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Pricing in Competitive and Monopoly Markets
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Profit-Maximizing Firms and Monopoly
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Traditional network effects

(" P I COMPETITION POLICY
\ J INTERNATIONAL



Direct and Indirect Network Effects
-

* A user of a word processing package such as Google Docs
values the package more if there are more users because there
are more people with whom she can exchange compatible
documents.

e A users of the Android operating system value it more if there
are more applications for it, and the developers of applications
value the operating system more if there are more users.
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Economics of network effects
-

» Larger networks are more valuable. The individual's demand schedule
shifts to the right as more participants join

* Like economies of scale in cost, biggest is best

* This view led many to believe during the Internet bubble that it was
optimal to price low (zero) to become biggest, fastest

* Whoever wins has a monopoly so investment goes into winning the
race
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Network effects and standards

* Particular gauge of rail
* Fax tfransmission standards
* DVD standards (the VHS vs. Beta race)

* Programming languages like Java are another example, or operating
systems like Unix

e Rambus
e Qualcomm
* Apple
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Network effects and barriers to entry
.

* With direct network effects no rival can “catch up”

* With indirect network effects no rival can create enough
complementary goods because they don’t have enough users
(chicken and egg problem)

* Microsoft is an example of an “application barrier to entry”

* Product differentiation (e.g. vertical search)
* Network effects that are easily reversible (e.g. social networks perhaps)

* Chicken and egg problem overstated (see number of apps for MS
Mobile despite its late entry)
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Coffee break guestions
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Innovation and IP
e

* Big firm research and development
* Inventors and entrepreneurs

e Drastic innovation involves the creation of essentially new products or
new ways of producing things

* Incremental innovation involves improvements in products and
processes

e It is “intellectual property”
* Extent to which “property” is protected is subject of IP law
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Economics and the Law of Intellectual Property
-

e Costincludes the risk since most efforts to innovate fail
e Labor intensive

* Once anideaq is created it has essentially zero cost of replication

* Once someone knows it they can share with others costlessly almost

* Trade secrets
e Patents

» Copyright

e Trademarks
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Innovation Races

* Race to secure IP property rights (e.g. new drugs) and “own” a
category

* Race to enter first and secure network effects or other “first mover”
advantages

* High aggregate costs of innovation plus risk-taking

* Must expect to realize reward that offsets high likelihood of failure, lost
investment and opportunity cost

* Telephone
e Television
* PC operating systems
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Coffee break guestions
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The Big Technological “Online” Developments

2013
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Note: “Online” refers to everything with Internet connectivity including native apps on mobile phones
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Two Big Revolutions

The second revolution promises 1o have much more significant
economic and social consequences than the first.
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Merging of Online and Offline Worlds

s (‘PI COMPETITION POLICY
\ J INTERNATIONAL




Very Early Days
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Beware the “"End of History” lllusion
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Frequent Drastic Innovation by Attention Seekers

craigslist
s @)

You

2001
Tuhe [
2005 200¢
foursquare
‘ 2011
2008 2009 (=) square

2010
@ CP1 o



Entry, exit and churn among industry players
.

Domain Description Rank Rank Rank
Sept-2002 Sept-2007 Sept-2012
Yahoo.com Portal ] ] 3
Msn.com Portal 2 2 8
Ebay.com Auctions 3 4 6
Untd.com ISP 4 1,546 -
Google.com Search 5 3 4
Go.com Portal 6 8 13
Aol.com Portal 7 7 9
Neopets.com Children/Family 8 26 508
Pogo.com Games 9 5 14
Sportsline.com Sports 10 17 -
AMmazon.com Retaill 11 11 15
Facebook.com Social Networking - - ]
Youtube.com Video - - 2
Live.com Portal - - 7/
Bing.com Search - - 12
Twitter.com Social Networking - - 16
Craigslist.org Classifieds 103 6 5
Neftflix.com Video 209 31 10
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Social Networking
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Many Internet-based firms are platforms
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Platforms need critical mass for network effects

Critical mass

Critical mass refers to the minimal set of customers on
each side that is large enough to attract more customers
and results in sustainable positive feedback

Critical mass depends on scale and balance

Probability of customers from two sides getting together
and exchanging value increases with the number of
customers on each side

Platforms implode if they can’t reach critical mass

If there aren’t enough customers on the other side, the

probability of advantageous exchange falls. Customers
don't join, and the early adopters eventually leave
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Most Internet-based businesses are part of a
platform-based ecosystem

eCommerce eBay Online merchants  Dover Jewelry

Search Baidu Websites Sina

Smart mobile Apple Application Square

operating systems developers

Social networking  Facebook Application Zynga
developers

Many other online platforms support offline businesses including online
job boards, ad-supported online media, financial exchanges, etc.
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Software Based Information Goods in the Cloud
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Competition for Scarce Attention

Figure 1: Hours Per Week Spent Online, US Residents Age 12+
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Mobile has dramatically increased attention availability but also created
substitutes for existing players.
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High Rates of Website Entry and Exit
e

Share of Time Spent at September 2002's Top Websites over Time
Share of Time Spent Change (Percentage Points)
Sept- Sept- Sept-  Sept-2002to Sept-2007 to  Sept-2002 to
2002 2007 2012 Sept2007  Sept-2012  Sept-2012
Growth in the Number of Websites Atracfing Large Amounts of Time | [oP |0 Websiiesin - 32.2% - 21.2% - 129% - -110% 820 19.3%
September 2002
Spent
Number of Websites Exceeding Threshold Top 50 Websites in 404%  250% 161%  -15.4% 9.1% -24.4%
Threshold ~ September 2002 September 2007 September 2012 | sentember 2002
(Hours Per
Month) Top 100 Websites i~ 44.6%  27.0%  17.4%  -17.6% 9.5% 27.1%
1,000,000 95 224 453 September 2002
2,000,000 37 101 23]
5,000,000 16 38 89 Top 500 Websitesin +~ 55.1%  34.5%  260%  -20.8% -8.4% -29.1%
10,000,000 8 17 44 Septermioer 2002
20,000,000 4 9 21
Top 1000 Websitesin -~ 60.0%  37.6%  28.2%  -22.4% -9.3% -31.7%
September 2002
Top 5000 Websitesin ~ 70.2%  43.2%  328%  -26.9% -10.5% -37 4%
September 2002
Top 10,000 Websitesin - 73.1% ~ 450%  343%  -28.1% -10.7% -38.8%
September 2002
Top 15,000 Websitesin - 73.9%  454%  349%  -28.5% -10.5% -39.0%
September 2002
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Attention Rivalry in Online Businesses
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Competition among attention seekers

* Improve the quality of their service through frequent intfroduction of
new features

* Face constant threats of entry by new attention seekers
* Face continual threats of competitors developing drastic innovations
» Operate in a business that has low barriers to entry and exit
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Concentration levels among attention seekers

) (\PI COMPETITION POLICY
\ | U/ INTERNATIONAL



End of Part 2, Next Class Topic 5
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