challengers, self-published, 2010.

5 Airbnb website, www.airbnb.com/help/article/384/what-are-the-service-fees.

6 It is worth noting that variants of the business canvas have been proposed to bette
match the requirements of different types of businesses, including multisided ones. Se
for example, the Platform Design Toolkit (www.platformdesigntoolkit.com) from Simone
Cicero.

7 Sangeet Choudar®latform Power, 2013, http://platformed.info

8 D. Evans and R. Schmalensee, The CatalystBusden, MA: Harvard Business School
Press, 2007.

9 Even this may change as card companies develop new advertising capabilities allowil
card users to be noti ed of merchant promotions of interest based on their previous
purchases, physical location, etc.

10 There is emerging evidence that consumers can indeed be overwhelmed by choice. Se
B. Schwartz, The Paradox of Choice: Why More Is Less, New York: Harper Perenni
2004.

11 One side, the seller, knows everything about their products, while the buyer knows
little. For the transaction to occur, the platform needs to facilitate this exchange of
information by enabling both parties to communicate. Rating and reputation systems
such as eBay's star system have been designed to increase the trust of potential buy
by enhancing the information to the buyer (previous buyer reviews). Trust building is
discussed in more detail in Chapter 12.

12 A like on a Facebook company page was reported as being worth $173, for example
While the exact number is likely to be highly dependent upon one’s own business, it
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is clear that platform interactions have value not only for the community, but also
advertisers. See, for example, www.wired.com/insights/2013/07/is-a-facebook-like-
worth-174-probably-not/.

Charging sellers a sales commission fee (eBay) or members a subscription fee (Match.c
can be seen as core transactions. This is because signi cant value is exchanged betw
eBay and sellers in the rst example, and Match.com and members in the second one
A/B testing is jargon for a randomized experiment with two variants, A and B, which
are the control and treatment in the controlled experiment, for example by sending two
slightly different promotional emails while tracking responses in order to quickly select
the best of the two before iterating further. See R. Kohavi and R. Longbotham, ‘Online
Controlled Experiments and A/B Test&hcyclopedia of Machine Learning and Data Mining
pp. 1-8, 13 May 2016, for a discussion on best practices.

See the Airbnb rebranding exercise case study at www.wearedesignstudio.com/works
airbnb-process/.

Timothy Prickett Morgan, ‘Airbnb Shares the Keys to Its Infrastrucilegt, Platform,

10 September 2015, www.nextplatform.com/2015/09/10/airbnb-shares-the-keys-to-
its-infrastructure/.

See A. Hagiu and J. Wright, ‘Marketplace or Reseller’, Harvard Business School Working
Paper 13-092, 2013, for a discussion about the strengths and weaknesses of platformr
Pierre Omidyar, founder of eBay, reported that the very rst item that sold on the
platform was a broken laser pointer priced at $14.83. Astonished, he contacted the
winning bidder to check, just to be told by the buyer that he was ‘a collector of broken
laser pointers’. If evidence were needed, this strongly suggests that platforms do nc
tightly control their value chain.

eBay started with collectibles in 1995, before moving on to computers, books, movies
and consumer electronics in 1997, and to cars, clothing and motors in 1999. These
waves were both driven by users trying to list new products and by eBay’s managemer
trying to make it easier for people to deal with various product categories.



Chapter 6

Platform-powered ecosystems

As mentioned earlier, platform business models can be associated and combir
with other business models. The aim is to ensure that the ‘whole’ is worth
more than the ‘sum of its parts’, and that the resulting platform-powered
ecosystem becomes stronger. In this chapter, we explore how business mod
can complement each other to reinforce value propositions by presenting high
level case studies on Amazon, Apple and Google.

Amazon’s ecosystem

Today, Amazon is the largest e-commerce retailer in the US, as well as th
world’s largest provider of cloud computing senAdes:. the past 10 years,
Amazon’s growth rate has exceeded?2@r after year, recently surpassing
Walmart in market capitalizatiStomebody who bought $1,000 of Amazon
stocks when it oated in May 1997 would now have approximately $552,700,
equivalent to a yearly return of 38.6%.

A bit of history

Jeff Bezos founded Amazon in 1994 as an online bookstore. So Amazon start
as a traditional business model but online. The business expanded rapidly fro
books to new categories such as CDs, DVDs, electronics, etc. and oatec
three years later. In 1999, Amazon launched a separate Web auctions site
compete with eBay’s fast-growing marketplace. It failed to ignite because
Amazon customers were buyers who were mainly convenience-motivated.
A second attempt, zShops, was based on xed-price immediate buying bu
third-party sellers were in separate parts of the store, which gave buyers
disjointed customer experience. In 2000, Amazon was a third time lucky when
zShops was merged with the Amazon site and repositioned as Amazo
Marketplace. Deciding to let third-party sellers compete with the retail
business was a very controversial decision internally. Jeff Bezos recalls:
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So our buyers were extremely concerned — and rightly. They were saying.
‘Let me just make sure | understand this. | might get stuck with inventory

of 10,000 units of this camera that | just loaded up on, and you're going
to let just anybody come in and take Amazon traf c on what is our primary

retail real estate, which is the detail page, and I'm going to lose the buy
box to this other person because they have a lower price than me?’ Anc
we said, ‘Yeah, we are.’

After dif cult discussions, Jeff Bezos eventually took the bet to focus on what
was best for customers, and opened its original distribution business on tt
producer side. As a result, a single search now returns results from both Amaz
itself and the marketplace merchants. Since then, the e-commerce business |
continued to expand to 15 countries in categories from clothes, furniture, toys
and jewellery to fresh groceries (Amazon Fresh) and daily deal products ar
services (Amazon Local). Goods worth over $225 billion were sold in 2015
alone, with Amazon Marketplace representing in excess of 50% bf sales.

Since 2005, online merchants trading on Amazon have bene ted from
Ful Iment by Amazon (FBA), a service where Amazon stores, picks, packs
and ships products on behalf of sellers. Amazon also launched Amazon Prir
the same year, a membership service offering buyers free and fast delive
Both FBA and Prime are traditional product lines leveraging Amazon’s
excellent logistics capabilities. They have been instrumental in supporting th
e-commerce business.

Amazon also branched out early on into services supporting digital busi
nesses with Amazon Web Services (AWS), a cloud computing service launche
in 2006. AWS is now the largest cloud service in the world and generated
$12.2 billion in 2016.

Amazon’s rst foray into consumer electronics started with the Kindle in
2007, supported by Fire OS, an Android based operating system. Building
on the success of Kindle e-book readers, Amazon later launched the Fir
Tablet, Fire Phone, Fire TV Stick, and more recently Amazon Echo. Amazon
also launched the Amazon Appstore for Android devices, as well as a Mg
download store with games and software for Apple computers.

In 2010, Amazon entered the entertainment and content industry with
Amazon Studios, a studio that develops television shows, movies and comi
from online submissions and crowdsourced feedback, and Amazon Instat
Video, an Internet video on-demand service. Amazon also purchased Twitch.t\
in 2014, a live streaming video platform and community for gamers. Twitch
attracts more than 100 million visitors per month and 1.5 million broadcasters.

The Amazon timeline (see Figure 6.1) summarizes some of the key
milestones in the development of Amazon’s main lines of business. Over th
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