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25   NETWORK EFFECTS 

 “Some things have to be believed to be seen.”  

Ralph Hodgson 

Wikipedia defines network effect as “the effect that one 

user of a good or service has on the value of that 

product to other people.”  With the rapid growth of 

the internet since the early 1990s, and the leap in 

mobile connectivity more recently, the world is 

unquestionably a much larger network today than it 

was just a few years back.  It is impossible to predict 

precisely what this will mean, but we can still 

recognize that tremendous value is likely to be 

unleashed as networks continue to expand.   

In The Rise and Fall of American Growth:  The US 
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Standard of Living since the Civil War, Robert Gordon 

profiles the impressive impact that great inventions 

like the automobile and the air conditioner had on US 

productivity and quality of life, before concluding 

that the internet has not, and will not, match those 

prior leaps in our standard of living.1  The Economist 

gave the book a mixed review in the January 9, 2016 

print edition, where they stated that Gordon “goes 

too far in downplaying the current I.T. revolution.” 

 Indeed, the terms network effect, crowd sourcing, and 

mobile connectivity don’t even show up in the 762-page 

book, and neither does the recognition that the most 

valuable companies in the world are already network 

businesses. 

One of the early hints that network effects were 

special was offered in 1980 by Robert Metcalfe, the 

inventor of the Ethernet, who observed in a technical 

presentation that the value of a telephone network 

grows nonlinearly as the number of subscribers to the 

network increases.  The concept was popularized in 

the 1990s by George Gilder, publisher of a prominent 

dot-com-era newsletter that used to cite Metcalfe’s 

Law when justifying the practice of attributing 

market value to cable miles and eyeballs.   

While it may have been overused in the tech bubble, 

Metcalfe’s Law has indeed survived the test of time as 

a valid rule of thumb for the evolving digital 

economy, with important implications to investors, 

corporate leaders, and policy makers.  The internet is 
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enabling a vast collection of rapidly-growing social 

and e-commerce networks for which the best 

investments might not be an obvious pick, but with a 

scale and scope that is certainly unprecedented.  

What Metcalfe’s Law implies is that, contrary to 

Robert Gordon’s assessment, tremendous value is 

being created by the growth of the internet, even if it 

has yet to be captured by the aggregate economic 

numbers.           

The book Platform Revolution, which was published in 

March 2016, postulates that networks are indeed 

transforming the economy.2  It explains how 

traditional, and presumably outdated, business 

models are reminiscent of pipelines, with a single line 

connecting input and output, while network 

businesses can have unlimited nodes and connections 

sprawling in all directions.  The authors contend that 

the rules of strategy developed for pipeline 

businesses will no longer work in the network 

economy.  Markets lacking niche specialization are 

particularly susceptible to disruption, while those 

that are regulated, or have high failure costs, are less 

vulnerable.       

In a 2014 tweet, Aaron Levie, the 30-year old founder 

of Box, a cloud computing company that was started 

in 2005, wrote:  “Sizing the market for a disruptor 

based on an incumbents market is like sizing the car 

industry off of how many horses there were in 1910.”  

Indeed, because our minds are anchored to what we 
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know, history is filled with examples of radical 

misjudgments regarding the future size of new 

markets.  In a brilliant 2014 article titled How to Miss 

by a Mile:  An Alternative Look at Uber’s Market Size, 

venture capitalist Bill Gurley provides an example 

from 36 years ago to warn against predictions that are 

anchored in the past.  “In 1980, McKinsey & 

Company was commissioned by AT&T (whose Bell 

Labs had invented telephony) to forecast cell phone 

penetration in the U.S. by 2000.  The consultant’s 

prediction, 900,000 subscribers, was less than 1% of 

the actual figure, 109 million.  Based on this 

legendary mistake, AT&T decided there was not 

much future to these toys.  A decade later, to rejoin 

the cellular market, AT&T had to acquire McCaw 

Cellular for $12.6 billion.  By 2011, the number of 

subscribers worldwide had surpassed 5 billion and 

cellular communication had become an 

unprecedented technology revolution.”   

To be sure, the explosive growth in the value of 

networks has not been easy to fathom or detect.  

Alibaba, for instance, which didn’t exist until 1999, 

these days handles over 80% of the e-commerce 

transactions in China, and was valued at over $230 

billion upon coming public in September of 2014.  It 

was the largest IPO in history, but some optimists are 

speculating that Uber, which started in 2009 and was 

valued at $62.5 billion in a subsequent capital raise, 

will smash that record when it eventually comes 

public.  What both companies have in common is that 
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they are pure networks disrupting traditional 

industries, and as Metcalfe’s Law would have 

predicted, their value is expanding exponentially as 

they grow.   

In closing, Metcalfe’s Law implies that the impact 

from the recent explosion in connectivity will not be 

small.  However, because we cannot predict future 

innovations, their future contributions to aggregate 

productivity and quality of life are also unknown.  

What we do know is that the internet continues to 

change our daily lives, as well as the way companies 

compete.  We also know that the laws of supply and 

demand, and the cornerstones of value, will continue 

to apply.  This is why we favor more established 

businesses with outstanding management, secular 

growth opportunities, and improving returns on 

capital, over startup concepts with aggressive growth 

targets.  This is also the arena where even a more 

modest, yet still significant, benefit of Metcalfe’s Law 

is likely to go unnoticed.    
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