From SixDegrees.com to Facebook: The Rise of Social
Networking Sites

In the 1960s, Stanley Milgram addressed a number of letters to a friend of his, 2
stockbroker in Boston. Milgram then distributed these letters to a random selec-
tion of people in Nebraska. He instructed the individuals to pass the letters to
the addressee by sending them to a person they knew on a first-name basis who
seemed in some way closer (socially, geographically, etc.) to the stockbroker. Thns
person would then do the same, until the letters reached their final destination.
Many of the letters did eventually reach the stockbroker, and Milgram found
that on average, the letters had passed through six individuals en route. Milgram
had demonstrated that the world was indeed small, and dubbed this finding
"six degrees of separation.”? This finding, which inspired both the John Guare
play “Six Degrees of Separation” and the 1993 film by the same name, also
Inspired one of the very first social networking sites. Started in 1997 by Andrew
Weinrech, SixDegrees.com sought to leverage both the growing popularity of
the Internet and people’s curiosity about to whom they might be connected—or
connectable. The site enabled users to create profiles and invite their friends to
join.” SixDegrees attracted three million members, but many users felt that not
enough of their friends were members to make it an interesting destination. and
there was little to do on the site beyond inviting and accepting friend requests.
The company soon ran out of money, and it shut down in 2000.
Friendster was launchea in March of 2003 by former Netscape engineer Jona-
than Abrams with $400,000 in seed money and a similar cohceptto SixDegrees.
com. In fact, Friendster would even show you a network manp of v
acquaintances, lending imagery to the “six degrees of sep
also used this map to determine who had permission to view which pages—
dramatically increasing the computer time required for users to access
pages. In its first six months Friendster attracted about 1.5 million users and
Google offered to acquire it for $30 million. Abrams declined the offer, and
instead raised $13 million in venture capital.? Later that year Time ma .
declared Friendster was one of the “coolest Nl -l
Degrees, though the site was very popular, the |
ing (and the knowledge about what was requir

aration” concept. It
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nag Si s in its infancy. The numberf(?fer:t servers 1O support the Twitt ‘ ‘ ith hat differe

networking site) wa anv did not have SUfTiCl B TN 1 _ witter was launched in 2006 in Jack Dorsey with a somewnat arfferent

seven million, but the ComB yd delays The company began Ou- angle—it was a “microblogging” site where users were restricted to posting
traffic, causing severe page 03 t aﬁd coon members (and would-be mem.- | short messages (known as “tweets”) of up to 140 characters. Users could
laints, then subscribe to view other users’ messages (this is known as “following™).

sands of customer service COMP ' d learned from Friendster's mistakes. One
bers) were fleeing to other sites that The messages were visible to the public by default, but users could restrict the
messages to only their followers if they chose. According to popular lore, Twit-

of those sites was MySpace. an. Chris Dewole, and Tom Anderson
Also founded in 2003 (by Brad Gr eegz?verise) MySpace mimicked some of the i ter's tipping point in adoption came at the 2007 South by Southwest Interac-
O ComtifuEiy Wevsie cgngl_omerateeb t also léveraged the 20 million subscrib- } | tive Conference (an important film, interactive media, and music conference
more popular features of Friendster, bU tart its membership. Unlike Friendster, held in Austin, Texas, every Spring) where two large plasma screens had been
ers and e-mail users of eUniverse t.? J“”?fw Jble by any user, which reduced the I placed in the hallways to stream twitter messages exclusively. The tweets were
MySpace made all members - estVIWhO was able to look at which profile. - captivating, and soon the entire conference was buzzing about this new social
¥ Duyony Boen B ﬂ%mng Oucustomizable and offered spaces for blogs, 4 medium. Twitter's revenue model was based on paid advertising by organiza-
Myspace al_so e user pr%fis v:t?i/“ty to play mdsic_ MySpace was acquired in .j_ tlpﬂg that wanted to purchase ”promoteq tweets” basec] on sea_rch termg
places to display photos, and the New Corporation for $580 million, and from : (similar to Google’s Adwords). By 2012, Twitter had 112 million active users.
July of 2005 by media conglomerate New %OTP «ing site in the world. A three- ] Though Twitter's growth had been impressive, many observers did not believe
ocial networking | it posed a serious threat to Facebook as its reliance on the “tweeting” model

2005 to 2008 was the most popular s T - <h windfall but it al
for $900 million was a C ’ e meant that it appealed only to a subset of Facebook users (other Facebook

year advertising deal with Googlg. | wurk o manv user .
lead to heavy amounts of advertising on the site, which annoy eE duar dﬁ 52 \férin : users were more motivated to maintain pages with photos, group member-
' '7- ships, etc.), and Facebook had countered the Twitter threat by incorporating

Meanwhile, in 2004, college students Mark Zuckerberg,_ -C '
Dustin Moskovitz, and Chris Hughes had launched Facebook, initially as a service similar features (such as status updates with real-time updating) in its “news

available only to Harvard University students, but .later as a sgrvice for the gen- _:? feed” application.
eral public in 2006. A growing awareness of social networking (and the large 4 There were dozens of other social networking sites that emerged over this

News Corp. acquisition of MySpace) made it relatively easy to find investors for time period, including several that gained wide popularity within more nar-
rowly defined markets. Hi5, for example, was founded in 2003, growing out of

the company, and Facebook quickly raised nearly $50 million in venture capital ;

This enabled tf]e company to avo d ad_vemsmg sales in its early years, helping a matchmaking site for South Asian singles. This would become a very popular

the site to retain a cleaner looking design. Facebook also had a reputation for i social networking site in Asia, attracting nearly 5 million users by 2007. Linkedin

better security than MySpace, and had a platform that allowed outside develop- & took a more serious approach and positioned itself more as a professional net-
working site. Though never gaining popularity among the young people that

B e
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ers to create features for the site. While MySpace was being run by corporate

managers who attempted to develop all of its applications in-house, Facebook e drove the huge traffic on sites such as Myspace and Facebook, it grew steadily
was letting the marketplface determine what it would become, leading to a j and reached 101 million users by 2012.

pugeb prEtheratron 01_‘ social games, producfr reviews, and self-created groups. B Analysts speculated that a bigger threat could be posed by Google. From

acebooK also made it easy for users to restrict who could see their information, 3 2007 to 2012, Google introduced a number of would-be competing social
which (according to Zuckerberg) made them more likely to share more personal 3 network platforms, including a Friendster-like site called Orkut, a social net-
tr}fo';m_atnon on the site. Whereas MySpace had been the social networking site working site development platform called OpenSocial, and a tool for social
r% t’l_:dlouzbeegrr;ieenigers, Facebook be_garj to dominate the 18-30 year old crowd, | networking sites called Friend Connect. None of these gained much traction,
h ]% r n);ation ! 2? Or:t'numtger one site In the world for exchanging photos and . however. Google then developed a product to compete more directly with
site began fo be FaJn | mlonft ~9an setling up their own Facebook pages, and the - Twitter, called Google Buzz. However, by default this program made users’
pegan offering advertisl?o an't vehicle for developing brands. In 2007, Facebook i e-mail addresses publicly visible, leading a scandal in which the Electronic Pri-
Pk ol Eg s’a,es, which it could closely target to users based on vacy Information Center Iil?d a complaint with the Federal Trade Commission
008 Faceboékgovgnopo klciﬂ ocation, and other preferences. In the spring of - claiming that that Bl:JZZ violated user expectations, diminished user privacy,
St ;:Jofnt on, MySoace < ﬁySpace in terms of overall number of e Siene -' contra;:}:lrcted Google’s privacy policy, and may have violated federal wiretap
had all but cor;cedeg defealfc aenrceic; r]am::'}a;md getf:}line In users. By 2010, MySpace _ ]Icaw:ct,_r;r Go?gtjle's zettlement with the FTC subjected Google to privacy audits
" .. ) darifiounced that it wo b ._ or the next twenty years.
h;ﬁc;g SEEET; Iggglen;m?ger 0ing a reported $350 rg;lﬁ(;cr?c:?ﬁsfor;ghir:lqgeo% [ Undeterred, in 2011, Google launched a product to compete directly

)/ . Facebook, on the Other h S against Facebook called Google+. Google+ enabled users to share photos

a staggerin . =- . and | .
ggering pace, accumulating 901 , c?”t'”UEd to grow at and status updates like Facebook; however, it also offered video chatting
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and stronger functionality to enable users to organize their contacts into
groups—a move that was considered important to enhance users’ privacy.
By 2012, Google+ had already accumulated over 100 million users, but there
was still speculation about whether it would be able to overtake Facebook's

tommanding lead. Figure 5.1 provides a timeline of the growth of social
networking sites.
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1. Why did the first social networking sites fail? | '
have done 1o survive? ’ 17 s there anything they could
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OVERVIEW

first movers
The first entrants
to sell 1n a new
product or ser-
vice category.

early
followers
Entrants that are
early to market,
but not first.

late entrants
Entrants that

do not enter the
market until the
time the product
begins to pen-
etrate the mass
market or later.

The previous chapter pointed out that some industries are characterized by INcreasing
returns to adoption, meaning that the more a technology is adopted, the more valuable
it bgcomes. In such industries, timing can be crucial—a technology that is adopted
_ear-her thap others may reap self-reinforcing advantages such as greater funds to invest
N 1improving the technology, greater availability of complementary goods, and less
customer uncertainty. On the other hand, the same factors that cause increasing returns
to adoption may make very early technologies unattractive: if there are few users of the
technology or avai lability of complementary goods is poor, the technology may fail to
attract customers. A number of other first-mover advantages, and disadvantages, can
shape how timing of entry is related to likelihood of success.

Entrants are often divided into three categories: first movers (or pioneers), which
are the first to sell in a new product or service category; early followers (also called
early leaders), which are early to the market but not first; and late entrants, which
enter the market when or after the product begins to penetrate the mass market. The
research on whether it is better to be a first mover, early follower, or late entrant
yields conflicting conclusions, Some studies that contrast early entrants (lumping
first movers and early followers together) with late entrants find that early entrants
have higher returns and survival rates, consistent with the notion of first-mover (or at
least early-mover) advantage.! However, other research has suggested the first firm
to market is often the first to fail, causing early followers to outperform first movers.*
Still other research contends the higher returns of being a first mover typically offset
the survival risk.” A number of factors influence how timing of entry affects firm
survival and profits. In this chapter, we will first examine first-mover advantages and
disadvantages. We will then look more closely at what factors determine the optimal
timing of entry, and its implications for a firm’s entry strategy.

FIRST-MOVER ADVANTAGES

Being a first mover may confer the advantages of brand loyalty and technological
leadership, preemption of scarce assets, and exploitation of buyer switching costs.”
Furthermore, in industries characterized by increasing returns, early entrants may accrue
learning and network externality advantages that are self-reinforcing over time.’

Brand Loyalty and Technological Leadership

The company that introduces a new technology may earn a long-lasting reputation as
a leader in that technology domain. Such a reputation can help sustain the company’s
image, brand loyalty, and market share even after competitors have introduced compa-
rable products. The organization’s position as technology leader also enables it to shape
customer expectations about the technology’s form, features, pricing, and other charac-
teristics. By the time later entrants come to market, customer requirements may be well
established. If aspects that customers have come to expect in a technology are difficult
for competitors to imitate (e.g., if they are protected by patent or copyright, or arise from
the first mover’s unique capabilities), being the technology leader can yield sustained
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¢ entry ot O P :. all five vowels and the three most commonly used consonants in the home row, and
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if the technology char:

monopoly monopoly rents. tven J lovalty betore th
LEMCS has an opportunity 0 build brand 0¥ .~ common letter combinations required alternating hands frequently, reducing fatigue.
The additional : However, QWERTY 's early domi ist trained only on QWERTY
retums (either p e Assets ) o F, , BhE arty aominance meant typls s were y b
Biebior v Preemption of Scarc .emptively capture SCArCe resSOUrces such a4 keyboards. By the time Dvorak keyboards were introduced 1n 1932, tens of millions of
ot I erEosts) Firms that entet the market ca;-l;:g can‘ pre 'mpdistrfbllf-im channels, and relationshjps : typists were committed to QWERTY keyboards—the switching costs of learning how
;_:i:n b:mﬂr:ake key locations. government permits, ACCESS o to type all over again were more than people were willing to Pﬁar,? Even aﬁ;r daisy-
mﬂﬂﬂmlﬁt such with suppliers. ovide any wi reless communication servjee wheel keys (and later, electronic typewriters) removed all possibility of Jamming keys,
v the QWERTY keyboard remained firmly entrenched. August Dvorak is said to have

as the ability to For example. companies that “.,.u,h"r‘o prnicuhr radio frequencies from the govem.
set high prices, must license the rights to broadcast over pa tions Commission (FCC) 1s prima.
or the abthty ment. In the United States. the Federal Cgmmllﬂf L.ﬂf radiol frequencies (known as th
0 lowercosts iy recponsible for allotting rights to use bands of bl ITEEPERE BB
through yreater spectrum) for any wireless broadcasting. The FCC first allo{.ate&.‘ Nt portions of
2RESILUIMPIOL Sy ) 7 ision broadcasting, third-generation

bargamning power s lev
L= ’ - » M A . 1I:,,esv. (dlﬂ[t{l' te ﬁ\
i the spectrum for different purpos £ . ) _ ‘
e wireless telecommunication. etc.) and ditferent geographic areas. [t then auctions off

rights to use these segments to the highest bidders. This means that early movers i

died a bitter man, claiming, “I'm tired of trying to do something worthwhile for the
human race. They simply don’t want to change!”®

Reaping Increasing Returns Advantages

In an industry with pressures encouraging adoption of a dominant design, the timing of
a firm’s investment in new technology development may be particularly critical to its

- : £l : likelihood of success. For example, in an industry characterized by increasing returns
wireless services can preemptively capture the rights tq Uik PRSI e the wireless to adoption, there can be powerful advantages to being an early provider; a technol-
spectrum for their own purposes, while effectively blocking other providers. By 2003, ogy that 1s adopted early may rise in market power through self-reinforcing positive
the proliferation of wireless services had caused the spectrum to beco.tpe d scarce com- feedback mechanisms, culminating in its entrenchment as a dominant design. Intel is
modity. and the FCC was under pressure to allow the holders ot wireless spectrum an apt example of this.

rights to sublet unused portions of their spectrum to other organizations. Intel’s Ted Hoff invented the first microprocessor in 1971, and in 1975, Bill Gates
and Paul Allen showed that it could run a version of BASIC that Gates had written.

Gates’s BASIC became widely circulated among computer enthusiasts, and as BASIC

-.-_w-.ﬂ_'!“' FRTAC

Exploiting Buyer Switching Costs ;

Once buyers have adopted a good, they often face costs to switch to another good. was adopted and applications developed for it, the applications were simultaneous!y

For example. the initial cost of the good is itself a switching cost, as is the cost of ?. 9pt1n1iged for [qte]’s architecture. IBM’:S adoptiqq of Intel’s 8088 micmprocessor in

complements purchased for the good. Additionally. if a product is complex, buyers :' its PC l'ntFUdUCtim‘l secured Intel’s dominant p051tlo;1, and each of Intel’s subsequent
generations of products has set the market standard.

must spend time becoming familiar with its operation; this time investment becomes

a switching cost that deters the buyer from switching to a different product. If buyers é
face switching costs, the firm that captures customers carly may be able to keep those ; FIRST-MOVER DISADVANTAGES
customers even if technologies with a superior value proposition are introduced later. |

This is often the reason given for the dominance of the QWERTY typewriter key-
board., l{l [867, Christopher Sholes began expertmenting with building a typewriter.
At thqt fime, letfers were struck on paper by mechanical keys. If two keys were struck
i rapid succession, they often would jam. Key jamming was a particularly significant

problem in the 1800s. because typewriters then were desi
i e Lyp ¢ designed so that key: |
back side of the paper, making it impossible for USers . i nnie

Despite the great attention that first-mover advantages receive, there are also argu-
ments for not entering a market too early. In a historical study of 50 product catego-
ries, Gerard Tellis and Peter Golder found that market pioneers have a high failure
rate—roughly 47 percent—and that the mean market share of market pioneers is 10
percent.'’ By contrast, early leaders (firms that enter after market pioneers but assume
to sec what they were typing. market leaders_hip during the early growth phase qf the product life cycle) averaged

almost three times the market share of market pioneers.'' Tellis and Golder point

The typist thus might not realize he ' * R :

after removing the page. Scholes deZiZ:;:gili}:febEen gmg with jammed keys until ' out that the market may often perceive first movers to have advantages because it
combinations were scattered as widely as posqul): 20 20 that commonly used letter has misperceived who the first mover really was. For example, while t%-da few peo-
keyboard also puts a disproportionate burdenho Llozzer the keyboard. The QWERTY ' le wouF:d dispute Procter & Gamble’s claim tl{at it “crea{)ed,the dis osa}{)le diz el
can be typed with the left hand alone, while on| 113tu-, ft hand (3,000 English words rl:mrket % in actua'lity Procter & Ganjlble entered the disposable mafket almostp30
alone). This positioning of keys woulzlslow th : QO_ can be typed with the right hand { ears a‘f‘ter Chux, a brs;ﬁd owﬁed by a subsidiary of Johnscl:n & Johnson. In the mid-
red(tiiirﬂ:?nllikc:;hood of jamming the keys.” “ping of letter combinations, and thus E 31,9603, C'onsume; Repa'rts ranked both producrzs. as best buys. HoWeve-r, oifer time

: me, many compet s : |
'ﬁustfrr Bl s ::V . ;:,]S,L::?i E:)g;:;, ;egoiﬂ"{fboar ds were introduced that hoasted E}gﬁ{)ft::rsf:tam:t;fyry successful and Chux disappeared, and eventually people began
:f:: ‘;r I d"—;“' !‘;)’bﬁﬂl‘d put the mogt cm1:11n10nlyL:jé](;ﬁlc! t!)e‘ Hammand and Blickens- Other studies have found that first movers earn greater revenues than other entrants,
8. and used only three rows fogg) Anothe ctters in the bottom row for easy but that they also face higher costs, causing them to earn significantly lower profits in

"example, the Dvorak keyboard, placed
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of the research and development

incumbent
inertia

The tendency for

incumbents to be
slow to respond
to changes in the
industry environ-
ment due to their
large size, estab-
lished routines,
or prior strategic
commitments to
existing suppliers
and customers.

the long run.!? First movers Y nologics,
expenses for their product Or service

develop suppliers and distribution channclilS,I];ém s m——r
can capitalize on the research and develop

the product to customer needs as the t‘r}al_fﬁitumb
made by the carlier entrant, a_ﬂd exploit lt" I ¢
adopt newer and more efficient production pi o heir production systems.

- - rebul
stuck with earlier technologies or must pay to

ent inertia.

ent EXxpenses
Research and DeveIOPm P ificant research and development

I

* Is st
Developing a new technology often B gtechnoleg)’ typically bears the brunt

d introduce a

GRS, DIREC IS has successfully developed a new technology, it
. technology but also the expense of explor-
mmercially viable product. This firm also
roduction processes and complemen-
Qince the new product development
being the first to develop and 1ntroduce an

of this expense. By the time a firm
may have borne not only the eXpenseuof that
ing technological paths that did not yield a co
typically bears the cost of developing necessary p
tary goods that are not available on the market.
failure rate can be as high as 95 percent,

unproven new technology is expensive and risky.q |
By contrast, later entrants often do not have to mvest in exploratory research. Once

a product has been introduced to the market, competitors can often ;ascertain how
the product was created. The later entrant can also observe ﬂ:lﬂ market’s response to
particular features of the technology and decide how to focus its development efforts,
Thus, the later entrant can both save development expense and produce a product that

achieves a closer fit with market preferences.

. k
typlcally bear the bul 1 they mus ¢ also often Pay to
- awareness. A later entrant oftey
f the first mover, fine-tupe

certain-: avoild any miStﬂkES
141 ater entrants can algg
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Fuel cells create electricity from a reaction between
hydrogen and oxygen, and are much more efficient
than internal combustion gasoline engines. Whereas
a typical internal combustion engine converts less
than 20 percent of the energy potential of gasoline
into power for the automobile, fuel cells capture 40
percent to 60 percent of the energy potential of their
fuel source, which can be any hydrogen-rich liquid or
gas.” Hydrogen is one of the most abundant elements
on earth and can be obtained in a number of ways,
including electrolysis of water or steam conversion
of methanol. Furthermore, the only waste products
of hydrogen fuel cells are water vapor and carbon
dioxide. Hydrogen thus offers an inexhaustible and
environmentally friendly fuel source.? Utilizing hydro-
gen to power vehicles (among other things) offers
the promise of reducing reliance on dwindling fossil
fuel reserves while dramatically decreasing the envir-
onmental impact of automobiles. Many of the key
players in fuel cell development envision a “hydrogen
economy” whereby automobiles with hydrogen fuel
cells are used to supply power to homes and offices,
eventually replacing the existing electrical power grids.

Fuel cells were developed more than 150 years ago,
but were initially too bulky and expensive to be used
in automobiies. In the 1370s, however, the energy
crisis sparked a resurgence in fuel cell develop-

serious obstacles, however, stood in the way of fuel
cell adoption by the mass market. The most serious
of these was the lack of a complementary refueling
infrastructure. Before fuel cell vehicles could be pro-
moted to the mass market, refueling options had to
be developed that would be convenient and easy for
consumers to use. This was no small feat—the existing
fuel stations that were ubiquitous in almost every
corner of the globe could not handle a gaseous
fuel such as hydrogen. While liguid gasoline can be
stored in almost any type of container, hydrogen gas
is liquid only under very high pressure and has very
small molecules. It would rapidly leak out of existing
gasoline storage containers. Both fueling stations and
automobiles would need to be able to keep com-
pressed hydrogen in a pressurized tank. Furthermore,
many of the existing gasoline stations were owned
or otherwise connected to oil companies. Since it was
not yet clear what role oil companies would play
in the hydrogen economy, many suspected that oil
companies would use their resources and lobbying
power to resist the adoption of hydrogen fuel cells.
To unleash the power of the “hydrogen economy”
vision would not only require heavy investment in
new infrastructure, but aiso require resolving or
overcoming the conflicting interests of numerous
stakeholders, including government, utilities, auto

Undeveloped Supply and Distribution Channels } ment, and a number of prototypes emerged through  manufacturers, oil producers, and consumers.
When a firm introduces a new-to-the-world technology, often no appropriate suppliers B ke 130 and 19{?,,(]5‘ o e sl Se?eza' Pe
or distributors exist. The firm may face the daunting task of developing and producing ;n:vtl‘::g:r;ﬁﬁzg; !;:gp;:g; i’;d f!.?;":eﬁ: 2:3 * www.doe.gov.
: - ol ; ST q z J. Rifkin, "The Hydrogen Economy.,” £ Magazine,
ItS own supphes and dIIStI‘IbUtIOH service, or assisting in the development Of Sllppll&l.‘ .El; were planning commercial production. A number of january-February 2003, pp. 26-37.
and developer markets. For example, when DEKA Research began developing its self- i
balancing IBOT wheelcharr, it needed a type of ball bearing for which there were no |
suppliers. DEKA was forced to develop a machine to mold the bearings. According to . s :
Dea’n Karpen, the company’s founder, “Nobody here planned to invent new ball bear- As discussed in Chapter Four, many products also require complementary goeds
ings, but in order to make this engine practical we have to develop a bearing technol- to be usel_“ul or val}lable. Computers need software, cameras peed film, automobiles
ogy that doesn’t exist.”!® need service, gasoline, and roads. When new technologies are introduced to a market,
important complements may not yet be fully developed, thus hindering adoption of
; _ the innovation. The development of vehicles powered by hydrogen fuel cells (see the
. :;nhma: ure Enabling Techn°|°g'es and Complements above Theory in Action) provides an excellent example of how a lack of complemen-
f:cilz:::ggies tef:ﬁ:j Ollgzsieciev;lop‘technelog;les, they often rely on other producers of enabling tary technologies and mfrastructure can pose serious obstacles for early movers.
Or instance, the opening vignett : ]
E;E‘;ﬂ"iﬁffwh' producers of personal digital assistants (EDAE;I hail ccl:iena?:ds 1'Lmtlﬁ ot thougfl: Mrmripinty o Coalomer Sesutamunty
¢s that are . - ; < : . ;
e T tls elgmﬁcant computing power, the potential of thege devices wﬁﬁ ;lzz C:f‘:wces WIlt “ A first mover to the market may face considerable uncertainty about what product
performance or if battery and mOdﬁ‘“} technologies were firther developed. Since f. % MILINEORL. BRey features customers will ultimately desire and how much they will be willing to pay
desirability of a turers were actually involved in the development of b - Since few PDA manufac- | for them. For a very new product technology, market research may be of hittle help.
given innovation.  reliant on the development efforts of other firm atteries or modems, they were : 93
€ S.
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FIGURE 5.2
First Movers

and
Followers—
Who Wins?
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FACTORS INFLUENCING OPTIMAL TIMING OF ENTRY
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In very early market stages, a technology may be underdeveloped and its fit with cus-
tomer needs unknown. In late market stages, a technology may be well understood, but
competitors may have already captured controlling shares of the market. How does a
firm decide whether to attempt to pioneer a technology category or to wait while others
do so? The answer will depend on several factors, including customer certainty, the
margin of improvement offered by the new technology, the state of enabling technolo-
gies and complementary goods, the threat of competitive entry, the degree to which the

industry exhibits increasing returns, and the firm’s resources.

1. How certain are customer preferences?
When new-to-the-world technologies are first developed, customers may have dif-

ficulty understanding the technology and its role in their life. Both producers and cus-
tomers may face considerable ambiguity about the importance of various features of

the technology. As producers and customers gain experience with the technology, fea-
tures that initially seemed compelling may turn out to be unnecessary, and features that

had seemed unimportant may turn out to be crucial. For example, many of the companies
that raced to establish an online presence in the e-commerce frenzy of the late 1990s

believed that their Web sites needed exciting graphics and sounds to be competitive.
Graphics and sound, however, turned out to be the downfall of many early Web sites.

Many customers did not have high-speed Internet access or computers with enm%gh
processing power to quickly download the Web sites, making multimedia Web sites

an annoyance rather than an attraction. |
The reverse scenario is demonstrated in Sony’s introduction of the Play-

Station2. When Sony introduced its multifeatured PlayStation2, many industry
analysts believed that Sony had overestimated consumer interest in having a game
console that would play music CDs or DVD movies. It turned out, however, that Sony
may have underestimated the desirability of these features. Video game consoles are
typically sold at cost (or at a loss) in order to rapidly build an installed base. Profits
are then made on game royalties. However, when consumers realized that the Play-
Station2 was a very affordable combination of game console and high-quality DVD
player, many consumers bought the system for its DVD capabilities first and game
capabilities second. Many of these consumers bought very few games, causing Sony’s
strategy of subsidizing the console with the intention of making money on the games
to backfire. Observing this, Microsoft disabled DVD playback on its Xbox unless
consumers purchased an add-on DVD playback kit.

Not all pioneers face customer uncertainty-—some innovations are developed m
response to well-understood customer needs. Customer requirements may have been
long known even if the method of meeting them was not. For example, the developers
of Tagamet (a medication for patients with chronic heartburn or ulcers) faced very
little customer uncertainty. Customers wanted an affordable, easy-to-use solution
to their stomach discomfort. Once a method of achieving this objective had been
developed, tested, and approved, its developers raced the product to market in hopes
of patenting it and securing market share ahead of competing products. Other things

being equal, less customer uncertainty favors earlier timing of entry.
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successful entry. Not all innovations require complementary goods, and many more

innovations can utilize existing complementary goods. for example, though numerous
innovations in 35-mm cameras have been introduced in the last few decades, f,t!most
all have remained compatible with standard rolls of 35-mm film; }thus a\{ailablllt}f of
that complementary good was ensured. If, on the other ha{ld, the innovation requires
the development of new complementary goods, then a proneer mu:sjr 'ﬁnd a way to
ensure their availability. Some firms have the resources and capabilities to develop
both a good and its complements, while others do not. If the firm’s innovation requires
complementary goods that are not available on the market, and the firm 1s unable to

develop those complements, successful early entry is unlikely.

5. How high is the threat of competitive entry?

If there are significant entry barriers or few potential competitors with the resources
and capabilities to cnter the market, the firm may be able to wait while customer
requirements and the technology evolve. Over time, one would expect customer
expectations to become more certain, enabling technologies to improve, and support
goods. and services to be developed, thus increasing the likelihood that sponsored tech-
nologies will possess a set of attributes that meet consumer demands. However, if the

In a8 study of 30 years of data on entry into
the medical diagnostic imaging industry, Will
Mitchell examined the factors that drive whether
and when a firm that is an incumbent in one
subfield of an industry chooses to enter a newly
emerging subfield of the industry.” For instance,
what determines whether and when a manufac-
turer of conventional X-ray machines decides to
go into magnetic resonance imaging (MR} equip-
ment? While new goods offer opportunities for
growth, they can cannibalize existing products,
and they also require an investment in new skills.
Incumbents often are slow to enter new techni-
cal subfields.” They may be intentionally waiting
for industry turbulence to subside, or they may
be unintentionally slowed by factors that Create
Inertia, such as the difficulty in altering well-
established routines and strategic commitments
to the firm’s existing supplier and customer base.

Mitchell pointed out that entry barriers and
imitability of a new product (for exa mple, whether
it can be effectively protected by patents) inter-
act to create different incentives for timing. First,
if only one firm can produce an inimitable good,
it can enter if and when it wants., However, if sey-
eral firms could produce a good that will subse-
quently be inimitable, they may race to do so to
capture the market. In such a circumstance, being
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the good is expected to be highly imitable (for
example, if it would be difficuit to effectively
protect with patents because competitors could
easily invent around the patent), then firms will
prefer to wait while others bear the expense of
developing and introducing the good. There are

disincentives to being early to market.*
Mitchell found that firms that had more

specialized assets that would be useful in the

new subfield (for exampie, a well-established

distribution system that could be used for the

new imaging equipment) were more likely to
enter the new subfield. A firm was also more
likely to enter if the products it currently pro-
duced were threatened by the new products
(i.e., if the new technology was likely to dis-
place the firm’s current technology as the dom-
inant choice in the market). Furthermore, the
incumbent was likely to enter earfier if its core
products were threatened and there were sev-

eral potential rivals.

° W. Mitchell, “Whether and When? Probability of
incumbent'’s Entry into Emerging Technical Subfields,”
Administrative Science Quarterly 38 (1989), pp. 208-30.

" F.M. Scherer, Industrial Market Structure and Economic
Performance, 2nd ed. (Chicago: Rand McNally, 1980),

“ M. Katz and C. shapiro, “Technology Adoption in the
Presence of Network Externalities,” Journal of Political

early confers a significant advantage. Finally, if Economy 94 (1986), pp. 822-41.

driven down to levels that require competitors to be highly efficient, and access to
distribution channels may be limited. If the threat of competitive entry is high, the firm
may need to enter earlier to establish brand image, capture market share, and secure
relationships with suppliers and distributors. This is discussed further in the Research

Brief “Whether and When to Enter?”’

6. Is the industry likely to experience increasing returns to adoption?

In industries that have increasing returns to adoption due to strong learning curve effects
or network externalities, allowing competitors to get a head start in building an installed
base can be very risky. If a competitor’s offering builds a significant installed base, the
cycle of self-reinforcing advantages could make it difficult for the firm to ever catch
up. Furthermore, if there are forces encouraging adoption of a single dominant design,
a competitor’s technology may be selected. If protection mechanisms such as patents
prevent the firm from offering a compatible technology, the firm may be locked out."
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Compagq survived because they were large a,n_d | | v
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‘ “ fo
withstand as long of a takeoff period, but even Palm was
and was acquired by U.S. Robotics. which was later bought by 3COM.

On the other hand, firms with significant resources also may be able to more easily

catch up to earlier entrants.”’ By spending aggressively on development and advertis-
ing, and leveraging relationships with distributors, a late entrant may be able to rapidly

build brand image and take market share away from earlier moOVers. qu exampl:a,
though Nestlé was very late to enter the freeze-dried coffee market with Taster’s

Choice. the company was able to use IS substantial resources to both df_:-:velop a supe-
rior product and rapidly build market awareness. It was thus able to quickly overtake

the lead from General Foods’ Maxim.”’
to accelerate market acceptance?
he capability to withstand a

n accelerating market take-

of capita

8. Does the firm have resources

A firm with significant capital resources not only has t

slow market takeoff, but also can mnvest such resources 1
off The firm can invest aggressively in market education, supplier and distributor

development. and development of complementary goods and services. Each of these
strategies can accelerate the early ado tion of the innovation, giving the firm much

greater discretion over entering early.”” These strategies are discussed in more detail
in Chapter 13. Thus, a firm’s capital resources can give it some influence on the shape

of the adoption curve.
9. Is the firm’s reputation likely to reduce the uncertainty of customers, suppliers,

and distributors?
In addition to capital resources, a firm’s reputation and credibility can also influence

its optimal timing of en\try.*?3 A firm’s reputation can send a strong signal about its like-
lihood of success with a new technology. Customers, suppliers, and distributors will
use the tirm’s track record to assess its technological expertise and market prowess.
Customers may use the firm’s reputation as a signal of the innovation’s quality, and

w1 Ly
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parallel
development

process
When multiple
stages of the
new product
development
process occur
simultaneously.
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thus face o

reputa tfsnl?{;sr zilgéilslglabout ad()puting the inno_vaﬁon. A firm wﬁith a well-respected

pliers and distribure s 2 technological leadership is also more likely to attract sup-

Sidengmms Conéo]e _-l'S(*-i Th}s was aptly -dempnstrated in Mlgrosoﬂ.‘s entry into the
soliis o disfril;nt ustry: despite having little experience in producing hardware,
el pe.rsonal'c u Qrs :eagerly agre?d to w;ork with Microsoft be?ause of 1its track
tation can att omputing. Other things being equal, an entrant with a strong repu-

attract adoptions earlier than entrants without strong reputations.

i;s 9}1;?}1:1(1 now be clear, managing the timing of entry into the marketis a complex mat-
T If the technology has a clear advantage to consumers, entering the market early may
give the entrant a path-dependent advantage that is nearly impossible for competitors to
overcome. If, on the other hand, a firm enters a market very early and the advantages
of the technology are not very clear to consumers, there is a strong possibility that the
technolf)gy will receive a tepid welcome. Confounding this risk is the fact that watchful
competitors may be able to use the firm’s failure to their advantage, refining the tech-

nology the firm has introduced to the market and making any corrections necessary to

improve the technolpgy’s market acceptance. The later entrant may be able to enter at a
lower cost because it can capitalize on the research and development of the early firm,

and use knowledge of the market gained from observing the early entrant’s experience.

In the above, it is assumed that timing of entry is a matter of choice for the firm.
However, implicit in this assumption is a corollary assumption that the firm is capable

of producing the technology at any point in the time horizon under consideration. For
this to be true, the firm must possess the core capabilities required to produce the tech-
nology to consumer expectations, or be able to develop them quickly. Furthermore, 1if
the firm intends to refine an earlier entrant’s technology and beat the earlier entrant
to market with a new version of this technology, it must have fast-cycle development

processes. If a firm has very fast cycle development processes, the firm not only has a
better chance at being an early entrant, but it can also use experience gained through

customers’ reactions to its technology to quickly introduce a refined version of its tech-
nology that achieves a closer fit with customer requirements. In essence, a firm with
very fast development deployment processes should be able to take advantage of both
first- and second-mover advantages. The research on new product development cycle
time indicates that development time can be greatly shortened by using strategic alli-
ances, cross-functional new product development teams, and parallel development
processes. Chapter 11 will deal specifically with how firms can ensure that their

innovations are deployed rapidly to the market.

Summary

of
Chapter

I A first mover may be able to build brand loyalty and a reputation for technological
leadership, preemptively capture scarce resources, and exploit buyer switching costs.

7 First movers may also benefit from increasing returns to adoption due to learning
curve effects and network externalities.
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hat first movers may have higher failyre rate;

First movers have to bear the brunt of R&D e)fpepses anttgl el‘n;}‘;cfgcaen%ongldel.able
consumer ambiguity. Second movers can capitalize on Mmarket

efforts of the first mover, producing a technology that costs less to develop

that corrects for any of the first mover S mlstakesr. e

4. First movers may also face poorly developed supplier markets, distri ut;lon Chann
and availability of complementary goods, all of wl}lch canblll}cretaseh the Cl’{ﬂﬂenge
of successfully launching their new product or sef'vwa Enabling technologieg May
also be immature, hindering the new technology’s performance.

. The biggest disadvantage many first movers face 'is uncertainty over custome,
requirements. Customers themselves may be uncertain al?out what _feafu:res or form
they desire in a new innovation. A firm may have to withstand significant losseg

before customer preferences become more certain.

6. The optimal timing of entry is thus a function of several factors, in_cluding the mar.
gin of advantage offered by the new innovation, the state of enabling technologies
and complements, the state of customer expectations, the threat of competitiye
entry, whether the industry faces increasing returns, and a firm’s resources.

7. Firms that have fast-cycle development processes have more options when it comes
to timing. Not only does a fast-cycle developer have an advantage in introducing
innovations earlier, but it also can be its own fast follower by quickly introducing
refined versions of its own technology.

3. Some studies, however, argue t

ing
ang

t‘:)lsﬂ

(A

Discussion 1. What are some advantages of entering a market early? Are there any advantages
Questions to entering a market late?

2. Name a successful (a) first mover, (b) early follower, and (c) late entrant. Identify
unsuccessful examples of each.

3. What factors might make some industries harder to pioneer than others? Are there
industries in which there is no penalty for late entry?

Classics

Further David, P. A_, “Cho and the economics of QWERTY,”
Reading (1985), pp. 332-38.

Lieberman, M. B., and D. B. Montgomery’
spective and link with the resource-based vi

(1998):1111-25.

Spence, M., “The learning curve and competition * s 12
(1981), pp. 49-70. pelition,” Bell Journal of Economi

Telhls, G. J., and P. N. Golder,
market leadership,” Sloan Man

American Economic Review T3

“First-mover (dis)advantages: Retro-
ew,” Strategic Management Journal 19

“First to market, first to fail? Real causes of endurin?
agement Review 37 ng. 2 (1996), pp. 65-75.

L - P S — F



