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STRATEGY, STRUCTURE AND PRICING

FALL 2010
Professor: Erik Brynjolfsson Admin.
Room: E62-414 Assistant: Michelle Cole
Phone: 617-253-4319 Room: E62-438A
Email: erikb@mit.edu Phone: 617-258-5583
Web: http:/digital. mit.cdu/erik Email: mmcole@mit.edu
Teaching Puneet Newaskar
Assistants: Heekyung Kim puncet@MIT.EDU
Email: hekim@MIT.EDU
Elliot Sedegah
esedegah@MIT.EDU
SCHEDULE OF SESSIONS
September October November December
Thur  The Economics of Tues Amazon Tues  The Mobile Web Thur Digital Advantage
9/9 Information 10/5 Jeff Wilke 11/02  Or Social Networks 12/02
Due: | pager
Tues  Sermo Thur Targeted Thur  Enterprise 2.0 Tues Emerging Electronic
9/14  Dan Palestrant 10/7 Advertising: 11/04  Andrew McAfee 12/07  Markets
Due: I pager Google
Hal Varian
Thur  Differential Pricing, Thur The Long Tail Tues  Open Source and Thur Future of
9/16  Signaling and 10/14  Due: I pager 11/9 Innovation 12/9 Information
Screening Eugene Lee Economy
Tues  Bundling and Tues SIP week — No Tues  Policy Debates: net
9/21  Aggregation 10/19:  Class 11/16  neutrality; industrial
Due: Bundling Thur policy; copyright
Exercise 10/21 law
Thur  Search and Tues Deep QA and Thur  Wikipedia
9/23  Competition 10/26  Knowledge work: 11/18  Due: I pager
Gregg Gordon David Ferrucci
Tues  Two Sided Networks | Thur MidTerm Exam Tues  Information
9/28  and Platform 10/28 11/23  Analytics
Competition Gary Loveman
Neel Sundaresan
Due: 1 pager
Thur  Pricing at Zero Tues  Experimentation,
9/30  Chris Anderson 11730 Replication and
Innovation

Please check the class website before every class for announcements, assignments and schedule

changes.
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CLASS INFORMATION
Class Time and Location: Tuesdays and Thursdays: 1-2:30 PM, E62-276

Class Web Sites: http://stellar.mit.cdu/S/course/15/fal0/15.567/ for readings, and assignments
http://www.economicsofinformation.com for a class blog and discussion area

Office Hours:  Tuesdays, 2:35-4pm and by appointment.
COURSE PERSPECTIVE AND DESCRIPTION

Information, especially digital information, is different in many ways from other goods and services.
Yet, information is still subject to the laws of economics. The purpose of this course is to explore
some of the economics of information and understand how they affect strategy, structure and pricing.

We will use lectures, cases, class discussion, guest speakers, exercises and team projects to examine a
variety of topics including: the pricing of information goods, bundling and other forms of aggregation,
open source and innovation, search and competition, targeted advertising, information analytics, social
networks and information worker productivity, business process replication and a variety of other
topics. Fundamental economic principles will be illustrated using business case studies. At times, we
will also discuss emerging digital technologies, business methods and industry structures.

Rapid and radical changes inevitably create opportunities for great wealth creation — and destruction.
Business leaders empowered with knowledge of the underlying economics, business and technological
principles will be at an advantage in such an environment.

COURSE PRINCIPLES AND EXPECTATIONS

Students in the class are co-producers of class discussions and collective learning. For this to happen,
class members need to listen carefully to one another and build on or critique prior comments. Many
of you have worked in some of the companies we will be discussing or have worked with the relevant
technologies. If past experience is any guide, each of you has unique insights and experiences that can
help your classmates better understand the issues we are discussing. The discussion should be a
conversation in which all participants recognize that they have an obligation to advance our
understanding of the issue at hand. Your contributions to this learning process will be appraised in
addition to the specific content that you contribute.

Because this course relies heavily on class participation for its success, class norms and expectations
regarding class behavior are very important:

I Attendance at every class is required. Please schedule outside activities at times other than when
15.567 meets. Please arrive on time and stay from the beginning of class to the end. If you must
miss a class, please advise both the TAs and me in advance. You are allowed up to two excused
absences before missing class seriously affects your grade. For classes you must miss, it is your
responsibility to find out from your classmates what materials were covered and what items were
distributed in class. Most classes are video-recorded and can be available for you to view the
misscd classes. Please ask your TA to get access to the recorded class.
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2. Please come to class fully prepared to discuss the readings. I create a reading guide for each
session with questions that you should review in advance and be ready to answer. In every class, I
will "cold call" students whose hands are not raised. If something has prevented you from being
prepared for class that day, you should let me know before the start of class.

3. Technology allows us to be connected almost anywhere and anytime. However, there are times
when it is more productive not to be electronically connected. Class sessions are one such time.
During class sessions, please turn off cell phones, beepers, laptops or other such equipment and
focus all your attention on the class discussion.

4. On the other hand, 1 encourage you to interact with me and your classmates outside of class via the
class blog and discussion forum at http://www.ecconomicsofinformation.com. When you find
interesting articles, technologies, business models, or websites that are relevant to any of the topics
in our class, please post them to the blog. I especially encourage you to comment on posts
originally made by other people. Each student should make at least one comment on the blog by
the end of October. Please note that the blog contents are visible to anyone in the world with
access to the Internet and use appropriate discretion.

5. Please bring your name card to every class and starting with the second class session, please sit in
the same seat each class. This will make it easier for me to get to know you and to make sure you
get appropriate credit for your contributions.

Students who are thoroughly prepared for each session will benefit the most from this class. What’s
more, they add to the learning of their classmates. Hence, if you don’t feel comfortable with these
expectations, then this is not a good course for you to take this semester.

ASSIGNMENTS AND GRADING
This is a 9-unit course (3-0-6 H-level graduate credits). Grades will be assigned on the following basis:

Class participation 35%
(including via blog)

Individual and Group Assignments 25%
(One pagers and other exercises)
Midterm Exam 15%
Team project 25%

In addition to the individual and group assignments, there is a Midterm Exam and a major Team
Project. Detailed explanations of each assignment and the project will be posted on the class website.
Note that most assignments are due via Stellar at 9pm on the night before class.

READINGS AND CLASS SCHEDULE

Reading packets are available from the Copy Technology Center, E52-045. The first packet includes
the required readings for the course through October 26 and a second packet will be at Copy Tech by
mid-October. Occasionally, optional readings will be available via the web. In addition, some required
readings will be handed out in class and via the web. Please note that some of the web-based readings
require Acrobat PDF (Portable Document Format). A free reader can be found at
http://www.adobe.com/Acrobat/ (Why does Adobe give this software away?)
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Books FOR THE COURSE

Strongly suggested:
Shapiro, Carl and Varian, Hal. Information Rules: A Strategic to the Network Economy. Harvard
Business School Press, 1998.

Brynjolfsson, Erik and Saunders, Adam, Wired for Innovation: How Information Technology is Re-
shaping the Economy, MIT Press, 2009. [All royalties I earn from sales of this book to 15.567 students
will be used to fund refreshments in class.]

Optional:
Saloner, Garth and Spence, A. Michael Creating and Capturing Value: Perspectives and Cases on

Electronic Commerce, John Wiley and Sons, 2001.
Brynjolfsson, Erik and Kahin, Brian, eds Understanding the Digital Economy, MIT Press, 2000.

Liebowitz, Stan Re-Thinking the Network Economy: The True Forces That Drive the Digital
Marketplace, American Management Association, 2002.

Varian, Hal, Farrell, Joe and Shapiro, Carl. The Economics of Information Technology: An
Introduction, Cambridge University Press (2005).

Sloan Management Review http://sloanreview.mit.edu/
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CLASS SCHEDULE

September Required Optional
Thur | Economics of Review Syllabus. Get course pack, Part 1. Brynjolfsson and Saunders, Wired for
9/9 Information Innovation, Ch. 1. Technology, Innovation and
McAfee, Andrew and Brynjolfson, Erik Productivity in the Information Age.
"Investing in the IT That Makes a Competitive
Difference" Harvard Business Review, (July- Shapiro and Varian, Information Rules, Ch. 1 -
August, 2008) The Information Economy
MecAfee, Andrew and Brynjolfsson, Erik "Dog Stiglitz, J. E. (2000). "The Contributions of the
Eat Dog: Industries that Buy a lot of Economics of Information to Twentieth Century
technology are becoming as cutthroat as those Economics." Quarterly Journal of Economics
that produce technology" Wall Street Journal 115(4): 1441-1478.
and Sloan Management Review, (April, 2007)
Tues | Sermo Case: Eisenman and Niclson, Sermo, Inc. Economides, N. The Economics of Networks,
9/14 809142-PDF-ENG International Journal of Industrial Organization,
vol. 16, no. 4, pp. 673-699 (October 1996).
Shapiro and Varian, Ch. 7 Networks and
Positive Feedback, pp.. 173-225 Leibowitz, Steven and Steve Margolis ,
“Network Externalities (Effects) * The New
Due Monday 9pm via Stellar: Sermo 1 pager Palgraves Dictionary of Economics and the Law,
MacMillan, 1998.
htrp:/wwwpub.utdallas.edu/~liebowit/palgrave/n
etwork.html
Thur | Differential Varian, H. (2000) “Buying, Sharing and Shapiro and Varian, Ch. 2 Pricing Information.,
9/16 | Pricing Renting Information Goods™ The Journal of Ch.3 Versioning Information.
Industrial Economics, Vol. XLVIII, Number 4,
December 2000. Tirole (1989) The Theory of Industrial
Organization Chapter 3: Price Discrimination
Schoder and Talalayevsky, The Price Isn't Read pages 133-152, but skip subsection 3.3.2 (p
Right, Wall Street Journal, Aug 23, 2010. 148-149).
Evan Miller, *Golden footballs and the Shiller and Waldfogel “Music for a Song: An
Economics of Groupon™ Empirical Look at Uniform Song Pricing and its
http//www.evanmiller.org/golden-footballhtml | Alternatives™ Working Paper, Wharton School,
June, 2008.
Daniel Hamermesh “What Do Books and Roses
Say About Discounting?” February 23, 2009.
Linda Wertheimer, “New Pricing Plan Soon to
Be For Online Music™ NPR, July 27, 2009.
Meet teammates for team projects
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hitp/fwww wired.com/techbiz/itymasazine/ 16-
03/ff free

Parker and van Alstyne, 2002, "Two-Sided
Network Effects: A Theory of Information
Product Design", Management Science, Oct,
2005.

Malcolm Gladwell, “Priced to Sell: Is Free the
Future?” The New Yorker, July 6, 2009.

Bloomberg News “Diller Calls Free Web
Content a *Myth, Joins Refrain”, July 24, 2009.

Rich, Motoko, “With Kindle, the Best Sellers
Don’t Need to Sell” New York Times, January
22,2010.

Tues | Bundling and Case: Bundling, 9-191-177 Bakos and Brynjolfsson (2000) "Bundling and
9/21 Aggregation Competition on the Internet” Marketing Science,
Bakos, Yannis and Erik Brynjolfsson (2000 Volume 19, Number 1 (Winter), pp. 63-82.
)“Aggregation and Disaggregation of
Information Goods: Implications for Bundling, | Bakos and Brynjolfsson (1999) "Bundling
Site Licensing and Micropayment Systems,” in | Information Goods: Pricing, Profits and
Varian and Kahin, Eds. Internet Publishing and | Efficiency” Management Science, 45(12)
Beyond: The Economics of Digital Information ppl613-1630.
and Intellectual Property, MIT Press, 2000,
Albanesius, “If Sirius-XM Can Offer A La
Carte Programs, Why Can't Cable?” PC
magazine, July 30, 2008.
http://www.pemag.com/article2/0,1895.23268 1
7.00.asp
Due Monday 9pm via Stellar: Bundling
Exercise
Thur | Search and Smith, Bailey and Brynjolfsson, Erik Bakos, Y. (1997)"Reducing Buyer Search Costs:
9/23 | Competition "Understanding Digital Markets” in Implications for Electronic Marketplaces
Brynjolfsson and Kahin, eds Understanding the Management Science, Volume 43, Issue 12
Digital Economy, MIT Press, October, 2000, (December 1997), 1676-1692
Brynjolfsson, E. and Smith, M. (2000)
“Frictionless Commerce? A Comparison of
Internet and Conventional Retailers”
Management Science, Vol. 46, No. 4 (April
2000), pp. 563-585
Tues | Two Sided
9/28 Networks and Casc: Edelman and Larkin, eBay Partner Arthur, B. “Increasing Returns and the Two
Platform Network (A), HBS: 910008 Worlds of Business.” Harvard Business Review
Competition
Due Monday 9pm via Stellar: eBay | pager
Thur | Pricing at Zero Chris Anderson, “Free! Why $0.00 Is the Future
9/30 of Business™ Wired, Feb 25, 2008. Parker and Van Alstyne, “Strategies for Two-

Sided Markets” Harvard Business Review (2006)
Shapiro and Varian, Ch 5 and 6

Brynjolfsson and Saunders, Ch. 2 and 7.
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October
Tues | Online Retailing: Case: Amazon Enters the Cloud Computing
10/5 | Amazon Business Stanford University case 2008-353-1;
May, 2008.
Due Monday 9pm via Stellar: Amazon I pager
Thur | Targeted
10/7 | Advertising Case: Edelman, Google, Inc. 910036-PDF- Varian “The Economics of Internet Search”
ENG , Feb 2010 http://people.ischool.berkelev.edu/~hal/Papers/2
007/costa-lecture.pdf
Steven Levy, “Sccret of Googlenomics”, Wired,
May 22, 2009 “Online Search” Stanford Graduate School of
Business, December, 2008
Tues | No Class —
10/12 | Monday Schedule
Thur | The Long Tail Anderson, Chris. “The Long Tail,” Wired, Brynjolfsson, Erik, Hu, Yu (Jeffrey) and
10/14 http://www.wired.com/wired/archive/12.10/tail | Rahman, Mohammad "Battle of the Retail
pr.html Channels: How Product Selection and
Geography Drive Cross-channel Competition",
Brynjolfsson, Erik, Yu (Jeffrey) Hu, and Management Science, 2009.
Michael D Smith. 2003. “Consumer Surplus in
the Digital Economy: Estimating the Value of Varian, Hal R. 2005. “Reading Between the
Increased Product Variety at Online Lines of Used Book Sales,” New York Times 28
Booksellers,” Management Science 49 (11) Jul 2005.
1580-1596.
Garrity, Brian. 2006. “DMG Bets on ‘Long
Due Wednesday 9pm via Stellar: Long Tail 1 | Tail’,” Billboard 118 (7) 12, 18 Feb 2006.
pager
Tues No class meetings this week
10/19 | SIP week
and
Thur
10/21
Tues | Deep QA and
10/26 | Knowledge Work | Clive Thompson “What is IBM’s Watson?”
New York Times Magazine, June 16, 2010.
Hayek, F.A. "The Use of Knowledge in
Society." American Economic Review 35:4
(September 1945): 519-530.
FIRST COURSE PACK ENDS HERE
Thur | Midterm
10/28 Review readings and class notes
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November

Tues | The Mobile Web Case; Alcacer et al. Emerging Nokia, 710429-
11/2 Or PDF-ENG
Social Networks Or
Lazer, D etal. (2009) "Computational Social
Science" Science, Feb. 6, 2009,
Thur | Enterprise 2.0
11/04 McAfee, A. The U.S. Intelligence Community McAfee, A. “Enterprise 2.0,” Sloan Management
(4), MIT Center for Digital Business Case Review, 2006.
Study #101
Brynjolfsson and McAfee “Beyond Enterprise
2.0", Sloan Management Review, Spring, 2007.
Tues | Open Source and Brynjolfsson and Saunders, Ch. 6.
11/9 | Innovation Raymond, “The Magic Cauldron”
’ . Richard Stallman, “Why software should not
Shapiro & Varian, Ch. 4 have owners™ in Free Software, Free Society:
Davis, Randall “The Digital Dilemma® The Selected Essays of Richard M. Stallman.
Communications of the ACM, February, 2001. .
Summary of the Digital Millennium Copyright
Act by U.S. Copyright office
Due Monday 11/08 via Stellar: Debate on
Open Source and Innovation Besen and Raskind. (1991). An Introduction to
the Law and Economics of Intellectual Property.
Journal of Economic Perspectives, Vol. § (No.
1), pp.3-27.
Lessig, L., Free Culture: How Big Media Uses
Technology and the Law to Lock Down
Creativity, (2004), Penguin Press.
Thur | No class
11/11 | (Veteran’s Day)
Tues | Policy Debate: net | Readings TBA
11/16 | neutrality;
Industrial policy;
copyright law
Thur | Wikipedia Greenstein, Wikipedia case, Northwestern Eric S. Raymond (2001). The Cathedral and the
11/18 Univ. 2009, Bazaar" in The Cathedral & the Bazaar.
O'Reilly.
Due Wednesday night via Stellar: | pager on
Wikipedia
Tues | Competing on Gary Loveman, “Diamonds in the Data Mine” Anderson, Chris “The End of Theory: The Data
11/23 | Analytics Harvard Business Review, 2003 Deluge Makes the Scientific Method Obsolete”
Wired, 16.07
Lynn Wu, Erik Brynjolfsson "The Future of I1_llp:.-".»"\\-'\f:y-:.wir{:d.conv‘scicncc.t’discm-crics.-’ma&n
Prediction: How Google Searches Foreshadow | Z0e/16-0 ""'”.b theory .
Housing Prices and Sales" NBER Conference Davenport, “Competing on Analytics” Harvard
Technological Progress & Productivity Business Review, January, 2006.
e . . 2
Measurement, 2009; WISE, 2009; ICIS, 2009. Brynjolfsson and Schrage “The New Faster Pace
of Innovation™ Wall Street Journal and Sloan
Management Review, August, 2010.
Thur | Holiday
11/25
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Pl N

Tues
11730

Experimentation,
Replication and
Innovation

The 4 Ways IT is Driving Innovation
An Interview with Erik Brynjolfsson
MIT Sloan Management Review, Spring, 2010.

Ron Kohavi, Roger Longbotham, and Toby
Walker,” Online Experiments: Practical
Lessons™ IEEE Computer 2010 (in press)

Brynjolfsson, Erik and Schrage, Michael "The
New, Faster Face of Innovation: Thanks to
Technology, Change Has Never Been So Easy-
or So Cheap" Wall Street Journal and Sloan
Management Review (August 17, 2009)

Simester mimeo on how to design experiments

December

Thur
12/02

Digital Advantage

Brynjolfsson and Saunders, ch. 4

Brynjolfsson, McAfee, Sorell and Zhu “Scale
without Mass: Business Process Replication and
Industry Dynamics’, Center for Digital Business
Working Paper, 2009,

Brynjolfsson, E., and L. Hitt. "Beyond
Computation: IT, Organizational
Transformation and Business Performance."
Journal of Economic Perspectives 14, no. 4
(2000): 23-48.

Brynjolfsson and Saunders, Ch. 3, and Ch. 5.

Tues
12/07

Emerging
Electronic Markets

Upton and Fuller, “The ITC eChoupal
Initiative”, HBS Case 604016

Malone, Yates and Benjamin, “Electronic
Markets and Electronic Hicrarchies”,
Communications of the ACM, 1987.

Sachs “The Digital War on Poverty” Project
Syndicate. http://www.project-
svndicate.ore/commentary/sachs 144

Thur
12/09

The Digital
Organization and
the Future of the
Information
Economy

If you're a pessimist, then read:

Kurzweil, Ray “Reinventing Humanity

The Future of Human-Machine Intelligence”
KurzweilAlLnet Feb, 20006,

http://www kurzweilai.net/meme/frame. html?m
ain=memelist.html?m=1%23664

If vou're an optimist, then read:

Joy, Bill “Why the Future Doesn’t Need Us”,
Wired, 8.04

http//www. wired.com/wired/archive/8.04/joy.h
unl

Due via Stellar: Final Project Report

Brynjolfsson and Saunders, Wired for
Innovation, MIT Press, 2009. Chapter 5.

Hayek, F.A. "The Use of Knowledge in
Socicty." American Economic Review 35:4
(September 1945): 519-530.

Brynjolfsson and Hitt, “Beyond Computation™ J.
of Economic Perspectives, Fall, 2000.

Arrow et al. “The Promise of Prediction
Markets” Science, May 2008.
http://bpp.wharton.upenn.edu/jwolfers/Papers/Pr
omiseofPredictionMarkets.pdf

Version: 9/06/10
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|
15.567 Reading Guide —5L0 lacag Medil
Sermo, Inc. and Network Economics

There are a lot of interesting aspects about Sermo, Inc. One that we will analyze in this session
is the economics of networks. Not only does Sermo give away access to its site and tools for free
to qualified physicians, but they also work hard to get them to use it. Understanding this strategy,
where it applies and where it doesn’t, can be essential for the successful introduction of many
types of digital products and services.

Required Readings:
Case: Sermo, Inc. HBS Case 809142-PDF-ENG

Shapiro and Varian, Ch. 7 Networks and Positive Feedback, pp.. 173-225

Optional Readings:

Economides, N. The Economics of Networks, International Journal of Industrial Organization,
vol. 16, no. 4, pp. 673-699 (October 1996).

Leibowitz, Steven and Steve Margolis , “Network Externalities (Effects) © The New Palgraves
Dictionary of Economics and the Law, MacMillan, 1998.
http://wwwpub.utdallas.edu/~liecbowit/palgrave/network.html

URLs:

Stop by Sermo and read how it works: http://www.sermo.com/about/introduction

Study Questions
Please think about the following questions as you do the readings.

1. Who are the main stakeholders in Sermo’s Community? What to they each contribute
and what do they each get?

2. What are some alternative revenue options for Sermo?

3. What do you see as Sermo’s immediate challenges? What are the long-term
opportunities and challenges?

4. For what other products or services would Sermo’s approach work?

Required Assignment “One Pager” for Sermo Class

Please post a one page memo addressed to Dan Palestrant (max 300 words) analysis) by 9pm on Monday,
September 13 (the day BEFORE class) on the Stellar Website in the appropriate folder. Please submit
either a PDF or MS Word file, with your name, date and assignment tim. (If you do not yet
have access to Stellar, please acontact a TA to get access as soon as possible.

Question: If you were advising Dan Palestrant facing the situation he did in 2009, what strategy would
you recommend and why?
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Michael Plasmeief

362 Memorial Drive
Cambridge, MA 0129

{610) 513 - 0390

plaz@theplaz.com

) 4

UV ¥ e

Advice as of the 2009 HBS case

9/12/2010

Dan Palestrant, M. D.

CEOQO and Founder
Sermao, Inc.

Dear Mr. Palestrant,

The case study conducted by the Harvard Business
School stated your intention to enter the consumer market
with a “fee-for-service” scheduling application. However, |
have significant concerns about the applicability of this new
business model to your existing business model. In short, how
does your current experience elevate you about other players
in this new market? While your push to move into core “need
+ vocational” services is smart, the proposed product appears
to operate completely separate from your existing social
community and analytics businesses.

Getting into the health IT industry is a good idea. The
US Government is offering $17.2 billion in incentives to help
encourage “meaningful use” of information technology as part
of the American Recovery and Reinvestment Act. The market
is growing rapidly as companies are rushing to take advantage
of the money. However, Nancy Fabozzi, a senior industry
analyst at Frost & Sullivan thinks that health IT will have a
growth future, solely because the future is not “fee-for-
service.”*

“Everybody thinks that fee-for-service is doomed and
we have to have a new system of reimbursing
physicians for the quality of care instead of the
quantity of care because costs are exploding.”

1

http://www.informationweek.com/news/healthcare/EMR/showArticle.jht

ml?articlelD=227200057 retrieved 9/12/2010




In addition, medical providers will be looking for a
comprehensive system that meets the Government’s
“meaningful use” rules. Such a system would be very costly to
develop, and Sermo has not demonstrated how its current
strengths will translate in this new market. Perhaps Semo can
integrate its information inside a third party’s comprehensive d;d ad
health IT system though a licensing agreement.

A teemnt

Although the market for Health IT is growing rapidly, “/ /}
Sermo should only enter the market if it is able to utilize its mM

existing strengths, namely its vast store of community H.ea ! n\fafﬁ
contributed information.

—Michael Plasmeier
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15.567 Reading Guide
September 16: Differential Pricing

In the next few classes, we will focus on understanding the opportunities and challenges
of selling and buying information goods. A foundation for this understanding begins
with differential pricing strategies, including a look at their pros and cons. As we will
see, Wcreerﬁﬁ]re related concepts and important in situations of
asymmetric information.

Required Readings

Varian, H. (2000) “Buying, Sharing and Renting Information Goods” The Journal of Industrial
Economics, Vol. XLVIII, Number 4, December 2000.

Schoder and Talalayevsky, The Price Isn't Right, Wall Street Journal, Aug 23, 2010.

Evan Miller, “Golden footballs and the Economics of Groupon” May 2009
http://www.evanmiller.org/golden-football.html

Daniel Hamermesh “What Do Books and Roses Say About Discounting?” February 23, 2009,
Linda Wertheimer, “New Pricing Plan Soon to Be For Online Music” NPR, July 27, 2009.

Optional: (Not in reading packet)
Shapiro and Varian, Ch. 2 Pricing Information., Ch.3 Versioning Information.

Tirole (1989) The Theory of Industrial Organization Chapter 3: Price Discrimination
Read pages 133-152, but skip subscction 3.3.2 (p 148-149).

Shiller and Waldfogel “Music for a Song: An Empirical Look at Uniform Song Pricing and its
Alternatives”™ Working Paper, Wharton School, June, 2008.

Study Questions

Please think about the following questions as you do the readings. Be prepared to explain
your answers in class.

1. How would you explain the observed pricing strategies for books and roses
around April 23 in Catalonia?

2. Consider an information good or service provided by a company with which you
are familiar (e.g. a former or future employer). How can “versioning” be used to
increase its profits? Be specific.

3. What are the barriers to the use of differential pricing for information goods?
Why might it be difficult to engage in versioning in a competitive market? How
can you avoid these problems?

4. What do you think of Groupon’s pricing strategy?
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15.567 Reading Guide
September 21: Bundling and Aggregation

How, why and where do bundling and aggregation work? How are revenue models for
content online similar to the revenue models offline, and how are they different?

Required Readings:
Bundling, HBS Case 9-191-177

Bakos, Yannis and Erik Brynjolfsson “Aggregation and Disaggregation of Information
Goods: Implications for Bundling, Site Licensing and Micropayment Systems," in Varian
and Kahin, Eds. Internet Publishing and Beyond: The Economics of Digital Information
and Intellectual Property, MIT Press, 2000.

Albanesius, “If Sirius-XM Can Offer A La Carte Programs, Why Can't Cable?” PC
magazine, July 30, 2008. http://www.pcmag.conVarticle2/0,1895,2326817,00.asp

Optional:
Bakos and Brynjolfsson (2000) "Bundling and Competition on the Internet" Marketing
Science, Volume 19, Number 1 (Winter 2000), pp. 63-82

Bakos and Brynjolfsson. (1999) "Bundling Information Goods" Management Science,
Vol. 45, No. 12 pp. 1613-1630.

URLs:

Here are some interesting content sites to visit — check out the pricing pages of each one.
For content which is available both online and offline, what differences do you notice?

Comcast pricing: http:/www.comcast.com/shop/buytlow/default.ashx

Sirius pricing:
http://www.sirius.com/servlet/ContentServer?pagename=Sirius/CachedPage&c=Page&ci
d=1065475754240

Apple TV Pricing http://www.apple.com/appletv/

Napster subscriptions:
http://www.napster.com/fag/subscribetonapster.html#subscribetonapsterq 1

Consumer Reports: http://www.consumerreports.org or Wall Street Journal online:
http://www.wsj.com

Here’s an interesting blog post about iTunes and Bundling:
http://elidourado.com/blog/itunes-bundling/




Study Questions
Please think about the following questions as you do the readings.

1. Visit a few content sites and note the similarities and differences of the sites and
approaches. What other examples of subscriptions, bundling, per-unit pricing and
advertising can you identify? What patterns do you observe?

2. Bundling unrelated goods is relatively uncommon for physical goods, but much

more common for information goods. Why?

Why haven’t “micropayments” caught on more widely on the Internet?

4. How are the economics of site licensing and subscriptions similar to the
economics of bundling? What characteristics of the Internet make aggregation
more or less attractive?

5. What’s the future of content? What will be the revenue models in 5 years?

(%)

Required Assienment: Bundling Exercise

Please submit your answers to the four questions below via Stellar 9pm on Monday,
September 20 (the day BEFORE class).

Questions:

Please refer “The Concert Series” example from the short HBS Bundling Case in the
course pack and answer these two questions:

1. What price per concert maximizes revenue if you are only selling individual tickets per
concert and do not offer a series price? (Hint: 4 Groups (everybody in this case) would
pay at least $5.00 for either concert 4*5%2 = $40 = Total revenue for the two concerts at
per concert price of $5.00.)

2. What price maximizes revenue for the series if you are not offering individual tickets
and offer the customer only the “buy the series or nothing” option?

(Hint: The “Romantic” group would pay $60 for a series (bundle) of the two concerts, but
the “Sophisticate” group would not pay that much for the series.)

Please refer the “Multiproduct Pricing” example from the short HBS Bundling Case in
the course pack and answer these two questions

3. If, in this population of 10,000 potential buyers, the willingness-to-pay for product A
was perfectly correlated with the willingness-to-pay for product B, what would the
demand curve look like for a bundle of A and B? (Perfect correlation means that every
person with a $100 value for A also values B at $100, while those who value A at $99
will value B at $99, etc.) What is the price that maximizes total profits in this case?

4. What is the demand curve like and what is the optimal price if willingness-to-pay were
perfectly NEGATIVELY correlated (i.e. WTP for A=$100 implies that the WTP for
B=30, etc)?
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September 23: Search and Competition

“Price dispersion is a manifestation — and indeed, it is the measure -- of ignorance of the
market” --George Stigler, Nobel Laureate in Economics

The Internet and other information technologies are profoundly affecting the quantity and
quality of information available to consumers. How is this affecting competition?

Readings

Smith, Bailey and Brynjolfsson, Erik "Understanding Digital Markets” in Brynjolfsson
and Kahin, eds Understanding the Digital Economy, MIT Press, October, 2000.
Optional:

Bakos,.Y. (1997)”Reducing Buyer Search Costs: Implications for Electronic
Marketplaces. Management Science, Volume 43, Issue 12 (December 1997), 1676-1692

Brynjolfsson, E. and Smith, M. (2000) “Frictionless Commerce? A Comparison of
Internet and Conventional Retailers” Management Science, Vol. 46, No. 4 (April 2000),
pp. 563-585

URLs

http://www.priccerabber.com/

http://Awww3.decaltime.com/

http://www.expedia.com/

http:// www.mysimon.com/

http://www.redlaser.com/




Study Questions

Please think about the following questions as you do the readings. Be prepared to defend
your answers in class.

1.

Before class, search for a consumer product like an iPod at Amazon, eBay and
one of the shopping agents above. What is the range of prices you encounter?

How do search costs affect pricing and competition? How have search costs
changed in recent years? Does your answer differ for consumer vs. business-to-
business markets?

Do you normally use price comparison engines when you shop? If not, why not?
If yes, for what products or services do you find them most useful?

Has the Internet made branding more or less important? Looking ahead 5 years,
how would your answer change?

With smart mobile phones proliferating, it is increasingly possible to do real-time
price and feature comparisons anywhere and at anytime. How will this affect
competition? Who will win, who will lose and who will need to change?

As both sellers and buyers get better tools for pricing and price discovery, who
will win? How will competition change?



15.567 Reading Guide
eBay

Network effects are interesting when there is only one relevant network, but they become
downright fascinating when two networks interact. The effects can be profound and
confusing for revenue models and platform competition. eBay provides a fascinating
case example.

-

Readings
Required:

Case: Edelman and Larkin, eBay Partner Network (A), HBS: 910008
Optional:

Arthur, B. “Increasing Returns and the Two Worlds of Business.” HBR
URLSs:

Visit (or revisit) eBay and remind yourself how it works
http://pages.ebay.com/education/index.html

Study Questions
Please think about the following questions as you do the readings.

1) eBay runs substantial online marketing through paid search (ads on search engines)
as well as display campaigns (banner advertisements on thousands of web sites).
What, if anything, does affiliate marketing add?

2) The case presents eBay deciding to cease using Commission Junction, the web’s
largest affiliate marketing network, and instead go it alone. Is this a wise
decision? Why or why not?

3) Exhibit 6 presents commission schedules. Why do you think eBay chose this
commission structure? Could it be improved? How?”

4) Neel Sundaresan, head of eBay Research Labs, may be joining us for this class.
What questions do you have for him?

Required Assignment “One Pager” for eBay Class

Please post a one page memo addressed to Steve Hartman (max 300 words) analysis) by 9pm on Monday,

September 27 (the day BEFORE class) on the Stellar Website in the appropriate folder. Please submit
cither a PDF or MS Word file, with your name, date and assignment title at the top.

Question: Based on the eBay case you read, what would advice would you give to Steve
Hartman and his team at ¢Bay?
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September 30: Pricing at Zero

The marginal cost of digital information is often very close to zero. Does this mean the
natural price is also zero? Chris Anderson thinks so. Malcolm Gladwell and Barry Diller
don’t agree. What are some of the arguments for pricing at zero? Is this the future?

Required Readings:

Chris Anderson, “Free! Why $0.00 Is the Future of Business™ Wired, Feb 25, 2008.
http://www.wired.com/techbiz/it/magazine/16-03/ff free

Parker and van Alstyne, 2002, "Two-Sided Network Effects: A Theory of Information
Product Design", Management Science, Oct, 2005.

Malcolm Gladwell, “Priced to Sell: Is Free the Future?” The New Yorker, July 6, 2009.
Bloomberg News “Diller Calls Free Web Content a ‘Myth, Joins Refrain”, July 24, 2009.
Rich, Motoko, “With Kindle, the Best Sellers Don’t Need to Sell” New York Times,
January 22, 2010.

Optional:

Parker and Van Alstyne, “Strategies for Two-Sided Markets” Harvard Business Review
(2006)

Shapiro and Varian, Ch 5 and 6
Brynjolfsson and Saunders, Ch. 2 and 7.
Chris Anderson, Free: The Future of a Radical Price. Hyperion, July 2009.
Study Questions
Please think about the following questions as you do the readings.
1. What are the main arguments that Chris Anderson makes for why $0.00 is the
“future of business™?
2. Do you find Malcolm Gladwell’s rebuttal convincing? Why or why not?
3. Describe a formal taxonomy listing all the distinct revenue models that can make
zero the optimal price. Can you identify real-world examples of each branch of

your taxonomy?
4.  What three questions would you ask Chris Anderson if he visited our class?
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October 5: Amazon.com

Amazon.com has long been a poster child of the information economy. Jeff Bezos’s “get
big fast” strategy led to thousands of me-too business plans: “Our plan is to be the
Amazon.com of the XYZ market...”. Today, Amazon survives, thrives, and, to the relief of
investors, achieved profitability. Even so, it faces new challenges and opportunities such
as cloud computing. What can other businesses learn from Amazon today?

Readings

Case: Amazon Enters the Cloud Computing Business Stanford University case 2008-353-
1; May, 2008.

Marini, “Geeking Out at Amazon,” Technology Review, Nov/Dec 2007
http://www.technologvreview.com/article/ 19543/

Optional:

Stone, Brad “Can Amazon Be the Wal-Mart of the Web?, New York Times, Sept 20,
2009. http://www.nvtimes.com/2009/09/20/business/20amazon.html

URLs

° http://www.amazon.com
¢ http://www.ebay.com
«  http:// www.walmart.com

Study Questions

Please think about the following questions as you do the readings. Be prepared to defend
your answers in class.

1. Is Amazon a technology company or a retailer? Should Amazon focus on making
its platform and services available to other retailers? Is delivering Cloud
Computing a good strategy for future growth?

2. How does the customer experience at eBay compare with Amazon’s? How do the
supply chain and logistics compare with Amazon’s? How does the business
model compare? What are the strengths and weaknesses of each?

3. Amazon started with a focus on books, based on Bezos’s analysis of the industry
and conclusion that it was well-suited for a web-based model. How far do you
think Amazon can stretch its brand and infrastructure to other products and
internationally? What are the benefits and risks?



4. What three things should Amazon do in the next 5 years to build on its early
successes?

Required Assignment “One Pager” for Amazon Class

Please post a one page memo addressed to Jeff Wilke, Sr. VP of North American Retail at
Amazon (max 300 words) analysis) by 9pm on Monday, October 2 (the day BEFORE class) on
the Stellar Website in the appropriate folder. Please submit either a PDF or MS Word file, with
your name, date and assignment title at the top.

Question: Based on the Amazon case you read and the other readings in class so far,
what would advice would you give to Jeff Wilke and his team at Amazon?



’ﬁf MaZon Cﬁé@

”Olbawl f( l/l/S

lob of ks somed Wrony
Thotb g Toworld desale fhem

" nof (9““ e {1, Spote

L e, Q[J, to it Sogm

—Ctwr focws S4 Ptema

= ot gobd Q*‘P’nwe

i (3@& on ]ogdtw Pfob/f’”?
~ MITL LFy

— 5 i abw‘f /Jna,%oﬂé (vhn]  or ,@rb/s’?

) pawm Aj
,\’M[AML pAT @ )

Frlie e Mg
C hat fo 5oy
“qul  plas leep af
~ eqhge Uey bk seiee
~Ceslers  pegd 4 bl on {”op of o

TS (g (edondeng  hous
-l vp be nefifiel  qhed loss 7




®
b oy Tnbdky gty
BmL Toft  (ville s it Al
o T adue oo Al
—or Hmaton In gW‘«l
09 MG and to & b someore eloe

RS

l/v\[/t&)\ o M9 5
it only 903 W"’AS

“nd casy 5 e Ml



MM%WOA (0/5"
Jeff Uille

=L60 g
“Vis  Leader FQ” Nanfetvrer

'{} Mailn CUs 5¢fs

~ ek %N‘(CU

—Congne _aTomal dos

“song  soall W CXtoml C[Wlapm

MMM OE' 29 C(xﬁh),;g@
~ Pocktplee
—Cvld F owerk

- [a}e 00

"\/4‘\7 Y (;L;mg ‘qmzy 1:th9f UV/ WW‘W\/SGJT
—grek valg |, Me _based b¢z

— 90w  mpiry fast Eon inveetmnf

_%ﬂtfﬂ?(ot” Hft « cok our fam Very [0@ A fail

- did  dockh o ot
” * —Works .
~ 2% chops o or
~Nny O (Cdg
"58”@’5 want  fraffec
—oe e

—idles Platbm nop, attracdir
“tidere | 6, s
" slles g Chtomeys



@ \d“w/\

“ doat o of | 00@‘“1/437 by
ol god middle  matagiaeqs
"”{qpﬂi i %u/raraL7

o ;D\/ncf\ 'm (:[00(\

&;muﬂj '
\Q)(mfh (0[)@ v"o”owi leaders 1o sl UPWM‘? VDW{S @{ /a('}

.fb-/m ge\"* é’g [)‘L WLIA -Y]e W~S WL /\0)/ l/‘// CGMPM
“ ik G G Gon o g fine on guh pao)éI?L

- lecu‘,@rs]/nq) P Pglt«w
‘hw }\Wt\

“Wille @ Oa(ma'ron T |
Ty g of leaducshly  pxperttce
o e has Ly s ai7e befar

0 Ho ety *pafifabily  AWS
“h ey cthal {4 VS T Camala
bt rot higs  biy
Wl\‘““{ﬁf :’H‘f“ed, achtedre,  nof cm‘ﬁag Cotvcg

d

Q: do  cwts cacg
- JCrpquJ on how /M&' Gk &W.V u,m/F % chJ,

= \/CS tgﬂn‘l 9:1{2 E ?LD Selnls
—Secrdy  pat « Pmblem

l9 COMM{I{E} ‘)'/t/swl b Mofe p‘—mO/{_




9
QAW poiably
“we ae Shll Mc/(’si/ug b ,)\
/%4l‘ pmfdxbf?, m loﬂg (n
O— WhY pmw%ﬂﬂ Jdmj clot/l‘ COMP‘””ﬂ
~Ctfal] very  d [W marqmg
}W PA, ﬂl/ﬂ (un [(\ gqq'opy W7
wn‘ﬁz At fal- c[amﬁ pmm‘ !wi
—50 Slmplep fo 1tz
T Mot rffigale

—We e Yodh veoatl Company
— bt an (()00(\,

B Peuple uilbag o5
{]ﬁ dodanl. Ywy alitady)
"o did pemitie
6
~\ ol offer a9l pn'&g as well
~ad be ab fo ohp i oo
@ ~ docal  ngtworl })glﬂ(w‘(or i J(fferet w/ Contt vl

LQ@A@ZV b sy peples” fors
- @G’féﬂﬂ 6f‘ each fefa/t[ Cat
~al Sigle fheady eyl

“not  morhiw of (P5ponsilolies



9

Q" (ﬂWC(‘ CM{Ul(((ZP:
— work g
“cl‘ts?rlmﬂé
" fovs on Loy ~rn
~ not ctudf\ﬂ( %ctuaﬂ@f
- lﬁ%tj/ bT (’/WP“Q
—(oll vp slewes
~ Ml o iffmo
~gdd  vialn o b2

—hie v loest Classmat®s

~t Eir o Few of (M
Jond]

——

(ase Reiew

e A TR T \[‘}
Oﬂ 5@![ to, Complritong
./5 /b@ 5@“ *{0 aﬂ}'Dﬁ(, can Po,y

~in 6(0 cflls’fr‘tbuﬂm
& d sans j]

~ Sy ot C2>r\1{‘cv*n'|'3é‘r wehelte

T g both

Mk oA etton

“an oty gyl ag otk varitly ds Ty wal
(LTI negitiags

“‘“{( MGles Mo \f

e Clagd sellag h MU0
: P b eke



9

O iy origlally gt tako AT
~heyd capcw‘:\y ” (LC(/

QM‘M' s Clal COMPVJ(‘@
SAPpS as  Gewices
“dafe Gt Sfhuap. o W Thoc ap s
—%llldg) ik ComPuF(,L?
b oF pople call  chud compling
- Mt \M ]m Gos wf ﬂms;-lwiq

_zM{:‘needs o be dr@qp TP dsy r ava'lbly
he"bf{)pkmg

Q: M\y QMG 0 o

”GUY who  warkyd CL{“ ENC

“rolg b Yyome 1 Y

ol company” taatthy it sectors
Qi itdows gt qutlie

~shad  Chorge yptrt
“"‘n\'mk 6hw‘¢ \Q,a,/@

— e 'h\ﬂv@h}’ of tn o foch compdﬂ?

“do't loow ot ghod i

(VCLCL%‘.{C big ‘/Jﬁ'l' b yar ow ‘f’h}f:s)

~lel pruey oty
~Chold W“ by QT Clavt\g

~dandic €or Yalup
~f coqt



G

/ﬁ&i\ﬂuﬂch o My

“Ton Wl n hovse 50 Cheaor

Tt by Ao 0
T beot case  sComasly

“6+%JILC [oad
"‘H{y ot OUWPP}(H

“lob of orbuly Iato indsly

“Qod Ly as e of big
/'n“[ don F 06 b, 6629/’“@”)’{j
- [b;q, ﬂl‘m&n((@d}
— Lo reyd step

”’baokdup muled
= babey) hatte/t
——hot- Comoly
reu o gt bether

~ band + b
~Goodlo, Jocates sewers neal  powerplank
= Power ORapan more €xp@/r,5t/€ than })de;’m
T H':,Sk Er% )Lrotcl(ing
_ Comflanty  of  standuds
~ Pt people over Pliy (/HLH7 mid |

‘;,Mwaﬁoﬂ, \Ca‘v



@Tc’cln P Yip of }((rh/fj for CT()
~ b SYateg,  +modyls
(0 vty

p(t?(' lﬂmwon vely 1013 tom  focestd A
- ey wie mb o ihable  41[) 2040

T b e bl o N5 and gy prof ity
-&EA COtkrs me 35 s 5%%
’a” VY CUdh- Gyoustd

= VOf“{ élMl\i’r\(cmny O("[w.q,HQ



15.567 Reading Guide
October 7: Google

This session we will take a closer look at Google, and the economics of search and
targeted advertising.

Readings
Case: Edelman, Google, Inc. 910036-PDF-ENG , Feb 2010

Steven Levy, “Secret of Googlenomics”, Wired, May 22, 2009
Optional:

Varian “The Economics of Internet Search”
http://people.ischool.berkeley.edu/~hal/Papers/2007/costa-lecture.pdf

“Online Search™ Stanford Graduate School of Business, December, 2008

URLs
» http://'www.google.com
*  http://www.bing.com
e http://www.yahoo.com
e http://search.aol.com/aol/webhome
e http:///www.wolframalpha.com/

Study Questions

Please think about the following questions as you do the readings. Be prepared to defend your
answers in class.

1. What were the key factors behind Google’s early success?

2. Considering the economics of the search business, do you expect it to become more
concentrated (i.e., dominated by fewer firms)? Is it a winner-take-all business?

3. In renewing its deal with AOL, could Google afford to pay AOL more than 100% of the
revenue generated from AOL searches? How did Microsoft’s maximum affordable bid for
AOL’s search traffic compare to Google’s?

4. In addition to enhancing its core search businesses, should Google also branch out into new
arcas? Which of the following would you recommend: 1) building a full-fledged portal like
Yahoo's; 2) targeting Microsoft’s desktop software hegemony; 3) becoming an ecommerce
intermediary like eBay, or 4) something very different?

5. What kinds of products and services can advertising support well? How does your answer
differ for highly targeted advertising vs. broad based advertising?

6. What questions would you have for Hal Varian, now Chief Economist at Google?
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15.567 Reading Guide
October 14: The Long Tail

As the internet and related technologies lower the costs of search, they make it easier for consumers to
locate obscure products and services that may be uniquely well-suited to their tastes. At the same time,
virtual shelf-space and lower production costs can make it easier to keep enormous product lists or even
make customized products to order. What are the strengths and weaknesses of this story? What are the
strategic and economic implications of your analysis?

Readings
Anderson, Chris. “The Long Tail,” Wired, <http://www.wired.com/wired/archive/12.10/tail pr.html>

Brynjolfsson, Erik, Yu (Jeffrey) Hu, and Michael D Smith. 2003. “Consumer Surplus in the Digital
Economy: Estimating the Value of Increased Product Variety at Online Booksellers,” Management
Science 49 (11) 1580-1596.

Optional
Garrity, Brian. 2006. “DMG Bets on ‘Long Tail’,” Billboard 118 (7) 12, 18 Feb 2006.

Brynjolfsson, E., Hu, Y. and Rahman, M. "Battle of the Retail Channels: How Product Selection
and Geography Drive Cross-channel Competition", Management Science, 2009,

Varian, Hal R. 2005. “Reading Between the Lines of Used Book Sales,” New York Times 28 Jul 2005.

Study Questions
Please think about the following issues and questions as you do the readings.

1. What is the definition, theory and evidence for “The Long Tail”? What are the underlying
drivers on both the supply side and the demand side?

2. What examples can you point to of this phenomenon? What counter examples are there?
Where does the Long Tail seem most important? Has it been over-hyped?

3. What changes, if any, do you expect in industries with large numbers of SKUs (stock keeping
units)? What strategy would you recommend in light of your analysis? What opportunities or
threats do you see?

4. Should pricing be different for products in the tail of the distribution vs. the head?

5. What about the opposite of the Long Tail, the “Superstar” or “Blockbuster” effect? Where

would you expect each type of effect to dominate? Could both phenomena happen at the same
time?

Required Assignment “One Pager” for Long Tail Class

Please post a one page memo addressed to Howard Anderson, Managing Director, YankeeTek
Ventures (max 300 words) analysis) by 9pm on Wednesday. October 13 (the day BEFORE

class) on the Stellar Website in the appropriate folder. Please submit either a PDF or MS Word
file, with your name, date and assignment title at the top.

Question: Based on the readings in class, briefly describe and advocate a new venture
that could profit from the “Long Tail” effect in a novel and interesting way.
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