


[image: image]





PRAISE FOR ONLINE GRAVITY


‘Extraordinary insight into how the digital revolution is changing our lives forever.’


—Dr Terry Percival AM, FTSE, co-inventor of Wi-Fi


‘A much needed cosmology of the internet, an articulation of the dynamics currently transforming our social architecture. McCarthy has made a major contribution on this vital topic – a powerful theory about the implications of the most profound transformation humanity has yet experienced.’


—Daniel Barton, Digital Strategy Director, Creata


‘Timely insight for those navigating a path through digital disruption and looking for new ways to be successful.’


—Robyn Elliott, media industry CIO


‘If you want to find out what the future holds, read this book.’


—Ross Taylor AC, Emeritus Professor, Australian National University


‘The growth of high speed internet connectivity across the globe is changing the game for people and businesses. The gravitational pull of “winning businesses” is staggeringly powerful. Paul’s observation of these forces provides a simple framework for how we can understand the maelstrom of disruption that is occurring around most businesses today, no matter where you operate or how big you are.’


—Rob Wong, CEO, AIMIA


‘A fascinating insight into what makes a success of internet giants; companies and ideas that we would not have imagined even just a few years ago. Novel and thought provoking.’


—Professor Maurice Pagnucco, Head of Computer Science and Engineering, University of New South Wales




About the author


Professor Paul X. McCarthy is a leading online-business expert and technology entrepreneur who grew up learning how to pull apart and program home computers that stored their information on regular music cassette tapes as a series of screeching sounds. At university, in between studying sculpture, physics and economics, he enjoyed listening to lots of screeching guitar bands. By this time, computers were screeching down the telephone at one another and the internet revolution had begun in earnest.


After university, McCarthy worked at IBM to help establish an award-winning digital-services unit, and he began to see how all this worldwide screeching was combining to create its own resonance. McCarthy names this new set of unseen economic forces ‘Online Gravity’, and he explains how we can use it to our advantage.


McCarthy is co-founder and CEO of MBA Analytics, a specialist global talent discovery service, and an adjunct professor at the University of New South Wales, home of Australia’s leading school of computer science and engineering. He is an author, speaker and global-strategy consultant.





[image: image]





First published in Great Britain by Simon & Schuster UK Ltd, 2015


A CBS COMPANY


Copyright © 2015 by Paul X. McCarthy


This book is copyright under the Berne Convention.


No reproduction without permission.


All rights reserved.


The right of Paul X. McCarthy to be identified as the author of this work has been asserted by him in accordance with sections 77 and 78 of the Copyright, Designs and Patents Act, 1988.


Simon & Schuster UK Ltd


1st Floor


222 Gray’s Inn Road


London WC1X 8HB


www.simonandschuster.co.uk


Simon & Schuster Australia, Sydney


Simon & Schuster India, New Delhi


The author and publishers have made all reasonable efforts to contact copyright-holders for permission, and apologise for any omissions or errors in the form of credits given.


Corrections may be made to future printings.


A CIP catalogue record for this book is available from the British Library


Trade paperback ISBN: 978-1-47114-085-3


Ebook ISBN: 978-1-47114-087-7


Cover design: Chistabella Designs


Cover image: pixelparticle/Shutterstock


Typeset by Midland Typesetters, Australia


Printed and bound by CPI Group (UK) Ltd, Croydon, CR0 4YY


Simon & Schuster UK Ltd are committed to sourcing paper that is made from wood grown in sustainable forests and supports the Forest Stewardship Council, the leading international forest certification organisation.


Our books displaying the FSC logo are printed on FSC certified paper.




For Nic, Checker and Rennie




CONTENTS


Preface


Introduction: What Is Online Gravity?


The Phenomenon


Why Does Online Gravity Happen?


What Are the Features of Online Gravity?


How Does Online Gravity Function?


The Life Stages of Online Gravity


Counterexamples and Exceptions


The Laws


Law 1: Online Gravity Is Naturally Global


Law 2: Online Gravity Loves Big Winners


Law 3: Online Gravity Applies to Intangible Goods


Law 4: Online Gravity Accelerates Everything


Law 5: Online Gravity Is Revealed Through Data


Law 6: Online Gravity Is Networked Not Tribal


Law 7: Online Gravity Loves Renaissance Talent


The Future


Work and Money in the Online Age


Strategies for Small Business Owners and Company Executives


Society: A Tale of Two Cities


Superpowers and Renaissance 2.0


Acknowledgements


Notes and Select Bibliography


Index




PREFACE


Ka-boom! Scientists believe that our moon is the result of a cataclysmic collision between a prehistoric planet the size of Mars called Theia and a young Planet Earth. This planetary car crash some four billion years ago led to fragments of the Earth and Theia splintering off into space, which later recombined to form today’s Moon. If you look at a globe or map of the world, have you ever noticed how there’s a huge hole in the middle? The deep Pacific Ocean, lined with its rim of volcanoes on either side, is the Earth trying to ‘heal’ itself from this ancient punch-up.


But why did the planetary fragments join together? Why does the Moon continue to orbit the Earth without flying off into space? Why does our solar system have one sun and only eight planets, rather than hundreds or even thousands? The answer is the invisible, almost magical, force of gravity.


It is this physical force that gave me the central idea for this book. In 2013, when reading an amazing book by family friend Professor Ross Taylor about how our solar system was formed, I was also juggling questions I’d been pondering for 20 years in my private research about what works online and what doesn’t. Why do some enterprises, such as Google, Facebook and LinkedIn, meet with spectacular success while their once-dominant competitors, such as AltaVista, Myspace and Spoke, struggle for survival?


It is clear to me, and to many other people who work in technology, that the web operates via a set of rules that tends to favour certain outcomes. And then it dawned on me: it’s like gravity! Both the physical and the online worlds are shaped by laws that favour the creation of planet-like superstructures with lots of space in between. Just as we have physical gravity, we have Online Gravity.


As traditional industries – such as media, travel, photography and music – are steadily consumed and transformed by what I call ‘gravity giants’, more and more of the world is coming under the spell of Online Gravity, and new ‘planets’ are added to the system. Examples include Planet Search (Google), Planet Buy and Sell (eBay), Planet Reference (Wikipedia), Planet Social Media (Facebook), Planet Customer-Relationship Management (Salesforce) and Planet Retail (Amazon).


This book summarises my two decades of research into this phenomenon. It provides distinctive and original insights into the new set of rules that are reshaping the worlds of business, education, health and work. Using clear and simple examples, it explains how you can use these insights to harness the unseen forces of the web, in order to improve your wealth, your health and even your children’s education.


Like all writers, I’m indebted to the great theorists who have informed my thinking, and along the way I’ll introduce you to their amazing work. But this book draws most heavily upon my own experience as a technology executive, entrepreneur and investor. For nearly a decade in the 1990s, I worked at IBM, where I helped lead the company’s early efforts to capitalise on the power of the web and uncover what it was beginning to mean for its clients in banking, entertainment and health.


In 1995, I visited a company in Los Angeles called Digital Domain, in which IBM had made a large investment. Digital Domain is one of the world’s leading digital-animation and visual-effects companies for film and TV. I met with its founding CEO, Scott Ross, to create a joint venture in Australia ahead of the soon-to-be launched Fox Studios in Sydney, and I remember being struck by how interested he was in the work we were doing on the web and how uninterested he was in our plans around movies! How right he was.


In the late 1990s, I left IBM to lead a venture-capital-funded tech start-up that I co-founded with a schoolfriend. Our flagship product was EquityCafé – a pioneering social-media service for over 30,000 stock-market investors. The helm of your own start-up is a great place to learn things that you tend not to forget. It’s the closest thing to being on stage in a live production, but 24/7. And many of the lessons from EquityCafé have been baked into the concept of Online Gravity. When you build and run a large-scale online service with tens of thousands of individual customers, you get to see behind the scenes of what works and what doesn’t, how people behave online and what they really love.


After selling my interest in this start-up, I worked in Sydney as an adviser and consultant to the New South Wales Government. This allowed me to see the widespread changes that the web was effecting in public services such as education, health and the arts. For example, state-owned galleries, libraries and museums were being completely reinvented and transformed in the light of Online Gravity.


As part of my research in the past five years, I have worked in the technology research sector with three of Australia’s top science and technology research organisations: the Commonwealth Scientific and Industrial Research Organisation (CSIRO), National Information and Communications Technology Australia (NICTA), and the Securities Industry Research Centre of Asia-Pacific (SIRCA). From these experiences, I’ve learnt about how some new technologies that will be central to the web over the next decade, such as mobile broadband, machine learning and big data, are contributing to the dynamics of Online Gravity.


I have also studied in detail many of the world’s foremost web-borne companies, including Google, Amazon and Atlassian, and how they are using the net in new and fascinating ways, including as a tool to predict and respond to future customer demand, as a platform to create spin-off enterprises and as a low-cost direct-distribution channel to market.


Fortunately for us, I’ve discovered that Online Gravity follows a series of clear and easily grasped laws that can lead to interesting and sometimes surprising results. By understanding these laws, we can better position ourselves, our businesses and our families to take advantage of the seismic shifts being brought about in employment and education, and tune the awesome power of the web to our advantage.


Many of the smartest people, companies and investors already understand the principles of Online Gravity, and they are putting this understanding into practice. They have front-row seats at the unfolding of a new era of global change. My hope for this book is that it puts you, the reader, in a similarly privileged position.


While the web has been around for over two decades, only in the past few years is it realising its full potential, owing to two main things. First, most people in the Western world are now online. Second, the system that connects us is always on, always with us (via mobile broadband) and operates a hundred times faster than it did a decade ago. Once everyone has a very high-speed internet connection, different things become possible. Online video, which requires a high-speed connection to upload the large files and for smooth replay in real-time, was only available to a few people a decade ago. Now most people have one, YouTube starts to make a lot more sense; and look at its meteoric rise over the past five years – it is absolutely remarkable. So too do video calls through services such as Skype.


And right now a whole army of person-to-person, video-based services is emerging online that would not have worked five years ago, such as a coaching service for Chinese students wanting to get into top-tier international universities (ChaseFuture), apps that enable you to visit your family doctor online (Doctor on Demand), and websites that match start-ups with computer programmers anywhere in the world to work in teams across the internet via video (AirPair).


All these new online services offer incredible benefits, but many of us are concerned that technology and the web are moving too quickly to keep up with. We all worry about change, and the global changes being brought about by the unseen forces of Online Gravity are profound. Do you know someone who has lost his or her job in the last five years working in IT, media, finance or retail? These industries and many others are already feeling the pinch. Online Gravity is unstoppable and its reach continues to grow. Over the next decade, it will dominate the global economy.


What I have written is a guidebook to help you navigate the digital decade ahead. I hope you will find it both useful and entertaining.


Paul X. McCarthy


NB: All monetary amounts in this book are in US dollars unless otherwise stated.




INTRODUCTION


WHAT IS ONLINE GRAVITY?


Online Gravity is an invisible force that is driving the development of the economy in the age of the internet. In the way that gravity is the key force that determines how our solar system was formed and appears today, Online Gravity describes the force that is ruling the formation and behaviour of our online world.


While there are other fundamental forces in our universe, such as magnetic force, gravity is the king of them all when it comes to how the stuff in it is organised and behaves. This is because gravity has infinite range, is always attractive and never repulsive, and can’t be absorbed, transformed or shielded against.


In both the solar system and the online system, larger bodies exert a gravitational pull on smaller ones within their orbit, until all the smaller ones are swallowed up and the larger ones have become planets. In the online world, the planets are the huge market leaders such as Google, Amazon and Alibaba, and the smaller bodies are would-be competitors and their customers. As online companies start to prosper, they begin to develop their own gravitational field, which attracts more and more customers and subscribers to them. The larger their network of users, the stronger their gravitational pull, so their growth rate starts to accelerate. Conversely, competitors in their sector find it increasingly difficult to compete as the largest online company attracts more and more users. And with more users they become more attractive and again to yet more users. Once online companies become ‘giants’ like the planets in our solar system, they ‘own’ the space around them – meaning their industry or sector. They become effectively unassailable in their sector.


We all have an intuitive understanding of how gravity works on Earth. Any of us who enjoy skiing, surfing or snowboarding will have a good grasp of how we can have fun playing with its effects. Roller-coasters at theme parks are thrilling as they temporarily change the experience of Earth’s gravity on our bodies by putting us in freefall.


Online Gravity is like this too. And its effects can also be awesome. Even if you don’t know what it’s called, you probably already have a good understanding of how it works and may even now be using it to your advantage in many ways. As all of us and our world are increasingly connected via the web, none of us can escape Online Gravity’s pull. We can, however, through a better understanding of what it is and how it works, do amazing things.


Online Gravity has created a new economic model that is reshaping business and employment at every turn. In many ways, we are at an early stage, where the online galaxy is still being created. And at this foundation stage, it is Online Gravity that is guiding the process of some start-ups growing to become planet-scale businesses. As the world becomes increasingly and inescapably digital, Online Gravity will affect the way we all live, work and play in the next century.


This book demonstrates what Online Gravity does, how it develops, and how you can harness it to improve your working life, wealth and health in an increasingly digitised world. It will help you to:




•   distinguish between the next Google and the next AltaVista;


•   learn why there are no ‘dual-planet’ systems like Coca-Cola and Pepsi; Visa and Mastercard or Mercedes-Benz and BMW in cyberspace;


•   understand the seven laws of Online Gravity, and why they produce amazing, game-changing companies with huge global impact worth billions of dollars each in less than a decade;


•   understand simple ways you can run and grow a small business better, using the smartest tricks from the world’s pros of online marketing, such as the amazing custom footwear company Shoes of Prey, run by former Google employees;


•   understand the huge opportunities ahead in intangible goods and see the extraordinary things you can now make and trade online from home for fun and profit, like the web designer who has made more than $1 million in sales from a website template;


•   learn how global jobs can now appear anywhere but at the same time regional headquarters are dying, so you need to understand where the jobs of tomorrow are likely to arise;


•   find out how you can learn new skills online – never before in history has there been a better time to learn new things, with wonderful, often free resources such as the Khan Academy, Coursera and Quora. Everything from how to fix a broken camera yourself to helping your eight-year-old get 100 per cent on every mathematics test is right there waiting for you;


•   find answers to nagging health issues for you and your family by being able to better navigate the vast amount of free information available online about health, nutrition, the latest medical research and home remedies – for example, how to find a simple cure for foot warts using banana peel and electrical tape;


•   create and execute winning innovation strategies for larger organisations based on the success and lessons of the world’s leading innovators, including IBM, General Electric, Google, Amazon, Sony and, of course, Apple. This includes original insights such as IBM’s ‘airlock’ strategy, as well as reflections from prominent thinkers on innovation such as Professor Clayton Christensen;


•   see inside many of today’s leading gravity giants to learn about their distinctive ‘talent signatures’, and the secrets of their surprising and successful hiring strategies. Apple, for example, has seven times the number of liberal-arts graduates on its payroll as does IBM;


•   impress your friends with amazing facts and data, such as if you’re a German speaker in Montana, you are 30 per cent more likely to drink Pepsi, or if you studied at a Montessori school, you’re four times more likely to go on to study computer science at university;


•   get a glimpse into the future of health, money and education online, and into how you can better position yourself for success in the decade ahead.




I’ve divided this book into three parts. The first part looks at the phenomenon of Online Gravity, examining its origins, its various characteristics and its implications. As it takes hold in successive online industries, it goes through the same developmental stages, meaning its results (although not necessarily its winners) are predictable. By understanding the phenomenon, we will be much better positioned to take advantage of it.


The second part devotes a chapter to each of the seven fundamental laws of Online Gravity, going into what they are and how they work in detail. All of these laws combine to make Online Gravity the unstoppable force that it is, and their operation becomes more pronounced in each market sector the further the phenomenon progresses along its life cycle.


And the third part addresses, from various angles, what all of this means for the future. Will Online Gravity bring us a sharing, egalitarian, global society or one characterised by unfairness, segregation and unemployment? How can we and our children find work and prosper in the online era? This part canvasses both the optimistic and pessimistic predictions for the outcomes of the digital economy, and provides practical advice that you can apply to both your private and professional life. I will also take a punt at forecasting the exciting technological developments we are likely to see.


But let’s get started by looking at why Online Gravity happens in the first place.



THE PHENOMENON




WHY DOES ONLINE GRAVITY HAPPEN?


Online Gravity occurs due to three major factors:




•   the increasingly democratic and social nature of knowledge;


•   the digitisation of that knowledge; and


•   the amazing global connectivity of the web.





Good ideas and reliable knowledge are different from many other commodities in our lives. They are not diminished, tarnished or worn out by others using them. And they’re not things that any individual or company can own.


The fundamental nature of knowledge is at the heart of Online Gravity, and the web-powered revolution now under way is enabling more of its true character to be revealed.


We all want to know more. I’ve never heard anyone say ‘I wish I knew less’. Knowledge empowers us to be more effective. And to help others too. And most of us naturally want to share the things we’ve learnt and found useful with others. That’s why I’ve written this book.


Now, a key ingredient in knowledge is information. The two are not the same, of course, but without information – the facts, the data, the good oil about whatever it is you’re focused on – you’re not going to get very far.


Previously, information used to be very expensive. Today, it’s almost free. Let’s say you’re interested in the Transit of Venus, when the planet Venus passes between the Earth and the Sun. This happens in a pattern that repeats itself every 243 years, with pairs of transits relatively close together, at eight-year intervals, followed by long gaps of over a hundred years at a time.


In 1769, it took Captain Cook and his crew of over 90 people 18 months to record this rare event. They had to sail from the United Kingdom to Tahiti, draw what they saw by hand, then return to London to share the drawings with members of the Royal Society, thereby developing the science of the day.


In 2012 – 243 years later – the Transit of Venus was online. Any scientist, or indeed anyone in the world with an internet connection, could observe it as it happened. NASA streamed the event live from its $2 billion astronomy facility on top of Mauna Kea in Hawaii. Midway through, one of the NASA streams had a total of nearly two million views.


Information today is verging on free. Because computers can now capture, store and distribute it on a global scale automatically without any human intervention, the cost of producing many types of information has dropped to almost zero. And while the cost of information has gone down dramatically, its value has not decreased. If anything, it has skyrocketed. With virtually free information coupled with the capacity of the web to transcend physical boundaries, our potential for learning has never been better.


The last time we saw a change of this scale was with Gutenberg’s printing press in the fifteenth century, which underwrote the birth of science, global commerce and the Renaissance.


The web is a realm that more closely resembles the nature of information itself: intangible, replicable and networked. It’s the best medium we have ever created for sharing and distributing ideas. And, most importantly, it’s our best ever vehicle for learning, whether that is learning from history, learning from our social and natural environments or learning from each other.


INCREASING RETURNS


Once Online Gravity starts to take effect in an industry, the nature of the internet ensures that those effects are major. Things that are social (such as reputations and diseases), global (such as financial markets) and digital (such as computer technology) tend towards snowball-style growth. And since the web is all three, many systems online are subject to its laws. In other words, online growth engenders more growth, at an increasing rate, until the market leader grows so large that it dwarfs and subsumes its competitors, becoming a gravity giant (see also ‘Exponential Growth’ in the next chapter).


Some industries, such as news, music and travel, are clearly now part of the fabric of the web itself and very much already under the spell of Online Gravity. Others, including mining, steel making and car making, are still largely ‘offline’ industries and have yet to fall under its spell. For ease and clarity, I’ll call the latter ‘traditional’ industries.


In traditional industries, companies compete against each other for a greater slice of the pie, in terms of the most customers, sales or profits. Many sectors that have been running for more than a hundred years, such as car making or soft drinks, have arrived at a semi-stable state, with a leading company or brand, a number of challengers and a number of niche brands.


Think about any established ‘offline’ consumer market and there’s almost always this same pattern – say, car rental (Hertz, Avis, Alamo), toothpaste (Colgate, Crest, Signal) or German cars (Mercedes-Benz, BMW, VW). In car rental, Avis made a point of the fact that they were the challenger brand with their famous advertising line ‘We try harder’.


In the case of carbonated soft drinks, the global leader is Coca-Cola, the challenger is Pepsi, and the niche brands include Dr Pepper, Jolt Cola, and from Scotland, Irn-Bru. Coke and Pepsi have been duking it out in this market for the best part of a century and, despite billions of dollars at stake and many very bright people’s greatest efforts, their relative market share hasn’t changed that much.


Why is this? These relatively steady states of play are a result of companies acting rationally to maximise their own profits but having a ceiling on how much they can expand in their market. In a world of finite resources, brand preferences and strong competition, there comes a point in most industries where winning that extra customer is more expensive than it is worth, and thus they face what economists call diminishing returns.


Could Coke or Pepsi win more market share from each other? Yes, probably a bit, but at what cost? They could double or triple their already impressive global advertising budgets, but if history is any guide, some people aren’t going to switch no matter what is spent on trying to make them.


There are also a few ‘offline’ markets – such as high-tech and knowledge-intensive ones – where a different kind of economics applies: one of increasing returns. Professor W. Brian Arthur is a distinguished US economist and researcher who has developed this concept at Stanford University and the Santa Fe Institute. I imagine he may well be a candidate for a future Nobel laureate in Economics.


When I read Professor Arthur’s pioneering work in this area written over two decades ago, it resonated with my experiences online. While Arthur’s theories were initially conceived to apply to standards-based industries like consumer electronics (VHS vs Beta), I realised that all markets online are subject to the snowball-like effects of increasing returns. His work has helped me to develop one of the key aspects of Online Gravity: that online returns snowball.


Professor Arthur has been examining increasing returns since the early 1980s and has written over 60 articles and two books on the topic, receiving over 20,000 citations from other scholars. In his most famous related paper, Arthur writes:




by chance gains an early lead in adoption may eventually ‘corner the market’ of potential adopters, with the other technologies becoming locked out.1





According to Arthur, a typical pattern for new markets subject to increasing returns involves:




1.  An initial period of jockeying for position among a number of players.


2.  One player beginning to assert dominance over its market rivals.


3.  Standards being set or de facto standards emerging and gaining market acceptance.


4.  Increasing returns starting to kick in, thus further favouring the leader.





Once momentum is established, more and more customers are drawn to the leading player, making that player increasingly difficult for rivals to challenge. Eventually, the leader goes on to dominate or monopolise that category at the expense of all but the smallest of niche rivals. This is due to a number of factors:




•   Network effects. Many knowledge-based markets enjoy network effects, which means that the more people they can get to join them, the more valuable they become. For example, a telephone network, classifieds market or employment marketplace all grow in value when they grow in participants.


•   High switching costs. Customers invest time to become familiar with one system, and are hesitant to switch and relearn another system without significant new benefits.


•   In earlier work, W. Brian Arthur points to the circular, 12-hour, clockwise clock face as a standard that people learnt. There were many others, including 24-hour and anticlockwise ones, but after the year 1550 the convention was established and other designs were then impossible.


•   Another example is the QWERTY keyboard we are all so familiar with, which was originally designed so that frequently used pairs of letters were not next to each other, thus preventing jams in a typewriter’s clunky mechanics. Ever since computers replaced typewriters, this has not been an issue, so attempts have been made to reinvent the letter layout to one more optimally designed for speed typing. One such is the Dvorak layout. You can buy these keyboards, but they’re still very niche, as nearly the entire world has grown up on QWERTY and relearning is a big job.2


•   Technology lock-in effects. Technology rarely works in isolation, and the integration of specific systems with a broader ecosystem relies on everything being able to connect and work together. This applies to large, complex computer-banking systems but also to home entertainment – where, of course, VHS won out over Beta in the early 1980s and Blu-ray more recently prevailed over HD DVD.





W. Brian Arthur maintains that, in the offline world, increasing returns predominantly occur in ‘knowledge-based’ industries. My perception is that, in the internet-powered global digital economy, all businesses are becoming knowledge-based, as they involve the sharing of rich information in particular formats and standards. Marc Andreessen, co-founder of Netscape, wrote insightfully in The Wall Street Journal about software ‘eating’ traditional industries,3 and he describes how various online businesses have completely annihilated their incumbent offline rivals, such as Amazon versus Borders and Netflix versus Blockbuster.


Online Gravity loves big winners. And the law of increasing returns boosts the formation of new superstar companies on the one hand while eradicating their foes and traditional-economy rivals on the other.




KEY POINTS


Online Gravity owes its existence to the following factors:




•   The fundamental nature of knowledge. Knowledge and the information it is based on empowers us and can be shared and used by many people without diminishing the value another derives from it. The web and the computers that power it are enabling us to capture, organise and share valuable information on a vast scale and very low cost – this is at the heart of the amazing economics of Online Gravity.


•   Increasing returns. In the offline world, knowledge-based industries come under the economic law of increasing returns, because of network effects, high switching costs and technology lock-in effects.


•   The online world is wholly built on knowledge and technology. So increasing returns apply there like never before, generating Online Gravity.










WHAT ARE THE FEATURES OF ONLINE GRAVITY?


Online Gravity has certain characteristics that manifest themselves in the industries that come under its influence. The formation of planet-sized gravity giants is one of them, of course, but the phenomenon also has other, more subtle features. These include unevenly distributed rewards within a particular sector, the emergence of ‘long-tail’ companies (as in ones that can sell small amounts of a lot of things), and more concentrated consumption around popular tastes. Let’s look at these and other features in more detail.


KINKY REWARDS


The economy of the web has much in common with the economy of the entertainment industry (both offline and online), in that returns are not shared equally.


If you work in movies, books or music, you probably already know this, but you don’t have to be an insider to have heard that most actors are lucky to find work and make ends meet, whereas a select few earn more money than the most successful merchant bankers and lawyers.


The same applies to the products of the entertainment industry. Some books, films and albums are blockbusters, but most are not. And it’s the blockbusters that keep the business going. Hal Vogel, former investment analyst at Merrill Lynch and author of the bible on entertainment-industry economics,1 reminds us that a tenth of the films released in the United States each year generate more than half of the total box-office receipts. So while one swallow does not a summer make, in the movie business one Toy Story or Titanic does make a summer’s worth of sales.


David Court, another leading authority in entertainment business and finance, first brought my attention to this many years ago in a talk where he explained that rewards in the movie business are very skewed and ‘kurtotic’ – a word I’d never heard before. ‘Kurtotic’ comes from a Greek word meaning ‘bulging’, and it refers in this context to the ‘pointiness’ of the industry’s spread of incomes and returns.


A normal, familiar pattern of distribution applies to things such as the height of people in a population – so in most communities a small number of people are either very tall or very short, and most are in the average height range, creating a bell curve. In the more kinky, kurtotic space of, say, feature-film box-office receipts, there are a lot more movies in the average space and more movies making either very small or staggeringly high amounts, which creates a steeper, sharper curve with fatter or heavier tails.






Normal and kurtotic distribution curves
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Highly Kinky Kurtosis Peakedness and heavy-tails.











As we’ve mentioned, this applies to the rewards for individuals too. A small group of extraordinarily talented kurtocrats runs the mainstream movie business in the United States. ‘The kurtocrats are Hollywood’s elite, the actors, directors, writers, and producers who are associated with the major movies,’ says Arthur De Vany in his book on Hollywood economics.2


And the statistics support this claim. The average annual income for an actor working in the US film and TV business is $102,000, according to statistics from the US Government Department of Labor,3 whereas the top-ten actors earned approximately $460 million in 2012/13, or 14 per cent of the $3.5 billion paid to all 35,000 or so actors working in the US.4


Incomes in artistic professions were found to be among the most unequally distributed of all occupations in a comprehensive survey of taxation records in Germany in 2000. The same study revealed that the earnings of doctors, vets and dentists were the most evenly balanced.5


There are a few reasons for this high premium on the top artists’ incomes. Artists’ talents are unique – there’s only one Tina Fey (sadly) but there are lots of good individuals with great dentistry skills (thank goodness!) – so there’s a much higher risk–reward premium on being an artist, writer or musician. Those who are lucky enough to play roles in large market successes can end up making a motza.


Also with movies, the cast plays a key role in the ultimate success of the product. When people first hear about a new movie, often their first question is Who is in it? Because of this cumulative effect we see a small number of actors become ‘bankable’, meaning their name adds to the financial viability of new films. Similarly, we’re seeing talent in online companies being billed as having ‘starred in’ former iconic companies. Former Google employees are Xooglers and the original foundation team at Paypal are the ‘Paypal Mafia’.


To give you a sense of what this kurtosis does, try this thought experiment. Imagine if dentists were paid like actors. Acting is a fickle and risky business, and despite this most film and TV actors still earn less than half as much as dentists. If you lined up all the film and TV actors from highest paid to lowest paid and took the person right in the middle, he or she would earn around $62,000. This is known as the median income. Do the same for dentists and that middle person earns $146,000 – well over twice as much.


Now imagine that Robert Downey, Jr – who, according to Forbes, was the highest-paid actor in the world in 2012/13 – was the top dentist, and he was paid the same proportion of the total pool of income for dentists as he is for actors. Instead of his $75 million a year, he would now earn nearly $50 million more a year than he does today, or about $122 million a year. As a group, these top-ten actors turned dentists (‘dentors’) would take home a tidy three-quarters of a billion dollars a year.


Imagine a dentist who earned over one hundred million dollars per annum! A basic visit to the dentist in Los Angeles for a clean and check-up currently costs $319 on average, and a top-end dentist costs $398.6 A basic visit to the hypothetical Robert Downey, Jr clinic would set you back $296,047.




Projected earnings of ‘dentors’ in 2013
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Source: Actual actors’ incomes are from Forbes, Dorothy Pomerantz; dentist dollars are the author’s own calculations using US Department of Labor Dentist Income Data, 2014








So you can see that actors have a kurtotic industry. The dental profession earns more than the acting profession as a whole, but the people at the top of acting’s tree get a higher proportion of its rewards than the top dentists get from dentistry.


Due to the global scale of online businesses, you can see this kind of kurtotic behaviour as well. Google, for example, enjoys nearly 70 per cent of market share of online search in many markets. So not only do the top companies clearly attract a disproportionate share of the income for that industry and sector, but these global gravity giants are also able to attract and have the resources to pay for the top people in the world. Unlike dentists, whose impact (and income) is limited by geography and their own time – a computer programmer at Google or Apple can have direct real-time global impact on hundreds of billions of dollars in continuous revenue from billions of global customers.


LONG TAILS


Online companies such as Amazon sell a few things (blockbusters) to a lot of people, as well as a lot of things (a very large catalogue of special-interest items) to a few people.


With economies of scale, Amazon is now able to maintain a catalogue of over 30 million books, including over 20 million different paperbacks. This is a comparable title count to the US Library of Congress. To put this in perspective, compare this with physical bookstores. Barnes & Noble’s former flagship store at 105 Fifth Avenue in Manhattan, which the Guinness Book of Records clocked as the largest bookstore in the world in the 1970s, carried around 200,000 titles on a massive and impressive 12 miles of shelving. Amazon now offers over a hundred times this number of titles online, via its main global website. This includes more than:




•   22 million paperbacks;


•   8.1 million hardbacks;


•   1.2 million e-books in Kindle format;


•   351,000 audio CDs;


•   138,000 board books;


•   42,000 audio books in Audible format.





Most of these are in English (17 million titles) but there are books in 84 different languages for sale, including large collections in German (two million), French (two million), Spanish (one million), Russian (839,000), Italian (739,000), Chinese (518,000) and even Latin (89,000). The online giant holds more books in Japanese than Barnes and Noble’s amazing flagship store held in English!


The ‘long tail’ is precisely this: being able to sell ‘less of more’ – as set out in Chris Anderson’s landmark book on the subject, The Long Tail. Without the limitations of bricks and mortar stores, online companies are perfectly positioned to benefit from long-tail trading. They can stock collections so extensive that even the ‘niche’ categories outnumber the products available in the largest of high-street stores.


CONCENTRATED CONSUMPTION


Jaron Lanier is a noted futurist, computer scientist, musician and author of the influential book You Are Not a Gadget. Lanier writes and speaks engagingly about how the web’s fundamental design can tend to support lopsided outcomes.


Inherent in the design of the web is the hyperlink. It’s the glue that binds it all together and makes it a web rather than just a series of isolated digital documents on a screen. Hyperlinks are a means of finding your way around, like street signs, but they are also a form of approval. A link is a type of ‘like’.


And links, like most things online, are not evenly distributed. A small number of websites are the most linked to and hence become the most visited. Lanier suggests this can lead to banality. Kevin Kelly, founding editor of Wired, and others call this the ‘hive mind’ – a kind of herd mentality that stems from the grouping together of voices into anonymous votes (links) that remove their context and meaning.


Why does this happen? Well, one reason is that there is so much choice in the online world as to where to spend our time and money that we all suffer from information overload. Research has shown that when we are faced with too many choices, it impairs, not improves, our ability to make a good decision or any decision at all. In one famous study, Professor Sheena Iyengar found that supermarket shoppers presented with a taste test of 24 jams bought less and were less happy with their purchases than those shoppers presented with only six jams.


So people want guidance on where to go, and thus tend to go with the herd in choice. And these paths, once beaten, become easier to find and easier to traverse for others. And while the economics of online has enabled consumers to enjoy choice on a scale previously unimaginable at massive online marketplaces like Amazon, iTunes and Netflix, this hasn’t had the impact some had predicted. Many hoped that online would usher in a kind of ‘indie’ utopia, where everyone could find the exact book, record or movie to suit them and where this increased demand would in turn provide a market for more diverse production.


Instead, as Professor Anita Elberse has noted in her well-researched book Blockbusters,7 the web is having the reverse effect – when the total pie of all books, music and movies is divided up, the slice of total sales of a few titles at the top is growing and the sliver represented by the lowest sellers is going down. So while the long tail benefits of seemingly endless choice are there, Online Gravity is amplifying the head of the long tail – where the hits are becoming even more amplified.


Lanier, who is a composer and performer himself, laments the impact this has had in music. He sees the shrinking participation in free, creative activities such as recording and publishing local independent music as a function of this network effect on consumption. In other words, there is less diversification and more concentrated consumption around popular tastes.


EXPONENTIAL GROWTH


Timing is critical in Online Gravity. Small and sometimes random events can quickly have a snowball effect, with significant impacts, both positive and negative. New products and companies can grow at speeds never before possible, leveraging the enormous platforms of iTunes, Google, Facebook, Alibaba and Amazon, plus the windfalls of increasing returns, lock-in and other network effects.


The key to much of this power is the fact that growth online is exponential. With exponential growth, the output gets put back in at each step, and this has a compounding effect on future growth. It means you get growth on your growth. This is the same as compound interest, where, if you reinvest your money plus the interest it receives, you get interest on your interest and hence a snowball effect. It’s also the way contagious diseases spread so rapidly, as the more people who catch them the more they are passed on.


Try this thought experiment to demonstrate the power of exponential growth. If you could receive a rising cash gift for every one of your children’s birthdays to put into a trust fund until they turn 21, which of these multipliers would you choose?




a)   $50 for every candle on their birthday cake


On their first birthday, they’re given $50; on their second, $100; on their third, $150; on their tenth, $500; and so on.


b)   Age cubed


Their age to the power of three in dollars. So, on their first birthday, they get $1 (1 × 1 × 1); on their second, $8 (2 × 2 × 2); on their third, $27 (3 × 3 × 3); on their tenth, $1000 (10 × 10 × 10); and so on.


c)   The two-by-two-athon


Two dollars to the power of their age. So, on their first birthday, they’re given $2; on their second, $4 (2 × 2); on their third, $8 (2 × 2 × 2); on their tenth, $1024 (2 × 2 × 2 × 2 × 2 × 2 × 2 × 2 × 2 × 2); and so on.





While $50 for every candle sounds promising and starts out well, by the time they get to their eighth birthday, worth $400, the aged-cubed option overtakes with $512. The sleeper, however, is the two-by-two-athon, which takes the lead by the tenth birthday and from there continues to surge ahead. This is exponential growth. Below are the results of each on a chart, so you can get the idea.




Comparative chart of birthday cash schemes
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And to give you a sense of the power of exponential growth, let’s look at the totals when your son or daughter turns 21:




a)   $50 for every candle on their birthday cake


At 21, the grand total invested in this fund is $11,550. Not bad.


b)   Age cubed


At 21, the grand total invested in this fund is $53,361. Sweet.


c)   The two-by-two-athon


At 21, the grand total invested in this fund is $4,194,302. Awesome!





Anything that doubles in size, speed or complexity at regular intervals, like this two-by-two-athon, is growing exponentially. And exponential growth is at the heart of Online Gravity.


You see this growth in areas that involve complex networks of interactions with lots of feedback loops. Hence, as mentioned earlier, many systems that are digital, social and global have a tendency towards it. And the online realm is, of course, all three.


The Way the Snowball Starts Rolling


In order for something to undergo exponential growth, first it has to start rolling. And the web is a great platform for the uptake of new ideas, products and services. For at least the last five decades, the ways in which the public come to embrace innovation have been studied by various interest groups, including:




•   people in business looking to bring new products to market;


•   people in government looking to effect positive social change;


•   people in research looking to have their ideas accepted.





In the 1940s, US researchers analysing how farmers adopted new technology recognised that some people were likely to take on new things and others weren’t.8 The late Professor Everett Rogers, the acknowledged king of this field, famously categorised his findings into three groups:




•   a small number of ‘early adopters’ – people ready to try new things;


•   the majority of us, who will come on board but take some convincing (further divided into ‘early and late majority’); and


•   a group of slow adopters, the ‘laggards’, who are always last and may never adopt new trends.9





You are probably familiar with this idea. I’m sure you know people who are early adopters. They are the ones who love being first to discover new music, go to new holiday destinations or read new books – trendsetters, or ‘mavens’, as Malcolm Gladwell calls them in his excellent book The Tipping Point. We look to them for guidance, information and recommendations. And they are critical to the spread of new ideas and products.


Gladwell explained the way in which trends and ideas can grow exponentially after reaching critical mass – a threshold of activity among mavens that ultimately leads to widespread adoption. This is what he called the tipping point.


Frank Bass was first to recognise how these influential people affect the roll-out of new products in his seminal 1969 paper ‘A New Product Growth Model for Consumer Durables’.10 In it, he looked at the uptake of household appliances, including fridges, washing machines and steam irons, using data from the 1920s to the 1960s. He concluded that products enjoyed exponential growth in initial purchases until a peak and then exponential decay from other new products entering the market.


His idea, which has become known as the Bass Model of Innovation, has its own mathematics to back it up. The Bass Model identifies a number of people he calls ‘innovators’ (like Gladwell’s mavens and Rogers’ early adopters) – not people who make new products but those who try new products and services first – and it’s from this base that the product is taken up throughout the broader population via ‘imitators’.


The Importance of the On-Ramp


Whether we are early adopters or not, we all need a stream to drink from – a source for new ideas, services and solutions to our problems. All streams have a fountainhead, all roads a beginning, and all distribution systems a source.






The Bass Model of Innovation
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In many cases involving networks, the network itself becomes the source of power. And often the key to that power is the on-ramp, the point at which people gain access to the network. This idea of a magical, perhaps golden, door that can take you into new realms – a bit like the wardrobe in The Chronicles of Narnia, or Platform Nine and Three-Quarters in the Harry Potter series – has been with the web since its beginnings, and AOL, Yahoo! and Craigslist are all different forms of portals.


Others, too, have examined the idea that information industries – including those that predate the web – arise from new-technology-enabled, and ultimately government-endorsed, on-ramps. In his influential and beautifully written book The Master Switch, Professor Timothy Wu describes what he sees as a repeated historic process for all information and communications industries from a sweep of their evolution in the United States. Wu examines the birth and growth of the telephone industry, the film industry, radio, cable TV and ultimately the internet.


He argues that all information industries follow a similar pattern, which he calls ‘The Cycle’, whereby they start with new, disruptive technology and lots of optimism based on a new open platform for communications. Then there’s a period of chaos, confusion and dissatisfaction with the medium due to random competition and incompatible standards. This leads to the third and final stage of regulation and monopoly, where a leading group looks to harmonise the industry and appeals to the government to regulate it and allow them to run it in a more orderly fashion.


This, says Wu, is what happened at AT&T – the US phone company started by the inventor of the telephone, Alexander Graham Bell. Theodore Vail, president of AT&T, believed in the superiority of having a single, national phone system and AT&T adopted the slogan ‘One Policy, One System, Universal Service’,11 which it used in its advertising for 70 years.


Tim Wu’s book – which is full of great stories from history – recounts how, in 1902, the New York Telephone Company opened the doors on the world’s first school for ‘telephone girls’ – switchboard operators at the first telephone exchanges. There were almost 17,000 applicants for the school’s 2000 places, so it was obviously a hot ticket in its day.


It reminds me of Google, which was receiving 75,000 job applications a week for 6000 positions it hoped to fill over one year.12 Google is without doubt the most desirable company in the world to work for today. In 2014, a fascinating study that ranked companies based on talent movements among LinkedIn’s 300 million members found that Google was the number one most desirable company in the United States.


Wu also makes the connection to Google, saying that the company provides a service a bit like the ‘telephone girls’ of the early 1900s and ‘offers a fast, accurate and polite way to reach your party. In other words, Google is the internet’s switch. In fact, it’s the world’s most popular internet switch, and as such, it might even be described as the current custodian of the Master Switch.’13


Platform Industries


Some industries naturally lend themselves to exponential growth, and platform industries are a prime example. Their business consists of running a marketplace, which facilitates the exchange of products and services between suppliers and consumers. And most of the effects of Online Gravity are a result of the new, global marketplace businesses that the web has enabled. A clearer understanding of marketplace businesses is key to a better understanding of the dynamics of Online Gravity.


Markets are great money-makers when they work. It is well known to many in commerce that these are among the best businesses there are. All traditional media enterprises, such as film, TV and book-publishing companies, are marketplace businesses that connect people who make media (writers, actors and producers) with those who consume it (audiences). In addition, newspapers, magazines and radio provide a way for advertisers to reach specific target audiences.


Retail is one of the simplest and earliest marketplace industries. Retailers aggregate products from a range of suppliers so that shoppers can conveniently buy them under one roof. Then there’s the business of malls – a shop of shops – where a mall operator provides a venue in which multiple retailers can do business.


Real-estate agencies, or realtors, are market businesses too – so, on the one hand, you have people wanting to rent or buy property, and on the other you have vendors looking to lease or sell property.


One of the earliest technology-led market businesses is, of course, the telephone network, where customers look to connect with one another via a common telephone system. This is an industry where size is critical. While you may be quite happy driving an exotic sports car that 99 per cent of the population doesn’t, such as the wonderful Aston Martin DB5, how pleased would you be with a boutique telephone system that only you and one other person used?


The web, of course, is a platform industry itself. It’s the platform of all platforms. People in the technology sector have known this for some time. In fact, in the early 1980s, the iconic and hugely influential computer company Sun Microsystems used the slogan ‘The network is the computer’. So platform businesses and the web are a match made in heaven – like apple pie and ice cream.

OEBPS/html/docimages/page17.jpg





OEBPS/html/docimages/page17_1.jpg





OEBPS/html/docimages/page19.jpg
Ranking by

Actual income

Income if paid in

earnings Name of actor in2013 ‘dentist dollars’
1 Robert Downey, Jr $75,000,000 $122,413,306
2 Channing Tatum $60,000,000 $97,930,644
3 Hugh Jackman $55,000,000 $89,769,757
4 Mark Wahlberg $52,000,000 $84,873,225
5 Dwayne Johnson $46,000,000 $75,080,161
(The Rock)
6 Leonardo DiCaprio $39,000,000 $63,654,919
7 Adam Sandler $37,000,000 $60,390,564
8 Tom Cruise $35,000,000 $57,126,209
9 Denzel Washington $33,000,000 $53,861,854
10 Liam Neeson $32,000,000 $52,229,677
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