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Network externality can be defined as the effect that one user of a good or service has on the value of that product to other
people. When a network externality is present, the value of a product or service is dependent on the number of others using
it. There exist asymmetries in network externalities between the online and traditional offline marketing channels. Technological
capabilities such as interactivity and real-time communications enable the creation of virtual communities. These user communities
generate significant direct as well as indirect network externalities by creating added value through user ratings, reviews and
feedback, which contributes to eliminate consumers’ concern for buying products without the experience of ‘touch and feel’.
The offline channel offers much less scope for such community building, and consequently, almost no possibility for the creation
of network externality. In this study, we analyze the effect of network externality on the competition between online and conventional
offline marketing channels using game theory. To do this, we first set up a two-period game model to represent the competition
between online and offline marketing channels under network externalities. Numerical analysis of the Nash equilibrium solutions
of the game showed that the pricing strategies of online and offline channels heavily depend not only on the strength of network
externality but on the relative efficiency of online channel. When the relative efficiency of online channel is high, the online
channel can greatly benefit by the network externality. On the other hand, if the relative efficiency of online channel is low,
the online channel may not benefit at all by the network externality.

Keywords : Network Externality, Game Theory, Two-period Model, Nash Equilibrium Solution
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<Figure 1> Hotelling Model
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<Table 1> Nash Equilibrium Solutions
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