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ABSTRACT: In the modern media industry, in addittonthe traditional business model of
proprietary products selling, there are a number rigw business models that involve free
distribution of whole products, or some parts af ffroducts. The advantage of the open business
model is in the value creation by a large commumitydevelopers, whereas the proprietary
business model means a simpler form of value captiowever, open and closed business models
can not exist in pure form: the proprietary modekd not give enough space for innovation, while
the open model gives insufficient opportunities @@nerating profit. An investigation of the
problem of optimal business model choice at theapolistic market indicates that the fully closed
business model is less efficient than the modéi Whié closed core and open extensions; it is
profitable for any firm to open all of those idemsd technologies that can not be used without the
base module; the completely open business modetimmal if and only if a substantial part of the
consumer value is determined by additional servicaganovative activity of the users.
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Introduction

There are a number of new business models in tlieemanedia industry that involapen
(i.e. free) distribution of products or product fgain addition to the traditional business model of
proprietaryproducts sellingand / or rights of their use).

For example, a manufacturer can sell the productsarteles, videos, audio records,
software, etc. (traditional proprietary businessdeiy can make them freely available on the
Internet (open business model), or can place saanis pf the products in the open access, and
distribute the other parts on a commercial basik lwvnited access.

In this case, even if the product is distributegefy, it does not mean that the producer
receives no profit from its distribution: for exalmpt is possible to place commercials in freely
distributed magazines and books, advertising banmesites, etc.

It is clear that commercial firms can benefit frg@rticipating in the development of open
source products (distributed freely and withoutrgba by selling additional products or services.
As an example we can use the open encyclopafkgedia,which is being developed lyoogle
OpenSolarissndOpenOfficeopen software distributed [Sunin addition to selling servers, etc.

Even the brightest followers of the proprietaryihass models are changing their mind. For
example, J. Allchin (manager dflicrosoft who was responsible foindows2000 operating
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system distribution) said in 20010pen-source is an intellectual property destroyeran't imagine
something that could be worse than this for théwsok business and the intellectual-property bissine
(Charny, 2001)Microsoft has recently changed course and does not exchel@dssibility of
distributing and using open source software. Intipaar, Microsoft is adopting several
technologies to the free operating systemux and other open platforms in cooperation with
Novelt Mono project involves adopting th&lET platform for Linux operating systemyloonlight
project is to develoilverlightfor Linux, and in July 200Microsoftagreed to distribute some of
its technology folLinuxunder GNU GPL open license, which allows any irdes@ users to change
the original source codes (specificalMjcrosoft has transferred 20,000 lines of drivers’ source
code to theLinux developers community under t&&NU GPL— see (Crill, 2008)).

The main advantage of the open business modelaisthiis model involves the value
creation by the efforts of a large community of elepers. On the other hand, the proprietary
business model assumes a simpler form of valuaimpsince intellectual property rights remain
under the control of the developer. However bothdpen and proprietary business models can not
exist in the pure form: the proprietary businesslel@ives very little space for innovation, while
the open business model gives too weak opportarfitiecollecting profits.

Nowadays many media market players at the same ftlis&ibute complementary
proprietary and open source products.

Such a business model, which we shall from nowedarras tohybrid, implies that the
developer releases an open sowae, and receives the income from the distributioprafprietary
extensionsor sells a proprietary core, and distribute opetensions, which can only be used
together with the core module, with the thoughemtance the popularity of the core module, and
as a consequence, the number of its customersrafidfpm its distribution.

The hybrid business model makes it possible to ceeihe advantages of open and
proprietary models.

Despite the mentioned arguments in favor of theridyusiness model, not all the firms in
the real media market offer their products freely & whole or partially).

That’s why the following questions should be consadi:

e under what conditions a manufacturer maximiziig dr her profits should apply the
hybrid business model?

e if the firm follows the hybrid business model thevhat part of products should be
opened, and what part should stay proprietary?

e s it better to open the core and leave the axb@is proprietary or to make the core
proprietary and distribute open extensions?

This research focuses on the answers to theseangest

Literaturereview

The changed situation , in which manufacturersroppetary and open products coexist in
the market, and also pirates, who copy propriefagducts, and while not investing in their
development, having an opportunity to secure adgtd@mand and profit by offering substantially
lower price than the original licensed copies, itasffect on the state of management theory.

Over the past 15 years there has been a signifigergress over the theory of price
competition between vertically differentiated prothy as well as between the producers of
complementary goods, developed in the seminal §Gakirnot, 1838): works appeared in which
the network effects from consumers learning areestigated for intellectual products in total
(Economides, 1996) and in applications to specifarkets (Katz et al, 1985; Yu, 1998; Gawer et
al, 2002; Varian et al, 2004; Soloviev, 2009a; 8&w, 2009Db).

In modern papers many features of the horizonialiggrated markets have already been
analyzed. In (McAfee et al, 1989) the situationhaiundling the components is analyzed and the
conditions are formulated when bundling is benefitr the manufacturers. In furtherance of this
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trend in (Choi et al, 2001; Nalebuff, 2004) thesibdity of entering the market with the bundle is
investigated.

The cooperation and competition of manufacturersoofiplementary intellectual products is
analyzed in (Brandenburger et al, 1996; Casadeasaill et al, 2007).

(Farrell et al, 2000) consider the situation whemmanopoly producer of one of the
components enters in the competitive market osteond component, to reduce its price, and as a
consequence, the price of the composite product.

In (Chen et al, 2006) the market with one-way esglecomplementarity is examined: when
the first component can be used without the secobntl,the use of the second component is
impossible without the first; it is shown that & profitable for the manufacturer of the first
component to enter the competitive market of tremiseé component with its product, and to offer
the product at zero cost, as a result the compegtitothe market of the second component will be
forced to join the monopoly.

Competition in the market of bundles intellectuad anaterial products (like computers with
software) is investigated in (Casadesus-Masanedl,e2006b; Soloviev, 2009a; Soloviev, 2009b;
Soloviev et al, 2009), and the impact of piracysoich competition is analyzed in (Soloviev et al,
2010a; Soloviev et al, 2010b; Soloviev et al, 2QBmoviev et al, 2010d).

The dynamics of competition between proprietary apein source products were studied in
(Casadesus-Masanell et al, 2006a; Soloviev, 2088&viev, 2008b; Soloviev, 2008c; Soloviev,
2008d; Soloviev, 2009a; Soloviev, 2009b; Solov809c).

Nevertheless, the problem of the business modeimaptchoice on the markets of
intellectual products remains largely unexplorelisTpaper is devoted to this problem.

Resear ch methodology

We consider that the product consists of ¢bee (basic module) andxtensiongmodules,
additional to the base). For example, the core beagn online encyclopedia (lik&¥ikipedig, and
extensions — the articles in the encyclopedia. ¢t may be the operating system while the
extensions are the office suites, graphical andrgplackages. Finally, the core can be a hard copy
of a college textbook while the problems to thetherk chapters and their solutions and tests can
be the extensions.

Such a manufacturer has a choice of four businestels

M1) closed core and closed extensions;

M2) open core and closed extensions;

M3) closed core and open extensions;

M4) open core and open extensions.

The first result is thah the monopoly market the completely closed bssingode(M1) is
less efficient than the model with a closed cor@ @pen extensior(®13).

The proof of this case is based on the fact tmaaufacturer who uses the business model
of the closed core and open extensions gets allb#meefits of innovative activities of the
consumers, expanding product capabilities throinghdevelopment of extensions, but leaves the
market closed to competitors, as extensions areammhpatible with the closed core.

The consequence is th#s profitable for a firm to open all of those iae and technologies
that cannot be used without a core.

Microsoftcorporation practically illustrates the mentiormethsequence by opening tiNET
platform, as well as publishers of the books anidlas are placing electronic supplements to these
publications in the public domain, for example, thrented version of a textbook of mathematics
can only contain statements of theorems and prabiemmout their evidence and solutions that can
be put in the public domain.

Another statement ighe completely open business modl&H) is optimal if and only if a
substantial part of the consumer product valueatednined by additional services or innovation
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activity of users.

The essence of provided additional servieegls to vertical differentiation of the product
which is offered on a commercial basis (watchirgriovie in a cinema or listening a concert in the
concert hall) and the free product (watching a copthe movie or listening a record of the concert
from the Internet), which makes it possible to icgla significant number of potential consumers of
a product to purchase the additional service.

For example, it is sensible to distribute a moviéhvepecial effects or an organ concert
through the Internet to attract the attention ofenpotential customers to the movie or the concert,
because the consumers are not able to get thelsaetef service at their homes (in this case the
picture and sound quality) like in a cinema or aat hall. Even more striking example is the
open distribution of not only the audio recordiggopular songs, but also the lyrics and the music
for them, it allows the consumers not only to lste the song, but also to perform it, while few
music lovers are able to sing better, or at leasvorse than the original performer.

Innovative activity of the consumersduces the amount of the revenue collected biyra f
from a single consumer, but increases the numbep$umers. In addition, the firm delegates a
significant part of the innovative development e tonsumers and thereby reduces its costs. The
best example is the operating sysiemux, freely distributed by the community of developekad
while many cite as a counterargument the compaw$dhe wealth of the multibillionaire B. Gates
— the founder oMicrosoftand millionaire L. Torvalds — the founder of thimux movement, this
counter-argument is false: in fact, you should caramot the wealth of specific people, but the
wealth (value) of the companigdicrosoft corporation wealth is defined by its market valiijle
the wealth ofLinux developers community is defined by integral disted salary of all the
community members (it is more profitable for em@s/ to hire programmers who contributed
much to the development binux operating system and who are ranked high in teeatghy of the
project, and to set their salaries substantialjatgr than market average).

With the growth of innovative activity of consumeaad quality of additional services it
may happen so that business model of open corelaseld extensions (M2) shall become optimal.
A real world example i&\pplecorporation, which distributes tiacOS Xoperating system freely
while receiving revenue from the proprietary adufiil software.

Conclusions

The main result of this work is that the applicataf the a pure closed business model on
the markets of media production is not optimal. ldeer, the proof of this result is presented only
for the case of a monopoly. How will the optimalsmess model change in a competitive
environment is a topic for further work in thisefition. For the competitive markets it is reasoaabl
to analyze not optimality criteria of various buess models, but also the optimal reaction of a
manufacturer of commercial media products for thenpetitor's adoption of a hybrid business
model.
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