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COMPLEMENTARITIESAND NETWORK EXTERNALITIES
IN CASUALLY COPIED GOODS

DaviD BLACKBURN

Abstract

In this paper, we examine the impacts of casual copying in the market for goods
that have strong network exter nalitiesand/or are strong complementswith goods
in another market. By allowing casual copying to occur, the monopolist trig-
gers two effects. The “ copying effect” reduces demand (and thus profits) due
theintroduction of a better outside alternative to consumers. However, a “ net-
work augmenting” effect works to increase demand through the larger size of a
network that allows copying. We find that if the marginal network externality is
large enough, the monopolist will find it profitableto allow some level of casual
copying to occur among hon-purchasers of the good. And in a simplified dy-
namic setting, we find that as time passes and the good’s network becomes
more mature, the monopolist will seek higher and higher levels of copy protec-
tion. Thisimpliesthat firmsin newly formed markets should be more willing to
allow copying to occur than those in established markets.

Resumen

En este articulo, se examinan |os impactos de una copia casual en el mercado
de bienes, donde estos tienen una red con fuertes externalidades y/o fuertes
complementos con bienes de otros mercados. Permitiendo la copia casual gatillar
dos efectos en e monopolista, un efecto copia que reduce la demanda (las
ganancias) a través de permitir el acceso a una mejor alternativa a los
consumidores, como también, un efecto de “ aumento de difusion” que incre-
menta la demanda a través del tamario delared que permitela copia, por ende,
s la externalidad marginal de la red es suficientemente grande, entonces el
monopolista encontrara beneficioso permitir algin grado de copia casual en-
tre los no compradores del bien. En un planteamiento dindmico simple, se
encuentra que en la medida que el tiempo transcurrey la red de bienes madura
€l monopolista buscara niveles mas altos de proteccion a la copia, es decir, las
firmas en mercados recién formados deber ian permitir un mayor grado de copia
gue en aquell os mercados establecidos.
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1. INTRODUCTION

In recent years, there has been much focus in the popular media on the
detrimental effects that unauthorized duplication of original work, such as soft-
ware piracy, and casual copying of music and film, has had on the affected
industries. For example, the Business Software Alliance (BSA) estimates that
over 24% of business softwarein the United Statesisunlicensed, and that in the
year 2000, over US$2.6 hillion in revenue was lost and over 107,000 jobs were
lost due to unauthorized reproduction of software.!

Furthermore, the Recording Industry Association of America(RIAA), which
was engaged in an infamous lawsuit regarding illegal music downloads from
Napster, estimates that the recording industry loses about US\$4.5 hillion per
year to piracy. The estimates from the BSA and RIAA are based on the assump-
tionthat all copied good would otherwise be purchased through authorized chan-
nels, an assumption that economic logic can not support. In fact, it is possible
that very few (if any) of those with illegal copies would have purchased these
itemsif it were impossible to copy originals.

In this paper, we examine the impacts of casual copying in the market for
goods that have strong network externalities and/or are strong complements
with goodsin another market.2 In particular, we examine whether amonopolis-
tic producer of a network (or complementary) good would prefer to allow ca
sual copying of the good. We find that in circumstances where the marginal
network externality to consumersissufficiently large, the monopolist will actu-
aly increase her profits by choosing alessthan full level of copyright enforce-
ment.

Although this may seem paradoxical, the intuition is quite clear. By choos-
ing not to enforce fully copyright enforcement, the monopolist triggers two
effects. First, the potential availability of copies to consumers increases the
outside alternative to purchasing a new good, thereby reducing the amount of
surplusthe monopolist could potentially extract, which would necessarily pushes
towards a reduction in the monopolist’s profits. However, a second, “ network
augmenting’”’ effect pushesthe monopolist’s profitsin the other direction. Copy-
ing increases the size of the network beyond what it would be if it were re-
stricted to sdes. Theincreasein the size of the network increases each consumer’s
willingnessto pay for the good, through the network externality (or aswe shall
see, through the complementary market), thereby increasing the amount of po-
tentially extractable surplus. If this “network augmenting’ effect is strong
enough, it will outweigh the traditional “copying effect” and the monopolist
will achieve higher profits through reduced copyright enforcement.

1 However, these estimated losses are calculated under the dubious assumption that all
pirated software would have been purchased. Also note, though, that these losses only
consider copying of business software, and not |osses from operating systems, education,
or entertainment software.

2 Thereis an important distinction between casua copying and piracy. Piracy generally
refers to copies of material being misrepresented and sold to unknowing consumers as
authorized material at very low prices, with the consumer not necessarily aware that the
good is not authentic. Casual copying, meanwhile, implies that both parties to the copy-
ing are aware that the transaction isillegal.
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We then consider a simple dynamic game and the implications that this has
on the monopolist’s choices of copy protection over time. Under simple as-
sumptions about the form of the externalities or complementarities, the dy-
namic aspect suggests that astime passes, and the market for the good becomes
more mature, firms will increasingly seek to enforce tighter and tighter copy-
right protection. The intuition here is clear as well. As the market becomes
more mature, the good has a smaller marginal network externality from an ad-
ditional good, so the“ network augmenting”” effect that suggeststhat amonopo-
list may prefer some positive level of copying is getting weaker and weaker.
Thus, the monopolist will attempt to wishto makeit harder for copiesto spread.

Previous work by Takeyama (1994) has studied, in a discrete consumer
model, the impacts of copying on static monopolist profits in the face of de-
mand network externalities, with very similar results.® Takeyama (1997) also
studies copying in a dynamic setting, absent network externalities, and finds
that copying can allow the monopalist to overcome problems associated with
the Coase conjecture.4 Work on sharing goods (libraries, families, and rental
markets) by, for example, Varian (2000), Besen and Kirby (1989), and Bakos,
Brynjolfsson, and Lichtman (1999) has found that the impact that sharing has
on producer profits depends critically on the assumption made about the forma-
tion of groups and the ability of the monopolist to appropriate the additional
surplus that the secondary, shared uses add to the ‘ single-use’ good. In particu-
lar, Varian and BBL find that when groups are sufficiently heterogeneous, the
monopolist is able to achieve larger profits than if it was necessary to sell a
single good to each user. In an empirical examination of the academic journal
industry, Leibowitz (1985) found that the introduction of photocopying tech-
nology, rather than decrease profits for journal publishers, instead increased
demand for journals at collegiate libraries.

In asimilar vein, there exists work that suggests that it may be best for a
monopolist holder of agood to license the production of the good to other firms
and competein aoligopoly. Shepard's (1987) model finds that second-souring
commits the monopolist to higher quality levels, which can increase industry
demand enough to offset the loss in market power, while Economides (1996),
in anetwork externality framework like ours, finds that licensing can increase
demand by committing the industry to a larger network size, whereas a mo-
nopolist would want to exert market power and withhold supply. Licensing dif-
fers sufficiently from using casual copying to expand the network size. While
thetechnology islicensed to create alarge market size, the previous monopolist

3 Takeyama's model does not allow for variable levels of copyright enforcement, nor does
it examine the effects in a dynamic setting. She finds only that given a fixed level of
degradation between copies and original sthat afirm which faces alarge enough network
externality prefers not to enforce a copyright. The model developed below extends this
ideato alow firmsthe ability to enforce acopyright with variable degrees of vigor. Thus,
afirm facing the same network externality in both models might prefer no copying in the
Takeyamaworld while choosing to allow alow level of copying in the model below.

4 The Coase conjecture, recall, states that the monopolist producer of afully durable good
will necessarily price at margina cost (net of any discounting premium), as she essen-
tially competes against future incarnations of herself.



74 Estudios de Economia, Vol. 29 - N° 1

must now compete with other firms to serve high value consumers. However,
when casual copying is used, the firm retains monopoly power and faces no
competitors for high value consumers.>

The rest of the paper proceeds as follows; First, in Section 2, we describe
the set-up of the environment that the monopolist faceswith network externali-
ties and complementary goods. We describe the market for goods complemen-
tary to the monopolist’s (Section 3). Then, we proceed with a description of the
monopolists good and static analysis of the monopolist’s market, both under an
exogenous level of copying (where the firm's choice is between no copying at
all or copying at theexogenouslevel) in Section 4, and analyzing the monopoalist’s
optimal choice over the level of copying in Section 5. Section 6 examines a
simple dynamic game which is afirst attempt at examining how the choice of
copy protection by the monopolist changes over time. Finaly, Section 7 serves
asaconclusion.

2. THE MoDEL

Themodel considersthe monopolist producer of ahardware good. The hard-
ware good that the monopolist produces is subject to casual copying by those
consumers who do not purchase an original. Furthermore, in the spirit of Katz
and Shapiro (1985), the hardware good exhibits network externalities in that
the value of the good to consumers increases in the number of goods that are
consumed by other consumers (the network size).

For simplicity we assume that the monopolist faces constant marginal cost,
and normalize that value to zero. In addition to the direct network externality
the good exhibits, the hardware good is used in conjunction with complemen-
tary software goods. The monopolist isnot a participant in the software market,
but the availability of third-party software impacts the utility of consumers of
the hardware good. That is, consumers have zero demand for goods in the soft-
ware market unless they consume the hardware good as well. The software
market is assumed to not be subject to concerns about copying, though, without
proof, | claim that it should not affect analysis much.8

Whileit may seem strangeto think of hardware as being subject to copying,
rather than software, itisnot hard to think of exampleswhich fitsinto the frame-
work. For example, Microsoft Windows could be the hardware, and the soft-
ware market is then the market for third-party applications. Or, aweb browser

5 Although, the introduction of copies into the market implies that the monopolist can not
extract the same amount of surplus as if copying was not possible. As we shall show,
though, the highest value consumers purchase original goods, whilelower value consum-
ers (attempt to) obtain copies.

5 Intuitively, it should increase the monopolist's willingness to allow copying. The mo-
nopolist would not only receive increased demand in the hardware market, but also in the
software market. Of course, in the model below free entry leadsto a zero-profit condition
inthe software market. If, however, there was some market power in the software market,
then the monopolist’s existence in that market should increase the willingness to alow
copying of hardware.
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or application (Excel) could be the relevant hardware, and software would rep-
resent add-on modules or plug-ins that are used in conjunction with the appli-
cation. The exact assumed relationship between hardware and software is ex-
plained below, where it is shown that (as in Economides, 1996), the existence
of the complementary third-party software market reducesdown to atraditional
network externality for consumption of the hardware good.

3. SoFTWARE MARKET

The software market is assumed to be astandard differentiated product model
(acircular city ala Salop) with circumference equal to 1 and uniform density
equal to the size of the hardware market, S. We can think of each consumer of
the hardware good as existing somewhere on the circular city. That is, there are
more consumers in the software market the higger the hardware market is.

Consumersin the circular city have gross surplus from a piece of software
equal to K (large enough to ensure that al consumers will purchase software)
and linear transportation cost equal to t. There is afixed cost of entry into the
software market of f, and there is zero marginal cost for production of a good.
Thisyields aprice for firmi of p, = t/n and a quantity of x, = §n. The profit of

afirmintheindustry isthen = %%— f. The zero profit condition then

implies that the number of software firmsis:

n:s& W

Thus, alarger installed hardware baseimpliesalarger number of firms(more
variety) in the software industry.

4. HARDWARE M ARKET

We first consider the case of the monopolist’s decision whether or not to
allow copying in a static framework, where the degree of casual copying is
exogenous, and represented by the parameter a, which is described below. The
timing is as follows: first consumers form expectations about the size of the
hardware network and the number of firms in the software market, then the
monopolist prices, taking into account the expectations of consumer, and fi-
nally consumers make purchase and copying decisions, and the size of the net-
work and the software market are realized.

4.1. Consumers

Following Katz and Shapiro (1985), consumersin the hardware market form
expectations about the size of the hardware market as well as implied number
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of firmsin the software market. Given an expected size of the hardware market
of § and an expected number of firmsin the software market of nF, each con-
sumer has surplus associated with consumption of the hardware good equal to
r+v($)+w(F). Weassumethat v,w >0 v" w7 and also that v(0) =w(0) =0,
that is that is there is no network effects resulting from a network of size 0
Then, r can be thought of asthe consumer’s valuation of the hardware indepen-
dent of any other consumers or the availability of any software products.

The function v(S) is a standard direct network externality function, while
w(n) representstheincrease in each consumers value of the good as the amount
of variety in the software market increases. Each consumer has the same v and
w, so the expected sizes of the network and the complementary market havethe
same effect on all consumers. However, consumers differ in their r. We assume
acontinuum of consumers, with values of r that are uniformly distributed from
-00 t0 0.8 Thus, the value of the hardware to a consumer who pays a price p for
the hardwareis?

ubwing =y +v(SE)+w(nE)— p 2

The expected size of the hardware network, S5, implies that the expected

number firmsinthesoftwaremarketin nf = SE\/g.Letting W(X) = W(x\/gwe
can write the consumers net surplus of the hardware good as

UPH = ¢ +y(SF) +W(SF) -p (©)

Then, we see that the software/hardware paradigm can be represented asan
additional traditional network externality.

Consumers who decide not to purchase the hardware from the monopolist
receive surplus that equals an exogenous fraction, a O [0,1], of the gross sur-
plus from buying the good

U = a(r +V(SF) +W(S")) 4

7 The assumption of (weakly) concave network externality functions is standard in the
literature. It is sufficient that thereisanetwork size S and amarket sizen”, such that for
al S>S andn>n", v (§+w (n)<1, which rules out the possibility of infinite network
sizes being realized.

8 This assumption will create alinear demand curve in the market. Furthermore, the nor-
malization of margina cost to zero somewhat alters the interpretation of r, asit can now
be thought of as the consumers val ue of the good above marginal cost, absent any network
effect. Thus, negative values of r have anatural interpretation. However, thereisanimplicit
assumption in this set-up that the marginal cost of acopy isequal to the marginal cost of an
origina. For goods distributed on CDs, thisislikely empirically approximately correct.

9 Although the consumers are forming expectations about network size, utility need not
integrated over potential network sizes, because we will focus on rational expectations
equilibrium, where expected network size is actualized. Thus, forward looking consum-
ersknow that the expected network size will be realized, and there is no uncertainty.
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The fraction a can be interpreted two ways. The first interpretation is that
the consumer (assumed to be risk neutral) receives a perfect copy an original,
but receivesit only with probability a.1%In this case, o representsthe degree to
which causal copying exists in the market. A high a corresponds to a large
degree of casual copying (little copy protection on the part of the monopalist),
whilealow a correspondsto little causal copying (or strong copy protection)i!
In the second interpretation, the consumer is always able to obtain a copy of an
original, whether that is a lack of functionality or a lack of support from the
monopolist. This degradation could be the result of alack of technical support,
locked features that require registration, or simple degradation from copying,
such asareduction in image or audio quality. It is assumed that thisisthe only
price associated with a copy.12 In either interpretation , o = 0 represents a no-
copying regime with absolute copyright enforcement. The two interpretations
yield dlightly different results which are discussed below, since the imply dif-
ferent sizes of the final network.

Given the monopolist’s price p, a consumer will prefer to purchase rather
than copy if.

(L-a)(r +v(S) +W(S")) >p ()

or

r>—P_y(sE) —u(sE) (6)
l1-a

Thusthe demand curve facing amonopolist, given consumer expectations equal
to S§F and level of casual copying equd to a, is

D=6-—P +y(SE) +(SE) @)

as consumers for which r +v(SF) +W(SF) <0 would not purchase the hard-
ware at any non-negative price (and thus will also not attempt to obtain a copy
of an original, which has price equal to 0).

1t is likely that is possible to obtain an illegal copy of almost any piece of software.
However, in practice, differing levels of copy protection mean that it will take longer to
obtains copies of some software. Searchh and time, however, do not exist in this model,
but can be thought to exist in the parameter a. Increased copyright enforcement makes it
harder (interms of realized search time) for consumersto obtain acopy. If consumersare
only willing to search for finite time, then they become morelikely not to be successful in
their searches copy protection is increased. Thus more copy protection results in alow
valueof a.

1 Notethat it may seem appropriate to have the probability of obtaining a copy be propor-
tional to the amount of originalsthat are sold. However, given that amonopolist facing a
straight-line demand curve maximizes profit by selling to half the market, it will always
be that one half of consumers who have a positive gross valuation of the good purchase
originals. Therefore nothingislost (within thismodel) by assuming that a isindependent
of sales.

12 Except for the marginal cost of a copy, which is normalized out of r as discussed above.
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4.2. Monopolist

The monopolist’s profit function is them;
m(p,S°) = p(9— g P+ y(SE) +W(SE)) ()

Solving the FOC implies that
p(s%) = (9+v(sE) +W(S%)) ©)

(") = %(9 +U(SE) +i(S) (10)

g(SF) isthe quantity of originals copies supplied to the market by the monopo-
list when consumer expectations of market size are S, and it followsthat profit
for the monopolist is

n(s©) = (9+V(SE) +W(S))? (11)

AsKatz and Shapiro noted, there are many market quantities corresponding
to different expectations of network size, and thusit will be worthwhileto focus
on rational expectation equilibrium where the consumers expectations about
the size of the hardware network (and thus the number of software firms) are
redized, =S

4.3. Equilibrium

The actual network size is equal to sum of the number of consumers who
purchase the hardware and the number of consumers who are able to obtain a
copy. Thus, S= q(§) + quantity copied.

It is here that the two different interpretations of a yield different results.
Under the first interpretation that a is a probability of receiving a copy, the

total quantity copied will be a(l (6 +v(S%) +W(SF))), and we have that

§=" 9 (9 +Vv(SE) +W(SE)). Under the second interpretation that a repre-

sents aloss in quality of a copy compared to an original, everyone who would
receive positive surplus from a copy will either purchase or receive acopy (half
purchase, the other half obtain not fully functional copies), and
S = (6 +V(SF) +W(S%)).

Imposing rational expectations equilibrium requiresthat S= S, and so we
havethat S, S,, and § (the network size whit no copying) solve:

§ =220 +U(S) +W(S) (12)



Complementarities and Network Externalities/ David Blackburn 79

S, =(0+U(S,) +W(S,) (13
S =5 (O +US) +(S) (14

Given the concavity assumptions on v and w, we know that v + wis also
concave and thus S, and S, have unique sol utions.

Itisimmediatefromthat S, > S, > § 4=, that is, the size of the network is
increasing in the amount of casual copying ().

FIGURE 1
RATIONAL EXPECTATIONS EQUILIBRIUM

Sne S S S

4.4. Copyingor Not?

The guestion remains, should the monopolist allow casual copying? There
aretwo effects. First, casual copying (a > 0) impliesalarger outsides option for
consumersin the hardware market. This* copying effect” resultsin the demand
curverotating inward. By itself thisimpliesthat the firm’s profitswill be lower,
as sales do not decrease, but the price is reduced. However, the second effect is
that the increased installed hardware base that copying createsimplies alarger
willingnessto pay by consumers, which shifts the demand curve outward. This
“network-augmenting” effect dueto thefact that there are many more hardware
consumers (the v(.) function). Secondly, the software network (the w(.) func-
tion). These two effect imply that the demand curve is shifted outward, which
resultsin alarger price and quantity for the monopolist.
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FIGURE 2
“COPYING EFFECT” AND “NETWORK AUGMENTING EFFECT”
OF CASUAL COPYING ON DEMAND

Qriginal demand Curve
******* “Copying Effect”
***** Small “Network Augmenting Effect”

,,,,,,,,,,,,, Large “Network Augmenting Effect”

The net impact of these two effects depends on the size of a and the mar-
gina size of the network effects v(.) and w(.). A larger a implies a larger
inward rotation of the demand curve (as well as alarge jump in Sfrom copy-
ing). And larger network effects imply a larger outward shift in the demand
function. If the second effect dominates (there is a large marginal “network-
augmenting” effect relativeto the* copying effect”), then firmswill find it prof-
itable to allow casual copying at a level a. Thus, we might expect that in a
industry with large network effects, monopolists would rather turn a blind eye
to casual copying. However, if the marginal network effect is small, than the
inward rotation of demand will dominate and the firm will prefer to take means
to prevent casual copying and restore a = 0.

Mathematically, the difference in profits to the monopolist (which depends
on how aisinterpreted) is:

o = The =22 (0+V(S,2) + (S ,))* ~ (64U +W(S)* (19

1-
2

= 16+ TS WS S MO HHS) (19

1_
4

+

% (US2) + WS, = (S + (S’ )
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Thefirst term (% 6?)is the “copying effect” which represents the unam-

biguous loss of extractable surplus from the consumer. The second term

L (U8, (S ) -3 (U +S) + T (S 2) + WS ~ 3 (S 2) +W(SL,))

is the “network —augmenting” effect on demand which represents the larger
surplus each consumers receives because of the larger network size when copy-
ing isalowed. The differencein profitsis positive (and the monopolist prefers
that casual copying exists) when the second effect is larger. Notice that the
monopolist is more likely to allow casual copying when the second interpreta-
tion of a istaken, asthisimplies that the network size will be as large as pos-
sible (subject to the rational expectations equilibrium restriction), and thus the
network externalities will be maximized.

Asfirst noted in Takeyama (1994), the potential advantage here is one of
price discrimination. The monopolist is able essentially to price discriminate
between high and low value consumers, setting a positive price at which high
the monopolist is able to induce a large network size without setting a uni-
formly low price which would induce low value consumers to purchase, and
instead uses copying to archive this effect. It is possible (if the condition above
does not hold) that the monopoly price charged to high value.

5. CHOOSING A LEVEL OF COPY PROTECTION

We now extend the model to allow the monopolist to choose alevel of copy-
right enforcement. That is, the firm can choose avalue for a. We can imagine
this happening through the firm withholding support for non-registered users,
locking features within the good, or employing sophisticated duplication pre-
vention methods in production of the good, or more diligent attempts at enforc-
ing copyrightseither privately or through law enforcement. Whatever form copy
protection takes, thelevel of copy protection associated with agood is certainly
one choice variable for a firm in product design. In this framework, the mo-
nopolist is simply able to choose a. For this discussion, we assume that o rep-
resents a probability of finding a copy, and thus copy protection takesthe form
of making it more difficult for consumers to obtain a copy of the good. (The
alternative interpretation is not as appealing in this case, because the size of the
network does not depend on a, and thus the firm’s optimal choice would be a
as close to zero as possible, which would take full advantage of the network-
augmenting effect with (essentially) zero loss associated with the copy effect.)

From above, we can see that the firms profits are purely a function of the
choice of a. Given an a, the realized network size and profit level are deter-
mined from the behavior discussed above. Therefore, the firm can directly con-
sider the effect that achangein a has on profits.

dn_om  omds (19
da oJda 0Sda

That is, the change in the monopolist’s profits from a differential decrease
in the level of copy protection (as a increased, the level of copy protection
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decreases) is composed of the two effects mentioned above. First, there is the
“copying effect” which is the direct negative impact on the profit function

(Z—Z <0).Asit becomes easier for consumersto get copies, amount of surplus

that the monopolist can extract is reduced because the consumer now has a
better outside alternative to purchasing the good. But it isthe second effect that
suggests that a monopolist might want to allow casual copying. The second

term (0_71 g—s > 0) isthe “network-augmenting” effect that casual copying has

on profltsthrough the increased network size that copying creates. Asthe level
of copy protection decreases, realized network size increased, which increase
the extractabl e surplus of consumers. Now, if the “ network-augmenting” effect
outweighs the “copying effect”, them the monopolist will find it optimal to
increase o and allow anincrease in level of casual copying.

From above,

ds _ %(9 +V(9) +W(9)

da -9 (v (9 +iv(9)

>0 (29)

Note that 3—3 >0 here because at equilibrium, the concavity assumptions

on vandwimply that v (S)+W(S) <1. So, increasing o has a bigger effect
on the realized hardware base when the marginal network externality is larger.
Differentiating the profit function completely yields

I = L@ +u( +i(9)” 0O+ + ISV (9 +¥ (9) S
WL 1-a  (V(9+W(S) O
= O M) B e (9 +W (9

(20)

So, the copying effect is proportional to %while the network effect is pro-
l-a f' (9

2 2-(1+a)f' (9
not choose a = 1, because at a = 1, the firm makes zero profit, while any other

portional to . We know immediately that the firm will

level of ayields positive profits. Noting that % ismonotonic decreasingin a,

to determine if the firm prefers some level of casual copying to no copying at

al, it is sufficient to check the sign of % aa=0
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d—n(a:O)>0.:._—1+1_a G >0 (21)
da 4 2 2-(1+a)f'(9

f'(9 >2 (22)
3
So, if the composite marginal network externality is strong enough

(f'(9=Vv(9+W (9 >§), then the monopolist increased his profits by

relaxing copyright protection somewhat. Thisisintuitive, because the firm will
benefit from some level of casua copying if the boost in network size it gets
through the increased network externality as copiesproliferatesislarge enough
to overcome the negative “ copying effect”.

Allowing the firm to optimize over the choice of a leads to the condition

dr 0, subject to the constraint a (0[0,1], which yields

da
Bf'(9-2 . 2]
T 9>3
a’=g 'O 30 23)
O o f'(9<=0
U 30

Where Sis determined through the rational expectations equilibrium given
0.13 Sp, as the marginal network externality decreases, the monopolist iswill-
ing to allow less and less casual copying. The intuition for this is straightfor-
ward: as the demand network externality becomes less and less important, the
monopolist again less by allowing non-purchasers the ability to get an ‘unau-
thorized' copy of the good, and thus desires a higher level of copy protection.
Thus, for goods that have a strong marginal network externality, the monopo-
lists should be willing to allow a (relatively) large degree of casua copying,
while agood that haslittle (or no) marginal network externality would attempt
toenforcefull copyright protection. (Notethat introducing some cost of enforc-
ing a copyright would have little qualitative impact, and would just lower the
bound on the marginal network externality above which the firm would allow
copying. That is, the firm would be more willing to allow copying.)

13 If the combined network externality function is linear, f'(S)=kSso that f'(S) =Kk,

=Lk‘2 for k>§ and o = O for ks%. So the hard-
ware monopolist prefers some level of copying if the marginal network effect is bigger

(with k < 1) then we have that a”

than % The corresponds exactly to linear externality case in Economides (1996), who

finds that a monopolist will prefer to license to at least one other firm if k > %
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6. Dynamic GAME

Finally, we introduce a simple dynamic game in which the monopolist sells
hardware in two periods to examine what path copy protection might take over
the life-cycle of a product. There are two periods t = 1,2, and the monopolist
facesadistinct, but identical, set of consumersin each period. That is, consum-
erslivefor only period, while the monopolist lives for two periods. Thisallows
usto avoid thetypical problemsrelated to monopolist pricing in dynamic settings,
such as the Coase conjecture. However, we assume that some of the network
externality from the network that existsint = 1 continueson to periodt = 2. In
particular, we will assumethat the variety of productsin the software market in
period 1 arestill availablein period 2, along with any new productsthat arisein
software market in period 2 as a result of the hardware network in period
2(n=2 = n'=! +n"™) A possible interpretation for this carry over is that the
product in period 2 isaupgraded version of the period 1 hardware product that
has backwards compatibility with the software produced for the period 1 hard-
ware. An example would be Windows 95, which featured backward compat-
ibility with Windows 3.11, and thus ran all software designed for the previous
operating system, but offered many new features. However, one can imagine
other storieswhere anew generation of consumerswould yield benefitsarising
from large networks of users existing before them.

Proposition 1 In the dynamic game explained above, the level of a chosen by
the hardware monopolist in period 2 is (weakly) lessthan the level of a chosen
inperiod 1. That is a'™? <a'™.

Proof. See Appendix. The intuition of the proof is simple however. In the final
period, the monopolist plays a simple static game strategy as above, however,
the increased base network size resulting from the period 1 network simply
means that the marginal network externality is (weakly) less than in the static
case, and thus there is (weakly) more copy protection in period 2 than in the
static case. Inthefirst period, however, thereisanew effect that allowing copy-
ing in period 1 has. It increases the network size (and thus demand and profits)
in both period 1 and period 2, while the negative aspect (easier availability of an
unauthorized copy of the period 1 good) is exactly the same. Thus, the
monopolist’sincentive to allow copying in period 1 is greater than in the static
case and there is (weakly) less copy protection in period 1 than in the static
case. Therefore, there is (weakly) more copy protection in period 2 than in
period 1. Thus a'=2 <a '™,

The proposition above tells us that as a good (or product-line) becomes
more mature, the level of copyright enforcement chosen by the monopolist will
increase. It is simple to extend the above game to more periods, and we would
achieve the same result. Thelogic hereis clear: once goods have formed estab-
lished networks, there islittle gain to consumers from adding other consumers
to the network. Another Microsoft example may help to clarify the thought
process. When Windows 3.11 was rel eased, Microsoft Windows and Macintosh
OS were both relatively widely used. The addition of another consumer to the
Windows 3.11 hardware network then had arelatively strong network external-
ity on all other uses. As the network grew, third-party software manufactures
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found it to be more worthwhile to focus on the Windows market, rather than the
Macintosh market. However, by the time that Microsoft released Windows X P,
almost al third-party software applications that are released are already fo-
cused on the Windows market, and so thereislessgain in the form of additional
software variety from adding another consumer to the Windows market, which
is arguably already mature.

Thus we'd expect that producers of new goods would desire low levels of
copyright enforcement, while producers of goods that already have established
networkswould (ceteris parabus) desire high levels (or afull level) of copyright
protection. And thisimplication seemsto beredlistic, at least anecdotally. Again,
returning to the Microsoft example, we see that over time, Microsoft has in-
creased the level of copy protection on its operating systems. DOS and Win-
dows 3.x, came on floppy disks and included a back-up program, Windows 95
jumped from floppy disks to CDs, which at the time were expensive to dupli-
cate, Windows 98 required the entry of 12 digit CD-key to unlock the software,
and Windows X P features atight copy protection scheme that sends Mi crosoft
information about the computer it is installed on, and then will not work for
more than 30 daysif it installed on a computer that does not match the onein
the Microsoft database. The proposition above explainstherationality of such a
time path given that the marginal network externality for Microsoft OS's is
(arguably) far lower now than it ever has been.

7. CoNCLUSION

The work above suggests that firms which produce goods which feature
strong network externalities, or equivalently, are strongly complementary with
goods in another market may benefit from the casual copying of the type that
the software, music, and filmindustry currently claim are severely hurting them.
Thisresult stemsfrom the fact that the additional network sizethat is generated
by the copying may increase consumers’ willingness to pay enough to counter
balance the loss in extractable surplus that arises from the availability of an-
other option to consumers. By alowing casua copying to spread the good to
low value consumers that the monopolist does not want to price to, the mo-
nopolist is able to benefit from alarge network size without having to resort to
asingle low price.

Extending the static market into a simplified dynamic setting allowed us to
show that as the market for the product matures, the monopolist hardware pro-
ducer will want to increase the level of copyright enforcement associated with
good. This is because as the network gets larger over time, the marginal net-
work externality is less for future generations of consumers. Because it is the
increasein the network externality that causes the monopolist to desireto allow
copying, asmaller externality on the margin leads the monopolist to attempt to
reduce the amount of casual copying among (potential) consumers of the good.
Future work could lead towards the analysis of a more complicated dynamic
game with multi-generation consumers, to see how the ability of copying to
help solve the Coase conjecture may interact with the mature networks ten-
dency toreducethedesired level of copying. Similarly, it would be beneficial to
examine the impacts of copying on the choice of consumers between compet-
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ing technologies, such as Windows or Macintosh, or the Windows and Linux.
Third, an examination of impacts of the monopolist’sinvolvement in the third-
party software market as well as introducing copying into the complementary
market may well yield different implications about the role of copying. In the
case where the monopolist plays arole in the complementary market, it may be
that the monopolist could prefer complete copying in the hardware market, if it
resultsin large enough increasesin demand in the complementary market, which
may explain why Adobe, for example, distributes Acrobat Reader for free (this
isequivalent to a = 0inthe model presented here) and sellsAcrobat Writer at a
high price.

8 ApPPENDIX 1
Proof. Proof of Proposition 1

To show that a2 a2, | will first show that period 2 copy protection is
stronger thanin the static case (=2  ar$tic) and then period 1 copy protection

isweaker than in the static case (as@ic  gt=1),
Recall the FOC for optimization in the static case:

drr 2l 1-a  (V(9+W(9) O

i = (6 +Vv(S) +W(3)) BZ 2 2=+ o)V (S +W (3))H (24)
Thus we have:
1_1-g%*° (V (9 +W () 25)
4 2 2-(L+aS@ )V () +W ()

1+ aslatic
where Sisdetermined by S= T(Q +Vv(S) +W(S)). Now in period 2 of

the dynamic game, the profit function is:

1-qa'72

n(S) = (6+V(S) +W(§ +S))* (26)
t=2
§, = 20— (0 +US) +W(S +S) @
Thus, we have:
1 ~
o H01MS) 45 +S) o
-8 )+ (5 S

and the following FOC:
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- O
I _ 6 +u(s) +in(S +SQ))2EW1+1

™ U(S)+W(S+S) Do
da 2 0

2-(1+a' )V (S) +W (S +S)

1_1-a'2  (V(S)+W(S+S) =0)
4 2 2-(1+aT)V(S) +W (S +S))
Comparing the two FODs, we see that the change to the FOC isthe inclusion

of an additional S; in the W term. Since W'<0, this implies that
W (S +S)sW(S). Foral S, S,. Now we can rewrite the generic FOC as:

LoD o 3D
1_&(\/ +W)
2
and solve for d—? and get:
dw
o t=2
da__ —A-a’7) . (32)

W (v +W )2 —(V W)

because (V +W ) <1 by assumption. Thusadecreasein W for al S;, S, leadsto
adecreased in o and so we have that =2 < grstatic,

To show that as@tic g1 wefollow asimilar strategy. The FOC for period
1 now includes terms relating to the profit in period 2. All of these terms enter
in as a (weakly) positive function of a2, Thisisthe only difference between
the FOC for the static case and the FOC for the dynamic case. Trust immedi-
ately follows that astatic =1, Putting these together we get that at=2  at=1,
and thus (weakly) more copy-protection is sought by the monopolist in the
second period than in thefirst period of the dynamic game.

QED.
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