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Network Externality, Endogenous Production Costs

and Firms’ Pricing Strategy Choice
LI Wei-hong, BAI Yang

Abstract: The effect of network externality on pricing strategy is analyzed by establishing an extended Hotelling model under
the condition of endogenous production costs. The results show that firms will choose discriminatory pricing strategy when the
network externality is low and uniform pricing strategy when the network externality is high. Firms with stronger Nash bargain-
ing ability will achieve greater market share and profits under both pricing strategies. Social welfare is determined by the net-
work externality parameter and firm’s Nash bargaining ability, independent of pricing strategy. When network externality is
high (low), there is a positive ( negative) correlation between social welfare and the difference of firm’s Nash bargaining abili-
ty.

Key Words: network externality; firms’ pricing strategy; endogenous production costs; uniform pricing; discriminatory pri-

cing; Nash bargaining ability; pricing competition
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