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ABSTRACT. Aiming at the vertical complementary service supply chain composed of
duopoly traditional enterprises and monopoly platform enterprises, this paper adopts the
platform experience level and the complementary levels of compatible parties as decision
variables and Cournot game and Stackelberg game as modeling methods to study the prob-
lem for two parties to make the optimal decision, in case that upstream and downstream
markets are compatible with each other in order to improve competitiveness, while up-
stream markets may enter downstream markets through compatibility. This paper shows
that the complementary compatibility between upstream and downstream supply chains is
an effective strategy to improve competitiveness, achieve market share and profit growth.
The higher the experience level of the incumbent platform is, the greater the comple-
mentarity between upstream and downstream will be, and the greater the profit improve-
ment that compatible parties may obtain. For the entry threat of upstream compatible
enterprises, the incumbent platform can choose three strategies: blocking compatibility,
entering compatibility and rejecting compatibility. Blocking compatibility requires a high
level of experience and a small complementarity. Entering compatibility requires higher
experience level and smaller complementarity. When the level of experience is low or
complementarity is large, the platform will choose to the rejecting compatibility strategy.
Keywords: Service supply chain, Vertical complementarity, Compatibility, Platform
experience, Market entry

1. Introduction. In many real markets, both monopoly and excess profits exist. So the
new enterprises will always be introduced. For the incumbent enterprises that have gained
monopoly power, these entry actions are bound to pose a threat. Therefore, how to deal
with these entry threats is a key issue that every incumbent enterprise pays close attention
to. In the past, a large number of studies on market entry have focused on those entrants
who have direct substitution relationship with the products of incumbents. Therefore, the
relationship between friend and foe is clear at the beginning of the decision-making [1].
However, in the era of platform economy, it is found that many entrants did not appear as
direct substitutes at primary; on the contrary, they appeared as complementary through
cooperation [2]. The complementarity between the two products means that the increase
of consumption quantity of one product will lead to the increase of consumption quantity
of another product, too. There are two types of complementarity. One is horizontal
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complementarity, that is, two similar products, the effect of bundling sell is better than
single sell, such as the different color ink cartridges of color printer. The other is vertical
complementarity, that is, two different products, the effect of bundling sell is better than
single sell, such as the printer and the cartridge.

E-commerce platforms mostly play the role of production service providers. For exam-
ple, B2C platform is mainly for enterprises of selling to customers, and the production
and sales among enterprises are mainly serviced by B2B platform. These enterprises of
production and operation constitute a production supply chain, and constitute a support-
ing service supply chain around their service providers. Take the takeaway market as an
example. The so-called producers and operators are catering enterprises, customers are a
large number of takeaway diners, catering enterprises and takeaway customers constitute
a takeaway production supply chain. Around the production supply chain, there is also
a service supply chain, that is, the service provider for food production and the service
provider for food trade. The former has MRP, ERP of various catering enterprises and
other management system providers, and the latter has takeaway e-commerce platform.
Among these service providers, because of the matured technology and process, there are
large homogeneous products in the market with fierce competition, and both market share
and product price for single provider are low. For takeaway market, because the advan-
tages of e-commerce services are increasingly obvious, more and more catering enterprises
begin to adopt e-commerce platform to complete trade. However, only trading services
are provided, the e-commerce market is huge, but the process is simple and the added
value is low, so the customer stickiness is small and the stability is not high. Therefore, the
two types of service providers have sufficient motivation to propose the following strategic
objectives: system providers urgently need to achieve service differentiation in order to
improve service effectiveness and expand production scale; e-commerce platform hopes to
improve service value, increase customer stickiness, stabilize and then expand production
scale. Because of the high entry threshold of e-commerce platform, the competition is rel-
atively weaker. Comparatively speaking, the demand of system providers is more urgent.
System providers and e-commerce platforms constitute the upstream and downstream of
catering production service supply chain, and complement each other vertically. There-
fore, a reasonable way of thinking is to integrate the upstream and downstream to have
complementary effects, so that their data can be exchanged to improve service efficien-
cy and user experience. Service providers can achieve their goals through the following
strategies. Firstly, they can directly develop their own complementary operational sys-
tems. Secondly, they can indirectly achieve the goal of integration, through compatibility
with complementary systems. Thirdly, on the basis of compatibility, they should develop
and operate their own complementary system. For the first strategy, it is very difficult
to develop and operate a new service system, because the e-commerce platform requires
huge investment (money burning), especially to enter the relatively mature platform ser-
vice market directly. Therefore, if service providers only want to achieve complementary
effect, they should adopt the second strategy. If they want to enter the complementary
service market at a low cost besides the complementary effect, the third strategy will
be appropriate. However, this strategy will face resistance from complementary market
incumbents. Compatibility may be beneficial to each other, but market entry is likely
to undermine the benefit of incumbents and thus to be blocked. In the Chinese takeout
service market, two-dimensional fire company (short for ‘2dfire’) as a system provider and
Mei Tuan company as an e-commerce platform are just in such kind of relationship. They
are complementary and compatible with each other in order to enhance their competi-
tiveness. They also enter each other’s market because they covet temptation, after being
blocked, and they slander each other and even go to court [3].
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These problems bothered a lot to the incumbents in market to make decision. They
need not only to identify the real purpose of partners, but also to make trade-offs between
benefits of cooperation and the threat of entry. The innovation is summarized as follows.
This paper is to adopt the theory of industrial organization and game, while considering
the strategic interaction of market stakeholders and the balance between gains and losses
of market incumbents, to solve two core issues for the selection of key decision variables
and the modeling of vertical complementary relationship and to find the threshold of
strategic conflict between cooperation benefit and entry threat.

The main theoretical contributions of this paper are shown as follows.

In terms of research perspective, this study mainly focuses on the trade-off between
compatible cooperation and entry threat of complementary products, while previous s-
tudies mainly focused on the entry threat of substitutes.

In terms of research methods, this study mainly focuses on vertical complementarity
and proposes their modeling methods, while previous studies mainly focused on horizontal
complementarity for complementary products.

Based on the above theories, we found that this study can help Internet enterprises
and the traditional enterprises who want to transfer to the Internet enterprises to make
better profit improvement, market share expansion and pricing strategy, when they face
challenges and opportunities of entry.

The structure of the article is as follows. Chapter 2 is literature review. Chapter 3 shows
the study hypothesis and model. Chapter 4 is about model solving and comparative static
analysis. Chapter 5 presents the management inspiration and conclusion.

2. Literature Review. This paper is mainly based on the platform compatible market
entry, complementary products, multi-homing of platform users, envelope competition
and entry deterrence. Therefore, the literature on these aspects is reviewed.

(1) Research on compatible entry of platform market. Researchers have been paying
attention to the issues related to platform market entry through compatibility. In their
seminal papers, Katz and Shapiro [4] studied system compatibility under one-way plat-
forms and direct network effects. When competitive platforms are two-sided and have
indirect network effects, Casadesus-Masanell and Zhu [5] found that the incumbents who
pursue market position in two-sided platform markets would block compatibility requests
of potential entrants. Adner et al. [1] found that when entrants and incumbents are com-
plementary, but the main sources of profits are different, incumbents have incentives to
be compatible with entrants through analyzing the competition behavior model between
Apple and Amazon on the e-book platform. However, these studies pay less attention to
the complementary and competitive relationship among vertical partners in supply chain
due to compatibility.

(2) Research on multi-homing of platform users. Multi-homing of the platform users in
the incumbents and entrants is often used to enter the platform market through compat-
ibility and complementarity. Byung-Cheol et al. [6] studied the competition problem of
asymmetric platforms under pure multi-homing. It was found that the level of differen-
tiation among competitive platforms significantly affected user’s multi-homing behavior.
In two-sided markets, the side with significant platform differentiation would form single-
homing, while the side with no difference would form multi-homing. Poolsombat and
Vernasca [7] proposed the concept of ‘Partial Multihoming’ at the earliest, and found
that there are two conditions for the existence of partial multi-homing equilibrium: one
is that the network effect of users exceeds the cost of multi-homing and the other is that
the proportion of multi-homing is small enough. From the perspective of user pricing,
partial multi-homing makes the platform stronger to bargain with users compared with
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single-homing, and this ability is more effective for those users with higher network pref-
erences. Ji and Wang [8] analyzed the competitive equilibrium of asymmetric platforms
under the condition of single-homing and partial multi-homing, and found that network
effect and pricing timing have significant influence on competitive advantage. Most of the
objects of existing research for multi-homing are single service platform, and there are
few references to study multi-homing user behavior of multi-service platform.

(3) Research on the envelope competition of platform market. Envelope competition
based on common user installed is an important way for platform market entry. Chen et
al. [9] studied the decision-making choices of dominant firms for product compatibility
with other firms in a network effective market. It is found that the dominant firm tends
to be compatible when the counterpart user installation base is small and prefers not to
be when the installation base is large. The key point of strategic pricing is to prevent the
difference of installation base between both compatible parties to expand beyond incom-
patibility. Its essence is to prevent the possibility to form envelope entry by counterpart.
At present, there are few studies specializing in envelope competition. The representa-
tive work is the research of Eisenmann et al. [10]. They classified the envelope entry
modes preliminarily and proposed an envelope entry analysis framework based on vertical
bundling. The analysis found that the envelope entry is caused by the scale economy
formed by huge network effects and low conversion costs. It is a unique market entry
mode of platform economy. Three types’ of results are: complete envelope, the dominant
firms exit completely; partial envelope, the entrants share the market with the dominant
firms; envelope failure, the entrants exit competition. Gawer and Cusumano [11] found
that the dominant firms of platform market often have disadvantages when they are faced
with envelope entry through case analysis. The main reason given by the study is that
the dominants lack foresight of envelope competition and are slow to respond. Lauri [12]
summarized two main envelope strategies of platform market: weak substitution enve-
lope and irrelevant envelope by comparing and analyzing the envelope cases of Apple and
Samsung from 2006 to 2011. Among them, the envelope of the iPad to the e-book market
belongs to the irrelevant strategy, while the envelope of Galaxy Tab to the iPad belongs
to the weak substitution.

(4) Research on market entry deterrence. One of the direct results of envelope entry
is that blocking strategies may be adopted on the incumbent platforms, among which
indirect exclusive and direct deterrence strategies are the most common. Armstrong [13]
studied the platform’s exclusive problem based on bottleneck resources. It was found
that under certain conditions, users would accept exclusive contracts, user surplus would
increase, but the total market surplus would decrease, and exclusive behavior would lead
to inefficiency. Mantena et al. [14] analyzed problem of the exclusive constraints for com-
petitive video game platforms to complementary suppliers. It is believed that exclusive
strategy will bring more users, and exclusive behavior mainly occurs in the product entry
and maturity stages but not in the intermediate stage. Direct deterrence strategies are
very classical, such as transitional investment strategy, increasing conversion cost strat-
egy, brand diffusion strategy and restrictive pricing strategy [15]. Under the condition
of considering vertical complementary entry, how to choose the entry deterrence strategy
has been less considered in previous studies.

In summary, we find that the existing studies have focused mainly on the compatibility
of horizontal complementary products, and have not considered the relationship between
entry and cooperation. The researches on user’s multi-homing and envelope competition
are mainly oriented to single service platform. There are few studies on vertical multi-
service complementary cooperation and entry conflict in supply chain.
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3. Hypothesis and Modeling.

3.1. Hypothesis.

(1) Market. In this paper, the total market size is standardized to 1. Suppose there is
a single product B2C market with a total production of 1, that is, all enterprises operate
only one homogeneous product, such as homogeneous takeaway. In the initial state, there
are traditional duopoly service providers in the upstream market of service supply chain,
and there is only one monopoly e-commerce platform in the downstream market.

(2) Market strategy. The service providers in the whole market adopt Cournot output
decisions, and have made strategic objectives to integrate complementary services and
enhance competitiveness. Strategic implementation chooses the third strategy mentioned
above, that is, compatibility first and then low-cost entry to complementary services
market. Therefore, there will be three stages in the implementation of the strategy.
Stage 1, there is no compatible market at present. Stage 2, the downstream platform
is compatible with one service provider in the upstream market. Stage 3, the upstream
compatible service providers enter the downstream market, develop and operate their own
platform, and achieve compatibility of their own upstream and downstream systems, and
then turn off compatibility with incumbent platforms of downstream.

(3) Decision variables. The technological process of existing upstream and downstream
service systems is stable, and neither incumbents nor entrants are willing to change the
status. The experience effect of platform market is exogenous given s, s € [0, 1], and the
traditional market does not consider it. The strength of complementary effect is v, v €
[0, 1], and it remains unchanged throughout the strategy implementation process between
upstream and downstream systems. The complementary effect is positively correlated
with the complementary strength ~ and the size g. of the complementary party, set it
vq.. The upstream service providers gain the experience effect of the downstream market
indirectly, and enter the downstream market through compatibly, which saves the huge
cost of market development and cultivation, but the cost is that they only have the market
experience effect vs. Considering that both upstream and downstream are information
services, the marginal cost of services is set 0. Based on the above assumptions, under the
condition of the existence of vertical complementary products in the market, when the
market is monopolistic, there are the inverse demand function p = 1 — ¢+ ~vq. + s and the
profit function 7 = pq. When the market is duopoly competition, there are the inverse
demand function p; = 1 — ¢; — ¢; + g + s and the profit function m; = p;q;. Specific
models for different strategic stages are presented in Section 3.2.

(4) Superscript and subscript symbols. Upstream is abbreviated as u, downstream is
abbreviated as d. Order j = 1,2,3 to represent the three stages of the implementation
of the strategy. Let ¢ = 1,2 represent two oligarchy service providers in the upstream
market. Incumbent platform is short for I and entrant platform is short for £. In the

downstream market, the output, price and profit of the incumbent platform are q‘}j, p}lj,

d d

w¢., and the output, price and profit of the entrant platform are q%j, p%j, T, respectively.

Iy
Production changes q}ij, quj and ¢;; of three stages in service supply chain as shown in
Figure 1.

In Figure 1, there are two types of service providers, production-oriented and transacti-
on-oriented, which constitute a two-stage service supply chain forming by upstream and
downstream. The upstream and downstream face the same production enterprise market
whose scale is 1. Stage 1 is the initial state of the market. The upstream and downstream
are incompatible, and have no direct relationship with each other. Stage 2, the incum-
bent platform of downstream is compatible and complementary with upstream system

provider 1. The experience effect of the platform has a potential impact on the upstream
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F1GURE 1. Three stages of upstream and downstream complementary com-
patibility and entry in service supply chain

compatible enterprise. Stage 3, upstream system provider 1 enters downstream market,
establishes downstream entry platform, establishes compatibility relationship with each
other, and turns off compatibility relationship with downstream incumbent platform. The
entrant platform indirectly benefits from the experience effect of incumbent platform, and
incumbent platform indirectly benefits from the complementary effect of upstream system
providers.

3.2. Vertical complementary compatibility and market entry model.

3.2.1. Stage 1: Basic model — upstream and downstream are incompatible. At this stage,
the downstream is a monopoly platform market, and the platform dj; adopts output
decision-making. The upstream is a traditional duopoly market, and production service
provider u;; adopts duopoly Cournot game to make decisions. There is no correlation
between upstream and downstream. The decision model is as follows.

(1) Downstream monopoly

Inverse demand function of platform dj; is

p?lzl—q}iI—I—s

Profit function is

d __
T =

d d
Pridn
(2) Upstream duopoly
Inverse demand function of service provider wu;; is

{

U

Ph=1—q1 —aqx
Por =1 — g3 — q1h
Profit functions are

(4)
(5)

3.2.2. Stage 2: Platform drs and production service provider uyo are compatible with each
other. At this stage, the downstream is a monopoly platform market, and the platform
dro adopts output decision-making. The upstream market is a traditional duopoly market,
and service provider u;; adopts a duopoly Cournot game to make decisions. Upstream
service provider u,5 is compatible with downstream platform d;» and gets complementary
effect each other. The decision model is as follows.

(1) Downstream monopoly

u o U U
1 = P119n1

u o u U
To1 = P219921
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Inverse demand function of platform dj, is

Do =1 —dfy + 5+ 741 (6)
Profit function is
77?2 = pﬁlgq% (7)
(2) Upstream duopoly
Inverse demand function of service provider u;, is

{ Pla =1—qfs —q3y + 7@?2 (8)
Doy =1 —q35 — qiy
Profit functions are
Ty = Diais (9>
Toy = D9aloy (10)

3.2.3. Stage 3: Service provider ui3 enters the downstream platform through the platform
dgs. Service provider uyz is compatible with the platform dgs and is no longer compati-
ble with the platform dj3. At this stage, downstream is a duopoly platform market, the
leader platform d;3 and the follower platform dgs adopt the Stackelberg game to make
decisions. The upstream market is a traditional duopoly market, and service provider u;3
adopts a duopoly Cournot game to make decisions. w3 is compatible with dgs, and has
mutual complementary effect each other, but no longer compatible with d;3. The market
experience effect of dgz is 7s. The decision model is as follows.

(1) Downstream monopoly

Inverse demand functions of platform d;3 and dgs are

Phs =1 = dbs — dfs + s + 7l (11)
Pl =1 —af3 — ags(afs) + 5 (12)
Profit functions are
7TdE3 = pdE3pdE3 (13)
77?3 = P?:&CJ??, (14)

(2) Upstream duopoly

Inverse demand function of service provider u;s is
Pis=1—dis — a5 + 7@?3 (15)
Pys =1 — a3 — qi

Profit functions are

Wils = Pilgq;ig (16>
Wg:a = pggpg?, (17)

4. Model Solution and Comparative Analysis.
4.1. The model solution.

4.1.1. Stage 1. At this stage, according to Formulas (1) and (2), the optimal output

d *
decision of downstream monopoly platform is Z:ff =1-2¢4, +s=0= ¢} = %
I1
According to Formulas (3)-(5), the response function of Cournot output game of upstream
duopoly service providers is 87;?11 =1-2¢4 —q"1 =0,7=1,2 because of ¢} = ¢“;1,

there is 1 — 3¢¥% = 0, and we get ¢/{* = 1. Take ¢, ¢%* into Formulas (1)-(5), it is easy
to get the following conclusion.
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Lemma 4.1. For a two-stage complementary service supply chain with a monopolistic
e-commerce platform in the downstream and a duopoly service provider in the upstream,
when the upstream and the downstream are incompatible, the optimal decision in the

downstream is ¢, = 12, pd" = = and the optimal profit is ©%," = (125)2 The
upstream optimal decision is ¢y* = %, " = 3, and the optimal profit is 7} 51)

Comparing the decision and profit structure of the market for platform and traditional
one, we can find that the output and price of platform market not only depend on the scale
of the whole market, but also positively correlate with the experience level of platform.
Therefore, it may obtain higher output price and profit, also that is more attractive.

From the perspective of market structure, platform market is a market that depends
more on scale, so it has higher concentration and weaker competition. On the contrary,
the traditional market has lower concentration, many participants and fierce competition.
From the operator’s perspective, although the cultivation investment for experience level
of platform market is huge, and the entry threshold of platform market is higher and
higher, but once entered, the income brought by platform market will be incomparable
with the traditional market.

4.1.2. Stage 2. At this stage, according to Formulas (6) and (7), the optimal output

d
decision of downstream monopoly platform is Z 2=1-2¢%+s+v¢% =0 = q¢h(qh) =
5P
%. According to Formulas (8)-(10), the response functions of Cournot output game
Omyy
Oasy -
1 —2¢Y%, — ¢¥q% = 0, they are solved simultaneously and the results are ¢t (q%,) = 2ai,

3
and ¢ (qd,) = 17%. The optimal output is obtained by solving ¢%(q%), ¢%(¢%) and

q%(q%,) simultaneously. By substituting the results into Formulas (6)-(10), the following
conclusions can be obtained.

of upstream duopoly service provider are % =1—2¢% — ¢% + v¢% = 0 and

Lemma 4.2. For a two-stage complementary service supply chain with a monopolistic
e-commerce platform of B2C in the downstream and a duopoly service provider in the
upstream, when the downstream platform is compatible with an upstream service provider,

the optimal decisions of downstream platform are ¢, = 32(3;53;)7, " = 3;%;3;;, and
the optimal profit is 7, = W. The optimal decisions of upstream compatible
service providers are ¢iy" = 1+3(1—J;S and pYy" = Mi—;}s, and the optimal profit is m}y
% The optimal decisions of upstream incompatible service providers are gy, =
2—(14s)y—? w _ 2—(14s)y—> . - % 2—(1+5)y—72]2
% and p4,* = %, and the optimal profit is w4," = %

By simple calculation, we can see that ¢, ]DI2 , 7T12 . q1y", pYy” and wiy* increase
monotonously with the increase of v and s, while ¢5,*, p4,* and 74,* decrease monotonous-
ly with the increase of v and s. It can be seen that the stronger complementarity, the
higher experience level will be more beneficial to compatible platform, and more disad-
vantageous to incompatible platform. The conclusion is intuitive and easy to understand
through compatibility and complementarity to enhance the service value of compatible
platform. At the same time, the output of compatible platforms is enlarged and the expe-
rience effect is contributed to output, price and profit indirectly through complementarity.
However, the upstream market structure has also changed from homogeneous competition
to differentiated competition and the market is differentiated, while compatible service
providers occupy the high-end market. Although the competitiveness of the market is
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weakened, incompatible service providers can only stay in the low-end market, the de-
mand and price are reduced, and the profits are also damaged. This is called ‘the enemy’s
friend is also the enemy’.

In addition, it shows that the contribution of complementarity effect to upstream com-
patibles is greater than downstream compatibles and reflects that complementarity effect
improves the service level of both, and the improvement plays a significant role in more
competitive market. However, the experience level is only an indirect improvement of
upstream compatible service providers, which is limited by other factors, and its effect is
less obvious than the direct effect of downstream platforms.

4.1.3. Stage 3. At this stage, the downstream duopoly platform carries out Stackelberg
game. The incumbent first determines the output ¢f,, and then the entrant makes output
decision according to the output selected by the incumbent. According to backward

induction to solve, by Formulas (11) and (13), the first step, %3 =1-2¢%; —
E3

14ys+Hygls—
Qs + vs + ’yqlg 0= ¢%s(q%, qls) = W The second step, ply = 1+ 5 — %3 —
I+ys+74is—af, dr 1+(2—) d 42—
s = Fri # —qfs = 0= qfs(als) = # = dis(ais) =

m is obtained by Formulas (12) and (14). The upstream duopoly service

providers carry out Cournot output game, according to Formulas (15) and (17), there are

gg—% =1—2¢{5 — q55 + fqu3 =0 and 87r23 =1—2¢3; — ¢i5 = 0 simultaneously to solve,

—~pd
we can get ¢i5(qhs) = % and q23(qE3) = M%. The optimal output is obtained

by solving qfs(ais), ai3(ais), ai3(afs), and gss(gf,) simultaneously. By substituting the
results into Formulas (11)-(17), the following conclusions can be obtained.

Lemma 4.3. For two-stage complementary service supply chain with B2C monopoly e-
commerce platform in downstream and the duopoly operation service in upstream, when
downstream platform is compatible with one upstream service provider, upstream service

provider enters downstream market through compatibility. The optimal decisions of down-
3—y—2v2+(6—37—27?)s 3—y—2v2+(6—37—27?)s

*
and pl" =

stream incumbent platform are q}l; =

3(2—7?) 6(2—72) ’
2 2 2
and the optimal profit is T4 = [377721;{2(?;2;;27 SE - The optimal decisions of down-
stream entry platform are qt," = % and pL," = W; and the opti-
mal profit is 7rdE3* = w The optz'mal decisions of upstream compatible ser-
vice providers are qjy* = QH(Q(Q—V:;')M and piy* = %2—73;7, and the optimal profit is
Ty = %. The optimal decisions of upstream incompatible service providers
2 2
are qi* = 4*7’&;(3;)37)78 and piy* = 4777&;(72;)37)75, and the optimal profit is mhs* =
[4=7=7*+(2=3v)ys]*
36(2—72)?

Through simple calculation, we can see that q¢fy", p%  and 7% decrease with the
increase of v and increase with the increase of s. This shows that the greater the comple-
mentarity between upstream and downstream, the greater the damage to incumbents is at
this stage, and the experience level is still an important factor for incumbents to improve
their competitiveness. qE3 , pE3*, 7TE3 , G157, pis* and 75" increase with the increase of
v, but are uncertain about the relationship with s. They increase marginally, otherwise
decrease marginally, when  is large enough. It shows that complementarity has a posi-
tive impact on compatible parties because of compatibility, but experience utility needs
indirect transmission of complementarity, therefore, it is a positive effect on compatible
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parties, when complementarity is large enough, only. The relationship is uncertain be-
tween ¢is*, phs*, mh* and 7, s. When 7 is large enough and s is small enough, ¢s;*, phs*,
T4, have a marginal decreasing relationship with gamma, and when + is large enough,
q55", pys”, my" have a marginal decreasing relationship with s, conversely, on the con-
trary. It shows that because the upstream compatibles enter the complementary market,
the competition in the complementary market makes the output scale of the entrants low-
er than the monopoly state, which results in relative decrease of the complementary and
experience benefits of the upstream compatibles, and relative decrease of the difference
with the incompatibles, too. When v is small enough and s is large enough, incompati-
bles of upstream even may benefit from this compatibility relationship, and then improve
profits. It is a relationship of Cognter—bal%nce.

In addition, according to 87(;% > dﬂadE; , it is same as stage 2, which shows that the
direct effect of experience effect is stronger than the indirect effect. The relationship is
uncertain between 7} and 755", when v is small enough and s is large enough, there will
be m4* > mis*, which indicates that the competition of the entrants in the downstream
market leads to the weakening of its competitive advantage in the upstream market, and
sometimes even reverse. This is also a portrayal of ‘enemies of the enemy sometimes
become friends’.

4.2. Comparative analysis. In this section, comparisons and calculations mostly in-
volve multivariate high-order non-linear operations, and it is difficult to find analytical
solutions. Therefore, numerical methods are adopted and solved by MATLAB. The ap-
plication of the theoretical contribution takes a case of the compatible entry for ‘2dfire
and Mei Tuan’.

4.2.1. Profitability comparison.

(1) Comparing the profit of upstream and downstream service providers, before and
after the implementation of compatibility strategy.

In the feasible region s € [0, 1], v € [0, 1], for the downstream incumbent platform, by

Lemma 4.1, the profit before compatibility is 7%~ = #, the profit after compatibility
is 74" = %, and the simple calculation shows 7%," — 74~ > 0. Similarly, for
upstream compatible service providers, there is 7}y," — 74" = % — é > 0. This

means that in the whole decision-making space, both compatible parties have incentives
compatible with each other, and the larger s and v, the greater compatible incentives are.

_ A2
In addition, there are ¢¥,* — ¢%* = 32((1;:”,);)7 2 gl(;rj)ﬂ;) > 0and 7 — 7Lt =11 =0

979
It shows that upstream compatible service providers break the competitive balance with
their rivals and form an advantage on market share due to compatibility.

(2) Comparing the profit of upstream and downstream service providers, before and
after the implementation of entry strategy.

In the feasible region s € [0, 1] and y € [0, 1], before and after the implementation of the

entry strategy, the profits of the downstream incumbent platform are 7%,” = % and
* N _OA2 20 9a2 2 .
nd" = 3=y 2718?2(:2)72 2705 respectively. The total profits of platform market entrants
2 % . (o 2 (o 2
are mi* = —“J(rg(ij));” and 7, + mL* = [HZ(Q(EV%Z)S] + [2+79(2(:§’;’2)7S] :

Assuming that the solution of 7%," = 7% is v;(s), the equation is solved by using
MATLAB. As shown in Figure 2(a), the crossover point of y;(s) and axis s is (s, 0), and
the crossover point of y;(s) and s = 1 is (1,7;). In the feasible area s € [0, s7], v € [0, 1]
and s € [sr,1], v € (71(s),1], there are 7¢," < 7%, which means that the profit of the
incumbent platform will be reduced by implementing the entry strategy in this area. In
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F1GURE 2. Comparisons of profit and market share before and after imple-
mentation of compatibility and entry strategy

the feasible area s € [s;, 1], v € [0,77(s)), there are 7" > 7%,", which means that the
profit of the incumbent platform will increase if the entry strategy is implemented in this
area.

Let the solution of 7%,* = 7%, + 7% is vx(s), and the equation is solved by using
MATLAB. As shown in Figure 2(b), the crossover point of vg(s) and axis s is (sg, 0), and
the crossover point of yg(s) and line s = 1 is (1,vg). Within the feasible area s € [0, sg|,
v € [0,1] and s € [sg, 1], ¥ € (y&(s),1], there are 7% > 7%, , which means that the
profits of market entrants will increase if the entry strategy is implemented in this area.
Within the feasible area s € [sg, 1], ¥ € [0, vg(s)), there is 7% < 7%,", which means that
the profits of market entrants will be reduced if the entry strategy is implemented in this

area. , ,
.. . * * 3—y—2 6—37—2
In addition, there is ¢4 — q%; = =12 +H(6=3y-27)s

52—7) - 1+’2}’(;(3;2?37)S’ let the solution of
q%" = qt." be vrx(s), and the equation is solved by using MATLAB. As shown in Figure
2(c), the crossover point of v,g(s) and axis 7 is (0,v7g), and the crossover point of y;z(s)
and line v = 1 is (s;g, 1). Within the feasible area s € [0, s/g], v € (yrr($), 1], there is
q%” — q%s" < 0, which shows that when the experience level is lower and the complemen-
tarity is larger, the incumbent platform lacks market share advantage compared with the
entry platform.

After the implementation of compatibility strategy, both 2dfire and Mei Tuan gained
profits and increased in market share. When the 2dfire tried to recommend its own
takeaway platform, it affected the market share and profits of Mei Tuan. This is related
to the lower experience level and the compatibility between them.

In summary, conclusions are as follows.

Proposition 4.1. (1) When s € [0,1] and v € [0,1], there is 7%, —74" > 0, mly* — 7l * >
0 and ¢iy* — g5 > 0. (2) When s € [0,s/], v € [0,1] and s € [s;,1], v € (7:1(s),1], there
is ©l" < wh". When s € [s1,1] and v € [0,77(s)), there is w4 > 7%". (3) When
s€[0,sg], v €1[0,1] and s € [sg,1], v € (v(s),1], there is 7 > 74", When s € [sg, 1]

and y € [0,7g(s)), there is ™ < 7% . (4) When s € [0, s15] and v € (yrx(s), 1], there
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is qfs" — qhs” < 0. When s € [0,s18], v € (0,7:£(s)) and s € [sig, 1], v € [0,1], there is
a4t — qks > 0.
4.2.2. Pricing strategy analysis. Pricing strategy is one of the key issues in platform op-
eration. When the operating environment of the platform has change, the effective ad-
justment of pricing strategy is important particularly. In the context of this study, the
incumbent platform faces two pricing adjustment problems, and the entry platform faces
one reference pricing problem.

Simple calculation from Lemmas 4.1-4.3, it can be get that the price adjustment strategy

of the incumbent platform in stage 2 is pd,"~ = p4~ + Apdy, = p¢," + [Qéﬁé) + 2(;32)],

obviously, there is Ap$, = 2?;:7;) + 2(;32) > 0. At this time, the incumbent platform will

adopt a price-raising strategy. Price growth consists of two parts: the price increase

<2(“’3+7;)> caused by vertical complementarity effect from compatibility and the price
increase (2(%572)) caused by experience promotion. Within the feasible region v € [0, 1]

and s € [0, 1], the former is larger than the latter, it shows that the service value-added
brought by complementarity is the main reason for the price increase.
In the third stage, the price adjustment strategy of the incumbent platform is pd,” =

* * _3~_0~2 3 —3~42-92~3)~s “
Pl + Aply = ply + [g@:ig%j%) - (925’;_327)(3_21237 ] Set 4(s) € [0,1] becomes the

solution of the implicit function Ap?g = 2(;311‘2%2_*];’) - (92527__527)2(;_23278
MATLAB to solve this function, the solutions are shown in Figure 3(a). The crossover
point of 4(s) and axis v is (0,42), and the crossover point with the line s = 1 is (0,%1),
so there is 4, < 49. In feasible region s € [0,1], v € [0,4(s)), there is Ap%y > 0,
which means that when the complementarity is lower, the competitive ability of entrant
platform is weaker because of the complementarity, and the advantage of the incumbent
platform is still obvious. At this time, we can consider the implementation of price-raising
strategy, and the range of price increase is Ap%,. Within the feasible area s € [0, 1],
v € (4(s), 1], there is Ap?, < 0, which means that when the complementarity is higher,
the entry platform has gained stronger competitiveness by relying on complementarity,
and the weakness of the incumbent platform has become obvious. It is necessary to win
customers through price reduction strategies, such as adopting subsidies policy, the range
of subsidies price is Ap,.

= 0, and using

1.0 1.0
0.812
y(S)
0.6 Vi
+
0.4
0.2

0000 025 050 075 100 0800 025 050 075 1.00
S S

(a) (b)

FIGURE 3. Pricing strategies after the implementation of the entry strategy
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In the third stage, the entry platform will be priced according to the price strategy of

2y++2 (6=6v+12)s
st — e Set

29ty (6=6r+7%)s _
3(2—7?) 3(2—72) ’
and using MATLAB to solve this function, the solutions are shown in Figure 3(b). The
crossover point of J(s) and axis s is (0,0), and the crossover point with the line s = 1
is (1,%). In feasible region s € [0,1], v € [0,%(s)), there is Ap%, < 0, which means
that when complementarity is weaker, the value-added of compatible-driven market entry
services is smaller, and the price reduction strategy should be adopted. Such as adopting
subsidies policy, the range of subsidies price is Ap%,. Within feasible region s € [0, 1],
v € (3(s), 1], there is Apk, > 0, which means that the value-added service is larger, and
the price can be increased appropriately, the range of price increase is ApZ,.
In summary, conclusions are as follows.

the incumbent platform, which is p&,” = ply + Aph, = pdy” + [

7(s) € [0, 1] becomes the solution of the implicit function Ap%, =

Proposition 4.2. (1) When v € [0,1] and s € [0,1], there is Apl, > 0. (2) When
s € [0,1], v € [0,4(s)), there is Aply > 0. When s € [0,1], v € (¥(s),1], there is
Aply < 0. (3) When s € [0,1], v € [0,7(s)), there is Apt, < 0. When s € [0,1],
v € (3(s), 1], there is Apk, > 0.

4.2.3. Entry threat and countermeasure analysis. According to Proposition 4.1, as shown
in Figure 4(a), within feasible region s € [0, s;], v € [0,1] and s € [s1, 1], v € (71(s), 1],
there is 74" < 7%,", which means that entry platform brings a great threat to the incum-
bent platform. It is necessary for the incumbent platform to adopt strategies to deal with
this threat.

As shown in Figure 4(b), when s € [sg,1], v € [0,vr(s)), it means that the entry
strategy does not necessarily increase the profits for the entrants. When the experience
level is higher and the complementarity is lower, the market entry will lead to the decrease
of profits.

The possibility of combining these two aspects, as shown in Figure 4(c), this paper
finds that with the change of strategy space 1, the incumbent platform will adopt different
strategies to deal with market entry threats. Let point (s*,7*) be the crossover point of
v1(s) and yg(s). Among them, region 1 consists of two parts: s € [sr,s*], v € [0,71(s))

0.257 . 0.25; - 0.25
0.201 0.20 0.20
0.151 - 0.15 + 0.151 +
0.10/ Y(S) 0.10/ 0.10:
Yi
0.051 0.05 0.05
S
0.00" = 08 20 0.00 0.00
S

(a)

FIGURE 4. Entry threats and countermeasures of incumbents
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and s € [s*,1], v € [0,7&(s)), there are 74" — 74" > 0 and (7%, + 74*) — 7* < 0,
in this region, the strategy of the incumbent platform is to block compatibility, and the
upstream compatible service providers will not enter the platform market. Region 2 is
s € [s*,1] and v € (y&(s),71(s)), there are 7,  — 7%~ > 0 and (7, + L) — 7" > 0, in
this region, the incumbent platform will adopt a compatibility strategy, and the upstream
compatible service providers will enter the platform market. When s € [0, s7], v € [0, 1]
and s € [s1,1], v € (v1(s),1], there is 78" — 7%," < 0, the incumbent platform will not
adopt the compatible strategy, this is, it will adopt the rejection compatibility strategy,
and compatible service providers are also not possible to enter the platform market.
Here, the most noteworthy is region 3: s € [sg,s;], v € [0,7r(s)] and s € [sg,s*],
v € (v1(s),ve(s)]. In this region, s is larger, which belongs to the strategy factor of larger
income for incumbent platform in stage 2, although the profit growth of entrant platform is
negative. The incumbent platform can easily regard it as a blocking compatibility strategy
area. Therefore, this region can be regarded as a dangerous area, and the incumbent
platform must remember not to make mistakes.

In the case of 2dfire and Mei Tuan, the strategy of ‘compatibility-reject compatibility’
was adopted by Mei Tuan, which showed that Mei Tuan as the incumbent platform lacked
a comprehensive strategic perspective. In the second stage, it only considered the benefits
of compatibility and ignored the threat of complementary entry. Therefore, it adopted
a higher degree of compatibility and complementarity, that led its loss own profits and
market share when 2dfire adopted the entry strategy. According to the analysis in this
paper, a better long-term consistent strategy can be set by Mei Tuan by setting the
experience level and compatibility complementarity, such as blocking compatibility or
compatible entry. In fact, a simply reject compatibility strategy may be better than the
current strategy.

In summary, conclusions are as follows.

Proposition 4.3. The choices of the incumbent platform. (1) Compatible blocking strate-
gy: When s € [sg,s*], v € [0,71(s)) and s € [s*,1], ¥ € [0,v£(s)), there are 7" —7d," > 0
and (7" + %) — wly* < 0. (2) Entry compatibility strategy: When s € [s*,1] and
v € (ve(8),71(s)), there are nfy" — 78" > 0 and (nhy" + 7iy*) — m4* > 0. (3) Rejecting
compatibility strategy: When s € [0,s;], v € [0,1] and s € [s;,1], v € (71(s),1], there is
mh — 7" < 0.

5. Inspirations and Conclusions.

5.1. Inspirations. After the previous analysis, we can get the following inspirations.
(1) Supply chain service complementarity is an effective way to achieve value added.
Relative to the development of complementary business by oneself, compatibility with

upstream and downstream partner enterprises is a better way to achieve complementary

operation between different links of supply chain, which is fast in process, low in cost and
easy to achieve results.

(2) Vertical complementary compatibility is a better choice for upstream traditional
enterprises to enter downstream platform market.

There are two necessary conditions for platform enterprises and traditional enterprises
to achieve compatibility and complementarity: the experience level and the complemen-
tary level. Experience level plays a more significant role in platform enterprises, and
complementary level contributes more to traditional enterprises. Compared with the tra-
ditional service market, the e-commerce platform market is a blue ocean, which is more
attractive for the traditional enterprises that need to break the management dilemma and
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realize the industrial transformation. It is a good choice for them to enter the platform
market through complementary compatibility.

(3) Complementary compatibility is a double-edged sword of platform market.

Because complementary compatibility reduces the threshold of market entry, its pos-
sibility and threat of entry are greater than incompatible entry. If only considering the
benefits of compatibility, the strategy choice of incumbent enterprises should be that the
higher experience level and complementarity, the better will be. However, if we consider
the possibility of entry threat brought by compatibility, this strategy will bring a disaster
to incumbent enterprises.

(4) Incumbent platform strategy selection with the possibility of compatibility entry.

Considering the possibility of benefits and bad results of compatibility, the incumbent
platform should choose the following strategies: when experience level is lower, it does not
implement compatibility strategy. When experience level is higher, it can choose upstream
enterprises with lower complementarity to be compatible, and the other side will not enter
the platform market in the future. When the experience level is the highest, they can
choose the upstream enterprises with relatively high complementarity to be compatible
and the other side will enter the platform market in the future, but they will also have
profit improvement.

(5) Entry compatible strategy is only a short-term strategy for incumbent platforms.

When the platform adopts the entry compatible strategy for tolerating the other side
enters the market, its share may be at a disadvantage, although its profit has improved.
At this time, the incumbent platform should choose and weigh carefully. If short-term
benefits are emphasized, the incumbent platform can adopt an entry compatible strategy.
However, traffic is king in platform economy. If we focus on long-term development, the
incumbent platform should adopt the strategy of rejecting compatibility.

(6) Price strategy after adopting the decision-making of compatible entry.

In stage 2, after compatibility and before the platform market enters, the incumbent
platform can implement the strategy of price increase. In stage 3, after compatibility
entry, if the complementarity is lower, the price of the incumbent platform should be
increased, and the price of the entry platform should be reduced; if the complementarity
is higher, the incumbent platform should be reduced, and the price of the entry platform
should be increased.

5.2. Conclusions. This paper shows that the complementary compatibility between up-
stream and downstream of supply chain is an effective strategy to enhance their compet-
itiveness and achieve market share and profit growth. For complementary partners such
as traditional enterprises and platform enterprises, the premise of implementing strategy
is that platform enterprises have a higher experience level. The higher the experience
level, the more compatible partner platform enterprises can choose; otherwise, they can
only choose compatible partners with low complementarity. This paper shows that, dif-
ferent from the existing research conclusion ‘either blocking or incompatible’, there is also
a win-win strategy of ‘entry compatibility’. Whether blocking compatibility or entering
compatibility, the higher the experience level of the incumbent platform, the larger the
choice of strategy space for complementary compatibility will be, and the greater the
profit improvement that compatible parties may obtain.

This study shows that on the one hand, most of the existing studies on alternative-based
entry only considered the relevant strategic factors for ‘entry’ or not. On the other hand,
the study of entry problems based on complementarity needs to consider the relevant
strategic factors for ‘compatibility-entry’ or not at the same time. Therefore, compared
with similar studies, this paper has expanded its research methods and conclusions.
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