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Abstract

Industries in both traditional and new economy have been contribu-
ting to the world’s fast growing economy in different ways. The engine
for the everlasting achievements of management and economic theories is
the development and evolution of enterprises and industries, and theories
give us a better understanding of the world we are in. In retrospect to the
500 Top Enterprise List in the past 30 years, it changed every year. Es-
pecially in the new economy era, competition between different enterpri-
ses is becoming more and more intensively after 1980s. Based on the em-
pirical evidences, some researchers found something interesting that was
paid little attention in such fundamental industries as software industry,
internet industry, payme—nt industry, electronic commerce, media and
etc. Competition here is no longer on the firms’ level; instead, they com-
pete as a business ecosystem. For example, the competition between
Windows and Linux (Operation System) depends mainly on how they co-
ordinate all the other entities like application developers, OEMs and af-
ter-sale service providers. Despite their respective characteristics, these
industries share some commons, which is what we will introduce to our
readers “the Two Sided Markets (TSMs)”.

The theory of TSMs is received lots of attention after the late 1980s

both from business and regulation practices. Since 2002, related papers
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have been published in top economic and management journals. Re-
nowned scholars like Jean Tirole, Mark Armstrong, Julian Wright and
ete. contribute a lot to the development of the theory of TSMs. Some of
them even put theories into practice, doing consultation on competitive
strategies (for what they call Catalyst Businesses).

Roughly speaking, one-sided market is focused on “Merchants-Cus-
tomers” relationship based on pricing and demand. However, two-sided
markets deal more with a kind of typical entities called two-sided plat-
forms (TSPs) and focus on the coordination of interactions between the
two-sided users. Some of the TSPs are traditional ones like media, inter-
mediate agencies and shopping malls, while others like software industry
and payment system which feature the new economy. Applying all the
new viewpoints of two-sided, we can get a better understanding of issues
associated with TSPs, which will have huge implications for business
strategies and public policies.

What is “two-sided markets”? Firstly, there are TSPs, based on
which interactions between different parties have happened and both sid-
eds benefit from the interactions. Secondly, users on different sided of
markets (two or more) are different in terms of what they need from the
platforms. Platforms offer products or services to users and each pair of
supply-demand relationship form a market. These markets demands are
inter-related. That’s why two-sided markets (or multi-sided) matter. Fi-
nally, the interactions between different sides of users are coordinated by plat-
forms. The latter improve users’ benefits by increasing the efficiency, etc.
Like Visa or Master Card (platforms), they offer the payment system for
merchants and purchasers (users). Or even universities can be regarded as
two-sided with organizing professors teaching and students studying.

Two Sided Markets: An Innovative Viewpoint for the Research of
Enterprises’ Competitive Environments is the teamwork of researchers on
Research Center of Industrial Organization and Technology Innovation ,
School of Economics & Management , S]TU, China. Based on our pre-

vious research on network effects, this book offers a detailed introduction
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of current development on TSMs theories. Based on that, surveys on
several typical industries are well formed to illustrate the operation model
and characteristics respectively. We try to make the readers get a better
understanding why two-sided matters and what its implication and appli-
cation on practice.

This book is divided by two main parts: Theory and Case Study.
Theory comprises three chapters; they are Introduction, Theoretical
Framework and Literature Review. In Chapter 1, we give a clear defini-
tion on TSMs and the operation model of TSPs, and analyze the reasons
of formation of TSMs theories from both business practices and econom-
ics theories development. Chapter 2 extends the characteristics and struc-
tures of TSMs and compare two-sided with one-sided. Systematic litera-
ture review on the current researches is presented on chapter 3 and sever-
al interesting topics have benn chosen to induce an intensive discussion.

Theory is followed by delicated empirical studies, and the second
part we have five chapters focusing on Bank card industry, Media indus-
try, Intermediate industry, Operation system industry and Third-party
Certification Authority for online banking. They range from traditional to
new economy, from Chinese burgeon-ons to multinational giants. We
want to illustrate the empirical motivations for TSMs theories and some
interesting issues that theorists might find something interesting to

study. The contents of the book are organized as follows.

Part | . Theory

Chapter 1 Introduction

Basics and operation model

Motivations: Business and regulation practices

Some business practices are hard to be rationalized by traditional
economic theory. For example, Microsoft gives away application tools to
application developers for its Windows system while its strategies for
Xbox gains its lion share of revenues from game developers instead of

game players. Paypal offers free payment service for buyers but charges
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sellers, not vice versa. Such kinds of pricing, product design and compet-
itive strategies are so difficult to understand from traditional theory which
is a world of one-sided market. Meanwhile, regulators and antitrust au-
thorities face the same challenge on dealing with Microsoft case, Visa
case, etc. Sometimes what they verdict to be predatory pricing turns out
to be harmless to social welfare.

Theoretical foundation

The two theories TSMs theory based on are network effects and
multiproduct pricing. Based on our center’s previous research results on
network effects, we complement their impact on TSMs theory.

Chapter 2 Theoretical Framework

2.1 Definition

We analyze the dilemma in offering a standard TSMs definition as a
principal to determine whether two-sided or one-sided. In this book we
comment on two typical definitions on current literature. One is based on
pricing structure that is firstly raised by Rochet &. Tirole. In their paper
they illustrate the non-neutrality of platforms’ pricing. But their “per-in-
teraction price” is not the real price instruments utilized in reality and it is
hard to monitor the transfer payment between two-sided users. So it is
hard to use this definition. The other is based on cross-group externality
which is more often used by Armstrong et al. Externality is easier and
more direct for understanding while the expression of this kind of externality
and endogenous problems make this definition far from perfect either.

In this book we also offer our definition. It is based on the clarifica-
tion of platforms and users in the first step, and then focus on the charac-
teristics of interactions between users. It serves as an important evidence
for classification of TSMs later.

2.2 Characteristics and classification

There are three types of entities in this book, i e. one-sided mar-
kets, single network markets and two-sided markets. And we compare
the differences among them. For example, the complementary concept in

one-sided markets is based on complementary products to realize a repre-
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sentative consumer’s utility. In single network markets, the direct and
indirect network externality is different from those of two-sided markets,
which are complementary between different inter-related markets. To
some extent, such cross-group externality analysis enriches the research
on the traditional network effects.

Another popular issue platforms deal with is multihoming. When
competition between different platforms is analyzed, multihoming can
have a huge implication on their strategies. That’s the point previous re-
searchers paid less attention to.

In terms of platform pricing scheme, it is the results that combine
the characteristics of elasticity, cost and externality. The subsidies be-
tween different sided market users, sometimes even free on one side, are
common technique platforms use. For that the platforms operate on more
than one market, the effect of competition on pricing becomes more com-
plexed; or interpret in another way, the reasonable pricing strategies for
platforms are enlarged.

In order to make a better understanding of TSMs, we also offer well
organized classifications. Different kinds of classification principles are
applied: technology characteristics, platforms’ functions, complexity of
structures, organization structure and interaction types.

2.3 Comparison with traditional markets

The entities TSMs deal with is not the new at all. TSMs viewpoint
sometimes offers different concepts for us to think over the reality. We
analyze why the differences come from, which we mainly focus on the re-
lationship between price and cost, the effect of competition on social wel-
fare, “Chicken & Eggs” puzzle and cross subsidies.

Chapter 3 Literature Review

The current literatures on TSMs are the combination of multiproduct
market and network externality researches, beyond which form an inde-
pendent theoretical field. Competitive strategy analysis, industrial organ-
ization, game theory and empirical study have been utilized till now. QOur

literature review tries to give a comprehensive one on current TSMs re-
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search, especially highlighting the differences between what we know
from traditional economic theory.

First, the pricing strategies for TSPs are summarized which have
been perceived as the most robust results turns out from. We summarize
the characteristics of pricing from three aspects: monopoly and efficien-
cy, strategic pricing and skewed pricing, pricing instruments and equilib-
rium. The specialties here are that on the one hand one cannot split the
two-sided markets, and on the other hand marginal cost pricing is far
from efficient, instead the demands characteristics should be considered
well. As for competition, due to multi-markets and interrelated de-
mands, the effects turn out to be ambiguous. We focus on the product
differentiation, strategic behaviors, etc. , outlining the competition in
TSMs. The third part in our review is about the adoption problem,
which is not thoroughly studied in current research. But it is vital for
business practice especially start-ups to begin their business in the new
economy. We tried to summarize the principle on which side the platform
should attract first and its implication for future competition. The last
part deals with the current empirical studies. Nevertheless, the theory
for TSMs is still immature and data collection is not an easy task, we
predicted some promising topics on empirical studies on the basis of rec-
ognition of the status quo.

However, from the reviews, we find that the researches till now are
more industries specific and stylized to different settings. The general
principles on TSMs are not quite built yet. Based on this, we picked out
some representatives, analyzing their model setting, assumptions and re-
sults. We choose the papers like Baxter (1983), Rochet &. Tirole
(2002), Armstrong (2004) and Doganoglu &. Wright (2004).

Part ][ : Case study
Chapter 4 Bank card industry

Bank card industry offer customers new way of payment, organizing
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card issuing and acquiring. It relates to two sided users: merchants and
customers. In this chapter, we first introduced the international bank
card industries: market concentration, local structure and product lines.
And the competition between different brands is analyzed as well. In spe-
cial, we surveyed the China bank card industry development and the
effects of the establishment of China Union Pay in the industry.

As a typical example for TSMs, we analyze the characteristics like
cross-group externalities between customers and merchants. Also the in-
terchange fee mechanism card associations used differentiate it from other
TSMs examples. We analyze the interchange fee from its leverage func-
tion, its ability to balance issuing banks and acquiring banks, and adjus-
ting the needs of customers and merchants. Besides, the regulations in
this field all over the world are hot topics too. So based on the current
antitrust issues of Visa, comparison between different antitrust practices
is done on this chapter.

Chapter 5 Media Industry

Media industry has its long value chain and full coverage over infor-
mation services and culture. Here we use newspapers, TV, broadcasting
and internet as the main examples, with the consideration of both tradi-
tional and new media.

Through the case study, we found that some commons in TSMs
also applied to media industry, while the latter shows other particulates
for further research. First the ads supported media have multi-sided like
ads agents, viewers and content developers. The cross-group externali-
ties are asymmetric among different sides and even negative externalities
exist.

We analyzed the different multi-sided pricing strategies for media
and took i-mode as an example to illustrate how the negative externalities
influenced the media competitive strategies. Last but not the least, we
talked about the interesting topics such as new media issues and multi-

media competition that have not been studied yet.
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Chapter 6 Intermediate industry

Intermediate industry covers a wide range of businesses as well. So
we took real estate agency and E-commerce as the representatives. Com-
monly, the intermediate will connect buyers and sellers and facilitate the
trade between them.

We did a preliminary empirical study here on multihoming and pri-
cing. In summary, the less the information sharing is, the more the in-
centives for users to multihome between incompatible networks. And for
a specific profit maximizing agency, price instruments are important be-
tween flat fee and usage fee based on trades between users. Such prob-
lems as investment and differentiation strategies are the point to obtain
competitive advantages. Here we offered a detailed data set on real estate
agencies and E-commerce.

In addition to that, we surveyed the E-commerce platforms in China
and compared them with world renowned ones from pricing, function,
market specifications. Using the popular case eBay, we traced the evolu-
tion of its pricing for buyers and sellers, its ownership design, etc. Final-
ly, we talked about new issues like the mergers between platforms of dif-
ferent forms, platform innovation in this industry.

Chapter 7 Operation system industry

Operation system industry is a special kind of TSMs. The OS firm
(platform) offers customers operation system like Windows or Linux,
while it licenses application tools and interfaces to application developers.
But the OS is the essentiality for the use of application software which is

* studied on traditional economic theory. But the coordination between cus-
tomers and application developers by OS through different pricing scheme
has not raised enough attention till the debut of TSMs theory. But the
complementarities between OS and application software differentiate OS
industry from other TSMs examples.

Based on this consideration, “Chicken & Eggs” problems become

especially typical here. Different timing of the participation of customers
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and developers will result in different pricing equilibrium. And we find it
interesting enough is that one firm can set two opposite pricing scheme
for their two kinds of platforms, taking Microsoft’s pricing for Windows
(PC 0OS) and Xbox (game console) as the example. Besides, there are
competitions between proprietary and open-source operation system. The
choices of compatibility between different platforms are also studies for
its implication on competition. Similar as the other parts, we surveyed
OS for PC and cell phones on their market structure, pricing status, etc.
Chapter 8 Third-party Certification Authority for online banking
This case is a typical Chinese issue. In addition to that, it is still on
its infancy. Our purpose is to use the TSMs framework to better under-
stand the mechanism of the industry and its evolution process. Foreign
counterparts set good examples for us. In this chapter, we summarize
the current development of China online banking services and formed a
prediction on the role and function of the newly established China Finan-
cial Certification Authority (CFCA). We offered tentative suggestions

toward this emerging platform and predict its evolutionary process.

In all, case study in part II is the application of the theory in part [
and provides a bunch of interesting issues for future researches. The two-
sided markets theory is the necessity of the fast pacing economy growth,
which helps us get a better understanding of what is going on around us.
The business practices are far more abundance than we can illustrate
here. Through this book, we want to share TSMs insights with re-
searchers both home and abroad, encouraging more to indulge in the
TSMs researches. And as for business practitioners, especially for Chi-
nese managers, they will find it a useful tool to establish business strate-

gies to cope with ever-changing competitive environment.



