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Abstract

Software cross-licensing ‘on the internet has very different
characteristics in comparison to hardware interconnection. The basic aim
of this study is to highlight a few aspects of software licensing
arrangements. The analytical approach developed here can explain the
observed patterns of content of different websites; as well as the mergers,
reorganization and shakeout that the .com companies are currently
experiencing.

1. The Issues

‘From the viewpoint of every user of the internet there is a necessity for
hardware as well as software connections. The hardware consists of a PC; a modern
and telephone or a LAN connection, an internet service provider (ISP); and the
‘world wide web itself2. The software consists of the various service providers like
the .com and .org websites developed and maintained by diverse agencies. In the
context of hardware requirements the user needs several connections in tandem to
derive any benefit at all. By way of contrast the software services can be standalone
portals® or interconnected websites. \ |

A significant amount of work on the economics of hardware connectivity is
already in progress®. See, for example, Berman and Dunn (1987), Bakos and
- Brynjolfsson (1997), and Greenstein (2000 a, b)’. However, the problems associated
with site development and software cross-licensing appear to be different. This
aspect did not receive an adequate attention so far. A few aspects were considered
in Chuang and Sibru (1999), Oh and Chang (2000), Thomas and Wyatt (2000), and
VanDijk (2000). However, some of the most fundamental issues have yet to be
addressed. The lack of an appropriate conceptual basis is at the apex of the problem.
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The following issues regarding software licensing are pertinent.

(a) Given the variety of activities that can be built into a website how many
services should a site developer include® ? What is the nature, in
terms of complementarity or substitutability, of the services included
in a particular site’ ?

(b) Having limited the number and type of information offered a site

. developer realizes that a visitor to his site may like to get some

related information that his site does not offer. Would it be feasible

and economical from the viewpoint of the site developer to obtain a

license to access alternative sites where that information is available

" 9 If the answer is yes, how many such interconnections should he

seek and what will be the quantum of payments for each such
interconnection ?

(c) Would there be a situation where the number of licenses to obtain-and
their complexity would suggest that the owner of the site would find
it economical if he merges with or takeover all such related sites ?
More generally, what is the optimum number of sites and the
efficient composition of each one of them® ? It is, however,
necessary to recognize that cross- licensing may persist even after
such consolidation. :

(d) What is the generic structure of cross-licensing contracts for internet
software ? What are the economic reasons for the efficiency of such
contracts ?

~ The present study considers a few of these economic aspects of software
cross-licensing®. This is important in the context of the likely shakeouts, mergers,
and realignments of different websites already in progress.

The rest of the study is organized as follows. Section 2 argues that end user
subscriptions and advertisements by firms constitute the basic pricing mechanism
for the websites. It also provides the basis for the economics underlying the demand
for and supply of information by a particular website developer. It will be argued
that a simple modification of the horizontal integration logic will be pertinent.
Section 3 formally examines the lower and upper limits on the information products
that will be packaged into any specific website. The dynamics of the composition
of these portals will be evident from this analysis. The different forms of
cross-licensing contracts will be presented in section 4. For all practical purposes,
the licenser may charge an upfront rent to cover his fixed costs and may seek a
royalty based on the number of hits to his site. It will be argued that the accounting
and monitoring costs may, however, make dependence on the second component
less attractive. Section 5 identifies the conceptual difficulties that require further
analysis to appreciate the software contracting and licensing on the internet.
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2. The Basic Cc:mc:s-pts-10

There are some fundamental differences in the way output and cost are
conceptualized in the context of the internet. They may be described as follows.

also consist of multiple services. The output desired by the user also consist of the
number of times she visits this particular site or any other similar site over a
specified interval of time. The output therefore consist of what site to visit, what
specific services- provided by the site - to utilize, the number of sites to visit each
time she connects to the internet, and the frequency with which visits to the internet
are sought. Each of these aspects of internet connection have their values and costs
to the user.

The website developer, on his part, has to decide the amount of information
or services offered at his site. The range and variety of services offered is the
general description of output from his viewpoint. Once a portal is setup the
frequency of visits to the site does not, by itself, increase the costs to the site
administrator. To that extent it can be claimed that the costs of production, as they
are conventionally visualized in economic theory, consist of developing the website
and maintaining it Clearly, there are significant fixed costs of setting up a website.
Further, they can be expected to increase with the number of services packed into
the portal. That is,

F(n) = fixed cost of developing a site consisting of n services

is such that dF(n)/dn > 0 and perhaps increasing“. The site developer has another
option. He may choose to offer a small number n of services on his site and provide
other services by obtaining an interconnection license from several related portals.
Even in that case the costs are mostly fixed costs!? and total cost of defining the
website will be

T(m, n) = F(n) + L(m)

where

L(m) = license fees paid to interconnect with m other portals and/or services
offered by others!3,

The other cost incurred by the site developer is the cost of maintaining the
website. It should be recognized that even this is generally a fixed cost. For, it does
not depend on how many users visit the site and/or how frequently they visit the
site. The variable costs, to the site owner, as they are conventionally understood!?,
are negligible or minimal. :

By way of contrast the user has significant variable costs. Initially, the user
must obtain information shout the websites where a particular type of information
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or a specific service is available. If all websites offer only specialized information
the total cost to the user will depend on the extent of information required even if
the cost of identifying each of these sites is a fixed amount. A composite site may
offer some economies of scope and the transaction cost involved in getting to know
the site may have the semblance of a variable cost. Secondly, once the site is spotted
she has to use a modem and a telephone line each time a connection to the internet
is setup. These costs depend on the bandwidth provided by the ISP!5, the delay and
congestion involved in accessing a particular website, and the frequency of visits to
one or more websites. The most important aspect of these costs is that they are
variable with the level and type of service she seeks on the internet. Frequency itself
does not pose any difficult problem. It may be at a constant marginal cost if there
is sufficient bandwidth for all the users of the internet. As of now this is still valid
since the congestion has not reached alarming proportions’ﬁ. Thirdly, and somewhat
asymmetric to the above two instances the variable cost of obtaining a given service
depends on the scope (i.e., the range of services available from the website) -offered
by the website. Clearly, the scope may be built into it by the owner or cross-licensed
from other portals. If (m + n) indicates the scope of the website that she visits it is

expected that the variable cost, per visit to the website, to the user is
v=v(@m+n); vp>0

That is, whether she needs one service or many more, the cost at each visit increases
with the number of sites packed into the portal. Similarly, it can be expected that the
number (N) of visitors to the site increases with (m + n). That is,

N =N@m+mn); Ny >0

Congestion on the website increases with (m + n) partly because of the increase in
N. In either case, it is reasonable to expect that v will increase with (m + n).

From this it follows that one component of the price that the user pays for the
services of the website is this variable cost. In conventional economic theory all the
costs are bome by the producer and the consumer pays only a price per unit of
service. In cyberspace, the price consists of this upfront cost to the user!’, of getting

the service in addition to the subscription that must be paid to the owner of the
portal'®.

To appreciate the full implications of the demand for web services it is
necessary to examine the value to the user. A priori it is possible to arrange
different services in decreasing order of value. Now let a specific portal offer (m +
n) services. The value t6 the consumer can be expected to bel?

u=u(m+n);u1>0,uu<0
Indicating thereby that additional service availability is subject to diminishing

returns. Strictly speaking the entire range of the law of diminishing value may be
valid. That is, when the number of services offered is low the marginal value of that
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portal may be low. The basic reason is that the transaction costs to the user, of
getting to know the various portals from which she can obtain the requisite
information, can be quite high. A composite site, and the knowledge that a. variety
of information services can be obtained from one portal, increases the value of that
portal to the user?’. In a similar fashion there may be diminishing value with respect
to the frequency of visits to any one website. This will not be pursued further since
it does not seem to offer any new conceptual challengesm.

The mechanics of pricing of web services is not fully described as yet. One
obvious feature is that a certain minimum of both hardware and software services
had to be available before anyone could recognize its usefulness. That is, in the
initial stages, the fixed costs of developing the world wide web were substantial and
the recognition of the value of the services was low. As such the network was not
commercially viable. The National Science Foundation took the initiative and
funded the research. Even at the current stage of development some users are not as
yet convinced of the advantages of and felicity of e-commerce??. The firms, which
see the potential and wish to promote it, took it upon themselves to finance the
developments by attracting advertisements of others. Since most of the costs of the
site development and maintenance are fixed costs they need to cover these to
facilitate further exploration. For all practical purposes they need to pay a fixed
price for advertisements on any one website?®. There is a feeling that it is
advantageous in comparison to advertising spending which is made to depend on
the volume of sales. Secondly, though advertising expenses in conventional media
are also fixed costs, ihe potential exposure on the web is expected to be larger.
Thus, e-commerce was visualized as an economical proposition. As the www
reaches a reasonable maturation phase it can be expected that each user can be
specifically identified, excluded if she is unwilling to join the select band of
consumers to whom the service would be made available, and a fixed service
charge imposed to obtain access?*. In general, the price (subscription) expected
from each user would be

S=S(m+n); $§§ >0

Clearly, S; > 0 because there are additional fixed costs of developing and
maintaining a more inclusive websiteZ”,

The economic rationale for software interconnection and licensing is not
transparent as yet. The developer of the website experiences significant and perhaps
increasing fixed costs as the number of services packaged increases. Hence, there is
a tendency to specialize in a smaller number of services based on their core
competence. They can obtain other services from related websites. However, since
the individual developers of the sites have intellectual property rights, access can
only be through licensing. Since the website developer has a cost advantage due to
cross-licensing it can be expected that the subscription rates will be lowered?®°.

In general there are advantages to both the site developers and the users if
there is cross-licensing of software on the internet. However, in practice, a variety
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of combinations — from stand alone portals to exhaustive search engines — are
discernible?’. The next section will examine the economic reasoning underlying
these choices in some further detail.

3. Scope of Licensing

Consider the cross-licensing issue from the viewpoint of the website
developer. There are certain similarities and difference between hardware and
software interconnections.

Specialized hardware modules can be developed and owned independently
and interconnected for better functionality. The basic requirement is to arrive at
efficient contracts Keeping the network externalities in perspective. In general, these
contracts also take the form of fixed subscriptions?®.

The software issue is also similar. For, the possible spectrum of internet
services is indeed very large. As such no single website developer is likely to have
an advantage in building a wide range of services. That is, there cannot be any
significant economies of scope in the development of a vast number of services.
The expertise necessary to develop different types of services also varies with the
type of service. Similarly, the intensity of user preferences, as reflected in the value
that any one user derives from any one service and the proportion of users seeking
a specific service, are quite variable over the conceptual spectrum. Hence, based on
their assessment of core competence, it is efficient for each website developer to
offer a limited number of services. Once a .com coimpany is recognized it enjoys a
certain legal protection in the form of intellectual property rights. Consequently, any
one .com company is unlikely to have proprietary control over all the essential
complementary services that a particular user may desire. Cross-licensing becomes
mandatory because the user requirements are variable. As Cohen et al., (2000, pp.
19 ff) observed in a related context, "firms hold technologies that others need, and
vice versa, creating a condition of mutual dependence that fosters extensive
cross-licensing. ... reciprocal access to one another’s technologies ... enables firms
to steadily improve and expand their product lines." However, the nature of
software contracts can be quite different unless the costs of identifying the level of
service received from or provided to a cross-licensed site become insurmountable.

While considering horizontal integration issues as well as broad patent scope
(that is, covering derivative producers of a patented process) it was noted that there
are lower limits on product lines due to fixed costs and upper limits due to
substitution effects and cannibalization of demand. It appears that there will be
similar lower and upper limits on the number of services bundled into a website as
well as the number of sites to which cross-licensing would be sought.

Consider the number of services that the user would expect from a particular
website. Clearly, from her viewpoint, it makes little difference whether the website
developer does it on his own or provides the service through cross-licensing from
other portals. In general, as noted above, the value of an additional service may
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increase initially but decreases as the number of services crosses a threshold limit.
However, the cost of creating an extra service is either constant or increasing. That
is, the net value exhibits an inverted u-shape when plotted against the number of
services?®.
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»

O n n

Fig. 1.

See Fig. 1. Consider a website that is already offering n services. The user has
the option of obtaining the (n + 1)st service she needs from an independent portal
or demand that it should be made available through the composite portal. If the first
option is chosen the costs consist of (a) a transaction or search cost t, , ; to locate
the website at which the service is available, and (b) the subscription that she has to
pay, viz., s, , ;- By way of contrast, if it is built into the original portal she would
experience two costs. (a) The increase in the subscription fees from B0 Sziy
(where S_ is the subscription fees for a composite portal offering n serv1ces3°) and
(b) the cost of congestion and slower access due to the increased volume of services
on the portal (denoted by c__ ;). Clearly, a composite portal would be preferred if
and only if

tn+1 R (Sn+l _-Sn) + Chia

When n is small t, , ; will be generally large since very little a priori information
will be available regarding the appropriate portal. ¢, , ; is perhaps negligible.
Further, more often than not, the user will not agree to

Sp+1l = Sp >t i1 F Spq

through it can be close to it as n increases>!. Hence, the user would prefer a
composite portal in the initial stages of exposure to the internet. Suppose n is fairly
large a priori. Having gained some monopoly power, due to the knowledge that a
composite portal is preferred, the site developer may charge a subscription rate that
tries to capture all of the search cost that the user can avoid. However, ¢, , |
increases with n. There is a possibility that a standalone portal will then be preferred
to obtain the (n + 1)st service. In other words, there is an upper limit on the number
of services that the user would like to see packed into a website. One further
observation is in order. The above analysis assumed that the (n + 1)st service will be
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desired by the user and the organizational mode (stand alone vs. composite portal)
is the only choice available. However, due to the diminishing value postulated for
the (n + 1)st service as n increases, there is a possibility that the (n + 1)st service
will not be demanded irrespective of the mode in which it is offered. In particular,
suppose a composite site is the preferred choice. Then, the increase in subscription
when the (n + 1)st service is introduced will be (S + 1 — Sp)- Let the value of the (n
+ 1)st service to the user be'u,, 1- Clearly,

Upy1 > Spyy — Sn
for some moderate values of n but the inequality reverses for some high enough n.
For, the cost of incorporating a new service does not generally decrease. This will
also place an effective limit on the number of services on any one website.

The offer of a composite portal and the number of services packed into it also
depend on the valuation by the developer. For, when n is small and the fixed costs
are large there may not be an adequate number of users to cover the fixed costs.
However, when there is an increase in n and the number of users the developer may
be able to make some profits after charging the users a reasonable and affordable
subscription.

: In general, when n is small standalone websites will emerge and much of the
time they will be financed by government funding or advertising by firms.
Moderately large values of n would enable the website developer to make the
operation commercially variable by charging subscriptions. However, there is an
upper limit on n mostly due to the diminishing value of additional services and
‘congestion externalities. This is represented in Fig. 1. n* is the optimum number of
services in the composite website. However, since there are only two alternative
organizational mechanisms the observed n may be greater than n*. That is,
excessive upgrading is possible in the expectation that (a) there will be an overall
increase in the value of internet services, and (b) the portal will lose its market to
competitors if n is not chosen in a forward looking manner. For a similar argument,
though in a related but different context, see Ellison and F udenberg (2000).

Once the developer has some idea about the optimum number of services he
still has the choice of developing the services himself or cross-license them from
some other portal. A number of considerations govern this decision. First, there are
significant costs of building a portal te provide a service. There will be significant
congestion on the network if several sites offer the same services. Hence, bandwidth
assignments generally take this into account and some sort of a universal obligation
is imposed. Clearly, this would not imply allowing free access to everybody who
needs the service. Instead, it would be cross-licensed at some negotiated or
regulated fees. Second, even developer of a website may find it-advantageous to
cross-license a service offered by another website rather than build it on his own
when the number of users of his portal who demand that service turn out to be
small. Third, from the viewpoint of the individual owning the intellectual property
rights to the other site there will be an increase in revenue from cross-licensing. For,
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the user may not actually use the service if it is not available through cross-license
for the simple reason that the search cost plus the subscriptions may well exceed the
value of service especially when the volume of service demanded is relatively low.
In general, the owner of this portal has no reason to suspect that his product would
be duplicated by the website that is getting access through cross-licensing?32.

The basic questions that need attention are the following. (1) How many
services would a site developer obtain through cross- licensing ? (2) For how many
websites would the owner of a specific service offer the cross-licensing arrangement
? Consider the first question. Suppose the number of services obtained through
cross-licensing is small. Then, it is very likely that the use value of this site, from
the viewpoint of the users of the portal, is low. The number of users may turn out
to be small and the corresponding subscription he has to charge will not be viable.
The cost of not taking a cross-license but offering the limited services he has may
be more favorable. However, as the number of services that can be cross-licensed
increases the value of his site increases. But there is a limit on this because as noted.
earlier the marginal value of additional sites to the user decreases as the number of
services offered increases. Additionally, there can also be a problem of the number
of users decreasing. Hence, there are lower and upper limits to the number of
services that portal would obtain on cross-licensing. See Fig. 2. In this diagram n;
represents the number of services obtained from cross-licensing, v, the value if an
additional service is not cross-licensed, and v, the value if it is. n; * represents the
optimum number of services to cross-license. However, as pointed out earlier, there
will be a tendency to over do it.

Ve Vn
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Fig. 2.

The second question may be approached in a similar manner. Suppose a site
developer offers cross-license to very few other portals. Then, the potential users
incur extra transaction costs and they may not find it useful to access the site
independently. The demand increases as the number of other websites to which he
provides access increases. However, due to diminishing returns, if he provides
cross-license to too many there will be increased congestion and diminishing value.
Once again it is clear that there are limits on the number of portals to whlch a
website would offer the cross-licensing arrangement. '
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4. Licensing Arrangements

It is clear from the previous section that the extent of cross- licensing would
depend on the types of contracts or the payments mechanisms. This is a fairly
complex issue because the information requirements are extensive and in some
cases uncertain. As such only an elementary exposition is attempted here.

Assume that the owner of a website a .com is contemplating the choice of the
number of services 'he would offer on his portal and the possibility of
cross-licensing his services to another portal, say b .com. The choices for a .com are
then the fixed investment in a .com and the license fees that he would charge from
b .com. On his part, the developer of b .com would assess the value of these services
to his users and the license fees he has to pay. It is therefore necessary to
characterize their preferences in order to systematize the conceptualization of the
contract terms. '

The a.com owner would €Xpect proportionately greater license fees as the
number of services he makes available on his portal increases. His indifference
curves will be concave as represented by u, in Fig. 3. For, the more composite his
own portal the less he would be willing to cross-license his services to b.com.
Clearly, for a given amount of spending, the greater the value to him the more the
license fees. Hence, U > Uy In his tum, b.com would prefer to have a
proportionately lower share as the number of services offered on a.com increases.
For, the owner of b.com would be less certain about the number of user for the large
number of services being offered. That is, the indifference curves of b.com would
be convex as represented by u,. In the interest of long term contractual
sustainability a.com may agree to reduce some license fees and exhibit bonding.
The indifference curves u, will then be flatter. The efficient contract will then be at
points like E,, E,.

- al
license fees
E,,
Upy
Uag
w Up2
E,
O a.com spending
Fig. 3.

a.com may also fix the license fees based on the expected number of users of
b.com who will also visit a.com if a cross-licensing arrangement is made. In



























