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ABSTRACT

One theme of industrial organization is to understand firm behaviors and its implication on
market outcomes. This dissertation studies two firm behaviors that are closely related to compe-
tition: self-preferencing in digital platforms and patent licensing relationship between competing
manufacturers.

Chapter 1 and Chapter 2 study self-preferencing on Apple App Store, a dominant dual-role
platform for mobile applications. It is widely perceived that dual-role platforms, which sell both
third-party and own products to consumers, may give preferential treatment to own products in
search results to obtain competitive advantage over third-party suppliers. However, platforms
deny it. Meanwhile, there is an intense antitrust debate over whether and how to regulate self-
preferencing of dominant platforms. To shed light on the debate, this study addresses two research
questions. Does there exist any self-preferencing on digital platforms? What are the consequences
of self-preferencing on product quality and social welfare? 1 argue that self-preferencing leads to
lower product quality and hurts both consumers and third-party suppliers. Meanwhile, the effect
of self-preferencing is limited when there is confounded consumer preference.

In Chapter 1, I study demand for mobile applications and their search rankings on Apple App
Store, in order to identify the existence of self-preferencing. To that end, I compile a new dataset
of app characteristics, installation price, search ranking, downloads, revenues, conversion rates
and search volume for population mobile applications on Apple App Store from April 2018 to
February 2020. To motivate the demand model, I firstly examine the effect of an un-anticipated
search algorithm change that dropped some Apple’s apps from top search results. I find that the
algorithm change improves the search ranking, downloads, and update frequency of third-party
apps that are competing with Apple’s apps in the same categories, compared to third-party apps in
categories without Apple’s apps. Then, I develop a demand model explicitly accounts for consumer
search. It returns an app quality index capturing consumers preference conditional on prices. The
search ranking model controls for the app quality index and captures potential self-preferencing.
Estimation results direct to self-preferencing: Apple’s apps are significantly more likely to show up
in top search results compared to third-party applications, conditional on app quality, installation
price, and title match with search terms. Counterfactual simulations show that eliminating the

identified self-preferencing alone, without supply-side adjustment, shrinks the difference in search
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rankings between Apple’s apps and third-party apps by 71 percent.

The reduced-form evidence that update frequency is significantly affected by the search algo-
rithm change motivates incorporating supply-side adjustment into the equilibrium analysis sur-
rounding self-preferencing. To that end, Chapter 2 develops and estimates an empirical model of
update competition in the presence of potential self-preferencing. Then, based on the estimates in
Chapter 1 and Chapter 2, I conduct counterfactual simulations to examine the equilibrium welfare
effect of self-preferencing. I find that shutting down the identified self-preferencing increases av-
erage update frequency by 0.4 percent, consumer surplus by 0.2 percent, and third-party profits by
0.7 percent. One reason for the modest effects of self-preferencing is consumer preference: con-
sumers are estimated to prefer Apple’s apps, which limits the extent of identified self-preferencing
and thus its welfare effect.

Chapter 3 studies how unobserved patent licensing between competing manufacturers leads
to bias in predicted merger effects. Patent licensing between competing manufacturers is typi-
cally hard to observe by researchers and thus not considered in classical pricing competition mod-
els for empirical merger analysis. Nevertheless, patent licensing introduces alignment incentives
in firms’ pricing decisions since licensors collect royalty revenues proportional to competing li-
censees’ sales. Omitting these incentives leads to over-estimated marginal costs and potentially
introduces bias in the prediction of merger effects. How large are the estimation and prediction
biases? We conduct numerical simulations using a Bertrand competition model that incorporates
patent licensing between competitors to assess the biases for both licensor-licensee mergers and
licensee-licensee mergers in various simulated markets. We find that omitting patent licensing
leads to predicted merger effects that are i) sometimes opposite to the true merger effects and ii)

typically over-predicted.
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CHAPTER 1

An Empirical Model of Self-preferencing and
Demand for Mobile Applications

1.1 Introduction

Search algorithm shapes the competition landscape on digital platforms, and is designed by the
platform. This raises up the concerns that dual-role platforms, which present and/or sell third-party
products and service as well as those owned by the platforms, may give preferential treatment
to their own products in search results, so that their products are ranked higher and thus more
accessible to consumers compared to competing independent products. While the press covers
multiple stories indicating the existence of such self-preferencing behaviors, the platforms deny
it.! To shed light on the debate, this chapter develops an empirical model of demand and search
ranking to statistically identify whether and to what extent self-preferencing exists on Apple App
Store, a dominant platform for mobile applications.

Apple App Store provides an ideal setting for studying self-preferencing for three reasons. First,
Apple App Store is a dual-role platform — Apple develops mobile applications and sells them on
the app store in a variety of categories such as utilities, music and entertainment. Second, search
is an important channel on the platform. While consumers may download an app listed in the
editorial contents, 70% of visitors on the platform use search to find their next app, and 65% of all

downloads on the platform happen after search during 2020.> Lastly, it is a well-tracked platform

'Example stories include (1) Dougherty, Conor. 2017. “Inside Yelp’s Six-Year Grudge Against Google.” The New
York Times, July 1.https://www.nytimes.com/2017/07/01/technology/yelp-google-european-union-antitrust.html, (2)
Mattioli, Dana. 2019. "Amazon Changed Search Algorithm in Ways That Boost Its Own Products" The Wall
Street Journal, Sept. 16. https://www.wsj.com/articles/amazon-changed-search-algorithm-in-ways-that-boost-its-
own-products-11568645345, (3) Nicas, Jack and Collins, Keith. 2019. "How Apple’s Apps Topped Rivals in the App
Store It Controls". The New York Times, Sept. 9. https://www.nytimes.com/interactive/2019/09/09/technology/apple-
app-store-competition.html. As an example of how platforms deny the usage of self-preferencing, article (3) wrote
"They (Apple’s executives) said, Apple apps generally rank higher than competitors because of their popularity and
because their generic names are often a close match to broad search terms".

2Apple. 2021. "Be discovered." https://searchads.apple.com/


https://www.nytimes.com/2017/07/01/technology/yelp-google-european-union-antitrust.html
https://www.wsj.com/articles/amazon-changed-search-algorithm-in-ways-that-boost-its-own-products-11568645345
https://www.wsj.com/articles/amazon-changed-search-algorithm-in-ways-that-boost-its-own-products-11568645345
https://www.nytimes.com/interactive/2019/09/09/technology/apple-app-store-competition.html
https://www.nytimes.com/interactive/2019/09/09/technology/apple-app-store-competition.html
https://searchads.apple.com/

such that there is rich aggregate-level data on consumer search and purchase, as well as historical
search rankings.

Observed higher search rankings of platform-owned products may be due to preferential treat-
ment, but may as well be explained by consumers’ preferences for these products. To disentangle
the two channels, I develop an empirical model of demand and search ranking. The demand model
separately identifies search costs and consumer preferences. It returns an app quality index that
captures consumers’ evaluation of different apps in the same market, conditional on prices. Then,
the search ranking model takes the app quality index as a control variable, so that the coefficient
on platform ownership in the search ranking model captures potential self-preferencing.

To motivate the empirical demand model, I start with a descriptive analysis of an unanticipated
search algorithm change on the Apple App Store. The search algorithm change dropped some of
Apple’s apps from top search results in July 2019, and was firstly reported by New York Times in
September 2019.% Using a difference-in-differences (DiD) approach where I compare independent
apps in categories containing Apple’s apps with independent apps in categories without Apple’s
apps, 1 find that the search algorithm change boosted up independent apps by 3.6% in search re-
sults, leading to a 22% increase in their installations. However, it did not significantly affect their
conversion rates. The result indicates that search rankings do not affect consumer choice condi-
tional on search, which motivates me to assume that search ranking does not affect product values
and only affects search cost.* This is a useful assumption that helps with separate identification of
search costs and consumer preferences.

Next, I develop a demand model that explicitly accounts for consumer search. In the model,
consumers sequentially search for apps and choose the most preferred app among the searched
apps in the style of Weitzman (1979). This model allows consumers to form different search
paths based on their different preferences for update frequency, prior knowledge on apps, and
search costs. To obtain a closed-form choice probability, I borrow a parametric assumption on
the distribution of consumer-product specific search costs from Moraga-Gonzélez, Sdndor and
Wildenbeest (2018). To deal with endogenous app characteristics such as price, ratings, and update
frequency, I construct excluded instruments based on multiple-category developers and the search
algorithm change in July 2019.

To approximate the search ranking data, I fit it with a rank-ordered logistic regression model.
The model allows flexible effects of well-accepted influential factors by including category-specific
and month-specific effects of price, text relevance, and app ratings. Conditional these flexible ef-

fects and the constructed app quality index, I use monthly-specific coefficients on Apple-ownership

3Nicas, Jack and Collins, Keith. 2019. "How Apple’s Apps Topped Rivals in the App Store It Controls". The New
York Times, Sept. 9. https://www.nytimes.com/interactive/2019/09/09/technology/apple-app-store-competition.html

4Similarly, Ursu (2018) exploits experimental data on an online hotel platform and finds that rankings affect what
consumers search, but conditional on search, do not affect purchases.


https://www.nytimes.com/interactive/2019/09/09/technology/apple-app-store-competition.html

indicator to capture the dynamics of potential self-preferencing.

The model is estimated using aggregate data from AppTweak, a third-party research company
in the mobile application industry. The data covers a wide variety of non-game and game apps on
Apple App Store between April 2018 and February 2020 in 38 categories.” My main dataset con-
tains information on estimated downloads and revenues®, and actual app characteristics and search
rankings for each app/category/month combination. In addition, category-month level conversion
rates and keyword-month level search volume are observed to augment the study on consumer
search. ’

Estimation of the empirical model shows that while consumers significantly prefer Apple’s
apps over independent apps, there remains preferential treatment for Apple’s apps in the search
algorithm. In particular, estimation of the search ranking model shows that, from April to August in
2019, Apple’s enjoyed significantly higher probability to be ranked in top search results compared
to competing independent apps, conditional on consumer preference and apps’ title match with
search terms. As a cross validation, I also find that the preferential treatment on Apple’s apps in
the search algorithm significantly decreased after July 2019, which is consistent with the timing
and purpose of the search algorithm change.

To shed light on the demand-side effect of the identified self-preferencing, I conduct counterfac-
tual simulations based on the estimated consumer preference, search cost, and ranking probability.
Specifically, I shut down the identified self-preferencing by setting the coefficient on Apple indica-
tor in the search ranking model to be zero. I focus on the two months with the strongest identified
preferential treatment, i.e., June and July 2019, and four main categories with Apple’s apps: health
& fitness, utilities, music, and entertainment. I find that the identified self-preferencing explains
71 percent of observed difference in search rankings between Apple’s apps and independent apps.
Without supply-side adjustment, eliminating the identified self-preferencing increases consumers
surplus by 2.1 million dollars per month, which is a 0.2 percent improvement; while the variable
profits of independent developers increase by 1.6 million dollars per month, which is a 0.6 per-
cent rise. This changes the incentive for independent developers to update their apps and thus the

equilibrium welfare effect, which will be a focus of Chapter 2.

3Specifically, the data covers all non-game app categories and 16 out of 18 game app categories. Table F.1 lists the
covered app categories.

®Because actual downloads and revenues are highly confidential in the industry, literature on the mobile application
industry commonly relies on estimated downloads and revenues. Section 1.2 shows that the estimated downloads and
revenues fit the actual data well.

In this study, conversion rate is the number of installations divided by the number of views. Search volume is
an integer index between 5 and 100 describing the volume of consumers searching for a keyword on the platform,
constructed by Apple.



1.1.1 Related Literature

This paper contributes to four strands of literature. First and foremost, this paper is related to
the broad literature on information frictions and product competition, dated back to Stigler (1961)
and Diamond (1971).% Information frictions have been theoretically and empirically shown to be
able to shape the competition landscape in a large variety of markets.” A common focus of this
literature is universal changes of information frictions for some or all products without affecting
information frictions for others.'” In contrast, this paper, by studying self-preferencing, focuses
on differential changes of information frictions that reduce the search costs for some products
but increase the search costs for others. Such differential changes of information frictions are
commonly seen in papers studying platform design. Examples include Yao and Mela (2011),
Arnosti, Johari and Kanoria (2014), Ghose, Ipeirotis and Li (2014), Nosko and Tadelis (2015),
Fradkin (2017), Santos, Hortacsu and Wildenbeest (2017), Dinerstein et al. (2018), Huang (2018),
Choi and Mela (2019), Lam (2021), and Lee and Musolff (2021). In terms of topics, this paper is
closely related to Dinerstein et al. (2018). However, there are three differences between Dinerstein
et al. (2018) and this paper: design of search result display v.s. self-preferencing, homogeneous
products v.s. differentiated products, pricing response v.s. product quality response. Despite this
growing literature, to my knowledge, there is no evidence on the equilibrium welfare effects of
platform design with endogenous non-price product attributes, and thus this paper complements
the literature.

By quantifying consumer welfare with aggregate product-level data in the context of consumer
search, this paper also contributes to the literature on empirical consumer search. This literature
typically tests or estimates empirical consumer search models with two different types of data: 1)
individual-level data on search and purchase''; ii) aggregate product-level data that sometimes are

augmented with moments of purchase and search behaviors'?. In terms of methodology, the pa-

8For related review, please see Goldfarb and Tucker (2019), Anderson and Renault (2018) and Ratchford (2009).

Theoretical work and empirical work have studied information frictions and competition in markets for health
care, airlines, mutual funds, personal computers, automobiles, trade waste, books, and consumer electronics. Some
examples include Dranove et al. (2003), Brown (2017), Brown (2019), Orlov (2015),Hortagsu and Syverson (2004),
Goeree (2008), Tadelis and Zettelmeyer (2015), Salz (2020), Bar-Isaac, Caruana and Cufat (2012), Ellison and Ellison
(2018), and Baye, Morgan and Scholten (2004).

10For example, Fishman and Levy (2015) theoretically examines the effects of search costs on investment in qual-
ities. Brown (2017) examines how price transparency affects equilibrium prices and welfare in the medical imaging
services market and finds a 22 percent reduction in prices if all patients had full information. Allen, Clark and Houde
(2019) quantifies the role of search costs and brand loyalty for market power and finds that search frictions reduce
consumer surplus by $12/month/consumer in mortgage markets.

“Examples include Roberts and Lattin (1991), Mehta, Rajiv and Srinivasan (2003), De los Santos, Hortagsu and
Wildenbeest (2012), Seiler (2013), Honka (2014), Koulayev (2014), Pires (2016), Honka, Hortacsu and Vitorino
(2017), Honka and Chintagunta (2017), Santos, Hortagcsu and Wildenbeest (2017), Ursu (2018), Murry and Zhou
(2020), Jolivet and Turon (2019), and Compiani et al. (2021).

2Examples include Hong and Shum (2006), Kim, Albuquerque and Bronnenberg (2010), Kim, Albuquerque and
Bronnenberg (2017), Moraga-Gonzdlez and Wildenbeest (2008), Moraga-Gonzdlez, Sindor and Wildenbeest (2015),
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per is built on Moraga-Gonzdlez, Sandor and Wildenbeest (2018), which provides the theoretical
foundation for the consumer search model in the paper. In particular, Moraga-Gonzalez, Sandor
and Wildenbeest (2018) uses a parametric search cost distribution for which a closed-form expres-
sion for choice probabilities is obtained. I apply the search cost distribution to consumer search
in a different industry. The closed-form choice probability makes the estimation of the consumer
search model of similar difficulty as most standard discrete choice models of demand. It also al-
lows me to explicitly deal with price endogeneity by instruments, which is typically hard to achieve
in the literature. However, Moraga-Gonzalez, Sandor and Wildenbeest (2018) does not quantify
consumer welfare, whereas I go one step further by simulating the consumer search model at con-
sumer level given the estimated search cost distributions and preferences, and thus quantify the
consumer welfare. !

By studying the upgrading decisions of app developers, this paper is also related to the literature
on endogenous product choices.'* The literature has studied endogenous product choices in a va-
riety of industries, including retail video (Seim, 20006), retail eyeglasses (Watson, 2009), ice-cream
(Draganska, Mazzeo and Seim, 2009), TV (Chu, 2010; Crawford and Yurukoglu, 2012; Crawford,
Shcherbakov and Shum, 2019), CPU (Nosko, 2010), newspapers (Fan, 2013), home PC (Eizen-
berg, 2014), movie (Orhun, Venkataraman and Chintagunta, 2016), ratio (Berry, Eizenberg and
Waldfogel, 2016), smartphones (Wang, 2017; Fan and Yang, 2020a), trucks (Wollmann, 2018),
vendor allowances contracts (Hristakeva, 2019), and retail craft beer (Fan and Yang, 20205). How-
ever, none of them has examined endogenous product choices in the mobile application industry;
neither is there much evidence on the effects of platform design on endogenous product choices.
This paper fills the gap.

Finally, this paper is also related to the emerging literature on mobile applications. Examples
include Ghose and Han (2014), Bresnahan, Orsini and Yin (2014), Mendelson and Moon (2016),
Mendelson and Moon (2018), Huang (2018), Leyden (2019), Ershov (2020), Li, Bresnahan and
Yin (2016), Wang, Li and Singh (2018), Leyden (2021), Allon et al. (2021), Singh, Hosanagar
and Nevo (2021) and Janssen et al. (2021). In terms of methodology, this paper is most closely
related to Leyden (2019) which also develops an empirical model to rationalize app developers’
upgrading decisions for a different research question. However, whereas Leyden (2019) assumes
that consumers have perfect information about apps, my model allows consumers to have imper-
fect information about match values with apps. While imperfect information is not necessary for

Leyden (2019) to study the effects of digitization, it is a necessary assumption to study the effect

Galenianos and Gavazza (2017), Moraga-Gonzélez, Sindor and Wildenbeest (2018), Giulietti, Waterson and Wilden-
beest (2014), Abaluck and Curto (2018), and Coey, Larsen and Platt (2020).

13Ursu (2018) uses a similar simulation approach to calculate consumer welfare, where the model is estimated with
individual-level data.

M ¥Eor related review, please see Crawford (2012).



of self-preferencing in this paper. In terms of topics, this paper is most closely related to Ershov
(2020) which studies the effect of reduced consumer discovery costs on product entry and con-
sumer welfare after re-categorization of game apps in the Google Play Store. However, whereas
Ershov (2020) focuses on congestion effects and does not explicitly model consumer search, this
paper builds on an explicit model of consumer search to separate search costs from utilities. The
separation is crucial for measuring consumer welfare. Therefore, I complement these papers by
studying the equilibrium welfare effects of self-preferencing with explicit consumer search model

and endogenous upgrade decisions.

1.1.2 Roadmap

The remainder of the chapter uses "self-preferencing" and "preferential search ranking" exchange-
ably, and is organized as follows. Section 1.2 describes the data. Section 1.3 provides background
on the search algorithm change in the U.S. market on the Apple App Store and presents the descrip-
tive evidences. Section 1.4 describes the empirical model of demand and search ranking. Section
1.5 describes the estimation procedure and presents the estimation results. Section 1.6 presents

counterfactual simulations. Section 1.7 concludes.

1.2 Data

My main data come from AppTweak. It covers popular apps and keywords in 38 four-digit cate-
gories on Apple App Store in the US market between April 2018 and February 2020. For every
app in every month during the sample period, I observe the estimated downloads and revenues and
actual characteristics such as installation prices, ratings, and versions. Furthermore, I observe the
daily search ranking in the search results for every app and keyword in the sample. Additionally, I
include two auxiliary datasets on app conversion rates and keyword search volumes.

Actual downloads and revenues of apps are highly confidential data. I use estimated downloads
and revenues from AppTweak.!> Figure G.1 shows that the fitness of the estimated downloads
is satisfactory. Each download is an installation by a unique new consumer. Hereafter, "down-
loads" and "revenues" mean the estimated monthly downloads and estimated monthly revenues.
Notice that the revenues include installation revenues and in-app-purchase and in-app-subscription
revenues but do not cover in-app-advertising revenues.

Update is another important object of this study. I define an update as the release of a new

version, which comes with a release note explaining the changes by the update. However, not every

15 AppTweak estimates app daily downloads and revenues based on a machine learning algorithm by linking top
charts rankings with actual downloads and revenues they observe from connected app developers. AppTweak reports
that 42% of the top 50 grossing apps are their active customers.
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version is of the same importance. For example, bug-fixing versions typically only contains "Bug
fix" in the release note, while major versions typically come with long release notes describing
the new features introduced in the new version. To capture such an idea, I give higher weights
to updates with longer release notes within categories.'® Then, update frequency of an app in a
month is the weighted number of released versions of that app in the month. Appendix A.2 gives
more details on variable construction.

I restrict my sample to popular apps and keywords to focus on the most important impacts of
self-preferencing. The popular apps are selected based on multiple criteria, including rankings in
category-specific top-grossing charts and top-paid charts!’, and annual downloads in 2019.!8 The
category-specific popular keywords are selected based on how many popular apps in the category
show up in the search results. Appendix A.l gives more details on the sample selection process.
In the end, the sample covers 3,110 apps and 2,265 keyword/category pairs. Figure G.2 plots
weighted average residual downloads against search ranking. It shows that the selected popular
keywords work well: downloads are negatively correlated with the search rankings in the search
results of these keywords.'® It shows that downloads are negatively correlated with the search
rankings in the search results of these selected keywords, which indicates that the popular keywords
work well.

Unlike some other contexts of consumer search?’

, historical search results in Apple App Store
are not available®!. Therefore, instead of defining a market as a query on the App Store, I define
a market as a category/month pair. To keep the model tractable, I aggregate the app-keyword-day
level search ranking data to app-category-month level average search ranking, weighted by search
volumes. To focus on the more important search results, the aggregation is conditional on top50
search results. > Hereafter, the "search ranking" of an app in a category in a month means the
weighted average top50 search rankings of the app across popular keywords in the category and
days in the month.

In the end, my sample consists of 56,570 observations, each of which is an app/cate-

161 eyden (2019) classifies updates into bug-fix updates and feature updates based on natural language processing
and machine learning techniques, where he also exploits release note information.

"To ensure enough price variation for identifying the coefficient on price in the demand model, 1 added apps
selected based on top-paid charts.

18Kim, Albuquerque and Bronnenberg (2017) similarly uses data covering 200 best-selling camcorders on Ama-
Zon.com.

9For each keyword in the sample, I additionally observe the daily search volume, which is an integer score that
indicates how many consumers search for the keyword on that day.

20For example, Ursu (2018) uses the data from consumers’ queries for hotels on Expedia.

21" An Apple spokeswoman said the company [. .. ] did not keep a record of historical search results." See Nicas,Jack
and Collins,Keith. 2019. "How Apple’s Apps Topped Rivals in the App Store It Controls". The New York Times,
Sept. 9. https://www.nytimes.com/interactive/2019/09/09/technology/apple-app-store-competition.html.

2T track the situation where an app/category/month combination never shows up in top50 search results in any
keyword on any day with an indicator.
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gory/month. Table 1.1 presents the summary statistics on the downloads, revenues, product charac-
teristics, and search rankings. 2> An average app in my sample has 60,000 unique new consumers
downloading it in a month and receives $0.37 million from installation, in-app purchase and sub-
scription. There is a large variation across the observations. The standard deviation of downloads
1s 3.8 times its mean, and the standard deviation of revenues is 4.9 times its mean. There is also a
sizable variation in prices across observations of paid apps: among the 42% observations of paid
apps, the average installation price is $4.15, with a standard deviation of $4.69. The variation
in prices of paid apps helps with identifying price sensitivities in the mobile application markets.
One percent of observations are from Apple’s non-preinstalled apps. I also observe app charac-
teristics, including update frequency, average ratings, age, file size, number of screenshots, length
of description, and in-app-purchase availability. Across these app characteristics, their standard
deviations are about 13 percent to 1.8 times their corresponding means, indicating a wide variety
of apps in the sample.

As for search rankings, 62 percent of observed app/category/months have ever ranked top50
in the search results of at least one category-specific popular keyword on at least one day in the
month. Among these observations, the average search ranking is 23.6, with a standard deviation of
11.6. This standard deviation is 49 percent of the mean, and the range covers the top and bottom
of the top50 interval, indicating a wide variety of search rankings in the sample. It also shows that
the search ranking of an average Apple’s app is 7.5 positions higher than an average independent
app. However, this might be due to higher qualities of Apple’s apps or iPhone users’ preferences
for Apple’s apps, instead of preferential treatment on Apple’s apps in the search algorithm. I will
disentangle the two in Section 1.5.

I focus on update frequency as developers’ strategic response to self-preferencing for Apple’s
apps. One of the motivation roots in the over-time stickiness of product characteristics, which is
shown in the right panel of Table 1.1. The first column of the right panel shows the average within-
app standard deviation of the row app characteristic across months. While the average within-app
over-time standard deviation of update frequency is 48 percent of its overall standard deviation,
the same ratio for file size is just 4 percent. Similar patterns show up when comparing the average
within-app range to the overall range. The second column in the right panel shows that, during
the sample period, an average app’s file size may change up to 49.4MB, accounting for 1% overall
range of file sizes. In contrast, an average app’s update frequency may change up to 1.6 weighted
updates, accounting for 15% overall range of update frequencies. Stickiness also shows up in
other app characteristics, such as prices and average ratings. The result indicates flexibility of

update levels over time, compared to other app characteristics.

Z3Table F.3 presents summary statistics on other variables used in estimation, including market sizes measure by the
number of iPhone users from Comscore.



Table 1.1: Summary Statistics

Overall Over-time Variation

Variable Mean SD Min Max Avg SD¢ Avg range?
Downloads (million) 0.06 023 1076 7.00 0.03 0.09
Revenues (million $) 0.37 1.81 O 56.51 0.07 0.22
Apple 0.01 007 O 1 0 0
Paid Installation 0.42 049 O 1 0 0
Paid Price 4.15 469  0¢ 99.99 0.32 0.82
Update Frequency 0.68 1.00 O 11 0.48 1.60
Average Rating 4.40 055 1 5 0.09 0.23
Age (month) 51.16 3266 1 140 4.65 14.51
File Size 225770 411.00 0.73 4096 17.84 49.41
#Screenshots 5.54 1.96 O 10 0.56 1.56
Description Length 221 1.04 0 4.00 0.15 0.40
Offer In-App-Purchase 0.74 044 O 1 0 0
Ever Top50 in Search Results 0.62 049 O 1 0.09 0.22
Search Ranking|Ever Top 50 2357 1158 1 50 4.83 14.11

Apple’s apps” 16.14 1201 1 50

Independent apps 23,59 1159 1 50
Number of app/category/months 56,570
Number of apps 3,110

a. 9.87% paid apps have ever reduced their prices to 0 in the sample.

b. Include both pre-installed and non-pre-installed Apple’s apps, which constitutes 644
app/category/month observations. Pre-installed apps are not included when calculating the sum-
mary statistics for other row variables. Search rankings of pre-installed apps are from Sensor
Tower. The data for all the other variables come from public information and/or AppTweak.

c. Average of X;, where X; = ( standard deviation of x; across months indexed by ). For search
ranking related variables, x; is average X, across categories indexed by g.
d. Average of X;, where X; = ( range of xj; across months indexed by 7). For search ranking
related variables, x; is average X, across categories indexed by g.

As will be explained later in Section 1.5.1, my identification relies on developers that develop
apps in multiple categories and their portfolio variation across categories. Table 1.2 show such
variations. In an average market, there are 52.7 developers, 20.5 of whom are multiple-category
developers.>* This constitutes 7,261 multiple-category developer/month observations in the sam-
ple. Given a multiple-category developer/month pair, I first calculate the mean of each app charac-

teristic on the row within each category, then calculate the standard deviation of this mean across

24 An average multiple-category developer develops 2.3 apps in 2.5 categories. The larger average number of apps
than the average number of categories reflects the industry feature that some apps operate in multiple categories
simultaneously. In such cases, the characteristics of the same app in the other categories will not be used to construct

instruments.



Table 1.2: Summary Statistics on App Characteristic Dispersion based on Multiple-Category De-
velopers

Average cross-category SD  Average SD of developer’s cross-category SD

Variable within Developer/Month* within Category/Month®
Update Frequency 0.73 0.52
Price ($) 0.34 0.75
Average Rating 0.09 0.13
Ever Top50 0.15 0.17

a. Average of Xy, where Xy, = ( standard deviation of (1/ # 7 fg,) Zje, 71 Xjgr ACTOSS categories indexed by
g), where fZ, is the set of apps owned by developer f in category g/month 7.

b. Average of Y,,, where Y,, = ( standard deviation of X #(j)r ACTOSS apps j € Fa), where X #(j) 1s the X of
the developer of app j, and _Z,; is the set of apps in category g/month .

categories. This standard deviation captures the cross-category variation within developer/months.
The first column reports the mean of this standard deviation across all multiple-category devel-
oper/months. It indicates that there is significant portfolio variation across categories within the
same developer/month. In the case of single-category developers, my identification relies on the
within-market variation of the cross-category changes of product portfolios of the same developer.
In order to show the variation, I match each app with its developer’s cross-category changes of
product portfolios captured by the standard deviation calculated in the first column. Then, I cal-
culate the standard deviation of these cross-category changes of product portfolios across apps in
each market. The second column reports the average of this standard deviation across markets. It
indicates that there is a significant within-market variation of developers’ cross-category changes

of product portfolios.

1.3 Descriptive Evidence

This section exploits an unanticipated search algorithm change on Apple App Store to provide
reduced-form evidence on the effect of self-preferencing and to motivate the empirical model of

mobile application industry.

1.3.1 Search Algorithm Change on Apple App Store

To motivate the empirical model, I exploit an unanticipated search algorithm change on Apple

App Store in July 2019 as an exogenous variation to study the effects of self-preferencing on
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independent apps. The algorithm change is claimed to tweak "a feature of the App Store search
engine that sometimes grouped apps by maker" so that "Apple apps would no longer look as if they
were receiving special treatment".”> The search algorithm change was firstly reported by New York
Times in September 2019, so I argue it is unanticipated by the independent developers.?°.

After the search algorithm change, some of Apple’s apps are dropped down from top search
results, as shown in Figure 1.1. The vertical axis is the average search rankings of Apple’s apps,
including non-pre-installed and pre-installed Apple’s apps. The horizontal axis is the month. It
shows that, on average, search rankings of Apple’s apps lower down dramatically after July 2019.%
To focus on the effect of the search algorithm change, I look into the sample period between June

and November of 2019.

Figure 1.1: Average Search Ranking of Apple’s Apps around July 2019
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To capture the effects of the search algorithm change, I exploit the differences in presence of
Apple’s apps across categories. In particular, there are 16 non-game categories with Apple’s apps
(pre-installed and non-pre-installed) and 22 non-game and game categories without Apple’s apps.

I assume that the apps in the categories with Apple’s apps are affected by the search algorithm

ZNicas,Jack and Collins,Keith. 2019. "How Apple’s Apps Topped Rivals in the App Store It Controls". The New
York Times, Sept. 9. https://www.nytimes.com/interactive/2019/09/09/technology/apple-app-store-competition.html

261t is plausible that the search algorithm change might be due to continuous public complaints of perceived unfair
high rankings of Apple’s apps on the side of independent developers. I argue that the independent developers would
not know when the search algorithm change would come even if they knew it would come.

?TThe change is even more evident among non-preinstalled Apple’s apps, as shown in Figure G.3.
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change, while the apps in the categories without Apple’s apps are not. Table 1.3 shows the sum-
mary statistics on observations in categories with and without Apple’s apps, before and after the
search algorithm change. Panel A shows that the downloads of both groups of apps are decreasing
over time. A simple difference-in-differences estimate using the average downloads implies that
the downloads of apps in categories with Apple’s apps decrease less by 0.01 million after the algo-
rithm change relative to the downloads of apps in categories without Apple’s apps. However, there
is a sizable deviation within each group and period, and it is not ensured that the two groups are

comparable.

Table 1.3: Summary Statistics Before and After the Search Algorithm Change

Categories with Apple Categories without Apple

Before Jul.2019  After Jul.2019 Before Jul.2019 After Jul.2019

Variable Mean SD Mean SD Mean SD Mean SD
Panel A. App Data

Downloads 0.07 022 0.06 0.26 0.06 0.23 0.04 0.14
Price 1.95 3.74 2.00 3.67 1.75 3.77 1.90 3.89
Update Level 040 048 0.39 049 0.36 0.45 0.33 0.45
Average Rating 432 0.62 430 0.63 4.43 0.52 4.40 0.58
File Size 98.49 14390  93.01 13930 302.80 503.80 302.60 512.50
#Screenshots 5.60 1.94 5.68 1.96 5.72 1.81 5.83 1.87
Description Length 2.40 1.05 2.38 1.06 2.06 1.00 2.03 1.00
Search Ranking|Ever Top 50 24.08 11.71 2395 11.82 24.07 11.73 2420 11.67
Obs with search ranking 1,552 3,103 2,266 4,651
Obs(app/category/month) 2,709 5,784 3,729 8,219

Panel B. Benchmark Conversion Rates Data

Rates 0.06 0.05 0.09 0.09 0.04 0.03 0.06 0.06
Among Paid Apps? 035 048 0.39 049 0.21 0.41 0.28 0.45
Obs(type/category/month) 46 99 58 127

To capture effects on consumers’ choice conditional on search, I augment the main data with
benchmark conversion rates data from AppTweak, which is presented in Panel B of Table 1.3. For
each combination of type/category/month, the data covers average benchmark rates of downloads
over impressions (being seen by consumers) for the type of apps in the category across days in the

month.?®

28"The benchmarks are calculated based on data from thousands of apps that have synced their iTunes Connect
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1.3.2 Difference-in-Differences Analysis

I use difference-in-differences models to study the causal effects of the search algorithm change
on independent apps. I define treatment groups as independent apps in categories with Apple’s
apps and define control groups as independent apps in categories without Apple’s apps. Following
the literature, to estimate the average treatment effect on independent apps, I use the following

two-way fixed effects specification of the difference-in-differences model:
Vjat = B(AppleCompetitorjs X Post;) + Ajo + A+ Vg (1.1)

where AppleCompetitiorj, is the indicator for the app j is in a category g with Apple’s Apps;
Post, 1s the indicator for the month ¢ is after July 2019. The coefficient on the interaction term,
B, captures the average treatment effect of the search algorithm. The specification includes app-
category fixed effects denoted by A, and month-fixed effects denoted by A,. The idiosyncratic
error term Vg is assumed to be orthogonal to the other variables on the right-hand side of the
equation. I am interested in a variety of outcomes of independent apps, including search rankings,
downloads, and various app characteristics, each of which is denoted by y 4, in logarithm.

For motivating the demand model, I am particularly interested in the effects on conversion
rates.>” An essential question for modeling the effect of search ranking is whether search ranking
directly affects the product values or not. Inspired by Ursu (2018), I interpret conversion rates as
the conditional probability for one app to be chosen by a consumer conditional on the consumer
has searched it. Since this conditional choice behavior happens after search, it should only be
affected by the attributes that determine product values, not by attributes that only affect search
costs. Therefore, if conversion rates are significantly affected by the search algorithm change, then
there is evidence that search rankings affect product values.

The essential assumption of the difference-in-differences approach is the parallel pre-trend as-
sumption: treatment groups and control groups are comparable before the treatment. To test the

assumption empirically, I run the following dynamic specifications:

4
Yjg = Z B:(AppleCompetitorj, x 1{t = T}) + Ajg + A + Vjg (1.2)

T=—1

and Google Console with AppTweak.". See Cruyt,Marie-Laure. 2019. "Introducing App Conversion Rate Bench-
marks". AppTweak. Jan 21. https://www.apptweak.com/en/aso-blog/mobile-app-store-conversion-rate-benchmarks-
per-category. Apart from the plausibility of the benchmark conversion rates, it also indicates that these benchmark
conversion rates do not contain the conversion rates of Apple’s apps.

2When the left-hand-side variable is conversion rates, the index j should be interpreted as type, i.e., paid or free
apps, because conversion rates are observed at type/category/month level. Similarly, the fixed effects are type/category
fixed effects and month-fixed effects.
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where 7 is the months to the search algorithm change, and A g denotes app-category fixed effects,
/L denotes month-fixed effects; V¢, is assumed to be exogenous idiosyncratic error terms. If B; is

significantly different from zero for T < 0, then the parallel pre-trend assumption is violated.

Figure 1.2: Test Parallel Pre-trend Assumption: Search Rankings of Independent Apps
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Notes. The figure presents point estimates of the effects of the search algorithm on search rankings of
independent apps across months.Error bars indicate 95% confidence interval using standard errors robust to
heteroscedasticity.

Figure 1.2 shows the verification result for search rankings of independent apps. The vertical
axis is estimated fB; in Equation (1.2) for outcome variable log(search ranking), the horizontal axis
is months to the search algorithm change. It does not reject the assumption that the treatment and
control groups have a parallel trend in search rankings before the search algorithm change. It also
shows that the treated apps see a rising in search rankings after the search algorithm change relative
to the controlled apps, confirming the realization of the search algorithm change.

Figure 1.3 shows the verification results for downloads (Panel A) and conversion rates (Panel
B) in logarithms. I do not find evidence of violating the parallel pre-trend assumptions for neither
of the outcome variables. It also illustrates that the installations of Apple-competing independent
apps immediately increase after the search algorithm change relative to the other independent apps
in categories without Apple’s apps. However, there is no significant change in the conversion rates.
It indicates that the search algorithm change increases both the number of consumers who see the

independent apps and the number of consumers who download the independent apps, resulting in
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Figure 1.3: Test Parallel Pre-trend Assumption: Downloads and Conversion Rates of Independent
Apps
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Notes. The figure presents point estimates of the effects of the search algorithm on downloads(panel A) and
conversion rates(panel B) of independent apps across months.Error bars indicate 95% confidence interval
using standard errors robust to heteroscedasticity.

constant conversion rates before and after the search algorithm change. Based on the interpretation
of conversion rates as conditional choice probability, the results motivate me to assume that search
rankings only affect search costs and do not affect product values in the demand model.

Figure 1.4 shows the verification results for product characteristics including update frequency
(Panel A), price (Panel B), average ratings (Panel C) and file size (Panel D) in logarithms. I do not
find evidence of violating the parallel pre-trend assumptions for any of the outcome variables. It
also shows that update frequencies of Apple-competing independent apps significantly increased
in the second month after the search algorithm change.’® At the same time, there was no signifi-
cant change in price, average rating, and file size.>! The results are consistent with the summary
statistics on the over-time variation of product characteristics within apps in Table 1.1. It motivates
me to focus on update frequencies as developers’ primary strategic response to self-preferencings
in the supply-side model.

The estimated average treatment effects from Equationl.1 are reported in Table 1.4. It shows
that with lower search rankings of Apple’s apps after the search algorithm change, independent
apps’ search rankings significantly rose by 3.6%, installations significantly increased by 22.1%,

and update frequencies significantly increased by 2.1%.

30While people might think that the higher update frequencies in the second month after the search algorithm change
(Sep. 2019) is due to the release of new iPhones in September every year, I do not find a significant increase in update
frequencies in September 2018.

31T think that the 90% significance of the negative ATE on file size found in Table 1.4 is mainly due to the overall
downward-sloping trend of file sizes shown in Figure 1.4 Panel D.
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Figure 1.4: Test Parallel Pre-trend Assumption: Product Characteristics of Independent Apps
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Notes. The figure presents point estimates of the effects of the search algorithm on characteristics of in-
dependent apps across months.Error bars indicate 95% confidence interval using standard errors robust to
heteroscedasticity.

The descriptive evidence suggests that self-preferencing is influential: lower search rankings of
Apple’s apps positively affect independent apps’ installations and update frequencies.>> To identify
the self-preferencing and quantify its equilibrium welfare effects, I develop an empirical model for

consumer search and update competition in the mobile application markets.

1.4 Modeling Demand and Search Ranking

This section presents empirical models of (1) demand for mobile applications that explicitly in-

corporates consumer search, and (2) approximates search ranking algorithm with potential self-

2 Figure G.4 shows that there was not significant effect on entry of competing independent apps due to the search
algorithm change.
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Table 1.4: Effects of the Search Algorithm Change on Independent Apps: Difference-in-Differences
Estimates

Outcome Variable Estimated ATE SE Obs Adj. R> FE Mean Level
log(Search Ranking) —0.036%**  0.010 11,642 086 A 24.17
log(Downloads) 0.221%** 0.021 20,423 095 A 0.055
log(Conversion Rates) 0.088 0.068 330 0.95 B 0.065
log(1+Update Frequency) 0.021 ** 0.009 20,423 0.62 A 0.63
log(1+Price) 0.001 0.004 20,423 098 A 1.91
log(Avg.Rating) 0.002 0.002 20,423 094 A 4.37
log(File Size) —-0.007 * 0.004 20,423 099 A 216.30

Notes: Estimated ATE is the estimate of 8 in Equation 1.1 for the outcome variable on the row. FE: (A)
app/category FE, month FE; (B) type/category FE, month FE. Mean level is not in logarithms. SE is robust
standard errors. *** p<0.01, ** p<0.05, * p<0.1.

preferencing.

1.4.1 Demand

I use a random-coefficient discrete choice model with optimal sequential consumer search to de-
scribe mobile application demand. A defining feature of mobile application markets is the consid-
erable number of products. For example, in the year 2019, there are 3.96 million apps available
on Apple App Store.*? Therefore, search is a primary way for consumers to find and download an
app. Specific to the empirical context of this study, Apple reports that 70% of App Store visitors
use search to find their next app, and 65% of all downloads happen after search during 2020.3* The
demand model describes how consumers search and download apps in mobile application markets.
I firstly define the market, then explain the indirect utility of downloading an app, and lastly explain
the search costs to find an app.

As mentioned in Section 1.2, I define a market as a category/month pair. That is, I assume
a consumer may download apps from multiple categories in a month, but within a category, the

consumer downloads no more than one app in a month.?> Then, the market share of an app j that

3Statista. 2021. "Number of available apps in the Apple App Store from 2008 to 2021".
https://www.statista.com/statistics/26825 1 /number-of-apps-in-the-itunes-app-store-since-2008/
34 Apple. 2021. "Be discovered." https://searchads.apple.com/
33Choice among categories is beyond the scope of this paper. For examples of studies that consider choice among
categories, Ghose and Han (2014) uses a random-coefficients nested logit model to incorporate consumers’ choices
of categories, assuming that a consumer downloads no more than one app on an app store on a day. In addition,
Fershtman, Fishman and Zhou (2018) proposes a search model where consumers choose which categories to search,
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operates in a category g in month ¢, is given by s, := Qj:/M;, where Q; is the estimated total
downloads of app j in month ¢ and M, is the number of iPhone users in month 7.3°

Indirect Utility. By downloading an app j in category g and month ¢, a consumer i receives the

following indirect utility:

Uijgr = OPji +Xji - B+ Tiaji + gt + Eijgr j#0

(1.3)
Uiogr — ﬁOIg =+ Eiogt

where pj; is the installation price of app j in month ¢; aj, is log(1 + update frequency) of app j
in month ¢ with a mean-zero random coefficient 7’. Hereafter, I call log(1 + update frequency)
as update level for exposition. &jg is a partially unobserved (to researchers) quality shifter that

38 Before search,

are known to consumers before search; xj, is a vector of app characteristics
all of these app characteristics are known by consumers.’® Consumers only do not know the
idiosyncratic match value, &;;¢;, which they pay search costs to learn. The search costs may include
the cost of scrolling down the iPhone screen to see the app, clicking on the app, and checking its
detailed information on the view page. Therefore, search costs depend on the search rankings,
which will be specified later. I assume that ;¢ are i.1.d. TIEV distributed. Consumers know the
distribution of the match values.

As for the value of outside options, ujog, it depends on whether there are pre-installed apps in
the category g, captured by the indicator /,. In the case of no pre-installed apps, the consumers
know their idiosyncratic match values with the outside option (i.e., downloading no apps). When
there are pre-installed apps, they are modeled as the outside options, and the consumers still need
to search for their idiosyncratic match value with the pre-installed apps. Such search costs may
happen when consumers do not know which apps are pre-installed or where are the pre-installed
apps on the phone, or whether they have deleted the pre-installed apps or not.

To capture the continuous effects of updates on app qualities over time, I model updates as

"incremental innovation" that contributes to the time series of quality improvement instead of one-

and firms respond to such more targeted search by strategically choosing the categories in which to list their products.
In this paper, the choices of categories on both the demand and supply sides are taken as exogenous.

36Following the definition of market shares, apps that operate in multiple categories simultaneously will have the
same market shares in multiple category/month pairs. In the data, there are 30% observations from apps that simul-
taneously operate in more than one category. These observations mostly come from game categories, some from two
closely related non-game categories: news and newsstand. On average, an app operates in 1.3 categories at the same
time.

37Given the large maximum update frequency(11 weighted updates), I put the logarithm function on update fre-
quency to introduce a concave relationship between update frequency and indirect utility.

3The vector of app characteristics, x i+, includes month fixed-effects, average rating, an indicator of owned by
Apple, an indicator of paid installation, an indicator of offering in-app-purchase, the logarithm of age (in month), the
logarithm of file size (in MB), log(1 + length of description), and indicator of game apps.

39 Appendix B.1 shows descriptive evidence for consumers at least knowing the observed app characteristics to some
extent before search.
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shot quality shifters. As in Leyden (2019), quality improvement is modeled as an AR(1) process
given by
jor = PEjgr—1 t¥aje+ Mjgr,  E[Ej—1Mjur] =0 (1.4)

where 1), is unobserved(to researchers) quality shifters. It is assumed to be orthogonal to the
lagged partially unobserved quality ;s 1. For example, advertising is unobserved in the data but
could affect consumers’ perceived value for an app. Notice that there is no random coefficient on
updates in Equation (1.4). The heterogeneous consumer tastes over updates are captured by 7; in
Equation (1.3), which is assumed to follow the normal distribution .4 (0, o). The taste heterogene-
ity may happen when some consumers like the availability of new features while others dislike the
inconvenience of updating the app.

Lastly, I define app j’s mean-utility relative to the outside option with the following equation:

it :=apji+xjiB + &jer — Pols. (1.5)

Search Costs. Consumers behave as described in the optimal sequential search model (Weitz-
man, 1979) to search and download apps. Specifically, consumers search apps in the order of
reservation values and stop searching when the highest realized utility so far is above the reserva-
tion value of the next product to be searched. To have a closed-form choice probability for this
search problem, I borrow a distributional assumption on search costs from Moraga-Gonzalez, San-
dor and Wildenbeest (2018). In particular, I assume that the search cost of consumer i to find an

app j in market m, c;jy, follows the cumulative distribution function given by

1 —exp(—exp(—Hy ' (¢) — Wjm))
1—exp(—eXp(—Ho_l(C)))

where Ho(r) = Euler Constant —r + [o0,_p) eXpgft)a’t; and W, is the app-market specific loca-

tion parameter of the search cost distribution.*’ I call the parameter u jm @s search cost parame-

(1.6)

ch;n(CLujm) =

ter, which will be determined by the search ranking of app j in market m. Because (i, has to
be positive to give a well-defined distribution function, following Moraga-Gonzalez, Sdndor and

Wildenbeest (2018), the specification of L, is given by
Wjm = log [1 +exp(A1Ejm + Ao E jm log(ranking j, ) )] (1.7)

where E j,, = 1{ever top50 in search results}, and ranking j,, is the search ranking of app j in mar-

40Ty give some explanations of the search cost distribution function, as noted in Moraga-Gonzélez, Sandor and
Wildenbeest (2018), the function allows a mass of consumers to have zero search costs: F;(0) = exp(—p;). Similarly,
the sequential search model in Stahl (1989) also allows consumers to have zero search costs.
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ket m conditional on ever top50 in search results.*! Intuitively, search costs will be lower for apps
that are ranked in top50 search results(Ej,, = 1) and have higher (smaller) rankings (ranking j,,).
Therefore, I expect A; to be negative and A, to be positive. Notice that the two search cost shifters
only show up in Equation (1.7), and do not show up in Equation (1.3). It assumes that search rank-
ings only affect search costs and do not affect product values. This assumption is supported by the
descriptive evidence that conversion rates are not affected by the search algorithm change in July
2019, as shown and explained in Section1.3. It is the crucial assumption for separate identification
of product quality and search cost.

Following the Proposition 1 in Moraga-Gonzélez, Sandor and Wildenbeest (2018), the distribu-
tional assumption on search costs in Equation (1.6) rationalizes a closed-form choice probability.

Specifically, the probability for consumer i downloading app j in market m is given by

exp(8jm + il js (m) — Kjm + LgHom)
1+ Yie g, €XP(Sim + Fidity (m) — Mim + Ly (m) Hom)

Sijm( %) (1.8)
where ¢ (m) is the month of market m and g(m) is the category of market m, ¢, is the set of apps in
market m. 87 denotes the vector of consumer preference parameters, containing (a,B,p,y,0,1).
Then, I aggregate the consumer-level choice probability to market level to obtain the market share

of app j in market m as below:
Sjm = /si_,-m(OD,f/i)dFy(%), 7~ N(0,0). (1.9)

Because the choice probability belongs to the Berry, Levinsohn and Pakes (1995)(BLP) frame-
work, I apply the BLP inversion to back out the search-cost-augmented relative mean-utility, 5 i
given a guess of ¢. It equals the relative mean-utility in Equation (1.5) net of the search cost

parameter relative to the outside option’s search cost parameter, which is given by

Sim(sm:0) = P () + X ju(m) B + Ejm — Bolg — jm(A) + Ly () Hom (A) (1.10)

where s, is the vector of market shares in market m. Substituting Equation (1.4) into the above

4Recall that a market is a category-month pair. For an app that simultaneously operates in multiple categories,
its search rankings might differ across categories because the category-specific popular keywords are different. For
example, one app in the data is operating in both the News category and the Newsstand category in April 2018. The
keyword "politics" was a popular keyword in the News category but not in the Newsstand category. In contrast,
"magazines" was a popular keyword in the Newsstand category but not in the News category. The app gets ranked at
position 14 in the search results for "politics" and ranked 10 in the search results for "magazines" on the same day.
The difference causes the app to have different search rankings in the News category and the Newsstand category in
the same month.
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equation, I obtain the main estimation equation for the demand model, which is given by

5.igf(sgf;6) = opj+xi 3 +P§jgt—1 +vaj: — Bol, — .ujgt(l) ‘f‘lg.ung()L) + Njgr (1.11)

Notice (p,A) are non-linear parameters in Equation (1.11), since &y is unobserved and
Wjg(+) is non-linear. To speed up estimation, I get around the non-linearity of p by subtracting

ijgt_l from Sjg,, which returns

Sat (5¢130) — PSjgr—1 (Sgr—150) = apje + 5t — Bo(Ig — Plg) — fLjgr () + Igtig (A) + Yaje + Njer

where y; = y; — py;—1. This equation can be estimated with linear regression, given a guess
of (0,p,A). The estimation of the demand model is based on the General-Methods-of-
Moments(GMM) with iterated guesses of (G,p,A ). The moments are constructed based on Equa-
tion (1.11).

1.4.2 Search Ranking

Taking the estimated app qualities from the demand model as input, I use a flexible search ranking
model to identify self-preferencing for Apple’s apps.

Apple’s search ranking algorithm is proprietary, however I approximate it using a rank-ordered
logistic regression model(Beggs, Cardell and Hausman, 1981). The advantage of the rank-ordered
logistic model is that it allows correlation between rankings of products in the same market. Imag-
ine a regression equation where search ranking is on the left-hand side, and an additively separable
error term is on the right-hand side. Such a regression typically needs to assume that the error terms
are independent across observations. In contrast, instead of assuming idiosyncratic error terms di-
rectly on search rankings, the model assumes such error terms for a latent variable, ranking score.
Then, the products in the same market are ranked according to the random ranking scores, allowing
intuitive correlations between search rankings of products in the same market. For example, if the
probability of one product being ranked top1 increases, the model predicts that the other products’
probability of being ranked top1 decreases.

To explain how I use the model to capture self-preferencing, I start by specifying the ranking

score of an app j in market m as below

7=23
SCOre jy = Z 01,tApplej* 1{t(m) =t} + 620 + 9351-2,,, + 2 Ot ejm (1.12)
=1

where 0; ; captures the preferential treatment for Apple’s apps in month 7; 5 jim 18 estimated app

quality from the demand model. If there is self-preferencing for Apple’s apps in month 7, then
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01,z will be significantly positive. The idiosyncratic unobserved error terms e, are i.i.d. TIEV
distributed. It may be variation in consumers’ usage of apps, un-installations, and retention that is

independent of the right-hand side observables. To ensure this assumption, I control for category-

S

specific and month-specific effects of well-accepted search ranking shifters in 2}, , including price,

payment type, lagged ratings, and text relevance, apart from app quality.*> Appendix B.2 lists the
variables in 25,,. 43

This specification can directly verify the typical argument for observed high search rankings
of Apple’s apps on Apple App Store: "Apple’s apps are preferred by consumers” because it ex-
plicitly includes app quality. Specifically, I define quality, 5 im» as product value net of installation

payment-relevant terms:
Sjm = jm—apjt(m)—ﬁlpaidj (1.13)

where f3; is the coefficient on the paid app indicator in the demand model. During estimation of the
search ranking model, the demand estimates of product value(§;,), price coefficient(cr), and paid-
app coefficient(f;) will be used to construct app quality(Sjm). Notice that & jm contains estimated
consumers’ preference for Apple’s apps over independent apps. To improve fitness, I include both
the linear and quadratic terms of app quality in the score equation (1.12).

The search ranking model is estimated with Maximum-Likelihood-Estimation(MLE) for the
probability of the observed orderings of products. To write down the conditional log-likelihood, I
firstly write down the conditional probability of an app j to be ranked top1 in market m:

exp(xj,, - 6°)

im S ) = . 1.14
pr] (e‘xm) Z[e/m exp(x_;m . Gs) ( )

where x5, = (x},,.53,.-+ .5, )s X, = (Apple;, Ojm. 25, ). 0° = (011,61 23,0,,05,8), and
there are J,,, apps in market m.
Let y,, denote the ordering of the J,, products in market m, where y,, (k) is the product that is

ranked at position k in market m. Then the conditional log-likelihood for observing the orders of

421 think these variables capture quite some important factors, since they match with what Apple says about their
search algorithm: "Apple has agreed that its Search results will continue to be based on objective characteristics
like downloads, star ratings, text relevance, and user behavior signals.". See Apple. 2021. "Apple, US developers
agree to App Store updates that will support businesses and maintain a great experience for users". August 26.
https://www.apple.com/newsroom/2021/08/apple-us-developers-agree-to-app-store-updates/

43Notice that there is no constant term in the score equation because only within-market relative ranking matters for
identification, the exact values of rankings do not matter.
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products in the data is given by

M
L(61') = ¥ logP[y, lx}]
m=1
(1.15)
— f log pr - prym(z) . prym(‘lfl) . prym(l)
m=1 m( ) l_pr m(l) pryM(‘I_l) +prym(‘]) prym(‘l)

where the term in the bracket in the second line is the product of the probability for the ranked-first
product to be ranked in position 1, and the probability for the ranked-second product to be ranked
in position 2 conditional on that the ranked-first product is ranked in position 1, and the probability
for the ranked-third product to be ranked in position 3 conditional on that the top2 products are
ranked before it, and so on until the probability for the ranked-last product to be ranked in the last

position conditional on that all the other products are ranked before it (which is equal to 1).

1.5 Estimation

This section presents the estimation procedures and results of the model. The results point to self-
preferencing: while consumers prefer Apple’s apps to independent apps, the preference is not large

enough to justify the higher ranking of Apple apps compared to independent apps.

1.5.1 Estimation Procedures

Demand. The estimation of demand is similar to Berry, Levinsohn and Pakes (1995). I construct
moments using Equation (1.11) and estimate the parameters using GMM. However, there are richer
endogeneity concerns in this paper. Specifically, update level(aj,,) is endogenous because devel-
opers know the unobserved demand shocks (7,,) when choosing update levels. Moreover, price,
search ranking, and average ratings may also be correlated with the unobserved demand shocks.
For example, advertising is unobserved and might be correlated with the above app characteristics
and directly affects demand.

For the endogeneity concerning app characteristics, following the literature, I firstly construct
basic instruments using the characteristics of other apps owned by the same developer in the
other categories in the same month. These basic instruments follow the idea of the Hausman-
type(Hausman and Bresnahan, 2008) instrument: common unobserved cost shifters among prod-
ucts owned by the same firm. Then, in the case of single-category developers, I construct instru-
ments based on the basic instruments. In particular, I calculate the average basic instrument values
of the apps of the competing developers in the same market. These instruments are similar to

BLP instruments — they are characteristics of the apps of competing developers. However, they are
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more indirect than BLP instruments because these characteristics are based on other apps in other
markets.** The idea is that when a developer chooses app characteristics, s/he considers the cost
features of her/his competitors, which are partially captured by their behaviors in other markets.
As for the endogeneity in search rankings, I construct instruments based on the title match of the
app with popular keywords in the market. The above estimation strategy relies on three assump-
tions: i) markets are independent; ii) the unobserved demand shocks are realized after app entry
(but before update choices); iii) titles do not directly affect app values. The first two assumptions
are commonly used in the literature. As for the third assumption, I control for systematic time
effects using month-fixed effects. Therefore it seems reasonable that any app/category/month-
specific shocks are uncorrelated with app titles. In addition to the above instruments, I in-
clude interaction terms between the post-July-2019 indicator and 1)Apple-ownership indicator and
ii) Apple-competitor indicator in the instruments.*> These instruments are based on the exogenous
search algorithm change in July 2019 that particularly affects categories with Apple’s apps. The

first-stage regression results for the above instruments are shown in Appendix B.4.

Search Ranking. The estimation of the search ranking model is based on MLE, where the log-

likelihood function is given in Equation (1.15). Because the score equation (1.12) is quite flexible
with category-specific and month-specific coefficients, I argue that there is no obvious endogeneity
concern.

Now I explain the intuitions for identifying the self-preferencing for Apple’s apps in more detail.
Given the estimated qualities, I identify preferential treatments on Apple’s apps from the variation
of within-market relative search rankings that are independent of quality, where the variation is
across Apple’s apps and independent apps. For example, if apps A and B show up in the same
market multiple times, and A is frequently ranked higher than B, then app A must have a higher
mean-ranking-score, i.e., Score j,;, than app B. When both A and B are independent apps, if A has
higher quality than B, then the effect of quality on the ranking score is identified as positive. Now,
without loss of generality, let us suppose that the identified effect of quality on the ranking score
is positive. Then when A is an Apple’s app, and B is an independent app with higher quality, it is
identified that the higher ranking of A than B is due to Apple’s ownership, which is the preferential
treatment for platform-owned products.

The identification intuition can be roughly illustrated in Figure 1.5. It shows that independent
apps need much higher average residual daily downloads than Apple’s apps to reach the same

position in the search results for the same keyword. Here, the residual daily downloads are resid-

44Because update levels are endogenous, I cannot use classical BLP-type(Berry, Levinsohn and Pakes, 1995) in-
struments (e.g., average update levels of apps of competing developers).

4 Because category-fixed effects are included in the excluded instruments, the Apple-competitor indicator is ab-
sorbed.
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Figure 1.5: Independent Apps v.s. Apple’s Apps: Residual Downloads at Each Search Ranking
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Notes. The figure compares the average residual downloads of independent apps and Apple’s apps on the
same position in the search results for the same keyword across different days. The residual downloads are
from residuals from price, installation payment type, category-fixed effects and daily fixed effects.

uals from price, paid app indicator, category-fixed effects, and daily fixed effects. Moreover, the
comparison is conditional on the keywords where both independent apps and Apple’s apps show
up in the search results. Thus, the residual downloads are not confounded by market-level shocks
or installment payments. Then, I take the average of the residual downloads across categories,
days, and keywords within Apple’s apps and independent apps. The illustrated difference between
Apple’s apps and independent apps suggests preferential treatments on Apple’s apps in the search
algorithm.*® The search ranking model exploits such variation in the data to identify and quantify

the extent of the self-preferencing for Apple’s apps.*’

46Because the ranking score equation does not explicitly control consumer behaviors such as retention rates and un-
installations, there might be alternative explanations like "consumers do not download Apple’s apps as much, but they
use them a lot". T argue that such behaviors shall be reflected in ratings, which are explicitly and flexibly included in the
ranking score equation. For example, high retention rates are likely to generate high star ratings, while un-installations
are likely to produce low star ratings.

4TFigure G.5 shows that the gap in residual daily downloads between Apple’s apps and independent apps at the
same positions is smaller after the search algorithm change in July 2019. This variation is also exploited in the model
by the month-specific preferential treatment parameters.
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1.5.2 Estimates of Demand

Table 1.5 reports the estimates for parameters of the demand model. The demand estimation results
show that an average consumer prefers apps with higher update levels, Apple ownership, higher
average ratings, more experiences, larger file size, fewer screenshots, in-app-purchase availability,
and lower installation price. For example, an average consumer is willing to pay $5.2 more for
downloading an app developed by Apple than one developed by an independent developer. It
might justify the observed high search rankings for Apple’s apps and is taken into account by the
search ranking model. In addition, the estimated standard deviation for consumers’ taste for update
levels is about 4.6 times the average taste, suggesting consumers are quite heterogeneous in their
tastes for update levels. Lastly, the results show that consumers are more likely to incur higher

search costs when searching for an app with lower(i.e., larger) search rankings in the top50 search

results or an app absent from the top50 search positions.

Table 1.5: Estimation Results for Demand

Variables Parameter Standard error
Quality Coefficients
Update Level 0.155 0.074
Apple 1.115 0.447
Average Rating 0.527 0.172
log(Age) (month) 0.330 0.143
log(File Size) (MB) 0.422 0.054
#Screenshots —0.039 0.015
log(1 + Description Length) 0.033 0.121
Offer In-App-Purchase 0.230 0.134
Game —0.037 0.146
Constant —13.840 1.019
One-month Lagged Unobserved Mean Relative Utility 0.921 0.004
Outside Value: Exists Pre-installed Apps —0.255 0.134
Price —0.216 0.046
Paid —1.754 0.239
Random Coefficients
Update Level 0.711 0.105
Search Cost Parameter
Ever Top50 in Search Results —5.125 2.601
log(Search Ranking)|Ever Top50 1.374 0.737
Month-FE YES
Observations 52,959

Notes: Update level is log( 1+ update frequency). Description length is in the unit of 1,000 characters.
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Table 1.6: Demand Semielasticities with respect to Price and Search Ranking

Netflix  TikTok Hulu Amazon Prime Video

Panel A. Price Semielasticities

Netflix —0.205 0.008 0.004 0.003
TikTok 0.010 —0.209 0.004 0.003
Hulu 0.010 0.007 —-0.212 0.003
Amazon Prime Video 0.009 0.006 0.003 —0.214

Panel B. Ranking Semielasticities

Netflix —-0.174 0.007 0.004 0.002
TikTok 0.008 —0.175 0.003 0.002
Hulu 0.008 0.006 —0.173 0.002
Amazon Prime Video 0.007 0.005 0.003 —0.174

Notes. The top panel reports percentage change in market share of the column-product
with a $1 increase in the row-product’s installation price. The bottom panel reports
percentage in market share of the column-product with a ten-position decline of the
column-product’s search ranking.

Table 1.6 shows the price semielasticities(Panel A) and search ranking semielasticities(Panel B)
for the top four apps in the entertainment category in July 2019. These apps are Netflix, TikTok,
Hulu, and Amazon Prime Video. Panel A shows that a $1 increase in the installation price of an
app leads to about 0.2% decrease in its demand.*® Panel B shows that a ten-position decline in the
search ranking of an app leads to about 0.17% decrease in its demand. Unsurprisingly, the own
price(ranking) semielasticities are larger than the cross semielasticities in magnitude. Dividing
the own ranking semielasticities by the own price semielasticities gives an intuitive measurement
for position effect: a ten-position decline in search ranking is equivalent to increasing price by
$0.85. This position effect is relatively small compared to those found in the other industries. *°
It suggests that some consumers are likely to know their match values with apps before searching
(which is allowed by the assumed distribution of search costs), and thus the average search costs
are small across consumers. For example, it may happen when some apps advertise a lot out of
the App Store. Furthermore, Figure G.9 illustrates an inverse U-shape curve for estimated position
effects across search rankings. It indicates 1) inelastic demand for apps with high search rankings
and ii) high search costs for apps with low search rankings.

Table 1.7 shows the elasticities of update level for the same top four apps in the same market.

481 do not compute price elasticity because these four apps are free. The price semielasticities for the top four paid
apps in the same market are similar.

For example, in the online hotel industry, Ursu (2018) finds the effect of 1 position decline between $0.55 and
$3.19, Chen and Yao (2017) find it to be $0.21, Koulayev (2014) finds it ranging from $2.93 to $18.78.
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Table 1.7: Demand Elasticities with respect to Update Level

Netflix  TikTok Hulu Amazon Prime Video

Netflix 1.395 —-0.073 —0.038 —0.024
TikTok —0.073 0.994 —0.026 —0.016
Hulu —0.068 —0.048 0.954 —0.015
Amazon Prime Video —0.043 —0.030 —0.016 0.601

Notes. The table reports percentage change in market share of the column-product
with a 1 percent increase in the row-product’s update level. Update level is log(1 +
update frequency).

Across the four apps, a 1 percent increase in the update level is associated with a 0.6 percent to 1.4
percent increase in market shares. Similarly, the own update level elasticities are larger than the

cross elasticities.

1.5.3 Estimates of Self-preferencing

Table 1.8 reports the estimates for parameters of the search ranking model. The results are intuitive:
higher-ranked apps are associated with higher quality, lower installation price, more text relevance
with popular keywords, and more one-month lagged 5-star ratings. Furthermore, it shows that
preferential treatment on Apple’s apps exists in the search algorithm of the Apple App Store.
Specifically, in June and July 2019, the ranking score of Apple’s apps are significantly higher
than independent apps by 1.5 and 1.3. To mitigate such a disadvantage in the search algorithm,
an average independent app needs to decrease installation price by $73.9(~ 1.551/0.021) in June
2019 or $60.0(~ 1.261/0.021) in July 2019.%°

Figure 1.6 presents the coefficients on the Apple-ownership indicator in each month. It illus-
trates that the preferential treatment on Apple’s apps evolves through four periods: i) before April
2019, it was weak if any; ii) from April 2019 to June 2019, it starts to increase and reaches the
peak; iii) from July 2019 to August 2019, it starts to decrease; iv) after August 2019, it basically
disappears.

To understand the four periods of the self-preferencing, I start with the latest two periods: from
July 2019 to February 2020. The results are consistent with the search algorithm change studied

in Section 1.3. In fact, when normalizing the preferential treatment parameter(8; ;) in July 2019

OFigure G.10 presents the histogram of static developer-fixed effects across all developers. To estimate the
developer-fixed effects, I replace the interaction terms between the Apple-ownership indicator and month indicators
in Equation (1.12) with developer-fixed effects, where the single-product developers are normalized as the reference
group. Figure G.10 shows that, even when allowing all developers to have their own advantage or disadvantage in the
search ranking algorithm, Apple ownership still generates larger advantages than most developers.
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Table 1.8: Estimation Results for Search Ranking

Variables Parameter Standard error
Applex1{June 2019} 1.551 0.366
Applex1{July 2019} 1.261 0.235
Quality 0.167 0.019
Squared Quality 0.002 0.001
Paid —0.512 0.077
Price —0.021 0.005
Title Match with Popular Keywords 12.780 1.036
Subtitle Match with Popular Keywords 2.785 1.007
One-month Lagged 5-star Ratings 5.365 0.575
Pre-Install —0.196 0.635
Full Controls YES
Observations 53,245

Notes: The other interaction terms between Apple and Month indicators are in-
cluded in the model but not shown here. Appendix B.2 lists variables included in
the full controls.

Figure 1.6: Apple self-preferencing Parameters across Months
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Notes. The figure presents point estimates of the effects of Apple ownership on ranking score in each month
during the sample period.Error bars indicate 90% confidence interval using standard errors clustered at the
category-month level.
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as zero, Figure G.6 shows that the preferential treatment parameters in and after August 2019 are
significantly lower than those in June and July 2019. Therefore, the search algorithm change in
July 2019 provides good cross-validation for the structural estimates.

The first two periods seem to be inconsistent with the presented average search rankings of Ap-
ple’s apps in Figure 1.1. Specifically, it suggests that Apple’s apps deserve the observed high search
rankings during the first period, and as independent apps become stronger competitors for Apple’s
apps, the self-preferencing kicks in during the second period. This interpretation can be shown
by comparing the observed rankings to rankings of residual downloads. In particular, suppose the
self-preferencing was stronger in the first period compared to the second period, as suggested by
Figure 1.1. In that case, the gap between the observed rankings and rankings of residual down-
loads should be larger in the first period compared to the second period. However, Figure G.8
shows the opposite. It supports the above interpretation and explains the seemingly inconsistent
trends. This discussion suggests the importance of identifying self-preferencing rigorously and the

incompleteness of information from only observed rankings.

Figure 1.7: Rank-ordered Logistic Regression Model Fitness
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Notes. The figure presents predicted most-likely within-market ranking (y-axis) against observed within-
market ranking (x-axis) across markets. Bars indicate the 25 percentile and 75 percentile of fitted within-
market rankings across apps that have ranked at the given observed within-market ranking.

Figure 1.7 shows the fitness of the search ranking model. It plots the model-fitted most likely
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within-market relative rankings against the observed within-market relative rankings.”! It shows
that the model fits the data relatively well. For example, for most of the relative rankings, the
average fitted relative rankings are close to the observed ones; and the interval between the first
and the third quartiles of the fitted relative rankings covers the observed ones. In addition, Figure
G.11 particularly shows the fitness for Apple’s apps. App developers’ beliefs on possible search
rankings are constructed based on the estimated search ranking model.

1.6 Demand-side Effect of Eliminating Self-preferencing

This section uses the estimates from the demand and search ranking models to examine coun-
terfactual simulations. Specifically, I focus on changes in market outcomes when shutting down
the identified self-preferencing, without endogenous adjustment on the supply side. The changes
are used to quantify the demand-side effects of self-preferencing. When shutting down the self-
preferencing, the coefficients on the Apple-ownership indicator are set to be zero in the search
ranking model.

The counterfactual simulations cover eight markets identified with significant self-preferencing.
The markets are the entertainment category, health & fitness category, music category, and utilities
category in June and July in 2019. The two months are estimated to have the strongest self-
preferencing, i.e., the largest significant coefficients on the Apple-ownership indicator in the search
ranking model, during the sample period.

I fix the search costs of outside options throughout the counterfactual simulations. In the model,
outside option lumps 1) not using any app, ii) using previously downloaded apps, and iii) using
pre-installed apps. In the first two cases, there is no search costs. In the last case, search costs for
pre-installed apps change with their search rankings. However, the search algorithm change in July
2019 is mainly driven by changes of non-preinstalled Apple’s apps’ search rankings, which implies
the rigidity of pre-installed apps’ search rankings.”> Because the empirical model for estimation
does not fix the search rankings of pre-installed apps, for the sake of consistency, the reported
status-quo market outcomes with self-preferencing are the results from fixing pre-installed apps’
search rankings. For details on the procedures of fixing the pre-installed apps’ search rankings,
please see Appendix C.2.

Table 1.9 shows the demand-side effects of eliminating the identified preferential treatment on

Apple’s apps in the search ranking. The first row confirms that eliminating self-preferencings

3l For example, the search ranking of an app might be 33.5 in a market where there are nine apps whose search
rankings are strictly higher (smaller) than 33.5. Then, the within-market relative ranking of this app is 10. Ties are
considered in the search ranking model.

2Figure G.3 shows the average search ranking of non-preinstalled Apple’s apps around July 2019, which sees a
more significant change after July 2019 than the average search ranking of all Apple’s apps in Figure 1.1.
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Table 1.9: Demand-side Effects of Preferential Search Ranking on Search Rankings, Instal-
lations and Welfare

Variable Status-quo  Shut-down Mean A Mean %A

(1)  Average Search Rankings 38.92 38.92 0 0

(2) - Independent apps 39.86 39.23 —0.63 —1.56
(3) - Apple’s apps 14.35 31.85 17.51 142.07
(4)  Total Installations (million) 15.16 15.40 0.24 1.55
5) - Independent apps 15.06 15.32 0.26 1.75
6) - Apple’s apps 0.10 0.08 —0.03  —26.58
(7)  Consumer Surplus (million $) 321.40 321.94 0.53 0.17
(8)  Variable Profits (million $) 76.60 77.01 0.41 0.62
(9)  Total Search Costs (million $) 15.39 15.36 —0.03 —1.51
(10) Total Realized Utility (million $§)  336.79 337.29 0.50 0.15

Notes: For the status-quo case, there is identified preferential search ranking. For the shut-down
case, there is no preferential search ranking. Variable profits are calculated based on independent
developers.

does not change average search rankings; it only re-allocates the positions among apps in the
same market.”> The second and third rows show that, in an average market, eliminating the self-
preferencing lowers down Apple’s apps by 17.5 positions and boosts up independent apps by 0.6
positions in search. °* Compared to the DiD-estimated average treatment effect on the search
ranking of independent apps shown in Table 1.4, i.e., 3.6 percent decrease, the structural change of
1.6 percent is smaller. This reflects that the search algorithm change causes more shifts in search
rankings beyond reducing the preferential treatment effect on Apple’s apps.>

How much of the difference in search rankings between Apple’s apps and independent apps
is explained by self-preferencing? A back-of-envelope calculation tells us the answer: with self-
preferencing, the average difference is 25.51 (=39.86-14.35) position; without self-preferencing,
the average difference is 7.38 (=39.23-31.85) position. The difference shrinks by 71 percent,

>3 Therefore, eliminating self-preferencing is a differential change in search costs across products instead of a uni-
versal reduction in search costs. In particular, eliminating the identified self-preferencing decreases the search costs
for some independent apps while increasing the search costs for Apple’s apps. It makes the research question different
from most papers in the literature on information frictions and product competition.

>4t corresponds to a 142 percent decline of search rankings for Apple’s apps and a 1.6 percent rise of search
rankings for independent apps. The smaller changes in the search rankings of independent apps relative to Apple’s
apps are due to the large number of independent apps compared to the number of Apple’s apps in the markets.

>For example, Figure G.7 shows that the effect of lagged number of 5-star ratings became more positive after the
search algorithm change. I did not find significant changes of the search ranking parameters on installation price and
title match after the search algorithm change. Also recall that the search ranking parameters on quality index are
constant over time, currently. In principal, these parameters can change over time and be significantly affected by the
search algorithm change.
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which is the portion explained by self-preferencing. Also, notice that without the identified self-
preferencing, Apple’s apps are still ranked higher than independent apps, on average. This is due
to consumers’ preference for Apple’s apps.

Rows four to six in Table 1.9 report the effects on installations. After the elimination, in an
average market, the total installations of independent apps increase by 1.8%, while the total in-
stallations of Apple’s apps decrease by 26.6%. Because Apple’s apps only account for a small
portion of the products in the markets, the total installation in an average market increase by 1.6%.
Again, compared to the DiD-estimated average treatment effect on the downloads of independent
apps shown in Table 1.4, i.e., 22.1 percent increase, the structural change of 1.8 percent is much
smaller. This is consistent with the previous reflection that the search algorithm change does more
than reducing self-preferencing. The rest of changes in the search ranking, together with supply-
side adjustment, causes the gap between the two estimates.

Before jumping into the resulting effects on welfare, let me firstly explain the definition of
consumer surplus. Thanks to the separation of indirect utility from search cost, the welfare of a
consumer in a market is well-defined as the indirect utility of the app chosen by the consumer net
of the total search costs incurred by the consumer to find the app in dollars.>®, as shown in the

following equation for a consumer i in market m: >’

CS, =M, ']E(E,C,G,y) —(ul-j(i)m — Z Cilm)/OC (1.16)
leY;

where M,, is the market size of market m, j(i) is the chosen app by consumer i, .%; is the set
of apps that are searched by consumer i, and « is the identified price(income) coefficient in the
demand model. The expectation is over i) the vector of consumer-app-specific unobserved match-
values (&), i1) the vector of consumer-app-specific search costs (c), 1i1) consumer-specific random
coefficients over updates (o), and iv) the vector of app-specific search rankings (y). Changing
self-preferencing potentially changes both the chosen app (j(i)) and the set of searched apps (_#;).
For more details on the computation, please see Appendix C.3.

Now, the welfare effects are reported in the last four rows in Table 1.9. Consumer welfare
increases by 0.53 million dollars, which is equal to the sum of 0.03 million dollars of reduction
in total search costs and 0.50 million dollars of increase in total matched indirect utilities between
consumers and their chosen products.”® The changes on the demand side increases independent

developers’ variable profits (and equivalently, profits) by 0.41 million dollars.”® These numbers

>6Kim, Albuquerque and Bronnenberg (2010) and Ursu (2018) define consumer welfare in the same way.

37 All expressions for expected consumer surplus are up to a constant. See Small and Rosen (1981).

38 Allen, Clark and Houde (2019) finds that 50 percent of consumer surplus gain from reduced search frictions in
mortgage markets is associated with reduced search costs, while 22 percent gain is associated with inefficient matching.

Variable profit is measured as the total revenues from installation, in-app purchase and in-app subscription, plus
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are small in magnitudes. Together, they imply a 3.8 million dollars of total welfare gain per month
across the four categories in simulations. However, the total revenue on Apple app store is $160.5
million dollars per month across the same four categories. One reason is consumers’ preference
for Apple’s apps over independent apps. Such a preference explains part of the observed difference
between search rankings of Apple’s apps and independent apps, limits the extent of identified self-
preferencing, and thus its welfare effect.

Overall, the simulation exercise shows that self-preferencing leads to welfare loss on consumers
and independent developers, without supply-side adjustment. The smaller structural estimates
compared to the reduced-form estimates from the search algorithm change indicate that reduc-
tion in self-preferencing is a partial rather than the whole picture of the change. Combined with
estimated demand, the limited magnitudes of the welfare effects imply that the benefit from elimi-

nating self-preferencing might be surprisingly small due to confounded consumer preference.

1.7 Conclusion

This chapter identifies self-preferencing and quantifies its demand-side effects in the Apple App
Store. To that end, it exploits product-level data on consumer search and purchase and leverages
an un-anticipated search algorithm change. The existence and degree of self-preferencing are
identified by comparing search rankings of Apple’s apps and independent apps, conditional on app
quality, app price, ratings, and text relevance. I then use the estimates to examine the demand-side
welfare effects of self-preferencing.

The results show that self-preferencing existed on the Apple App Store in the U.S. market
from April to August 2019 and led to a competitive advantage of Apple’s apps. It implies that
the observed high search rankings of Apple’s apps during the self-preferencing period were not
purely due to differences in qualities or app titles. Counterfactual simulations show that self-
preferencing explains 71 percent of observed difference in search rankings between Apple’s apps
and independent apps.

I also find that without supply-side adjustment, eliminating the identified self-preferencing in-
creases total installation by 1.6 percent, driven by growth of the downloads of independent apps.
As a result, consumer surplus increases by 2.1 million dollars per month, which is a 0.2 percent
improvement; while the variable profits of independent developers increase by 1.6 million dollars
per month, which is a 0.6 percent rise.

While we learned that self-preferencing directly hurts consumers by increasing search costs and

causing worse match between consumers and products, it remains a question that whether supply-

in-app-advertising profits and minus variable update costs. Profit is variable profit minus fixed update costs. Without
supply-side adjustment, change in variable profit is equal to changes in profit.
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side adjustment will exacerbate or offset the demand-side welfare effect. This question is tackled
in Chapter 2.
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CHAPTER 2

Update Competition and Equilibrium Welfare Effect
of Self-preferencing in Mobile Application Markets

2.1 Introduction

Self-preferencing in search algorithms is of concern to both antitrust authorities and independent
suppliers. From an antitrust perspective, search manipulation evokes concern about how to regulate
digital economies to ensure healthy competition and, by extension, product/service quality. | From
the perspective of third-party suppliers, the concern is that self-preferencing hampers innovation
under budget constraint.> This suggests that it is important to understand how self-preferencing
affects product quality and welfare in equilibrium, which is the research question of this chapter.

Theoretically, it is unclear how eliminating self-preferencing impacts independent product qual-
ity. On the one hand, a search algorithm without self-preferencing increases the visibility of third-
party products and thus potentially increases the marginal revenues from quality. This encourages
quality provision. On the other hand, higher rankings bring in consumers that could have been
attracted by higher quality and thus potentially decrease the marginal revenues from quality. This
discourages quality provision. Therefore, it is an empirical question whether eliminating self-
preferencing increases the quality of third-party products.

Built on Chapter 1, this chapter focuses on update frequency of mobile applications as a strate-

gic decision for quality provision, and develops an empirical model of update competition to quan-

1Examples include i) one clause (section-2-(a)-(1)) in a proposed bill in the U.S. House providing that certain
discriminatory conduct by covered platforms shall be unlawful, see 117th Congress, 2021, "H.R.3816 - American
Choice and Innovation Online Act", congress.gov, June 11. https://www.congress.gov/bill/117th-congress/house-
bill/3816/text; ii) Google’s antitrust cases, see Molla, Rani and Estes, Adam Clark. 2020. "Google’s three an-
titrust cases, briefly explained”. Vox, Dec 17. https://www.vox.com/recode/2020/12/16/22179085/google-antitrust-
monopoly-state-lawsuit-ad-tech-search-facebook

%A quote from an app developer on Apple App Store, reported by Wall Street Journals in 2019: "We want to invest
more on that aspect (innovation), however, instead of hiring another two Al Ph.D.s, we have to use that money to just
get ranked higher." See Mickle, Tripp. 2019. "Apple Dominates App Store Search Results, Thwarting Competitors",
The Wall Street Journal, July 23. https://www.wsj.com/articles/apple-dominates-app-store-search-results-thwarting-
competitors-11563897221
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tify the equilibrium welfare effect of self-preferencing. In particular, in the reduced-form analysis
of the search algorithm change on Apple App Store in Chapter 1, I find that the search algorithm
change increased update frequencies of independent apps by 2.1%. However, I find no significant
effects on other app characteristics such as price, average ratings, file size, and entry. Moreover, the
demand estimation in Chapter 1 shows that consumers prefer apps with larger update frequency on
average but with sizable taste heterogeneity, indicating that update frequency is a positive quality
shifter.

In the update competition model, developers face uncertainty about search rankings and form
beliefs on possible search rankings based on the search ranking model. Moreover, because update
affects app quality which affects search ranking, apart from the direct effect of updates on instal-
lations, developers consider the indirect effect of updates on download through affecting search
rankings. The indirect incentive is typically missing from existing supply models, but it is essen-
tial for studying platform design.

It is challenging to capture both direct and indirect incentives of update because the number of
possible search rankings is the factorial of the number of products in the market. For example,
an average market has 65 apps in the data, implying a belief space of 65!(~ 8.2 x 10°?) orderings
of products. Thus, allowing developers to consider all possible search rankings is infeasible for
computation. To achieve tractability, I use a heuristic algorithm to truncate the set of possible
search rankings and use the estimated search ranking model to calculate developers’ beliefs on the
truncated set. The justification behavioral assumption for the truncation method is that developers
only consider some most likely search rankings when making update decisions. Results from
within-sample tests show that the algorithm performs well at least in markets with a small number
of products.’

Supply-side estimation shows that marginal update costs increases in update frequencies. I also
obtain bounds on fixed costs for updates to rationalize the no-update observations following the
approach taken by Fan and Yang (2020a). Specifically, I assume that an app developer’s observed
set of updated apps is profit-maximizing in a Nash equilibrium. Therefore, upgrading or not up-
grading an app should not increase the developer’s profit. Based on these conditions, I obtain
market-specific upper bounds for apps that are updated and lower bounds for apps that are not
updated. Estimation results show that the bounds are positively correlated with app qualities.

Based on the estimated consumer preferences, search costs, ranking probabilities, and update
costs, I conduct counterfactual simulations to quantify the equilibrium welfare effects of self-
preferencing. Similar to Chapter 1, I eliminate the identified preferential treatment on Apple’s

apps in the search results, but allow supply-side adjustment on update frequency. I find that re-

3In tests with all markets with no more than 10 products, the truncated set of possible search rankings can capture
60% to 100% of the top10 most likely ordering of products, with an average coverage rate of 85%.
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moving the identified self-preferencing improves consumer surplus by $2.2 million and the profit
of independent developers by $1.8 million per month in equilibrium. The resulting per-month gains
in total surplus are equivalent to three-month consumers’ installation payments or 2 percent of per-
month consumer total payments for installations, in-app purchase and subscription. Furthermore,
comparing the welfare effects across markets, 1 find a positive correlation between the welfare
gains and how much the product ranking is improved due to eliminating self-preferencing. Over-
all, these counterfactual simulation results suggest that self-preferencing hurts both consumers and
producers.

Zooming into app quality adjustment, the simulation results imply positive but modest average
effect of eliminating the identified self-preferencing on update frequency and app quality. Specifi-
cally, I find that an average market sees a 0.4% increase in average update frequencies and a 0.01%
increase in average app qualities after eliminating the identified self-preferencing. One reason for
the small average effects is heterogeneity in the direction of changes. In particular, I find that the
expected update frequency of an independent app might decrease up to 20% and might as well
increase up to 25% after the elimination, which results in a small average product-level effect of
0.3%. Similar heterogeneity shows up in the effects on market-level average update frequencies
and average app qualities. This heterogeneity result is consistent with the previously mentioned
theoretical ambiguity on changes of product quality without self-preferencing. Given the positive
and modest supply-side effects, while the increased quality provision contributes to the welfare
gains, most of the welfare gains come from more efficient match between consumers and apps

after shutting down the identified self-preferencing for Apple’s apps.

2.1.1 Roadmap

The remainder of the chapter uses "preferential search ranking" and "self-preferencing" exchange-
ably, and is organized as follows. Section 2.2 describes the empirical model of update competition.
Section 2.3 describes the estimation procedure and presents the estimation results. Section 2.4

presents counterfactual simulations. Section 2.5 concludes.

2.2 Modeling Update Competition

This section presents an empirical model of update competition in the presence of potential plat-
form self-preferencing.

The reduced-form evidence in Section 1.3 shows that update frequencies of independent apps
significantly increased due to the search algorithm change. It motivates me to focus on upgrading

decisions in the supply model. In particular, except for updates, the model takes price, file size,
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and other app characteristics as exogenous. The reasons are two-fold. First, while app developers
may change installation price, file size, and other app characteristics without self-preferencing for
platform-owned apps, I do not find significant changes in these aspects in Section 1.3. Second,
price and file size are quite sticky relative to updates as shown in Section 1.2.*

I use a static two-stage game to describe the update decisions of independent apps. In the first
stage, app developers choose which apps are to be updated and form update portfolios. In the
second stage, app developers choose positive update levels for those apps chosen to be updated.
Due to the continuous effects of update on quality, developers may consider the impacts of current
updates on future installations. The model abstracts away from such dynamic incentives for com-
putational reasons.” Furthermore, the update decisions of Apple’s apps are taken as given because
the updates of Apple’s apps might consider incentives other than maximizing the profits of the
apps. The solution concept of the two-stage game is Nash Equilibrium. Now I describe the two

stages in reverse order.

2.2.1 Developers’ Choice of Update Levels

In the second stage of the supply model, search rankings are not realized yet. Thus, developers
form a belief on the possible search rankings and infer the effect of their updates on the search
rankings according to the search ranking model in Section 1.4.2. Then the variable update cost
shocks for apps chosen to be updated in the first stage are realized. Developers observe each
other’s set of apps to be updated and the variable update cost shocks. Then, they pick positive
update levels for the chosen apps to maximize expected variable profits, where the expectation is
over possible search rankings.

I start with describing variable profits. App developers receive profits from three sources: 1)
installations, ii) in-app-purchase and in-app-subscription; iii) in-app-advertising. I describe them
one by one. For an app j in market m, its revenue from installations is p;;;,Qj». And its in-app-

purchase and in-app-subscription revenue, R, is given by

Rjm =70+ (11 + T2 X game) X Qjm + (73 + T4 X game ) X Q?m + (15 + tegame;) X ajm o
+ lg + lt[o] + game x l,m + efm .

where game  indicates whether app j is a game app, lf are category-fixed effects, l,[o} are month-

fixed effects, /l,m are month-fixed effects interacted with the game indicator, efm are conditional

mean-zero idiosyncratic error terms. Because there might be new in-app-purchase items available

“Furthermore, price changes only show up in 9% of the observations for paid apps, and file size changes show up
in 25% of the observation. In contrast, version release(i.e., update) shows up in 50% of the observations.
SFuture work should consider a dynamic problem.
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along with updates, it is allowed that update levels, a,,, may have direct effects on the revenues.
During estimation, because the sum of revenues from in-app purchase and subscription are ob-
served in the revenue data, the parameters(7) in the equation will be estimated separately, and
treated as data when estimating the supply model. Finally, to prepare for the expected variable
profit function, denote the in-app-purchase and in-app-subscription revenues that are variable with
respect to update levels as R(Qyp, apm; T) := (T1 + T2 X game ;) X Q jm + (T3 + T4 X game ) X Q?m +
(75 + Tegame ;) X .

In-app-advertising profits are not observed in the data. I assume that the in-app-advertising

profit that is variable with respect to update is a simple quadratic function of installations:

F(Qjm: W) = V1Qjm+ v2Q3, (2.2)

On top of the installation revenues and in-app-purchase and in-app-subscription revenues, Ap-
ple collects 30% tax.%. Additionally, I assume zero marginal distributional cost to serve more con-
sumers, which is reasonable for mobile applications.” Therefore, the variable profit of developer f

in market m with a vector of search rankings (y,,) is given by

T m) =Y, 0.70imQjm(¥m) +O0.7R(Qjm (V) ajm: T) + F(Qjm(¥n): W)
J€ I fm (2.3)

—8(@jm, Ojm; 9)

where _#,, is the set of apps owned by the developer f in market m. The function g(a m, ®jm;¢)
describes the variable update costs at positive level aj,;, with unobserved cost shock @j,,. Specifi-

cally, it is given by
g(ajm’ WOjm; ¢) =1 eXp(ajm) + (Z§m¢ + wjm)ajm -0 (2.4)

where z§m contains age and month-fixed effects.® Notice that when update level is zero, the variable

update cost is zero: g(0,®;,,;¢) = 0. It is assumed that @y, is realized in the second stage and

®The Apple tax cut on installation revenues and in-app-purchase and subscription revenues are not exactly 30%
for every app at all times. For example, for the subscription revenues from a consumer that has subscribed to the app
for more than one year, Apple collects 15% of the post-one-year subscription revenues instead of 30%. However, I do
not have data on the distribution of new and old consumers at the app level. Therefore, I use the 30% tax cut as an
approximation of the actual tax cut.

7Li, Bresnahan and Yin (2016) studies app developers buying downloads to get their apps on the top chart and find
that the median value of one organic download is 70% the cost of buying one download. Moreover, Armstrong and
Zhou (2011) theoretically investigates multiple methods that firms can pay to become prominent and thereby influence
the order in which consumers consider options. Such behavior on the supply-side is assumed away in this paper.

8Following the literature, T assume that marginal variable update cost is convex in update level (I expect ¢; to be
positive) so that the profit function is concave in update level.
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not known by developers in the first stage. Therefore, @y, is independent of the decision on which
apps are updated. This is the key assumption for instrument construction later in Section 1.5.1.

Now I explain developers’ beliefs on search rankings. Computing beliefs on search rankings
is challenging in multi-product markets because the number of possible orderings of products
increases factorial in the number of products. For example, in a market of 5 products, the number
of possible orderings is 5! = 120; when the number of products increases to 10, the number of
possible orders becomes 10! (= 3.6 x 106). In the data, the number of products is 64.7 on average
and could be as large as 102. Thus, it is infeasible to compute developers’ beliefs on search
rankings when developers consider all possible orders of search rankings. Neither is it feasible to
approximate the set of all possible orders.”

To deal with the computational challenge, I assume that developers only consider most likely
orderings (denoted by %,) when making update decisions. Then I approximate the most likely
orderings with a method detailed in Appendix B.3. I test the method with all markets that have no
more than 10 products. Out of the ten most-likely-to-happen orders, the truncated set of possible
orders captures 8.5 top10 orderings on average, and captures at least 6 top10 orderings, and always
captures the most likely ordering. Notice that the most likely ordering ranks products according to
the mean ranking scores, which depend on the quality shifter, i.e., updates. Therefore, the truncated
set of possible orderings depends on update levels, which is denoted by the subscript a. Given the
truncated set of possible orders, %, we can write down the probability measure on it based on the
search ranking model in Section 1.4.2. Specifically, it is the probability of an order conditional on

that it is in the set 4, which is given by

Y E€B,

11~’[yla]zll’[yla]/( ) lP[y’la]>, Yy € B, (2.5)

where IP|[y|a] is the probability of an order y defined in Equation (1.15), given the vector of update
levels a.
The truncated set of possible orders, %,, along with its probability measure, IP, constitutes

well-defined beliefs on search rankings for developers. Now, we can write down the expected

%I test with a market consisting of 10 products in the data. Denote the probability of an order y with P[y]. To to
reach Zye@]l’[y] > 0.2, I need at least 1% of all possible orders in the set of orders %, which corresponds to 36,288
orders.
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variable profits of a developer f in market m with the vector of update levels a,, as below
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where %, is the truncated set of possible orders given a,,; P [-] is the probability measure defined
in Equation (2.5).

With the objective function in Equation (2.6), now I derive the necessary conditions for observed
positive update levels in Nash Equilibrium. Specifically, they are the first-order conditions that the
marginal expected variable profit with respect to update level equals zero, given the update levels
of other developers’ apps. Let R;-m denote the first-order derivative of R j,, with respect to Q j,, and
D j,,;, denote the indicator of app j is updated in market m. The first-order conditions are given by

(market index m is omitted for exposition)
MBj(aj,l//) = ¢1 exp(aj)+z§¢+a)j, V] S.1. Dj: 1 (27)
where the left-hand-side term marginal benefit of updates, MB(a;, ), is given by

MBj(aj.y) = MB +MB y1 + MB] v,
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where MBE.O] is the marginal benefit of update from the installation and in-app-purchase and sub-

2]
J
advertising profit. In particular, the first term in MB

is the marginal benefit of update from the in-app-

(0]

J

scription revenues; the sum of MBE.I] and MB

is an example for the direct incentive to
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0]
J
ple for the indirect incentive to update: to indirectly increase expected profits through improving
IP[yla]
da j
the search ranking model. As the last piece of notation, R is the derivative of the in-app-purchase

update: to directly increase downloads and revenues; while the second term in MB""~ is an exam-

the ordering likelihood(IP [-]). The partial derivatives are simulated based on parameters in
and subscription revenue function R(Qy,a;; T) with respect to downloads Q;, and R; = R(Qy,a;; 7).

There is a technical assumption underlying the first-order-condition approach: the objective
function is locally differentiable with respect to the update levels. However, update levels might
discretely affect the expected variable profits by changing the truncated set of possible search rank-
ings. Therefore, I assume that marginal changes in update level a; does not change the truncated
set of possible search rankings %,. This assumption is not strong for two reasons. Firstly, when
A, equals the set of all possible search rankings, this assumption is a fact. Secondly, because
the rank-ordered logistic regression model only requires higher ranking score to be ranked higher,
there is typically a space for update level a; to change the ranking scores without changing the
rankings (but it will change the ordering likelihood).!”

The first-order conditions imply ambiguous effect of self-preferencing on update. Assuming
that an independent app j is boosted up in search results due to eliminating self-preferencing, then
the demand curve is shifted up, which increases the marginal download from increasing update,

i.e., higher % At the same time, the shifted-up demand curve moves the developer rightward
J

along the mafginal revenue curve, which will decrease marginal revenue from downloads, i.e.,
lower (0.7p; + O.7R;~ + y1 +2y»Qj), if the revenue curve is concave in quantity. Appendix D
discusses the ambiguity implication in more details.

The first-order conditions in Equation (2.7) can be estimated linearly because all the three vari-
(1]
J

observed data and estimates from the demand model, search ranking model, and in-app-purchase

ables in marginal benefits of update level, i.e., MBE.O], MB'"’, and MBE.Z], can be computed with
and in-app-subscription revenue equation. Therefore, the supply model will be estimated using
GMM and the moments are constructed based on the first-order conditions. Lastly, Equation (2.7)
also defines the second-stage equilibrium positive update levels: it is a function of variable update
cost shocks (@) and the update portfolios (D) from the first-stage game, denoted by a™ (D, ®).

2.2.2 Developers’ Choice of Update Portfolios

In the first stage of the supply model, developers choose which apps to be updated or not. If an app
J is updated in market m, its developer pays a fixed cost Cj;; and will choose its positive update

level in the second stage. Otherwise, the developer pays nothing and has to remain its update level

101y fact, in the data, there are only 10 out of 56,570 observations violating this assumption, whose update levels
will be treated as exogenous.
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at zero in the second stage. These fixed costs may be the expected loss from interrupting users’
app usage or the marketing costs for the new feature. In contrast, the second-stage variable update
costs may be the number of computer engineers required for the update level.

Now I describe the objective function of app developers in the first-stage game. Because the
variable update cost shocks @ are not realized in the first stage, developers balance the expected
second-stage variable profits with the fixed costs, where the expectation is over @. Let J; denotes
the number of apps owned by developer f. Then, the app developer f chooses update portfolio
D¢ := (Dy,---.D Jf) to maximize the following profit function, given the update portfolios of the
other developers (D_r):

E}Z(Dfm;fom) = lEa)m[E}I(j)m(aZ(Dfm;fom’ wm)a wm)|Dfm;fom] - Z ijDjm (28)

je sy
where ®,, are variable update costs for apps whose D, = 1.

Now I describe the necessary conditions for an app to be updated or not updated in a Nash
Equilibrium. I follow the idea of no profitable deviation in Nash Equilibrium as in Fan and Yang
(2020a).!" Specifically, when an app j is not updated in market , it must be that the additional
expected second-stage variable profit of its developer f(j) from updating it cannot cover its fixed
cost:
Eo, (7

(@ (1. D jm, O), @) [ 1.D—j] — By, [0

j )m(aI (O9D7jm7 a)m), wm)|0’ijm] < ijvVDjm =0

J
(2.9)
On the other hand, when an app j is updated in market m, it must be that the additional expected

second-stage variable profit of its developer f(j) from updating it can fully cover its fixed cost:

Eo, [n}l(j)m(a$(1’D—jm’ Om), Om)|1,D—jm] — Eq, [”J{{j)m (@ (0,D— jin, @), @) [0, D jin] > Cjon, YD joy = 1
(2.10)

Therefore, Equation (2.9) obtains the lower bounds on the fixed costs for apps that are not
updated, and Equation (2.10) obtains the upper bounds on the fixed costs for apps that are updated.
I explain how the expected second-stage variable profits are calculated in the Section 1.5.1 and

how equilibrium update portfolios (D*) are computationally found in Section ??.

"Fan and Yang (2020b) develops another method to recover fixed costs. The method is based on bounds of condi-
tional choice probabilities and does not require solving a game.

44



2.3 Estimation

This section presents the estimation procedures and results of the empirical model of update com-

petition.

2.3.1 Estimation Procedures

Update Costs. The estimation of supply has two steps. First, a reduced-form in-app-purchase
and subscription revenue function is estimated based on Equation (2.1) in OLS, where invalid
observations are dropped from the sample.'> Then, I construct moments using Equation (2.7)
and estimate the parameters using GMM. Notice that only positive update levels are included in
the sample for estimating Equation (2.7). Similar to the demand model, there are endogeneity
concerns. Specifically, update levels may be endogenous because developers know unobserved
(to researchers) marginal update cost shocks(®;,;) when choosing the positive update levels. For
example, an app might receive particularly positive and constructive comments in a certain month,
and the developer is inspired to think of a straightforward way to improve user experiences. These
unobserved comments increase the marginal benefits from the update and decrease the marginal
cost of update, leading to higher update levels. Such omitted variables will bias the coefficient on
update in Equation (2.7) upwards.

I construct instruments based on category-fixed effects and pre-determined characteristics, in-
cluding price, file size, and title match with popular keywords. This estimation strategy is based
on the timing assumptions that i) update portfolios are determined after unobserved demand
shifters(&§) and the above pre-determined characteristics, and ii) marginal update cost shocks are
realized after update portfolios. The first-stage regression results for these supply-side instruments
are reported in Appendix B.4. During the estimation, I apply constraints to guarantee profit maxi-
mization conditional on the positive update levels of competing apps, which are listed in Appendix
B.5.

As for fixed costs, I use the inequalities 2.9 and 2.10 to obtain bounds. Following Fan and Yang
(2020a), I calculate the bounds by calculating changes in expected second-stage variable profits
from adding an un-updated app into update portfolios or dropping an updated app from update
portfolios. The expectation is over marginal update cost shocks w,, and possible search rankings.
To compute the expected variable profits, I draw the cost shocks from their empirical distribution.
Then, I compute the update equilibrium in the second-stage game for each cost-shock draw, which

returns the second-stage (expected) variable profits. Then, I take the average of these second-stage

128pecifically, I drop observations that i) have negative in-app-purchase and in-app-subscription revenues; or ii) do
not provide in-app-purchase or in-app-subscription services.
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variable profits across all cost-shock draws.

There is a computational burden when evaluating the equilibrium second-stage variable profits,
mainly due to the high dimension of possible search rankings.!? To alleviate the computational
burden, I restrict the sample for computing the fixed-cost bounds with two steps. First, I focus
on relevant markets. Specifically, I only consider apps in categories with Apple’s apps during the
difference-in-differences sample period (Jun.-Nov.,2019).'* It reduces the number of markets from
874 to 96. Second, following the literature, I focus on the top5 developers in each category and
only allow these top5 developers to change their updates.'> With these restrictions, there are 556

fixed-cost upper bounds and 176 fixed-cost lower bounds to be estimated.

2.3.2 Estimates of Revenues and Update Costs

Table 2.1 reports the estimates for parameters of the supply model. First, the estimation results for
in-app-purchase and in-app-subscription revenues show intuitive results: i) revenues increase with
downloads concavely, and i1) update levels directly contribute to revenues, especially for game
apps. The estimates imply that an average app receives $4.3 from in-app-purchase and in-app-
subscription with each new download(consumer).

Second, the estimation results for the update-level first-order conditions show that 1) in-app-
advertising profits insignificantly increase with downloads[1]; and ii) marginal update costs are
larger for apps with higher update levels and/or fewer experiences. The results imply that an
average app earns $0.07 from in-app advertising with each new download. The resulting average
marginal update cost is $0.32 million. To give some contexts for the magnitudes, I do the following
back-of-envelope calculation. One weighted update is equivalent to log(2) update levels, and the
average salary for a computer engineer is about $97,000 per year in California. Then, the average
marginal update cost is equivalent to hiring 28 (=~ 12 x log(2) x 0.32/0.097) computer engineers
in a month. This magnitude seems reasonable.

As for fixed costs of updates, I obtain upper bounds for each updated app and lower bounds for
each app that is not updated in each market. Figure 2.1 plots the estimated upper bounds(Panel

A) and lower bounds(Panel B) on the vertical axes against app quality on the horizontal axis. The

3For example, an average market with 65 products has 141 different orderings of products in the truncated set of
possible search rankings. So then, there are 9165 (= 65 x 141) market shares to be computed. And such computation
is embedded in the evaluation of each new vector of update levels when firms choose their best-response update levels.
It is as if computing price equilibrium for a market with 9165 products. For more details on finding the equilibrium
positive update levels, please see Appendix B.6.

4The purpose of computing the bounds is to simulate counterfactual update equilibrium when shutting down the
self-preferencing. Therefore, only the categories with Apple’s apps will have different counterfactual equilibrium than
status-quo equilibrium.

SThe category-specific top5 developers are found based on total downloads of owner apps during the post-change
difference-in-differences sample period.
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Table 2.1: Supply Model Estimates

Variables Parameter Standard error

In-App-Purchase and In-App-Subscription Revenue Parameters

Downloads (million) 5.619 0.641
Downloads x Game —2.765 0.701
Squared Downloads —0.401 0.196
Squared Downloads x Game 0.163 0.231
Update Level 0.078 0.030
Update Level x Game 0.400 0.040
Constant 0.052 0.188
Category-FE YES
Month-FE YES
Game x Month-FE YES
Average Marginal Revenue ($) 4.298
Observations 37,382

In-App-Advertising Profit Parameters

Downloads 0.068 0.429

Squared downloads —0.003 0.085
Marginal Update Costs Parameters

exp(Update Level) 1.631 0.052

Age —0.002 0.000

Constant —3.731 0.146

Month-FE YES
Average Marginal In-App-Advertising Profit ($) 0.067
Average Marginal Cost (million$) 0.323
Observations 25,325

Notes: Update level is log( 1+ update frequency). Marginal revenue and marginal profit are with respect
to downloads. Marginal update cost is with respect to update levels.
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Figure 2.1: Bounds of Fixed Costs of Updates (million $) v.s. Quality
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average upper bound in Panel A is $1.34 million, and the average lower bound in Panel B is $1.23
million.

In addition, as cross-validation of the model fitness, Appendix C.1 compares structural and
reduced-form estimates of the average treatment effect of the search algorithm change in July
2019. It shows that both methods generate the same direction and similar magnitudes of changes
in updates and search rankings. The structural estimate of the average treatment effect has the

same sign as the DiD estimate but with smaller magnitudes, which is explained in the appendix.

2.4 Equilibrium Effects of Self-preferencing

Using the estimates from the supply model, and the estimates from the demand and search ranking
models in Chapter 1, I examine counterfactual simulations in this section to quantify the effects of
self-preferencing on quality provision and welfare in equilibrium. To that end, I focus on changes
in market equilibrium when shutting down the identified self-preferencing, with supply-side ad-
justment.

In alignment with section 1.6 in Chapter 1, the same eight markets are covered in counterfactual
simulations: entertainment category, health & fitness category, music category, and utilities cate-
gory in June and July in 2019. Moreover, I also fix the search costs of outside options throughout
the counterfactual simulations here, as I did in Chapter 1. It turns out that the changes of equi-
librium due to fixing pre-installed apps’ search rankings are small, which is detailed in Appendix
C.2.
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2.4.1 Effects of Self-preferencing on Update Frequency and App Quality

I start with effects on quality provision. To that end, I focus on the changes in update frequency
and quality index. Recall that app quality is positively affected by update frequency on average, as
shown in the demand estimation. Therefore, changes in update frequencies then lead to changes in
app qualities.

I take two main steps to find counterfactual update frequency and app quality. First, following
Fan and Yang (2020a), I take simulation draws of fixed costs of update from a range that is consis-
tent with the identified bounds. Specifically, for each updated app in the data, I have obtained an
upper bound for the fixed cost of updating it, C im- For such an app, I uniformly take five sunk-cost
draws from the range [0.5C jm,ﬁ im). On the other hand, for each app that is not updated in the data,
I have obtained a lower bound for the fixed cost of updating it, C;,.. For such an app, I uniformly
5C il

Second, for each simulation draw of fixed costs, an equilibrium set of update portfolios across

take five sunk-cost draws from the range [C imo
developers is computed based on best-response iterations. Here, I have two layers of best-response
iterations. The top layer is the best-response iterations of update portfolios, which could be chal-
lenging with multiple-product firms. For example, one affected developer has up to 12 apps, which
creates a choice among 212(: 4096) update portfolios. To alleviate the computational burden, I
apply the heuristic algorithm for finding the best-response product portfolio from Fan and Yang
(2020a) to find the best-response update portfolio. The bottom layer is the best-response iterations
of positive update levels for apps chosen to be updated. '© Given each equilibrium of update port-
folios, I compute the second-stage equilibrium positive update frequency with estimated variable
update cost shocks (@) whenever possible. !”

One last detail on the simulation. As explained in section 2.3.1, only the fixed costs of apps
owned by the category-specific topS independent developers are computed. Therefore, in the coun-
terfactual simulations, only these topS developers are active players in the update competition
game, and the updates of the other apps are holding fixed. Given that, there are ten apps whose
updates are subject to changes in an average market, while there are 90.4 independent apps in total.

On average, the active apps account for 45.1% of total downloads in a market. In Appendix C.5, |

161n the bottom-layer best-response iteration, the variable update cost shocks(®) are the same as those in the com-
putation of bounds on fixed costs.

"Therefore, as a rigorous interpretation, the simulated outcomes are the expected outcomes of the simulated second-
stage update competition game, given the simulated first-stage equilibrium update portfolios and the identified variable
cost shocks(®). The expectation is over draws of variable cost shocks for apps that are not updated in the data but
simulated to be updated in the counterfactual. These variable cost shocks are drawn from the empirical distribution of
@. This step ensures that the difference between the simulated update levels and observed update levels is not due to
different variable cost shocks. Finally, these update levels are transformed into update frequencies using the definition
equation that update level equals log(1 + update frequency) and fed into the definition Equation (1.13) to calculate
app qualities.
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allow all independent developers to choose update levels but holding update portfolios fixed. The

results are robust.
Table 2.2: Effects of Preferential Search Ranking on Update Levels

Status-quo  Shut-down Percentage Change(%)
mean mean mean  min max std

Market-Level Results

Number of Updated Apps 6.98 7.03 0.71 0 2.86 1.26
Average Update Frequencies 1.17 1.17 044 —-0.02 1.25 0.51
Average App Quality —6.08 —6.08 0.01 -0.001 0.02 0.01
Product-Level Results

Probability of Update” 0.71 0.71 0.01 —-0.20 020 0.05
Expected Update Frequency®” 1.14 1.15 0.28 —19.97 25.14 4.35
Expected App Quality —6.27 —6.27 0.01 —-0.28 0.30 0.06

Notes: Update frequencies are monthly number of updates weighted by length of release notes.
Variables are computed for apps owned by the category-specific top5 independent app developers.
For the status-quo case, there is identified preferential search ranking. For the shut-down case,
there is no preferential search ranking. (a). For probability of update, the reported values in the last
four columns are summary statistics on changes instead of percentage changes. (b).For expected
update frequency, the summary statistics on percentage change are conditional on upgrading in
status-quo. The expectation is over draws of sunk costs.

Table 2.2 shows the counterfactual simulation results for update frequencies and app qualities
of independent apps with and without the identified self-preferencing. Overall, I find small av-
erage effects of eliminating self-preferencing. The top panel shows that, in an average market,
eliminating self-preferencing leads to a 0.7 percent increase in the number of updated independent
apps and a 0.4 percent increase in average update frequencies. These changes in updates result
in a 0.01 percent increase in average app qualities. The bottom panel shows that, for an average
independent app, after eliminating self-preferencing, the probability of update increases by 0.01,
and the expected app quality increases by 0.01%. Conditional on updating before eliminating self-
preferencing, an average independent app increases expected update frequency by 0.3% after the
elimination. '8

However, large but heterogeneous effects might be hidden behind the small average effects
when updates may increase or decrease after eliminating the self-preferencing. Recall that theory

predicts ambiguous effects of self-preferencing on product quality, which implies the possibility

Notice that these counterfactual simulations fix pre-installed apps’ search rankings, which limits the magnitude
of effects. Therefore, the reported effects here are smaller than those estimated from the difference-in-differences
analysis(Table1.4), even though the self-preferencing is completely shut down (which is not achieved by the search
algorithm).
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of heterogeneous effect of self-preferencing on updates across products. Therefore, I examine the
heterogeneous effects in the last three columns of Table 2.2. Specifically, compared to the small
average effects, the most astonishing result shows up in changes of expected update frequencies,
where I find that an independent app’s expected update frequency might decrease by 20% and
might as well increase by 25%.'° These effects are large relative to the average effects. Moreover,
the standard deviation of the effects on the expected update frequencies is 15.5 times its mean,
again indicating sizable heterogeneity in the effects on updates. Similarly, I find both negative
and positive effects on the probability of update and expected app quality. Not only does the
heterogeneity exists at the product level, but I also find both negative and positive effects on average
update frequencies and average app qualities at the market level, except that no market has a
decrease in the number of updated apps.? Overall, there is sizable heterogeneity in the direction

and magnitude of the effects of self-preferencing on update frequency and app quality.?!

2.4.2 Equilibrium Welfare Effects of Self-preferencing

Given the counterfactual update frequencies and app qualities, I calculate counterfactual search
rankings, installations, consumer surplus, and developer profits. I maintain the definition of con-
sumer surplus in Equation (1.16) in Chapter 1.

Table 2.3 shows the effects of eliminating self-preferencing in equilibrium. Regarding the equi-
librium effect on search ranking, the first three rows show results that are almost the same as those
found in Chapter 1, except for a 0.01 percent larger increase in the value of Apple’s apps’ search
ranking in row (3). Similarly, rows (4) to (6) in Table 2.3 show the equilibrium effect on installa-
tion, which is almost the same as those found in Chapter 1, except for a 0.01 percent larger increase
in total installation in row (4). These little discrepancies are consistent with the modest effect on
update frequency and app quality: the quality improvement is too small to generate noticeable
further changes in search rankings and installations.

Regarding equilibrium effects on welfare, rows (7) to (11) show that consumer surplus increase

by 0.55 million dollars and profits of independent developers increase by 0.40 million dollars

9Moreover, 38 percent of the estimated effects on expected update frequency are positive, and 19 percent of the
estimated effects are negative, which constitutes 57 percent of observations that see changes of expected update fre-
quency and quality in the counterfactual simulations. Furthermore, conditional on updating before the elimination,
the average positive effect is a 1.3 percent increase of expected update frequency, the average negative effect is a 1.4
percent decrease of expected update frequency. Both of the average positive effect and the average negative effect are
larger than the average effect.

20 All markets see changes in average update frequencies and average app qualities. 62.5 percent of the markets see
positive changes, while 37.5 percent of the markets see negative changes. Additionally, one-quarter of the markets see
changes in the number of updated apps, and 5 percent of observations see changes in expected update-or-not choice.

2! Appendix C.4 explains why some independent apps increase update frequency after eliminating the identified
self-preferencing while others decrease update frequency.
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Table 2.3: Eqruilibrium Effects of Preferential Search Ranking on Search Rankings, Instal-
lations and Welfare

Variable Status-quo  Shut-down Mean A Mean %A

(1)  Average Search Rankings 38.92 38.92 0 0

(2) - Independent apps 39.86 39.23 —0.63 —1.56
(3) - Apple’s apps 14.35 31.85 17.51 142.08
(4)  Total Installations (million) 15.16 15.40 0.24 1.56
5) - Independent apps 15.06 15.32 0.26 1.75
6) - Apple’s apps 0.10 0.08 —0.03  —26.58
(7)  Consumer Surplus (million $) 321.40 321.95 0.55 0.17
(8)  Variable Profits (million $) 76.60 77.04 0.45 0.68
(9)  Profits (million $) 69.27 69.66 0.40 0.68
(10) Total Search Costs (million $) 15.39 15.35 —0.04 —1.53
(11) Total Realized Utility (million $§)  336.79 337.31 0.51 0.15

Notes: For the status-quo case, there is identified preferential search ranking. For the shut-down case,
there is no preferential search ranking. Variable profits and profits are calculated based on independent
developers.

in an average market.?> It implies that, after accounting for supply-side adjustment, eliminating
self-preferencing benefits both consumers and independent developers, while the magnitude of the
benefit remains small (as those found in Chapter 1 without supply-side adjustment).

Comparing the welfare effects with (this Chapter) and without (Chapter 1) supply-side adjust-
ment tells us the contribution of the increased update frequency to the equilibrium welfare gain.
Columns (1) and (3) in Table 2.4 reports the comparison result with higher accuracy. It shows that
update adjustment does contributes to the equilibrium welfare gain, although modestly. For exam-
ple, update adjustment raises up the increase in consumer surplus from $0.531 million to $0.548
million, and enlarges the growth of variable profits of independent developers from $0.410 million
to $0.448 million.

Column (2) of Table 2.4 reports the welfare effects of eliminating the identified self-
preferencing in a partial-game simulation, where I allow all independent app developers to adjust
their positive update frequency but holding update portfolios fixed. Comparing columns (2) and
(3), it shows that allowing partial update adjustments also improves the gains in consumer sur-
plus. Moreover, comparing columns (2) and (1), it shows that allowing more independent apps to
adjust update frequency enlarges the gain in consumer surplus while shrinks the gain in variable

profits of independent developers. I interpret such a difference as the effect of competition be-

22Profits of Apple’s apps decrease by $0.001 million in an average market.
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Table 2.4: Welfare Effects with and without Update Adjustment

(1) (2) 3)
With Update Portfolio With Conditional Update Without Update
Mean of Adjustment Level Adjustment Adjustment
ACS (million $) 0.548 0.551 0.531
% NACS (%) 0.172 0.173 0.167
AVariable Profits (million $) 0.448 0.408 0.410
% AVariable Profits (%) 0.678 0.618 0.621

Notes: Update portfolio and level adjustment holds updates of non-top5 independent developers’ apps
fixed. Conditional update level adjustments allow all independent developers to adjust update levels of
apps that are updated in status-quo. Variable profits are calculated based on independent developers.

tween developers because there are more active developers in the partial-game simulation than the
portfolio-adjustment simulation in the first column.

All together, the results from this section show that self-preferencing for platform-owned prod-
ucts decreases both consumer surplus and independent developer profits, which is exacerbated
when accounting for quality adjustments. This conclusion is further confirmed by the heterogene-
ity of the welfare gains across markets. In particular, Figure 2.2 compares the welfare gains across
markets with different extents of ranking imperfection induced by the identified self-preferencing.
23 As a correlation relationship, Figure 2.2 shows that the larger the ranking imperfection due
to self-preferencings, the more the gains in consumer surplus and independent developer profits,

again suggesting that self-preferencing for platform-owned products leads to welfare losses.

2.5 Conclusion

This chapter develops and estimates an empirical model of update competition with potential self-
preferencing in the mobile application industry. Then, this model is used to quantify the equi-
librium welfare effect of the identified self-preferencing in Chapter 1. Together, these two chap-
ters contribute to the literature by developing an empirical model of consumer search and update
competition in the mobile application industry. As an attractive feature, the empirical model is
identifiable with product-level data on consumer search and purchase.

Based on counterfactual simulation, this chapter finds that eliminating the identified self-

preferencing increases consumer surplus by $2.2 million and independent developer profits by $1.6

23 Appendix C.6 explains how the ranking imperfections are calculated. One related factor is the number of Apple’s
apps. For example, the Health & Fitness category only has one non-preinstalled Apple’s apps, while the other three
categories have no less than 3 non-preinstalled Apple’s apps. It explains why the Health & Fitness category sees the
smallest welfare effect.
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Figure 2.2: Welfare Effects and Ranking Imperfection due to self-preferencing for Apple’s Apps
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million per month in equilibrium. Additionally, consistent with theory, I find sizable heterogeneity
in both the direction and the magnitude of the effects on update frequency and app quality. For
example, after eliminating the identified self-preferencing, an independent app’s update frequency
might decrease up to 20 percent and might as well increase up to 25 percent. The rich heterogene-
ity leads to small average effects on update frequency and app quality and modest contribution of
supply-side adjustment to the equilibrium welfare gain.

Overall, these results imply that self-preferencing hurt both consumers and producers while
negatively but modestly affecting quality provision on average. The approach can be applied to
other settings where there might be self-preferencing but confounded by consumer preferences.
The effect of self-preferencing may be different in other contexts depending on consumer prefer-
ence and the extent of self-preferencing.

Lastly, I argue that these estimated welfare gains from eliminating self-preferencing are likely
to be lower bounds of real effects. Due to the lack of data on the number of users for pre-installed

apps, the qualities of pre-installed apps are over-estimated. Therefore, I fix pre-installed apps’
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search rankings when quantifying the effects of self-preferencing. However, there might be further
improved search efficiency and total welfare from eliminating self-preferencing when the search
rankings of pre-installed apps are subject to changes. Moreover, this chapter abstracts away from
dynamic incentives of update and finds modest effects on update frequency and app quality in the
short-run. However, the effects on updates are potentially larger in the long-run given that app
quality is cumulative and update is estimated to positively affect the accumulation process.

As for future research, Chapter 1 and Chapter 2 assume that consumers know all the observable
product characteristics before search. While I find some reduced-form evidence supporting the as-
sumption to some extent, it is generally possible that consumers have limited information on some

product characteristics before search. Relaxing this assumption could be studied in the future.
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CHAPTER 3

Patent Licensing and Bias in Estimation and
Prediction of Horizontal Merger Effects (with Travis

Bruce Triggs)

3.1 Introduction

In empirical analyses of markets using structural models of pricing competition, high prices can
be explained by high marginal costs, given market concentration and consumer preferences. In
this paper, we examine a typically unobserved and commonly abstracted-away market feature that
additionally contributes to high prices: patent licensing relationships between manufacturers.

Firms can exercise intellectual property rights by implementing technologies in producing
goods and services and licensing these rights to other firms, including competitors. By licensing, a
firm can recoup private research and development costs, which can incentivize ex ante innovation
efforts, while publicly disseminating beneficial technologies in the marketplace. In many markets,
firms license technologies to competitors' in exchange for payments that scale with the quantity
sold of the competitor’s products that implement the licensed technology.?. Under this payment
structure, the incentives of the licensor and its competitors become partially aligned: the licensor
does not want to price cut their competitors too much, so as to ensure fruitful royalty revenues.
Because prices are strategic complements, the licensors’ competitors won’t charge low prices nei-
ther. Therefore, such alignment effects due to the patent licensing relationships softens pricing
competition, resulting in higher prices.

When estimating an empirical model of price competition, if a researcher observes who licenses

For example, in the cellphone market, Apple licenses scroll feature to IBM and Nokia. In the electric vehicles
market, Toyota licenses hybrid technology to Daimler (Mercedes Benz). In the televisions market, the ATSC patent
pool, whose licensors include Panasonic, LG and Samsung, licenses the package of essential patents to not only
themselves but also competitors like Sharp (see: https://www.mpegla.com/programs/atsc/licensors/.

ZRoyalty revenue may also be sales-based, i.e., rrQ1p1 We follow the theoretical papers in this literature to focus
on per-unit royalties( Lerner and Tirole (2004), Lerner, Strojwas and Tirole (2007), Reisinger and Tarantino (2019).).
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patents to whom at which royalty rates, the above “alignment effect” can be directly accounted for
and estimates of marginal costs can be accurately obtained. Unfortunately, the terms and even
the presence of intellectual licensing agreements are often kept confidential between licensors and
licensees and are not publicly observable. If a researcher proceeds to estimate a supply model as
if these agreements, and thus the associated alignment of incentives, were not actually present, the
resulting estimates will be biased in theory. Therefore, unobserved patent licensing relationships
introduce mis-specification errors into estimation of marginal costs.

Further, the bias in the marginal cost estimates will propagate through any analysis of the pric-
ing competition, leading to biased predictions of counterfactual market outcomes. This is because
the bias in marginal cost estimates are generally not constant between status-quo and counter-
factual scenarios, and therefore cannot be “cancelled out” when evaluating the effect of market
structure changes. The changes in bias of marginal cost estimates due to not accounting for li-
censing between status-quo and counterfactual scenarios root in the magnitudes of the alignment
effect. For example, how much a licensor cares about its competitors’ product sales depends on the
elasticity of its competitors’ product sales with respect to its own price. If its competitors’ product
sales are unaffected by its own price, the licensor has no need to charge lower prices to secure
royalty revenues. Since price elasticities are market outcomes that depend on many aspects of the
market structure, so does the alignment effect. Moreover, the structural difference between pric-
ing competition models with and without patent licensing relationships naturally leads to different
predictions of market outcomes.

The common existence in market analyses of counterfactual prediction bias due to unobserved
existing patent licensing relationships, along with the typical difficulty of collecting patent licens-
ing data, motivates us to ask and answer the following questions: Does the unobserved licensing
behavior always lead to positive or negative bias in marginal cost estimates and subsequently the
evaluation of counterfactual scenarios? Under what market conditions and which sorts of coun-
terfactual structural changes would we larger prediction biases? When would we expect opposite
predicted changes of market outcomes from models with and without patent licensing?

To answer these questions, we first explain the alignment effects and the resulting bias in es-
timation and predictions in a theoretical framework. Then, we specify a model of pricing com-
petition with patent licensing relationships between competing manufacturers. We calibrate this
model and conduct a series of simulation exercises to assess what features of a market, includ-
ing royalty rates, product substitution patterns, and market concentration, lead to larger biases in
estimation and counterfactual predictions when existing patent licensing relationships are unob-
served and assumed-away. We consider two types of counterfactuals: a merger between licensor
and licensee and a merger between licensees. This enables us to examine which type of counter-

factuals are likely to have larger prediction biases. We use two sets of simulation exercises for

57



two complementary purposes: theoretical simulations for examining how biases change with re-
spect to underlying primitives and guidance simulations for showing, for what types of markets
and their respective market characteristics would an analyst be most concerned with biases due to
unobserved patent licensing.

We find that estimation bias in marginal costs are increasing with royalty rates and the sum of
diversion ratios between licensor and licensees. The guidance simulations show that such bias is
typically not ignorable: in a sample of reasonably generated markets, the median estimation bias
is 28% of the true marginal cost. We show an alarming finding to researchers: not accounting
for existing patent licensing relationships can lead to opposite prediction of merger effects. Such
opposite predictions show up in both theoretical simulations and guidance simulations for both
licensor-licensee mergers and licensee-licensee mergers. Because the guidance simulations cover
a richer set of markets (including asymmetric market) compared to the theoretical simulations that
are based on a symmetric benchmark market, opposite predictions show up more frequently in
guidance simulations. In particular, in the theoretical simulations, we find 4.3% to 4.4% of cases
where the merger effects on prices predicted from a mis-specified model not accounting for existing
patent licensing relationships are opposite to the true merger effects predicted from a true model
accounting for existing patent licensing relationships. In the guidance simulations, such fraction
of opposite prediction cases can be as high as 51.2%. Moreover, both sets of simulations find that,
opposite predictions happen when royalty rates are large. In particular, theoretical simulation finds
that opposite predictions happen when royalty rates account for about 80% of total marginal costs;
while guidance simulation finds that opposite predictions happen at high values of royalty rates in
the random sample of markets. We also detail the economic driving forces for opposite predictions
in each type of mergers. In licensor-licensee mergers, we find that the ignored saving of royalty
payment due to licensor-licensee merger leads to a decrease in prices and an increase of consumer
welfare after merger, which causes opposite predictions if one assumes away the patent licensing
relationships. In licensee-licensee mergers, we find that ignored decrease in alignment effect due
to licensee-licensee merger leads to decrease of licensor’s price, which causes opposite predictions
if one assumes away the patent licensing relationships. We argue that these two ignored channels
when assuming away existing patent licensing relationships are also driving forces for overall
prediction biases that are unconditional on opposite predictions.

In both sets of simulations and both types of mergers, we find that market-level merger effects
are over-predicted when one assumes away existing patent licensing relationships. We further find
that, the prediction biases are smaller in licensee-licensee merger than those in licensor-licensee
merger. In particular, the guidance simulation finds that, in licensor-licensee mergers, assuming
away existing patent licensing relationships lead to over-predicted increase of share-weighted aver-

age price by 2.6% at median, and over-predicted decrease of consumer welfare by 9.3% at median
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; In licensee-licensee mergers, the two median predictions biases are 0.5% and 1.4% respectively.

We also examine the relationships between prediction biases, royalty rates and sum of diversion
ratios between licensor and licensees. Theoretical simulation shows that prediction biases increase
with royalty rates; while guidance simulation also shows positive correlations between the two. On
the other hand, theoretical simulation shows non-monotonic relationship between prediction biases
and the sum of diversion ratios; while guidance simulation finds that the potentials for prediction
biases (i.e. maximum prediction biases) are positively correlated with the sum of diversion ratios.

This paper is related to three strands of the literature. First, we build on the literature studying
the role of intellectual property licensing on competition (Reisinger and Tarantino, 2019; Layne-
Farrar and Lerner, 2011; Lerner and Tirole, 2004). Second, we apply methods from the literature
that uses theoretical and Monte Carlo simulations of structural models to evaluate the implications
of modeling techniques, merger diagnostic tools, and different market features (Mazzeo, Seim and
Varela, 2018; Sheu and Taragin, 2020; Balan and Brand, 2018; Miller et al., 2016, Miller et al.,
2017; Crooke et al., 1999; Domnenko and Sibley, 2020, Das Varma and De Stefano, 2020; Dutra
and Sabarwal, 2020). Finally, we contributes to the long literature in industrial organization of esti-
mating parameters in product competition models and predicting counterfactual market outcomes
(Berry, Levinsohn and Pakes, 1995; Nevo, 2001; Fan and Yang, 2020a). Our contribution lies in
examining the consequences of not accounting for existing patent licensing relationship into the
pricing competition models and even general supply-side models.

The remainder of the paper proceeds as follows: section 2 illustrates the theoretical framework
to analyze estimation bias and prediction bias due to unobserved existing patent licensing relation-
ships; section 3 describes the simulation methods; section 4 shows simulation results; section 5

concludes.

3.2 Theoretical Framework

3.2.1 Alignment Effects on Pricing and Estimation

We begin with explaining the alignment effect on pricing of patent licensing relationships between
manufacturers in a Bertrand-pricing competition framework. A set of multiple-product firms com-
pete in one market. Some of the firms are licensors, who license patents to other firms and collect
royalty revenues. Some of the firms are licensees, who purchase licenses to legally use the patented
technology in production, and pay royalties. Assume that a licensor-manufacturer, f, produces and

sells a set of products, ¢, and owns a single patented technology®. This firm f chooses product

3The model can be easily extended to allow multiple-patents licensor-manufacturers. We focus on single-patent
firm for simple exposition.

59



prices to maximize the following profit function:

mr= Y (pj—c))Qj+rr Y O 3.1)

j€ gs 1€8y

where c; is product j’s total marginal costs, Q; is product j’s unit sales, &% is the set of other
firms’ products that use firm f’s patented technology, and r is the exogenous per-unit royalty rate
charged by firm f. The patent licensing relationship described by r and &% partially aligns firms’
pricing incentives: firm f’s profit contains royalty payments that depend on other firms’ sales, Q;.

Now, we extend the profit function in Equation (3.1) to nest the profit functions for licensee-
manufacturers. When ry = 0 and & is empty, it is as if the firm f is a licensee. Moreover, we
allow the total marginal cost, c;, to contain royalty rates whenever necessary. Therefore, ¢; > ry
when j is a licensee-product. Under the assumption of Bertrand competition, profit-maximizing

prices are characterized by the following first-order conditions*:

J

8Qj)_l 20 90,/ dp; .
pi=cj— | 5— Qi+ pi—C)=— | —r -, V) (3.2)
J J (819 J ie%{j}( )apj flé"fan/apj

Denote f; := —r¢ Y & %. We call u; as the alignment effect of the existing patent licens-
ing relationship on the price of product j. We note that (1, is always non-negative, and in particular
always positive for licensors whose ry > 0°. Therefore, with patent licensing relationships, the
licensor has incentive to charge higher prices compared to the case without patent licensing re-
lationships. Because prices are strategic complements, the other firms are incentivized to charge
higher prices in response. We also note that Equation (3.2) nests the case of no patent licensing
relationships by setting ry = 0 for all f.

Now we consider how the lack of patent licensing data leads to estimation bias. Without patent
licensing data, the royalty rates, r¢, the licensed products, &, and even the identity of the licensor,
f, are unobserved. Therefore, 1 is unobserved. In such cases, u; is typically assumed away,

which results in the following commonly used back-out equation for marginal cost:

20\ 20;
5j=Pj+(a—§J) Qi+ Y (pi—&) ¢ (3.3)

; i€ S7\) P

“We think that the existence and uniqueness of the above game does not trivially follow the same argument for
Nash-Bertrand pricing game without patent licensing relationships (Caplin and Nalebuff (1991), Vives et al. (2001),
Aksoy-Pierson, Allon and Federgruen (2013)). This is mainly because the licensor-manufacturer does not directly
choose the price of licensee-manufacturers’ products.

SWe assume that products are substitutes. Complement goods are beyond the scope of this paper.
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where the prices are from the data and derivatives are from a correctly specified and unbiased de-
mand model estimation. Comparing Equation (3.3) to Equation (3.2), the resulting bias in marginal

cost estimation is driven by the alignment effect 6,
ACj = Ej—Cj ~ Ilj-

Because (1 is always positive, the unobserved alignment effects are likely to result in over-
estimated marginal costs. In fact, we note that, for a single-product licensor-manufacturer,
Acj = u;j > 0. Positive estimation bias in marginal costs is intuitive: the licensing relationships
create incentives for firms to charge higher prices, which will be explained by higher marginal costs
without licensing data. We note that t; = 0 for licensees’ products. In fact, comparing Equation
(3.3) to Equation (3.2) for licensee-manufacturers’ products whose ry = 0, the two equations are
exactly the same. This implies that licensee’s marginal costs are estimated unbiasedly, even when
the model ignores the existing patent licensing relationships. Therefore, we focus on estimation

bias in the marginal costs of the licensor.

3.2.2 Bias in Counterfactual Predictions

While the bias in estimated marginal costs of single-product firms has a clear sign, the bias in
counterfactual predictions does not. We start with counterfactual prices of licensor-manufacturers.
There two offsetting effects. First, overestimated marginal costs lead to higher predicted prices.
Second, not accounting for the alignment effects lead to lower predicted prices. The net effect
on price prediction is determined by the relative importance of the two channels. Since the bias
in predicted counterfactual prices is ambiguous, the prediction errors of counterfactual quantities,
consumer welfare and profits are also ambiguous.

To formulate the idea, we define the price of a product owned by a licensor-manufacturer that
is predicted without licensing data, ﬁ;, as solution to a mis-specified model: Equation (3.2) with
ry = 0 for all firms, status-quo biased marginal costs ¢; and counterfactual market structures. And
we define the price of the same product that is predicted with licensing data, p}, as solution to
a true model: Equation (3.2) with observed r and &%, unbiased marginal costs c; and the same

counterfactual market structures. Now, we consider the difference between 15;. and p’j, which is

%We note that Equation (3.2) is one equation among a system of equations to back out the vector of marginal costs
of firm f. Therefore, the estimation bias is not exactly {;.
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characterized by the following equation:

20,/dp';
A ! = 5.y — Ac: \~//'—V/- / l J 34
Pj=Pj—Pj cj +(V; J)+rfl§w 90,/ dp, (3.4)
~Hj o U
o/ . 90; - A/ <~ 00, , B
where i == (Tp]) (Qj_*’ZiE/]C\{j}(p;_ci)Tﬁ;), and Vo=

— (3%)1 (Q; +Xie s} (p— c,-)g—%). In this paper, we don’t consider counterfactual sce-
narios where the licensor-manufacturer’s marginal costs are changed. We note that A p’j is
determined by three terms: i) estimation bias Ac; that is likely to be positive; ii) difference
between the predicted "mark-ups" if there were no patent licensing relationships (17’/- — v’j); i)
negative of counterfactual alignment effect, which is negative. While the second term does not
have a clear sign, the first and the third terms are offsetting each other. Therefore, Apfi has an
unclear sign.

In general, The alignment effect u; itself will change in counterfactual scenarios. This is mainly
because diversion ratios(—%) are sensitive to changes of prices and quantities, which are
typically changed in the counterfactuals. We focus on mergers among various counterfactual sce-
narios, because merger is an important studied object in the literature of industrial organization.
We consider two types of mergers: licensor-licensee merger and licensee-licensee merger.

The mis-specified model described in Equation (3.3) and the true model described in Equation
(3.2) are different in three ways when predicting the effects of horizontal mergers. Firstly, they
have different estimated marginal costs as illustrated in Section 2.1. Secondly, the mis-specified
model ignores a channel of cost saving after licensor-licensee mergers: the merged licensee can
save the royalty payment to the licensor after a merger with the licensor. Thirdly, the mis-specified
model ignores the royalty revenues as a part of the licensor’s pricing incentive, both before and
after the merger. This structural difference directly causes difference between the predicted prices
from the mis-specified model and the true model. Moreover, the mis-specified model has different
inferred pre-merger profits than the true model. In particular, the mis-specified model infer firms’
profits as if ry = 0 for all firms in Equation (3.1). We incorporate all these differences during
simulations.

Given the same counterfactual, different market structures can lead to different changes of the
alignment effect and thus different prediction biases. We note that the magnitude of the alignment
effect, u;, is determined by two variables: 1) the royalty rates (ry), ii) the sum of diversion ratios
between the licensor and licensees (— ) ;¢ & %). We will examine how the biases in marginal
cost estimations and merger effect predictions change with respect to the two market characteris-

tics.
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3.3 Simulations Methods

3.3.1 The Model and Specification

We simulate a model of three single-product firms, A, B and C. A is a licensor-manufacturer, B
and C are licensee-manufacturers.

Demand. We follow the demand model in Mazzeo, Seim and Varela (2018) to allow flexi-
ble substitution patterns between "horizontally" equidistant products. A consumer 7 receives the

following utility from choosing product j
Ujn = Ojn —apj+&jn (3.5)

and utility ug, = &y, from not purchasing. Here, o is the consumer’s price coefficient and (0;,, &)
are two idiosyncratic taste shocks. We assume €, follows i.i.d. Type 1 Extreme Value (T1EV)
distribution with scale parameter Gg. 6, is draw from a multivariate normal distribution that
allows for correlated shocks across products and non-zero means: 6, = (eln,92n,---,ejn)T ~
A (6|8,Z)7. The variance-covariance matrix X captures horizontally equidistant products with

equal correlation (p) between 6; and 6; for each pair of products j and /:

o> p
o2 (3.6)

T

Y —

Q
S

We follow Mazzeo, Seim and Varela (2018) to call p as the travel parameter, which captures
the distance between products in the preference space, with preferences for close products being
highly correlated. We note that p is one of the model primitives that determine the diversion ratios.

Let M be the total number of consumers. The model-predicted unit sales of product j is given

by

e (On—apj)

e o¢

Qj(p) ZM/ P d®(6,|6.%) (3.7)
1"‘216/867( in—0tp1)

where / = {A,B,C} is the set of products. We normalize market size to 1. This normalization

is without loss of generality because market size is cancelled out everywhere in the first-order

condition Equation (3.2).

Pricing Game. We maintain the Nash-Bertrand Pricing competition assumption. Denote r

7As noted by Mazzeo, Seim and Varela (2018), 0;, is comparable to a linear function of observed product char-
acteristics and random taste shocks: x;fB, + £ in where (B, £ jn) are random variables distributed according to some
parameterized distribution. We also note that, when products are symmetric, such specification can nests consumer-
invariant quality shocks, §;, with p = 1. When we simulate asymmetric markets, we set ¢ = 0 and p = 0.
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as the royalty rate charged by firm A. We allow the licensees to have the same marginal costs
as the licensor, as long as the licensees’ marginal costs are no smaller than the royalty rate:
cj > r,Vje {B,C}. Applying the above set-up of three single-product firms and patent licensing
relationships to the first-order condition, Equation (3.2), the equilibrium prices are characterized

by the following equations:

B aQA>“ 901/ dpa
ba—ca <3PA Qs ,G{gc}aQA/&pA

(3.8)

90 : -1
pj:Cj—(a—ij) 0j, Cer,VjE{B,C}.

We apply the measurement of the equivalent variation in McFadden et al. (1973) to quantify

consumer surplus as blow

CS(p) = /Mcgln

1+ Y 3:(91"—“!)])] d®(6,]8.%). (3.9)

jE€s

Merger Effects. We consider two types of merger: i) merger between the licensor, A, and
one of the licensees; ii) merger between the two licensees, B and C. We measure merger effects
on a market outcome y in percentage change before and after the merger: %Ay := (Y —y)/y.
We consider market outcomes (y) including prices, quantities, consumer welfare and producer
surplus. Lastly, we measure prediction bias of merger effects with difference between the merger
effects (%Ay) predicted from the mis-specified model that does not account for patent licensing
relationships and biased marginal cost estimates and the merger effects (%Ay) predicted from the

true model that accounts for patent licensing relationships and true marginal costs: denoted as
ANy := DAY — D Ay.

3.3.2 The Simulation Algorithm

We have two goals of simulation: i) examine the theoretical ambiguity between model primitives
and the biases in estimation and prediction; ii) provide guidance on correlations between typically
observed market structures and the biases in estimation and prediction. For these two different
goals, we design two different simulation algorithms. For the first goal of theoretical relationships,
the designed simulation algorithm changes one model primitive over a continuum of values, hold-
ing all the other primitives fixed at a benchmark level. We call this set of simulations as theoretical
simulation. For the second goal of guidance, the designed simulation algorithm randomly draws
a rich set of various markets, backs out model primitives from the drawn market outcomes, then

simulates the biases in estimation and predictions in each market. We call this set of simulations
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as guidance simulation. We explain the details of each simulation algorithm as below.

Theoretical Simulation. In the theoretical simulation, we specify a benchmark market, and
then change one single model primitive in each simulation, holding all other model primitives fixed
at the benchmark value. The benchmark market is summarized in Table 3.1. In the benchmark
market, we shut down all random coefficients by setting ¢ and p to be zero. Then, the demand
model in Equation (3.7) is reduced to a logit-demand model. Next, we set the scale parameter of
the logit error, O, to be 0.1, so that changes in demand parameters have more bites on quantities.
Also, we shut down patent licensing relationship in the benchmark market, by setting royalty rate,
r, to be zero. We normalize market size, M, to be 1. Lastly, we set the benchmark market as a
symmetric one: all products have the same marginal cost value, ¢, equal to 1; market share of each
product is 25%; own price elasticity of demand of each product is -2.5. Based on such a set of
model primitives and market outcomes, we back out the value of the common mean utilities (6) of
the three symmetric products; the value of the price coefficient (); and calculate the price that are
consistent with the market shares and price elasticities.

In theoretical simulations, we set 6 = 1,0, = 0.1.8 We simulate biases in estimation and pre-
dictions with respect to different values of royalty rate (r) within [0, 1] and the travel parameter
(p) within [0,1]. The simulation step is 0.01 for each parameter. To be aligned with the litera-
ture, we report the bias with respect to the resulting sum of diversion ratios between licensor and
licensees from p.i.e. — (aQB/ 9pa 4 9Qc/Ipa ) .2 Holding all the other model primitives fixed at the

d0a/dpa ' 9Qa/dpa
benchmark value in Table 3.1, for each pair of (r,p), we take the following steps to simulate the

biases:

1. Simulate the pricing game described in Equation (3.8), which accounts for existing patent

licensing relationships.

2. Back out the mis-specified marginal costs, ¢;, as described in Equation (3.3). Calculate the

estimation bias, Ac; := ¢j —c;.

3. Simulate post-merger equilibrium with biased marginal costs, ¢;, and the mis-specified
model where r = 0 in Equation (3.8) with r = 0. Predict biased merger effects. In licensor-
licensee mergers, we merge firm A and firm B.'® We note that, in the mis-specified model,
product B’s total marginal cost is not changed after the merger, since r is unobserved and

assumed away. In licensee-licensee mergers, we merger firm B and firm C.

8We follow Mazzeo, Seim and Varela (2018) to set 6z = 0.1 so that variation in horizontal differentiation, i.e., in
the travel parameter p, may have a large impact on market outcomes.

°In the appendix figure G.12 we show that the travel parameter p determines the sum of diversion ratios between
licensor and licensees.

10Because the two licensees are symmetric during the simulation, mergers between firm A and firm B are the
equivalent to mergers between the licensor, A, and licensee C.
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Table 3.1: The Benchmark Market in Theoretical Simulations

(a) Product Specific Values A B C (b) Common Values

Mean Utility (0) 1/3 1/3 1/3  Price Coefficient (o) 0.2
Marginal Cost (¢) 1 1 1 TI1EV Scale (o¢) 0.1
Royalty Rate () 0 0 0 Market Size(M) 1.0
Market Share (%)* 25% 25% 25% Taste Heterogeneity (o) 0
Price 5/3 5/3 5/3  Travel Parameter (p) 0
Elasticity* 25 25 25

* Equilibrium market outcomes that are used to back out the benchmark model primitives
(8,), given (c,r,0¢,0,p).

4. Merger simulation with true marginal costs, c;, and the true model as described in Equation
(3.8). Predict true merger effects. We note that, in the true model, after the licensor-licensee

merger, product B’s total marginal cost is decreased by r.

5. Compute the prediction bias in merger effects: AAy = %Ay — %Ay, i.e. the difference
between predicted percentage changes in the market outcome y after the merger from the

mis-specified model and the true model.

Guidance Simulation. In guidance simulation, we set ¢ = 0,6 = 1. We generate and analyze
a given theoretical market by the procedure outlined below. To construct our sample of markets,
we repeat this process sufficiently as to generate 1,000 markets. For each market, we normalize

J|, where |J| is the number of single-product firms in the market.

initial prices, p? =1forj=1,..,

1. Obtain market shares by first drawing random variables §; ~ U [0, 1] for j =A,B,C. Calculate

firm j’s market share by, s; = (1 —sp) > Where s = 0.25 represents the initial share

Zj’:A,B,C
of the outside good. Back out mean utilities, 8; = log(s;) —log(so).

2. Draw the licensor’s product margins as, my ~ U[0.25,0.75].
3. Draw the royalty rate uniformly as, r ~ U[0,my4].""!

4. From the licensor’s first order condition taking into account the licensing relationship, back
out the price sensitivity parameter as,
o= ! (3.10)
(1 —=sa)mapa —r(Lj=pc5;) '

!Setting the upper bound of the support on r to n1; ensures the model is well-defined, specifically, that o < 0.
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5. From the licensees’ first order conditions, back out remaining margins as,

1 —1
mij=—\————+r| for j=B,C 3.11)
7 p) <0€(1 —5;) )
6. Determine implied “true” costs for licensor and licensees as, 12
cj:pj(l—mj) for j =A,B,C (3.12)

7. Given prices, p, using first order conditions that do not account for the licensing relationships

back out the mis-specified marginal costs, ¢, as in Equation (3.3).
8. Conduct counterfactual simulation with the mis-specified model and ¢;.
9. Conduct counterfactual simulation with the true model and true c;.
10. Compute the prediction bias in merger effects, AAy.

11. Repeat Steps 1-10 until a total of 1,000 sample markets are obtained.

Guidance Simulation Sample. In order to understand the scope of markets comprising the
sample generated from the above outlined procedure, we detail the key market characteristics in
the sample. Table 3.2 documents the empirical distributions of these market characteristics for
the generated sample. While royalty rates, r, and the licensor’s margin, my, are drawn uniformly
(see Guidance Simulation Section), we drop markets for which model primitives imply negative
costs, inducing a non-uniform observed distribution in the sample over these primitives. Under
Nash-Bertrand competition with a logit demand system, the licensees’ costs are decreasing in both
royalty rates and the licensor’s margin. Thus, each respective empirical distribution is shifted left
relative to parameter’s drawn upon uniform distribution. For example, royalty rates are drawn uni-
formly from zero to one, however the empirical distribution of markets with non-negative implied
costs is centered around 0.225 with a right tail. Similarly, the empirical distribution of the licensor
margin is slightly left-shifted relative to the uniform distribution over [0.25, 0.75], from which this
parameter is initially drawn.

The resulting sample exhibits variation in concentration, as quantified by market shares and
HHI, margins, costs, and market elasticity. Looking ahead to the counterfactuals that we will

evaluate under this framework — a merger between licensor and licensee (i.e., AB) and a merger

12Markets with any negative costs (i.e., ¢ ; < 0 for any j) are discarded. This can occur when r is large.
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Table 3.2: Sample Statistics

Percentile 5% 25% 50% 75% 95%
Royalty Rate (r) 0.019 0.11 0.225 0353  0.538
Shares:
SA 0.046 0.172 0.267 0342 0.483
SB 0.035 0.145 0246 033 0.469
Sc 0.034 0.15 0246 0333 0.444
Total Inside Share 0.75 0.75 0.75 0.75 0.75
HHI:
Pre-Merger 1895 2025 2256 2617 3274
Post-AB Merger 2636 2799 3026 3553 4721
A from AB Merger 145 505 760 1167 2117
Post-BC Merger 2558 2633 2737 2924 3534
A from BC Merger 72 356 527 615 692

Margins (Pre-Merger):

ma 0.275 0366 0498 0.606 0.708
mp 0.302 0.414 0.567 0.714 0.891
mc 0.293 0.429 0.57 0.712 0.898
Share-Weighted Avg. 0.286 0.401 0.539 0.673 0.862
Costs:
ca 0.292 0.394 0502 0.634 0.725
CB 0.333 0.577 0.701 0.79 0.864
cc 0.361 0.578 0.704 0.791 0.869

Share-Weighted Avg. 0.326 0.486 0.602 0.701 0.789

Market Elasticity -7.187 -4.625 -3.369 -2.494 -1.707

Notes: Market elasticity under logit demand is given by ap(1 — sy),
where p represents the share-weighed average price

between the two licensors (i.e., BC) — the resulting changes in market concentration vary substan-
tially.!3

13The 2010 DOJ/FTC Horizontal Merger Guidelines indicate scrutiny for horizontal mergers resulting in moderately
or highly concentrated markets (post-merger HHI greater than 1500) with changes of HHI greater than 100 points.
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3.4 Simulation Results

3.4.1 The Simulated Bias in Marginal Cost Estimation

This subsection presents the simulation results for estimation bias in marginal costs.
Theoretical Simulation Results. Figure 3.1 shows the theoretical simulation results on

marginal cost estimation bias in a heat-map. The horizontal axis is the sum of diversion ratios
d0p/dpa + 90c/dpa
d04/dpa ' 904/Ipa
the royalty rate r charged by the licensor, and also the fraction of r over product-level total marginal

between the licensor A and licensees B and C, i.e. — ( > The vertical axis is
cost, since total marginal costs are normalized to 1. The color shows the exact value of the esti-
mation bias in marginal costs of the licensor, Aca := (G4 —ca)/ca. It is not surprising that the
features of Acy are consistent with the features of the alignment effect, because in the pre-merger
market, the licensor is a single-product firm, the estimation bias is equal to the alignment effect.
In particular, consistent with the fact that the alignment effect is always non-negative, the estima-
tion bias in the licensor’s marginal costs is always positive. This implies that ignoring existing
patent licensing relationships will lead to over-estimated marginal costs of the licensor. Moreover,
consistent with the increasing monotonicity of the alignment effect with respect to royalty rates
and the sum of diversion ratios between the licensor and the licensees, the estimation bias is also
increasing with respect to these two model features. The average bias in estimated marginal costs
from the mis-specified model is 25.28% of the true marginal costs. '*

Guidance Simulation Results. As described in Step 8 of the Guidance Simulation Procedure,
costs are backed out for the mis-specified model for each firm. We compare these costs, ¢, to
the true costs implied by a model correctly accounting for the licensing relationships between
firms. Given licensee first order conditions are identical between true and mis-specified models,
the implied licensee costs are the same between the two models, i.e., c; = ¢; for j = B, C. However,
for the licensor, the alignment effect term, 14, is not accounted for in the mis-specified model, and
thus implied licensor costs diverge between the two models. Table 3.3 and Figure 3.2 show the
distribution of the bias in estimation of licensor marginal costs from the simulation sample. In all
simulated markets, licensor marginal costs are overestimated in the mis-specified model relative to
those consistent with the true model.

As detailed in Table 3.3, estimates of the licensor’s costs under a mis-specified model can lead
to significant differences from the true costs. At the median, estimates of the licensor’s costs under
the mis-specified model differ by 28% from those implied by the true model. Even at the 5th

percentile, costs estimates differ by a non-nelgible amount (i.e., 2.5%).

14We report estimation bias of licensee’s marginal costs in Appendix D, Figure G.15. Consistent with the theoretical
framework, the bias are extremely small, and there is no pattern with respect to royalty rates and diversion ratios. Thus,
we interpret these "estimation bias" as computation errors.
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Figure 3.1: Theoretical Simulation: marginal cost estimation bias and royalty rates and the sum of
diversion ratios between the licensor and the two licensees.

royalty rate/marginal cost

Estimation Bias(%) in Marginal Costs: licensor
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Table 3.3: Bias in Cost Estimation

Percentile 5% 25%  50% 75% 95%
YoAcy 0.025 0.13 0.28 0.493 0.987

Notes: Bias in cost estimation is defined as the percentage dif-
ference between costs implied by the mis-specified model and the
true costs, i.e., %Ac; = (¢;—c;)/c;j. Given licensees’ first order
conditions are identical between the mis-specified and true models,
Y%Acg = Y%Ncc =0.

In order to understand when we would expect this bias in cost estimation to be larger in real

world markets, we can assess how the bias varies by underlying model primitives — specifically,

the licensing royalty rate, r, and the sum of the diversion ratios between the licensor and each

respective licensee. Given the assumed exogeneity of the royalty rate, r, we would expect size of

the cost estimation bias to scale with the royalty rate. Indeed, in Figure 3.3, we see that, for a given

sum of diversion ratios between the licensor and each respective licensee, the greater the royalty
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Figure 3.2: Guidance Simulations: estimation bias in costs between mis-specified and true models
for the licensor (firm A)
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rate, the larger the bias in estimation of licensor costs.!?

Given this set of guidance simulations is aimed at understanding in what real world markets
would we expect larger differences between the estimates of a mis-specified model and the true
model, we analyze these cost estimates relative to a common measure of market concentration —
HHI. In Figure 3.4, we see that in less concentrated markets (i.e., smaller HHI), there is larger
variance in the percentage difference in estimated licensor marginal costs between mis-specified
and true models. While in more concentrated markets, there is smaller variance in cost estimate
differences, the magnitude is still relatively large. For example, on the right-hand side of Figure
3.4, one relatively concentrated simulated market is observed with a pre-merger HHI of 4523 while
exhibiting a relatively large estimated licensor cost difference of 50.62%.

Understanding that, in these simulated markets, implied licensor costs can be significantly over-
estimated in a model that does not account for licensing, in the next sections, we look to under-
stand the implications of this overestimation on counterfactual equilibrium objects of interest to

researchers, policy makers, and antitrust authorities.

SThis correlation between royalty rate levels and the bias in licensor cost estimation is additionally demonstrated
in Appendix D, Figure G.16 where cost biases are plotted against royalty rates.
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Figure 3.3: Guidance Simulations: estimation bias in costs between mis-specified and true models
for firm A (licensor) by model parameters
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3.4.2 Prediction Bias in Licensor-Licensee Mergers

This subsection presents the simulation results for prediction biases in effects on prices, market
shares, consumer welfare, and producer surplus after a licensor-licensee merger.

Theoretical Simulation Results. Figure 3.5 shows the results on the prediction biases in the
effects of mergers between the licensor, A, and licensee B. The horizontal axis is the sum of the
diversion ratios between the licensor A and the two licensees. The vertical axis is the royalty rate r.
The colors show the prediction biases. Panel(a) shows the prediction biases in consumer welfare
effects of the mergers. Panel (b) shows the prediction biases in the merger effects on sales-weighted
average price. Panel(c) shows the prediction biases in the merger effects on total quantities. Panel
(d) shows the prediction biases in the merger effects on producer surplus.

Overall, the results in Figure 3.5 show that 1) the higher the royalty rates, the larger the magni-
tude of the prediction bias, and ii) the relationship between diversion ratios and the prediction bias
is non-monotonic. Given a level of the sum of diversion ratios, panel (a) shows that the magnitude
of the prediction bias in the consumer welfare effects of the merger increases with royalty rate.
Similar patterns exist from panel (b) to (d), including merger effects on sales-weighted average
price, total quantities and producer surplus. Given a royalty rate, panel(d) shows that the pre-

diction bias on the merger effects on producer surplus increases with the sum of diversion ratios.
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Figure 3.4: Guidance Simulations: estimation bias in costs between mis-specified and true models
for firm A (licensor) by HHI
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However, panel (a) shows that, given a low level of royalty rate, the magnitude of the prediction
bias in the consumer welfare effects typically decrease as the sum of diversion ratios increases.
But at high levels of royalty rates, such as 80% of the licensees’ marginal costs, the prediction bias
might reach the largest magnitude when the sum of diversion ratios is at middle range such as 0.5.
Similar patterns show up in the panel (c). Panel (b) shows an even more obvious non-monotonic
relationship between the prediction bias and the sum of diversion ratios, when it comes to the pre-
diction of merger effects on sales-weighted average price. In particular, given a level of royalty
rate, the prediction bias in panel (b) firstly increases then decreases as the sum of diversion ratios
increases.

The above results have two implications. First, when predicting merger effects on consumer
surplus, sales-weighted average price and total quantities, it’s better to be careful if the royalty
rates are high and diversion ratios are in the middle range. Second, estimation bias in marginal
costs is not the deterministic factor for prediction biases. As estimation bias in marginal costs
always increase with the sum of diversion ratios as shown in Figure 3.1, we see non-monotonic
relationship between the prediction biases and the sum of diversion ratios. This is consistent with
the theoretical analysis of A p;. in Equation 3.4.

Table 3.4 provides summary statistics of the theoretical simulation results on the prediction bias,

conditional on positive royalty rates. Each row is a market outcome of general interests. The first
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Figure 3.5: Theoretical Simulation: prediction bias in the effects of the merger between licensor
and licensee.
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column reports the average prediction bias. The second column reports the average true merger
effects, measured in the percentage change of a market outcome relative to its pre-merger levels.
The third column reports the percentage of cases that generate over-predicted merger effects in
magnitudes during the simulation. Recall that each case is a pair of royalty rates and the travel pa-
rameter, i.e. (r,p). The last column reports the percentage of cases where the mis-specified model
predicts opposite direction of merger effects during the simulation. The results are conditional on
positive royalty rates, so that ignoring patent licensing relationship or not is non-trivial.

Column (2) of Table 3.4 shows that the simulated merger effects are economically reasonable.
On average, the true model with patent licensing relationships predicts decrease in consumer sur-

plus, increase in all prices, decrease in the quantities of the merged products and increase in the
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Table 3.4: Theoretical Simulation: Predict the Effects of Licensor-Licensee Merger

(1 2) 3) “4)
avg. prediction bias avg. true effect over-prediction opposite prediction

(%) (%) (%) (%)
Consumer Surplus —2.414 —10.668 100 0
Sales-weighted Avg. Price 2.655 8.283 100 0.03
Price: A 0.65 16.334 98.812 0
Price: B 6.237 8.302 100 4.307
Price: C 0.887 2.612 100 0
Total Quantities —1.761 —5.85 100 0
Quantity: A 1.218 —18.916 0 0
Quantity: B —7.664 —4.987 99.594 25.228
Quantity: C 1.249 5.577 100 0
Producer Surplus 2.773 4.715 100 0
Profit: A+B 2.206 2.516 100 0
Profit: C 2.635 9.65 100 0

Notes: results are conditional on positive royalty rates. All simulated mergers are profitable: the small-
est true merger effect on the joint profit of firms A and B is 0.83 percent.

quantity of the non-merging product, and increase in all profits after the licensor-licensee merger.

At market level, Column (1) of Table 3.4 shows that, on average, the mis-specified model
predicts more loss in consumer welfare by 2.4%, more increase in sales-weighted average price
by 2.7%, more decrease in total quantities by 1.8% and more increase in producer surplus by
2.8% after the licensor-licensee merger. At product level, Column(1) of Table 3.4 shows that, the
market-level overly predicted post-merger price increase is driven by the overly predicted post-
merger price increase of the merged licensee’s product, B. As prices are strategic complements,
it’s not surprising to see that post-merger prices of the licensor’s good, A, and the non-merging
licensee’s good, C, are also overly predicted by the mis-specified model. The largely over-predicted
post-merger price B also leads to largely over-predicted post-merger decrease in quantity B, which
leads to the overall over-predicted post-merger decrease in quantities at the market level.'® At

product-level, we see over-predicted post-merger profit increase as what we see at market-level.

16 A5 for the other merged product, A, while its post-merger price are over predicted (i.e. higher post-merger price
A), it’s quantity decrease is not over predicted and practically always under-predicted. This might be due to the relative
over predictions in prices of A, B and C. Note that price of B is the most over-predicted price. Therefore, good A will
be predicted more attractive to consumers than good B in the mis-specified model, which leads to the less decrease
in quantity A. Similar reasons explain why the non-merging product, C, also see over-predicted post-merger price
increase, and higher post-merger downloads predicted from the mis-specified model.
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These results are consistent with column (3) of Table 3.4, which shows that in almost all of the
cases, merger effects are over-predicted in the mis-specified model.!”

The last column of Table 3.4 shows the existence of opposite prediction when the prediction is
based on mis-specified model ignoring existing patent licensing relationship. This is alarming to
researchers. It shows 3% of simulation cases see opposite predictions on merger effect on sales-
weighted average price. It further shows that the opposite prediction in market-level average price
roots in opposite prediction in price B; and the opposite prediction in price B also leads to opposite
prediction in Quantity B.

We provide more details on the opposition predictions in Table 3.5. Column (1) shows the
average royalty rates where the opposition prediction on each market outcome happens. Column
(2) shows the corresponding average sum of diversion ratios. Column (3) shows the correspond-
ing average travel parameter. Column (4) shows the corresponding average true merger effects.
Column (5) shows the corresponding average mis-specified merger effects. Column (6) shows the
corresponding average prediction bias.

To answer where the opposite predictions happen, Column (1) of Table 3.5 shows that, the
opposite prediction cases mainly happen in relatively extreme cases: royalty rates accounts for
more than 85% of total marginal costs. This is good news. Column(2) and (3) show that, to
have opposite predictions on market-level sales-weighted average price, we also need extremely
high substitutability between products. However, only middle substitutability between products
are needed to generate opposite predictions on product-level price and quantity, conditional on
extremely high royalty rates.

To answer how the opposite prediction happens, column(4) and (5) of Table 3.5 shows that
the reason is that the mis-specified model ignores cost-saving of product B after its merger with
the licensor. In particular, column (4) shows that the opposite prediction of the merger effect on
sales-weighted average price happens because the true merger effects actually lead to decrease in
the sales-weighted average price by 0.16% on average. Such lower price after merger happens
because the merged licensee, B, does not need to pay royalty rates to the licensor, A, after the
merger. With the cost saving, product B can enjoy a 0.78% lower price on average. However,
column (5) shows that, the mis-specified model cannot account for such cost reduction channels,
and thus, predicts that the price of product B will increase by 10.8% after the merger, on average.

Such discrepancy in predicted post-merger price of B also leads to opposite predictions on post-

17We additionally note that, given no opposite prediction on the merger effects on price of A, pu, over-prediction
is the same as Ap/, > 0. Therefore, the 98.8% of over-prediction cases imply that in most of the cases, the ignored
alignment effect in Equation 3.4 is not driving the prediction biases in post-merger price of the licensor-manufacturer.
However, given the averagely negative true merger effect and positive prediction bias on quantity of A, 0y > @/,
and thus ﬁg > vg. Therefore, both the first and the second terms in Equation 3.4 are positive, which disenables us to
conclude that marginal cost estimation bias is driving the prediction bias.
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Table 3.5: Theoretical Simulation: Mis-specified Model Predicts Opposite Licensor-Licensee
Merger Effects

(1 2) 3) 4) ) (6)
royalty diversion  travel true  mis-specified prediction
rates ratios parameters effects effects biases
7 d D %Ay %Ny AAy
Sales-weighted Avg. Price| 0.99 0.907 1 —0.159 3.931 4.090
consumer surplus —1.067 —2.819 —1.752
total quantities —0.712 —1.898 —1.186
producer surplus 2.363 12.970 10.606
Price: B 0.947  0.402 0.313 —-0.778 10.835 11.613
consumer surplus —6.100 —11.101 —5.002
sales-weighted avg. price 4.671 9.596 4.925
total quantities —4.272 —7.863 —3.591
producer surplus 1.970 4.538 2.568
Quantity: B 0.859  0.464 0.422 27733  —10.336  —13.069
consumer surplus —6.491 —10.797 —4.307
sales-weighted avg. price 5.493 10.051 4.558
total quantities —4.557 —7.666 —3.109
producer surplus 2.629 6.235 3.606

Note: results are conditional on opposite predictions.

merger quantities of B between the true model and the mis-specified model: on average, the true
model predicts 2.7% increase of the quantity of product B, while the mis-specified model predicts
10.3% decrease of the quantity of product B. Now, the close relationship between the opposite
prediction and high royalty rates are intuitive: a higher royalty rate implies larger cost reduction
un-captured by the mis-specified model.

To answer how important are those opposite-prediction cases, we compare column (4) to (6)
in Table 3.5 to column (1) and (2) in Table 3.4. Comparing column (1) of Table 3.4 to column
(6) of Table 3.5, it shows that in the cases of opposite predictions, the prediction bias are larger in
magnitudes. Comparing column (2) of Table 3.4 to column (4) of Table 3.5, it shows that in the
cases of opposite predictions, the true merger effects are smaller in magnitudes. More importantly,
we note that the average prediction bias on price of B is 11.61% conditional on opposite predic-
tions, while the unconditional average prediction bias is 6.23% as reported in Table 3.4. Since the
average prediction bias of merger effects on price B is driving the market-level prediction biases

on prices, we conclude that the ignored royalty payment saving due to licensor-licensee merger is
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driving the prediction bias in licensor-licensee merger.

Guidance Simulation Results. We can analyze the bias in counterfactual predictions between
the true and mis-specified models under a horizontal merger between the licensor (j = A) and one
of the licensees (without loss, j = B). From these simulations, we find that, in general, due to
the overestimation of licensor costs from not accounting for the licensing relationship, as detailed
above in Section 3.4.1, the mis-specified model predicts inflated counterfactual welfare measures.
Particularly, relative to the true model, the mis-specified model predicts larger welfare losses for
consumers and greater welfare gains for producers following a merger between the licensor and a
licensee.

To assess for what characteristics of real world markets we would expect to find larger biases
in counterfactual prediction, we compare the biases in counterfactual measures across a rich set
of simulated markets that span the space of reasonable underlying model primitives. This allows
examine where the bias in counterfactual predictions is largest, and thus cause for concern for
market analysts, across generated markets with different distributions of market shares, margins,
and royalty rates.

To explore when prediction biases are largest and provide guidance to analysts evaluating mar-
kets with potentially unobserved licensing behavior, we plot the bias in a given counterfactual
measure derived for each market in our sample against the distribution of a underlying model
parameter.

First, we show how the bias in key counterfactual measures vary with the licensing royalty rate,
r. Figure 3.6a plots the relationship between a market’s royalty rate, r, and the bias in reported
counterfactual-factual change in share-weighted average prices between the mis-specified and true
model. Each circle represents a generated market with its associated values plotted in r-p space. It
can be seen from the strictly positive biases (i.e., only positive values on the y-axis) that the mis-
specified model exhaustively overestimates the percent change in share-weighted average prices,
relative to the true model (see also the top panel of Table 3.11).'3 Further, moving from left to right
within Figure 3.6a, we see that markets that exhibit a larger royalty rate are correlated with a larger
bias in predicted change in share-weighted average price, with heterogeneity in the prediction bias
at larger values of r. Therefore, in real world markets, we would expect markets with larger royalty
rates to have the potential to exhibit larger errors in reported prices from a licensor-licensee merger
under a mis-specified model and thus more reason for concern for market analysts.

Given that mis-specified model exhaustively predicts a larger change in share-weighted prices
than the true model and that larger magnitudes of this overprediction (particularly the maximum

bias) are associated with royalty rates, we would expected the mis-specified model to predict larger

181n all simulated markets, the mis-specified model predicts an increase in share-weighted average prices due to the
licensor-licensee merger, while the true model does so for only 63.7% of markets.
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Figure 3.6: Guidance Simulations: prediction bias in the effects of the merger between licensor
and licensee by licensing royalty rate, r.
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changes in the shares of the inside goods (i.e., }.j—4 p.cs;) and that the magnitude of this overpre-
diction increases in r. Indeed, this relationship is exhibited in Figure 3.6b — when royalty rates
are larger, we see that the mis-specified model generally predicts a larger decrease in total inside
shares relative to the true model.'® Given the overprediction of price increases and the associated
overprediction of inside share decreases, we would generally expect an overprediction of consumer
welfare losses as the royalty rate increases. In our sample, this relationship holds, as shown in Fig-
ure 3.6¢, which plots the bias in predicted changes in consumer surplus between the mis-specified
and true models against a market’s royalty rate, r. Finally, predictions for change in producer prof-

its due to the licensor-licensee merger seem to follow a less clear trend, in terms of the correlation

19The mis-specified model underpredicts post-merger shares for Firm B (i.e., the merging licensee), while it over-
predicts shares for Firm A (i.e., the merging licensor) and Firm C (i.e., the non-merging licensee). See Table 3.11
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Figure 3.7: Guidance Simulations: prediction bias in the effects of the merger between licensor
and licensee by licensing sum of diversion ratios between licensor and licensees.
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with royalty rates, as exhibited in Figure 3.6d, however are largely overpredicted. Overall, these
results with respect to the market’s royalty rate suggest that for markets with a larger royalty rate,
the analysis of a merger between the licensor and a licensee under a model that does not account for
licensing behavior can critically overpredict pre- to post-merger changes in key welfare measures.

We can additionally assess the mis-specified model’s counterfactual predictions in the simulated
markets based on the sum of the diversion ratios between the licensor and each licensee. Figure
3.7 shows the relationship between the same biases in predicted changes in welfare measures as
Figure 3.6 — share-weighted average prices, total inside market shares, consumer surplus, and
producer surplus — now against the model’s implied sum of diversion ratios between the licensor
and the two respective licensees. The trend in prediction bias is less clear, however we can observe

that maximum (i.e., frontier) over- or underprediction does exhibit an association with the sum of

80



Table 3.6: Bias in Licensor-Licensee Merger Prediction

5% 25% 50% 75% 95%

Prices:
DA —0.009 0 0.002 0.005 0.013
DB 0.007 0.041 0.08 0.126 0.2
pc 0 0.002 0.005 0.009 0.018
Share-Weighted Avg. 0.001 0.009 0.026 0.053 0.098
Shares:
SA 0.001 0.013 0.044 0.12 0.254
SB —1.037 —-0.486 —0.228 —0.092 —0.011
sc 0.002 0.018 0.058 0.152 0.357
Inside Shares -0.139 -0.072 -0.032 —-0.011 —0.001
Profits:
oA 0.016 0.131 0.289 0.454 0.633
g —4415 -1972 -0.813 —-0.307 —0.035
Tic 0.003 0.027 0.083 0.197 0.403
Producer Surplus 0.003 0.024 0.048 0.075 0.1
Consumer Surplus —-0.509 —-0.235 —-0.093 —-0.033 —0.004

Notes: Post-merger licensing revenues allocated to 4.

diversion ratios measure.?’ For example, Figure 3.7a shows that, for larger sum of diversion ratios,
the maximum overprediction of share-weighted average prices is generally increasing. Similarly,
the maximum overprediction in pre- to post-merger decreases in inside shares and the maximum
overprediction in pre- to post-merger decreases in consumer surplus are generally increasing in
the sum of the royalty rate. The relationship between the maximum prediction error in changes in
producer surplus is non-monotonic in the sum of diversion ratios. Specifically, at smaller values
of the sum of diversion ratios, the maximum prediction bias in producer surplus is increasing;
however, at larger values, this frontier is decreasing. For market analysts, this non-monotonicity
suggests concern for larger overpredictions in producer surplus lie in the interior of feasible sum
of diversion ratios, while larger prediction biases for share-weighted average prices, total inside
shares, and consumer surplus occur at high values of the sum of diversion ratio term.

Not only are we interested where in the model primitive space do the magnitude of predictions
diverge between the mis-specified and true models, but also when they predict changes in welfare

measures of the opposite sign. If, for example, a mis-specified model is used to evaluate a merger

20Given the simulated outside market shares are calibrated at sy = 0.25, the maximum possible sum of diversion
ratios is 1 —sop = 0.75.
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Table 3.7: Average Bias and Opposite Predictions in Licensor-Licensee Mergers

(1) 2) (3)
Avg. True Effect Avg. Prediction Bias Opposite Prediction

Prices:
DA 0.099 0.002 0
DB 0.014 0.089 0.499
Pc 0.003 0.006 0.326
Share-Weighted Avg. 0.02 0.035 0.363
Shares:
SA —0.269 0.077 0.011
SB 0.126 —0.342 0.609
sc 0.049 0.103 0.326
Inside Shares —0.02 —0.047 0.327
Profits:
A —-0.272 0.3 0.702
7B 1.384 —1.367 0.245
Tic 0.057 0.13 0.326
Producer Surplus 0.029 0.05 0.091
Consumer Surplus —0.05 —0.157 0.327

Notes: Average true effect is given by percent change. Average prediction bias is given by the
difference in percent changes between the mis-specified model. Opposite prediction represents a
different sign in counterfactual prediction of a given measure between the true and mis-specified
model. Only 0.5 percent of simulated licensor-licensee mergers are non-profitable. Thus, the results
conditional on profitable licensor-licensee mergers are quite similar, as shown in Table F.13.

that (incorrectly) predicts losses in consumer surplus, whereas a correctly-specified model would
predict consumer surplus gains, an analyst may critically arrive at an opposite policy recommen-
dation against allowing the merger occur. In Table 3.7, we summarize the predictions in welfare
measures between the true and mis-specified models across the generated sample of markets. In
the top panel, first column, we see that, on average, share-weighted prices increase by 2% follow-
ing the merger between licensor (Firm A) and licensee (Firm B). This increase in share-weighted
average prices is larger driven by increases in Firm A’s product, which is 9.9% higher than pre-
merger levels, on average. The mis-specified model overpredicts share-weighted average prices by
3.5% on average, largely due the overprediction of post-merger price of Firm B (i.e., the merging
licensee). This follows from the intuition that Firm B, by merging with the licensor, no longer
needs to pay the royalty rate, which reflects a cost savings that induces downward pressure on

Firm B’s post-merger price. Given the mis-specified model does not account for the pre-merger li-
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censing relationship, no cost savings are exhibited and, thus, the mis-specified model overpredicts
Firm B’s price increase, on average by 8.9 percentage points.

In the generated sample, the true model predicts increase in share-weighted prices due to the
licensor-licensee merger 63.7% of the time, while the mis-specified model always predicts higher
post-merger prices. In the remaining 36.3% of sample markets, the true model predicts a decrease
in share-weighted average prices, with the mis-specified model predicting the opposite effect in
these markets, as shown in the third column of Table 3.7.

We see corresponding trends in the average effects, biases, and opposite predictions in terms of
market shares. The true model predicts, on average, a decrease in inside shares, driven by large
decreases Firm A’s market share. On average, the mis-specified model overpredicts this decrease
in total inside market shares by 4.7% and predicts an opposite change in the inside total share in
32.7% of markets.

The true model that accounts for licensing predicts, on average, a 5.0% decrease in consumer
surplus due to the licensor-licensee merger. Largely driven by the inability to account for the cost
savings from the merging licensee, and the associated prediction of a higher post-merger price
for Firm B, the mis-specified model overpredicts the loss in consumer surplus by 15 percentage
points. Critically, the true model predicts increases in consumer surplus in 32.7% of markets,
while the mis-specified model exclusively predicts consumer surplus losses. In other words, the
mis-specified model predicts an opposite effect on consumer for approximately one third of mar-
kets in our simulated sample. Given modern merger enforcement’s focus on consumer welfare
to drive policy recommendations, in these markets with opposite consumer surplus predictions,
a mis-specified model that does not take into account licensing behavior would lead to an errant
recommendation.

What are the characteristics of the markets in which the true and mis-specified model predict
opposite effects? In Table 3.8, we detail the conditional distribution of market characteristics for
markets that exhibit opposite predictions between the true and mis-specified model for at least one
welfare measure (i.e., prices, shares, profits, or consumer surplus). Relative to the full distribu-
tion of the sample given in Table 3.2, markets that exhibit an opposite prediction in at least one
welfare measures by the mis-specified model generally exhibit: larger royalty rates, larger licensee
shares and margins, higher concentration both pre- and post-merger, larger costs, particularly for

licensees, and more elastic demand.

3.4.3 Prediction Bias in Licensee-Licensee Mergers

This subsection presents the results for simulated biases in predicted effects on prices, market

shares, consumer welfare, and producer surplus after a licensee-licensee merger.
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Table 3.8: Opposite Prediction Market Characteristics

Percentile 5% 25% 50% 75% 95%
Royalty Rate (r) 0.168 0.27 0.372 0.486 0.603
Shares:

SA 0.017 0.098 0.204 0.297 0.429

SB 0.041 0.163 0.271 0.354 0.509

sc 0.063 0.188 0.278 0.354 0.518

Total Inside Share 0.75 0.75 0.75 0.75 0.75
HHI:

Pre-Merger 1894 2029 2324 2700 3360

Post Merger 2858 3058 3395 3956 5263

A from Merger 133 603 1118 1651 2536
Margins (Pre-Merger):

my 0.267 0.362 0.483 0.576 0.68

mp 0.351 0.479 0.627 0.784 0.92

mc 0.359 0.481 0.645 0.771 0.919

Share-Weighted Avg. 0.339 0.472 0.618 0.749 0.87
Costs:

cA 0.32 0.424 0.517 0.638 0.733

CB 0.516 0.689 0.772 0.835 0.889

cc 0.457 0.694 0.775 0.826 0.892

Share-Weighted Avg. 0.447 0.582 0.664 0.75 0.823
Market Elasticity —8.546 —5.797 —4.531 -3.5 —2.474

Notes: Market elasticity under logit demand is given by ap(1 —sg), where jp represents the share-

weighed average price

Theoretical Simulation Results. Figure 3.8 shows the theoretical simulation results on the

We interpret the above results with three implications similar to those from Figure 3.5. First,

with both royalty rate and the sum of diversion ratios.
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prediction biases in the effect of merger between the two licensees, B and C. Firstly, panel 3.8a,
panel 3.8b and panel 3.8c show that i) the prediction biases in the merger’s effect on consumer
welfare, sales-weighted average prices and total quantities increase with royalty rate; and ii) the
prediction biases firstly increase then decrease with the sum of diversion ratios in two rounds. Sec-

ondly, panel 3.8d shows that the prediction biases in the merger effects producer surplus increase

when a researcher predicts post-merger quantities and consumer surplus without data on existing
patent licensing relationships, the researcher is better to be careful if royalty rates are large and the

diversion ratios are at middle range. Second, when a researcher predicts post-merger prices and



Figure 3.8: Theoretical Simulation: prediction bias in the effects on the merger between licensees.
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profits without data on existing patent licensing relationships, the research is better to be careful if
royalty rates and the sum of diversion ratios are large >'. Third, estimation bias in marginal costs is
not the deterministic factor for prediction biases: As alignment effect always increase with the sum
of diversion ratios, we see up and downs in the prediction bias with respect to the sum of diversion
ratios.

We summarize the prediction bias in Table 3.9, in the same format as Table 3.4. In particular,

each row is a market outcome of interests. Column (1) reports the average prediction bias. Col-

2I'We note that non-monotonicity with respect to the sum of diversion ratios is more obvious in prediction bias on
post-merger quantities and consumer welfare than in prediction bias on post-merger prices. We think the reason is
that, apart from indirectly affecting the demand non-linearly through affecting prices with alignment effects, the travel
parameter (determinant of diversion ratios) directly affect demand through consumer preferences.
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umn (2) reports the average true merger effects. Column (3) reports the percentage of cases that
generate over-predicted merger effects in magnitudes during the simulation. Column (4) reports
the percentage of cases where the mis-specified model predicts opposite direction of merger ef-
fects during the simulation. The results are conditional on positive royalty rates, so that ignoring
patent licensing relationship or not is non-trivial. Compared to the results in Table 3.4 for licensor-
licensee merger, Table 3.9 shows that, for licensee-licensee merger, prediction bias on market-level
outcomes have the same signs and smaller magnitudes; while prediction bias on product-level out-
comes are quite different even in signs. We firstly discuss each group of outcomes, then focus on

the opposite prediction cases.

Table 3.9: Theoretical Simulation: Predict the Effects of Licensee-Licensee Merger

ey 2 3) “4)
avg. prediction bias avg. true effect over-prediction opposite prediction

(%) (%) (%) (%)
Consumer Surplus —0.203 —10.888 99.921 0
Sales-weighted Avg. Price 0.253 11.27 99.95 0
Price:A 0.446 2.221 97911 4.446
Price:B 0.103 16.819 97.97 0
Price:C 0.093 16.722 97.089 0
Total Quantities —0.152 —7.089 99.921 0
Quantity: A —0.687 10.599 0.01 0
Quantity: B 0.079 —15.631 0.386 0
Quantity: C 0.099 —15.048 0.198 0
Producer Surplus 2.959 4.901 100 0
Profit:A 9.571 5.581 100 4.119
Profit:B+C 0.237 4.678 99.98 0

Notes: results are conditional on positive royalty rates. All simulated mergers are profitable: the small-
est true merger effect on the joint profit of firms A and B is 1.28 percent.

With respect to licensee-licensee merger’s effect on consumer surplus, the first row of Table 3.9
shows that, the average prediction bias is —0.2% with an average true merger effects of —10.9%.
This implies that the mis-specified model typically over-predict the decrease in consumer surplus
due to the licensee-licensee merger. This is also seen in the first row of Table 3.4. The last two
columns in the first-row shows that, in 99.9% cases during simulation, the mis-specified model
predicts larger consumer welfare effect than the true model, and in no case does the mis-specified

model predict opposite consumer welfare effect compared to the true model.
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With respect to licensee-licensee merger’s effect on prices, the rows two to five of Table 3.9
show that, the average prediction biases and the average true merger effect on sales-weighted av-
erage price and product-level prices are all positive. This implies that the mis-specified model
typically over-predicts the increase in prices due to the licensee-licensee merger, which also hap-
pens in licensor-licensee merger as shown in Table 3.4. The high ratios of over-prediction cases
are consistent with this implication. Lastly, there are 4.4% cases where the mis-specified model
predicts opposite licensee-licensee merger effect on price of the licensor’s product, A. We discuss
the underlying reasoning later.

With respect to licensee-licensee merger’s effect on quantities, the rows six to nine of Table
3.9 show that, the average prediction bias and the average true merger effect on total quantities
are negative. This implies that the mis-specified model typically over-predicts the decrease in
quantities due to the licensee-licensee merger, which also happens in licensor-licensee merger as
shown in Table 3.4. This implication is consistent with the 99.9% cases that see over-predictions.
At product-level, we see different merger effects and prediction biases compared to Table 3.4. This
is reasonable since the merged firms and different. In particular, with the merged firms being the
licensees, the licensor’s product, A, sees increase in quantities due to the merger. Then, given the
average negative prediction bias on merger effect on quantity A (—0.69%), the result implies that
the mis-specified model typically under-predicts the increase in the non-merging firm’s quantity
due to the licensee-licensee’s merger. Notice that this is qualitatively different from the result in
Table 3.4, where the averagely positive effect on the non-merging firm’s quantity, C, is typically
over-predicted. We will explain this result together with the opposite predictions on merger effect
on price A later. As for merged firms’ quantities, Table 3.9 shows that, the licensee-licensee merger
averagely leads to decrease in merged firms’ quantities (by 15.0% to 15.6%), and the mis-specified
model averagely weakly under-predicts the decrease their quantities. This result is consistent with
the close-to-zero ratio of over-prediction??. There is no opposite-prediction case with respect to
quantity effects of the licensee-licensee merger.

With respect to licensee-licensee merger’s effect on profits, the last three rows of Table 3.9
shows that, the mis-specified model averagely over-predicts the increase in firms’ profits due to the
licensee-licensee merger. This is consistent with the high ratio of over-prediction cases. Lastly,
given the opposite prediction on price effects on product A, there also exists opposite prediction on
profit effects on product A.

We summarize the opposite-prediction cases in Table 3.10, in the similar format as Table 3.5.

In particular, Column (1) shows the average royalty rates where the opposite prediction on each

22For clarification, in Table 3.9, we note that the product-level over-prediction ratios for quantity effects are small
while the market-level over-prediction ratio is large. This is because the over-prediction at market-level quantity effect
is due to the under-prediction of quantity effect on product A: the increase in quantity of A is under-predicted, thus the
decrease in market-level quantities is over-predicted.
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market outcome happens. Column (2) shows the corresponding average sum of diversion ratios.
Column (3) shows the corresponding average travel parameter. Column(4) shows the correspond-
ing average true merger effects. Column (5) shows the corresponding average mis-specified merger

effects. Column (6) shows the corresponding average prediction bias.

Table 3.10: Theoretical Simulation: Mis-specified Model Predicts Opposite Licensee-Licensee
Merger Effects

(D 2 3) “4) (&) (6)
royalty  diversion travel true mis-specified prediction

rates ratios parameters  effects effects biases

7 d P %Ay [N AAy
Price: A 0.801 0.348 0.085 —0.191 0.199 0.391
consumer surplus —9.757 —9.967 —0.210
sales-weighted avg. price 7.500 7.691 0.190
total quantities —6.018 —6.167 —0.149
producer surplus 1.046 2.958 1.912
Profit: A 0.953 0.370 0.177 —0.225 6.458 6.683
consumer surplus —9.838 —10.138 —0.300
sales-weighted avg. price 7.955 8.238 0.283
total quantities —6.278 —6.496 -0.219
producer surplus 0.909 3.345 2.435

Notes: results are conditional on opposite predictions.

Column(4) of Table 3.10 show that the opposite predictions of merger effects on price A happen
with negative true merger effects on price A. Why would the true model predict lower price of
A, the non-merging licensor, after licensee-licensee merger? This is due to decrease in alignment
effect after the merger. In particular, after the licensee-licensee merger, the prices of the licensees’
products increase, and their quantities decrease, which decreases how much the licensor cares
about the licensees’ sales. In fact, the alignment effects, in the case of opposite prediction of price
of the licensor, are always smaller after the merger, and on average, decrease by 8.73%. While
prices are strategic complements, the higher prices of B and C lead to smaller positive effect on the
price A than the negative effect due to lower alignment effect. Such decrease in price of A after the
licensee-licensee merger, also leads to decrease of profit of A after the merger, by about 0.23%.

To answer when the opposite predictions happen. Column (1) of Table 3.10 shows that such
opposite predictions typically happen at relatively extreme cases: royalty rates account for 80% to
95% of total marginal costs on average. This is intuitive, because the larger the royalty rates, the
more important is the alignment effect. Column (2) and (3) of Table 3.10 shows that such opposite

predictions happen with relatively low values of diversion ratios and small travel parameter.
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To answer how important are these opposite-prediction cases, we compare column (4) to (6)
in Table 3.10 to column (1) and (2) in Table 3.9. Comparing column (1) of Table 3.9 to column
(6) of Table 3.10, it shows that in the cases of opposite predictions, the prediction biases are not
quite different in magnitudes, if not smaller. Comparing column (2) of Table 3.9 to column (4) of
Table 3.10, it shows that in the cases of opposite predictions, the true merger effects are smaller
in magnitudes. More importantly, we note that the average prediction bias in merger effects on
price A conditional on opposite prediction is 0.39%, while the unconditional average prediction
bias is 0.44% as reported in column (1) of Table 3.9. The smaller conditional average prediction
bias implies that while the channel of ignored decrease in alignment effect after merger is driving
the opposite predictions, there are other larger prediction biases happening when the true merger
effects on price A are positive.”> However, the conditional average prediction bias in merger effects
on price A is larger than unconditional average prediction biases in merger effects on price B and C
as reported in column (1) of Table 3.9. Therefore, we conclude that, ignored decrease in alignment
effect due to licensee-licensee merger is a driving force of prediction biases.

As a summary of main findings from theoretical simulations on licensor-licensee merger and
licensee-licensee merger, we find an alarming results to researchers: unobserved patent licensing
relationships can lead to opposite prediction of merger effects. And the opposite predictions are
fundamentally due to ignored mechanisms: 1) royalty payment saving due to licensor-licensee
merger; ii) smaller alignment effect due to licensee-licensee merger. The good news is that, in the
theoretical simulations, which is based on a symmetric benchmark market, opposite predictions
happen in relatively extreme cases. In particular, opposite predictions happen when royalty rates
account for about 80% of total marginal costs.

Theoretical simulations also illustrate on the patterns between prediction bias and two model
primitives: 1) royalty rates; ii) the sum of diversion ratios between the licensor and licensees (con-
trolled by the travel parameter). We find that larger royalty rates, larger bias in marginal cost
estimation and merger evaluations. We also find that with larger sum of diversion ratios (i.e. sub-
stitutability), the bias in marginal cost estimation increases, but the prediction biases in merger
effects typically firstly increase then decrease.

Lastly, theoretical simulations find that, on average, merger effects are over-predicted. In par-

ticular, for both licensor-licensee and licensee-licensee mergers, by ignoring patent-licensing re-

Z3Based on Equation 3.4 and the results in Table 3.9 and Table 3.10, we argue that estimation bias in marginal cost
of the licensor-manufacturer, Acy, is also a driving force for overall prediction biases. In particular, given no opposite
predictions on Qy, the over-prediction ratio for merger effects on Q4 implies that, in almost all cases, §, < s/;. Since
firm A is a single-product firm, v4 = —1/(a(1 —s4)). Therefore, ¥, < v/, in almost all cases. Then, both the second
and the third terms in Equation 3.4 are negative, the first term — marginal cost estimation bias — is the only positive
term. Moreover, Table 3.9 shows that on average, the prediction bias on merger effects on price A is 0.446%, which
is positive. Therefore, on average, the estimation bias on marginal costs is driving the prediction bias on post-merger
prices of the licensor-manufacturer, p/;.
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lationships, consumer surplus decrease is over-predicted(2.4% for licensor-licensee merger, 0.2%
for licensee-licensee merger), increase of sales-weighted average price is over-predicted(2.65% for
licensor-licensor merger, 0.25% for licensee-licensee merger), decrease in total quantities is over-
predicted (1.76% for licensor-licensee merger, 0.15% for licensee-licensee merger), increase in
producer-surplus is over-predicted (2.7% for licensor-licensee merger, 2.95% for licensee-licensee
merger). Moreover, on average, the prediction bias in licensor-licensee merger is larger than that
in licensee-licensee merger.

Guidance Simulation Results. Across the generated sample of simulated markets, we analyze
a horizontal merger between the two licensees, i.e., Firm B and Firm C, and assess the predic-
tions of counterfactual measures from the mis-specified model relative to those from the model
accounting for the licensing in the market. We similarly evaluate how these predictions change
with respect to underlying model parameters which comprise the alignment effect term, namely
the royalty rate and the sum of diversion ratios.

In Figure 3.9, which plots simulated markets’ biases in predicted welfare measures form a
licensee-licensee merger against its royalty rate, we see similar trends to predictions in the guidance
simulations of the licensor-licensee merger case. The mis-specified overpredicts increases in share-
weighted prices (panel (a)), overpredicts decreases in inside shares (panel (b)), and overpredicts
decreases in consumer surplus (panel (c)), relative to the true model, and the magnitudes of each of
these overpredictions generally increases in the market’s royalty rate, r. Additionally, for licensee-
licensee mergers, a trend is present for the prediction bias is producer surplus with respect to the
royalty rate — the mis-specified model overpredicts changes in producer surplus and the magnitude
of this overprediction is correlated with r.

We also analyze how predictions differ based on the other component of the alignment effect
— the sum of the diversion ratios. In Figure 3.7a, we see that the maximum overprediction in
share-weighted average prices is first increasing in the sum of diversion ratios and then sharply
drops at extreme values of the sum of diversion ratios. A similar pattern in overprediction of
decreases in total inside shares is shown in Figure 3.7b. Correspondingly, the overprediction in
decrease in consumer surplus is largest at interior, but relatively large values of the diversion ratios
(Figure 3.7c). Finally, the maximum bias in producer surplus due to a licensee-licensee merger in
increasing in the sum of the diversion ratios, as is shown in Figure 3.7d.

For licensee-licensee mergers, we want to understand when a mis-specified model predicts the
opposite sign of a key welfare measure, relatively to the effect under a true model. In Table 3.12, we
document, across the generated sample of markets, the average true effect, average prediction bias,
and the frequency in which an opposite prediction occurs for key counterfactual objects — prices,
shares, profits, and consumer surplus. We see, on average, due to the licensee-licensee merger, the

true model predicts an increase in share-weighted average prices (by 4.8%) and a decrease in inside
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Figure 3.9: Guidance Simulations: prediction bias in the effects of the merger between licensees
by licensing royalty rate, r.
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shares (by 5.4%), which is associated with an average decrease in consumer surplus (by 17.2%). In
these three measures, prices, shares, and consumer surplus, the mis-specified model overpredicts
the respective effects, however to a relatively small magnitude. For example, the mis-specified
model overpredicts the percentage decrease in consumer surplus by 2.2 percentage points. Further,
we see that in these three measures, the mis-specified model predicts the correct sign of the change
in welfare measure in all markets (column (3)). However, in terms of producer surplus, the mis-
specified model predicts an opposite effect in an overwhelming majority of markets in the sample
(87.6%).

What are the characteristics of the markets in which the true and mis-specified model predict
opposite effects? In Table 3.13, we detail the conditional distribution of market characteristics

for markets that exhibit opposite predictions between the true and mis-specified model for at least
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Figure 3.10: Guidance Simulations: prediction bias in the effects of the merger between licensees
by licensing sum of diversion ratios between licensor and licensees.

0.03 - 0.005

0.025 -

0.015 -

A A Share-Weighted Prices
A A Inside Shares

0.005

0005 L L L L L L L ), ~ L L L L L L L ,
0 0.1 0.2 0.3 0.4 0.5 0.6 0.7 0.8 0 0.1 0.2 0.3 0.4 0.5 0.6 0.7 0.8
Sum Diversion Ratios Sum Diversion Ratios

(a) Share-Weighted Prices (b) Inside Shares

3 °
2 2

8 8

)
° ° ° °
& & 2 &

A A Profits
B
=

A A Consumer Surplus
. > .
5
R
H
@

B
o
)

4
0

=

o

o

L L L L L L L ., 9 L 4q L 20 o
0 0.1 0.2 03 04 0.5 06 0.7 0.8 0.1 0.2 03 0.4 05 . . 0.8
Sum Diversion Ratios Sum Diversion Ratios

(c) Consumer Surplus (d) Producer Surplus

one welfare measure. We see that relative to the distributions in the full sample detailed in Table
3.2, the markets with opposite predictions have larger royalty rates. However, in many other key
measures, the conditional distributions of these market characteristics are relatively close to those
of the full sample.

Summary on Guidance Simulations. In the guidance simulations, we assess differences in
cost estimates and counterfactual merger predictions between a mis-specified model that does not
take into account licensing behavior and a true model that does. In terms of costs, the bias in
estimation of a licensor’s cost from mis-specified model can be significant. Further, we show that
this estimation bias increases in the licensor’s royalty rate and exhibited larger potential magnitudes
in less concentrated markets.

This difference in estimated costs plays through to model predictions of counterfactual scenar-
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Table 3.11: Bias in Licensee-Licensee Merger Prediction

5% 25% 50% 75% 95%

Prices:
PA 0 0.003 0.009 0.018 0.038
PB 0 0.001 0.002 0.003 0.006
pc 0 0.001 0.002 0.003 0.006
Share-Weighted Avg. 0 0.002 0.005 0.009 0.017

Shares:
SA —0.237 —0.07 —0.026 —0.008 —0.001
SB 0 0.001 0.004 0.01 0.022
Sc 0 0.001 0.004 0.01 0.022
Inside Shares —0.026 —-0.011 —0.005 —0.002 0
Profits:
T4 0.004 0.044 0.112 0.238 0.564
g 0.011 0.135 0.549 1.803  12.361
Tc 0.012 0.13 0.523 1.848 13.756
Producer Surplus 0.024 0.14 0.282 0.423 0.591
Consumer Surplus —0.07 —0.034 —-0.014 —-0.005 —0.001

i0s. Using this sample of generated markets, we evaluate two mergers — one between the licensor
and a licensee, and one between the two licensees. Under the licensor-licensee merger, we show the
mis-specified model over-predicts decreases in consumer surplus (from over-predicting increases
share-weighted average prices and thus over-predicting decreases inside shares) and, on average,
over-predicts increases in producer surplus. The magnitude of the over-predictions is shown to
positive correlated in the licensor’s royalty rate. Further, we show that the mis-specified model,
under a licensor-licensee merger, can lead to policy recommendation opposite of that suggested
by the true model. For example, the mis-specified model always predicts a loss of consumer sur-
plus due to the merger, while in approximately one third of the simulated markets the true model
predicts increases in consumer surplus.

Additionally, we use the generated sample to evaluate a licensee-licensee merger. Similarly,
under this type of merger, the mis-specified model overpredicts changes in prices, shares, consumer
and producer surplus, and these overpredictions increasing in underlying royalty rate. However,

opposite implied policy recommendations under the mis-specified model are less frequent.
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Table 3.12: Average Bias and Opposite Predictions in Licensee-Licensee Mergers

(1) 2) (3)
Avg. True Effect Avg. Prediction Bias Opposite Prediction

Prices:
PA —0.003 0.012 0.512
DB 0.098 0.002 0
Pc 0.099 0.002 0
Share-Weighted Avg. 0.048 0.006 0
Shares:
SA 0.2 —0.061 0
SB —0.203 0.007 0.006
sc —0.205 0.007 0.002
Inside Shares —0.054 —0.008 0
Profits:
A 0.002 0.171 0.513
7B —17.953 17.976 0.623
Tic —4.885 4.907 0.624
Producer Surplus —0.214 0.29 0.876
Consumer Surplus —-0.172 —0.022 0

Notes. Results here use all simulated markets. There are 92.5 percent of simulated markets where
the licensee-licensee merger is not profitable. For results conditional on profitability of merger, please
see Table F.14, which shows much smaller prediction bias and ratio of opposite predictions. For
example, conditional on merger profitability, the average prediction biases on share-weighted average
price, producer surplus, and consumer surplus are 0.1 percent, 3 percent, and negative 0.1 percent,
respectively.

3.5 Conclusion

We use simulations to examine estimation bias in marginal costs and prediction bias in merger
evaluations due to not accounting for existing patent licensing relationships between manufactur-
ers. We examines two types of mergers: licensor-licensee merger, licensee-licensee merger. We
use two sets of simulations for two complementary purposes: theoretical simulations for exam-
ining theoretical relationships between model primitives and the biases; guidance simulations for
providing guidance for likely magnitude of the biases and likely correlations between observed
market features and the biases. We find that estimation bias in marginal costs are increasing with
royalty rates and the sum of diversion ratios between licensor and licensees. The guidance simu-

lation shows that such bias is typically not ignorable: the median estimation bias is 28% of true
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Table 3.13: Opposite Prediction Market Characteristics

Percentile 5% 25% 50% 75% 95%
Royalty Rate (r) 0.069 0.16 0.249 0.378 0.551
Shares:

SA 0.05 0.175 0.269 0.345 0.491

SB 0.03 0.139 0.242 0.326 0.473

sc 0.029 0.145 0.244 0.333 0.452

Total Inside Share 0.75 0.75 0.75 0.75 0.75
HHI:

Pre-Merger 1895 2029 2269 2642 3345

Post Merger 2564 2641 2744 2926 3538

A from Merger 68 339 522 616 696
Margins (Pre-Merger):

my 0.276 0.365 0.498 0.606 0.707

mp 0.31 0.419 0.576 0.715 0.891

mc 0.298 0.438 0.575 0.721 0.903

Share-Weighted Avg. 0.315 0.439 0.577 0.709 0.846
Costs:

cA 0.293 0.394 0.502 0.635 0.724

CB 0.437 0.619 0.719 0.801 0.867

cc 0.411 0.611 0.726 0.8 0.873

Share-Weighted Avg. 0.371 0.513 0.617 0.709 0.791
Market Elasticity —7.382 —4.805 —3.63 —2.675 —1.923

Notes: Market elasticity under logit demand is given by ap(1 —sg), where jp represents the share-
weighed average price

marginal cost values.

We show an alarming finding to researchers: not accounting for existing patent licensing re-
lationships can lead to opposite prediction of merger effects. Such opposite predictions show up
in both theoretical simulations and guidance simulations for both licensor-licensee mergers and
licensee-licensee mergers. Because the guidance simulations cover a richer set of markets (includ-
ing asymmetric market) compared to the theoretical simulations that are based on a symmetric
benchmark market, opposite predictions show up more frequently in guidance simulations. In par-
ticular, in the theoretical simulations, we find 4.3% to 4.4% of cases where the merger effects on
prices predicted from a mis-specified model not accounting for existing patent licensing relation-
ships are opposite to the true merger effects predicted from a true model accounting for existing

patent licensing relationships. In the guidance simulations, such fraction of opposite prediction
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cases can be as high as 51.2%. Moreover, both sets of simulations find that, opposite predictions
happen when royalty rates are large. In particular, theoretical simulation finds that opposite pre-
dictions happen when royalty rates account for about 80% of total marginal costs; while guidance
simulation finds that opposite predictions happen at high values of royalty rates in the random
sample of markets. We also find the economic driving forces for opposite predictions in each
type of mergers. In licensor-licensee mergers, we find that ignored saving of royalty payment
due to licensor-licensee merger leads to decrease of prices and increase of consumer welfare after
merger, which causes opposite predictions if one assumes away the patent licensing relationships.
In licensee-licensee mergers, we find that ignored decrease in alignment effect due to licensee-
licensee merger leads to decrease of licensor’s price, which causes opposite predictions if one
assumes away the patent licensing relationships. We argue that these two ignored channels when
assuming away existing patent licensing relationships are also driving forces for overall prediction
biases that are unconditional on opposite predictions.

In both sets of simulations and both types of mergers, we find that market-level merger effects
are over-predicted when one assumes away existing patent licensing relationships. We further find
that, the prediction biases are smaller in licensee-licensee merger than those in licensor-licensee
merger. In particular, the guidance simulation finds that, in licensor-licensee mergers, assuming
away existing patent licensing relationships lead to over-predicted increase of share-weighted aver-
age price by 2.6% at median, and over-predicted decrease of consumer welfare by 9.3% at median
; in licensee-licensee mergers, the two median predictions biases are 0.5% and 1.4% respectively.

We also examine the relationships between prediction biases, royalty rates and sum of diversion
ratios between licensor and licensees. Theoretical simulation shows that prediction biases increase
with royalty rates; while guidance simulation also shows positive correlations between the two. On
the other hand, theoretical simulation shows non-monotonic relationship between prediction biases
and the sum of diversion ratios; while guidance simulation finds that the potentials for prediction
biases (i.e. maximum prediction biases) are positively correlated with the sum of diversion ratios.

We leave examining the extent of prediction bias in real-life empirical context for future research.
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APPENDIX A

Details on Data

A.1 Sample Selection: Criteria and Process

Here I describe the details in sample selection. A category is in the sample if it has benchmark
conversion rates data from AppTweak. The sample selection processes for apps and keywords are
listed below.

App Selection Process:

1. Find apps that have ever-ranked top50 in the top-grossing charts in the selected categories

during Apr.2019 to Sep.2019.

2. Conditional on selection into step 1, find the 50 mostly downloaded apps in 2019 in each
category.

3. Repeat the above steps for top-paid charts.

4. Drop an app-month observations if i) that app has zero download in that month; or ii) that

app has unobserved file size or ratings in that month.

Keyword Selection Process:
1. Find keywords that have ever entered the list of recently used keywords of a selected app,

based on AppTweak’s keyword suggestions. The "recency" on AppTweak is last 3 month,
which corresponds to March 2020 to June 2020. The suggested keywords are keywords that
either 1) the app has ranked in top100 in the keyword recently; ii) the app’s title, or subtitle,

or descriptions contains the keyword.
2. For each app-keyword, track the app’s historical search ranking in the keyword on each day

during 2019. For each category, find the 60 keywords that have the most apps showing up in
top500 search results in the category.

A.2 Variable Construction

Update Frequency is weighted number of updates(i.e.,released versions) in a month. An update

is weighted by the length of release notes. I calculate the three quartiles of release note length for
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each category. If an update of an app in a category has a release note shorter than the first quartile
of release note length for the category, the weight on this update is 0.25. If an update of an app
in a category has a release note longer than the first quartile but shorter than the second quartile
of release note length for the category, the weight on this update is 0.50. If an update of an app
in a category has a release note longer than the second quartile but shorter than the third quartile
of release note length for the category, the weight on this update is 0.75. If an update of an app in
a category has a release note larger than the third quartile of release note length for the category,
the weight on this update is 1. Then, the weighted number of updates of an app in a month is the
sum of the weighted updates of the app in the month. Update level is log(1 + ), where nj; is
the update frequency of app j in month 7.

Search Ranking of an app in a category in a month is average positions of the app in the search
results of the popular keywords in the category in the month, conditional on the position is in
top50. If an app has never reached top50 in any keyword on any day in a category in a month, that
app does not have a search ranking in that category in that month. Such situation is tracked with
an indicator.

Number of Star Ratings of an app/category/month combination is the average number of
ratings the given star level across days in the month. Star levels are 1 to 5 in integers.

Average Rating is the weighted average of the app/category/month’s number of star ratings,
with the weight equating the level of the star.

Title (subtitle) Match is the weighted average number of keywords that contains any word in
the title (subtitle) of the app in a given month, with the weight equating the search volume of the
keywords.

Ratio of Adopted Keywords for an app in an category on a day is the number of popular
keywords that are adopted by the app on that day over the number of keywords selected for that
category. Monthly level measurement is average of that ratio across days. An app’s adoption of a
keyword on a day is approximated by the appearance of that app in the keyword’s top 500 search

results on that day.
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APPENDIX B

Details on Estimation

B.1 Descriptive Evidence on Product Characteristics Known

by Consumers Before Search

Here I provide descriptive test results on the assumption that consumers know all the observable
app characteristics before search. I test the assumption with search volumes of keywords, an integer
between 5 and 100 indicating the number of consumers searching for the keyword. Different
keywords have different sets and orderings of apps in the search results. If consumers know app
characteristics before search, they should search for keywords that have more high-value apps more
and search for keywords that have less high-value apps less. In other words, the characteristics of
apps in the search results of an keyword should affect the search volume of the keyword. The

above theoretical implication motivates the following regression equation:

SearchVolumeyy =P AllPreinstallyy + AllPreinstallyg X {)_cxgt By + BY prer}

o o (B.1)
+ BXApplekgt + ﬁSVPreinstallkgt + BY brand, + Xg + Sth

where AppPreinstalliy indicates whether all the top50 search results in keyword k£ month ¢
contain no apps in category g other than pre-installed apps. Within each category/month pair gz, in
the case of there are non-pre-installed apps showing up in the top50 search results for a keyword
k, I calculate the average prices across these apps, denoted by py,,. Similarly, X, denotes the
vector of average levels of app characteristics, including update levels, average rating, age, file
size, number of screenshots, description length, offer in-app-purchase or not, and paid installation
or not. To capture the idea that higher-ranked products are more considered by consumers, these
characteristics are weighted by 1/log(1 + ranking ji; ), where ranking j; is the average ranking of
app j in keyword k in month ¢. Wkgt denotes the ratio of observed positions that are taken by
Apple’s apps in search results of keyword k. Similarly, Preinstallig denotes the ratio of observed

positions that are taken by pre-installed apps in search results of keyword k. brand, indicates
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whether the keyword is a brand-name keyword.A¢ denotes category-month fixed effects, capturing
unobservables that are keyword-invariant and change across markets. In the robustness check, I
use keyword-category fixed effects and month-fixed effects, omitting the brand-name keyword
indicator. The keyword-category fixed effects capture unobservables that are time-invariant and
change across keyword/category pairs. The month-fixed effects capture unobservables that are
keyword/category-invariant and change over time.

Table F.4 reports the summary statistics of the data for estimating the above equation. The
left panel reports the data used for the main specification: search volume and average app char-
acteristics across observed apps in top50 search results. The right panel reports the data used for
robustness check: search volume and app characteristic of the observed topl app. It shows that,
for an average keyword/category/month pair, there are 2% of observed top50 positions taken by
Apple’s apps. It also shows that, about 5% of observed top1 positions are taken by Apple’s apps.
It also presents that, compared to an average observed top50 app, an average topl app has more
experiences, larger file size, more screenshots, longer descriptions and higher installation prices.
In the left panel, it shows that, among keyword/category/month combinations that have observed
top50 search results, the average search volume is 48.29 with a standard deviation of 13.88, and
34% of them are generated with brand-name keywords.

Table E.5 presents the estimation results of Equation B.1. The first column reports the main
specification results. It shows that consumers are significantly more likely to search for keywords
whose top50 search results contain apps that on average update more, have more experience,
smaller in file size, have more screenshots and shorter description, offer in-app-purchase, have
lower or even zero installation price. It indicates that consumers at least know these app character-
istics to some extent such that they can predict what apps they will see in the search results and thus
choose what keywords to search for. Although average rating does not significantly affect search
volume in the main specification, its coefficient is insignificantly positive across all specifications,
and becomes significantly positive when only looking at top1 search results and controlling for
keyword-category fixed effects and month-fixed effects. Overall, the descriptive evidence indi-
cates the that assumption that consumers know the observable app characteristics before search is

not too crazy.

B.2 Details in Estimation of Search Ranking Model

Here I list the control variables in the vector zj.m in Equation 1.12.
o 1{jis pre-installed} « 1{t(m) = 1}
* price(p ()
* paid(z] jt(m))
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. title—.match(zij t(m))

. subt1t1e-match(z§jt(m))

* last-period number of 5-star ratings(zij . (m))

* last-period number of 3-star ratings(zgj , (m))

* last-period number of 1-star ratings(zgj . (m))

* ever show up in top 500 search results in any selected keyword for the category (zéj ’ (m)).

* brand ratio: the ratio of brand keywords among the keywords where the app has an observed
ranking, interacted with z7;. (z%j. t(m))

* zj: ¥ 1{g = h} for each category h # Business and
Zjt € {pjz(m) > Zijt(m) > Z;jt(m) > ZL;jt (m)> Zf1jt (m)’ Z;jt (m)’ Zgjz‘ (m)’ ZS7vjt(m) > Z%jt(m) } Here, to save
computation time, all game apps are indexed into one category: Game.

e zjyx1{t =1} foreachr = 1,2,---,23 and

. S S S S S \) S S
2jt €{Pjt(m)>7) Jt(m)>%2jt(m)> <3 jt(m)> “4jt (m)> <5 jt (m)> <6,jt (m)* <7 jt (m)> <8 jit (m) }-

B.3 Truncated Set of Possible Orders

For markets with strictly more than 5 products, I use truncated set of possible orders %, to con-
struct firms’ beliefs on search rankings given update levels a. Now I explain how %, is constructed.
First recall that in Equation 1.15, the probability for an order y, denoted by P[y], is given by

Py(2) Py(3) Py(-1) Py

Phl = pors. T
M=y L=py) 1=py)—Py)  Pyu—1)F000) Py

A, are constructed based on the most-likely order, y*, predicted from the estimated rank-
ordered logistic model, given a vector of updates a. Notice that the numerator of IP[y] is unchanged
with y. Inspired by that observation, %, includes the following types of permutations of y*, found
by enlarging the denominator of IP[y]l. For all the examples below, I use 12345 to denote the
ordering of 5 products in the most-likely ordering in a market with at least 5 products.”

1. first-layer enlargement-1: alter the positions of two nearby products. For example, 12345 —

21345, Vj € [17Y) —1].
2. first-layer enlargement-2: alter the positions of two products that only have one other product
located between them. For example, 12345 — 32145. Vj € [I,J,L,,H -2].

! Another type of permutation that also marginally enlarges the denominator is to alter the positions of two products
with closest mean ranking scores. However, this will cause the truncation set to be sensitive to marginal changes in
update levels. Therefore, it’s not considered here.

%In rank-ordered logistic regression model, the most-likely ordering is ordering of products by the mean score,
which maximizes the P[y].
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3. second-layer enlargement-1: alter the positions of two nearby products; then for the posi-
tioned higher product among the two after the shift, alter its position with the product that’s
right above it. For example, 12345 — 13245 = 13245 — 31245. Vj € 2,75 — 1],

4. second-layer enlargement-2: alter the positions of two nearby products; then for the posi-
tioned lower product among the two after the shift, alter its position with the product that’s
right below than it. For example, 12345 — 21345 = 21345 — 23145. Vj € [1,J5) — 2].

5. second-layer enlargement-3: alter the positions of two nearby products; then alter the posi-
tions of two nearby products that are right below them. For example, 12345 — 21345 —
21435.Vj € [L,a - 3].

Conduct the above permutations until position 30, whenever it applies. The resulting size of
B, 18
5 xmin{J,30} —9 < 141

B.4 First-Stage Results of Instruments in the Demand Model
and Supply Model

Table F.6 presents the F-statistics of first-stage IV regressions on the demand side (column 1-5)
and supply side (column 6). All F-statistics for excluded instruments are larger than 40. Table F.7

reports the coefficients and standard errors in the first-stage estimation.

B.5 Constraints on Supply Model Estimation

The following constraints are applied on estimation of Equation 2.1 to guarantee conditional profit
maximization in Nash Equilibrium.

1. first-order increasingness: 71 >0, 71+ 7, > 0

2. concavity: 13 <0, 13+ 174, <0

The following constraints are applied on estimation of Equation 2.7 to guarantee conditional
profit maximization in Nash Equilibrium.
1. Necessary Second-order Condition (negative Hessian Diagonal) for update level of app j,
aj > 0:
9’/ (aj.a_;.0j:9.y)
da?

J

<0

2. Non-negative marginal update benefits: g'(a g1, jor;¢) > 0.
3. non-negative marginal in-app-advertising profit wrt downloads: F'(Qe; y) > 0.
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4. Constraints on signs of parameters:

(a) higher update, higher costs: ¢; > 0.

(b) increasing and concave in-app-advertising profit wrt downloads: y; > 0, y» <0

B.6 Algorithm to Find Equilibrium Positive Update Levels

Given a draw of update cost slope shifters, @, and an update portfolio D, find equilibrium update

levels (including zeros), a*(®; D) in the following steps:

1. Starting update levels: ag = (0,a—;) if Dj = 0; ap = (aj,a—;) if Dj = 1.
e If D; = 1 in the data, then a; takes the value in the data.
* Otherwise, a; = log(1.25).
2. Use the truncation method to construct the set of likely orders %, following these steps:
(a) predict probabilities to be ranked first, p, based on the rank-ordered logit model, given
ap .

(b) use the probabilities, py, to find the set of likely rankings, % := %, .

3. Solve for the equilibrium update levels, a*, based on the ranking set, %, .
4. Check if By, = By or ||a* — apl]e < 0.001.

* If true, equilibrium found.
* If false, set #,, = HBy+, ap = a*, repeat steps 3 and 4.
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APPENDIX C

Details on Simulation

C.1 Compare with Difference-in-Differences Estimates

Here I compare the structural and difference-in-differences(DiD) estimates of the average treat-
ment effect(ATE) of the search algorithm change in July 2019. To compute the structural estimates
of the ATE, I simulate the post-change market outcomes if there were not the algorithm change.
Because only categories with Apple’s apps, .., the treatment group, will have different market out-
comes, the simulation is conducted in categories with Apple’s apps during the post-change periods
from August to November in 2019. Because only bounds on fixed-costs of updates are identified, I
follow the specification in ?? to draw fixed costs and report average effects across the draws. More-
over, because there is unobserved randomness in search rankings from the unobserved ranking
score shocks, which feeds into randomness of installations, when comparing no-algorithm-change
search rankings(installations) to with-algorithm-change search rankings(installations), I compare
the expected values of search rankings(installations). Specifically, I simulate no-algorithm-change
expected search rankings(installations) based on simulated no-algorithm-change update levels, and
with-algorithm-change expected search rankings(installations) based on observed post-change up-
date levels, where the expectation is over the truncated sets of possible search rankings. The
structural estimates of average treatment effect on search rankings(installations) is difference be-
tween expected search rankings(installations) without the search algorithm change and expected
search rankings(installations) with the search algorithm change.

Table E.8 reports the simulation results. It shows that the structural estimate of the average
treatment effect on update levels is 1.7% while the difference-in-differences estimate is 2.1%.
They are reasonably close. The smaller structural estimate also makes sense, because only the
topS firms are allowed to change update levels in the simulations, which potentially restricts the
magnitudes of the effect. The structural estimate of the average treatment effect on search rankings
is 1.5% while the difference-in-differences estimate is 3.6%. The discrepancy can be explained

by the imperfect fitness of the search ranking model and the fact that the expectation is over the
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truncated set of possible search rankings instead of the complete set. The structural estimate of
the average treatment effect on installation is 3.4% while the difference-in-differences estimate is
22.1%. They have the same signs but different magnitudes. The reasons for the discrepancy are
two-fold: 1) the discrepancy in effects on updates and search rankings feeds into the discrepancy
in effects on downloads; 1i) in the structural estimation, apart from update levels, all the other
product characteristics and market features are fixed; while in the difference-in-differences, when
comparing pre-change outcomes to post-change outcomes across treatment and control groups,
there might be changes in other product characteristics (for example, file size and average ratings)
and market features (for example, number of products). These changes lead to additional changes
in installations that are not captured by the structural estimates. Overall, the structural estimates
of ATE have the same signs as the difference-in-differences estimates, and the discrepancy have

reasonable explanations.

C.2 Fix Pre-installed Apps’ Search Rankings

Here I explain how I fix the search rankings of pre-installed apps and present its effects on market
equilibrium. Following the idea that, search rankings are not perfectly known by developers in
the stage of update choices, I fix the beliefs on search rankings of pre-installed apps (instead
of observed search rankings of pre-installed apps). Specifically, following the estimated search
ranking model and the construction of truncated set of possible search rankings as developers’
beliefs on search rankings, I calculate the marginal distribution of search rankings of pre-installed
apps in the status-quo. Then, I fix this marginal distribution through all simulations, with or without
changes in preferential treatment on platform-owned products. Therefore, the welfare and product
competition effects presented in Section 1.6 are immune from the effects of fixing pre-installed
apps’ search rankings. To complete the picture, I explain and present the effects of fixing the
marginal distribution of pre-installed apps’ search rankings on market outcomes below.
Depending on the extent of update adjustment that’s allowed in the counterfactual simulation,
the market outcomes with fixed marginal distributions of the search rankings of pre-installed apps
may be different. Specifically, I calculate the market outcomes in three cases: i) no-game simu-
lation: app developers are not allowed to change update levels; ii) partial-game simulation: app
developers are only allowed to change positive update levels; iii) full-game simulation: only top5
app developers in each category are allowed to change update levels, including update or not and
positive update levels. It is relatively easy to understand why the latter two cases see different mar-
ket outcomes when fixing the marginal distribution of pre-installed apps’ search rankings: equi-
librium update levels could be different due to different beliefs of developers. When pre-installed

apps’ search rankings are not fixed, developers may believe that they can replace pre-installed apps
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in the positions that are occupied by pre-installed apps. When pre-installed apps’ search rankings
are fixed, they won’t believe so.

In the first case (no-game simulation), the market outcome changes with fixing pre-installed
apps’ search rankings because of truncation of the set of possible search rankings. To illustrate
the idea, let’s consider an example where there are three products, 1-2-3, with the first product as
the pre-installed app. As a benchmark, let’s firstly consider the case of no truncation of the set of
possible search rankings. The goal is to compare the probability to observe product-2 ranked above
product-3 with and without fixing pre-installed apps’ search rankings. The complete set of possible
rankings of the three products is {123,132,213,231,312,321}. Then, based on Equation 1.14 and
1.15, the probability to observe product-2 ranked above product-3 is given by P[23] = P[123] +
P[213] +1P[231] = exp(score,)/ [exp(5core,) + exp(scores)|. After fixing the rankings of the
pre-installed product-1, there are only two products that will be ranked in the search ranking model:
product-2 and product-3. Therefore, the probability to observe product-2 ranked above product-3
after fixing the pre-installed product’s ranking is also exp(score, )/ [exp(score,) + exp(scores)].
Therefore, without truncation of the set of possible search rankings, market outcome may not
change with fixing pre-installed apps’ search rankings.

Now, let’s consider the case of truncation of the set of possible search rankings. As de-
scribed in Appendix B.3, one type of permutation included in the truncated set is alternat-
ing the positions of two near-by products in the most-likely ordering of products. For sim-

plicity, we only consider this type of permutation here.!

Then, let us suppose the most-
likely ordering of products is {123}, which gives the following truncation set of orderings:
{123,132,213}. Notice that the order {231} is not captured by the truncation set. Then, the
probability of observing product-2 ranked above product-3 within the truncation set is IP[23] =
exp(score, ) / [exp(score;) + exp(scores ) (exp(score; ) + exp(score3))]. When fixing the pre-
installed product-1’s position, the truncation set becomes {23,32}, which is also the complete
set for the two products. Then, the probability of observing product-2 ranked about product-3
within the truncation set is exp(5core, ) / [exp(score; ) + exp(scores)], which is different from the
probability without fixing pre-installed apps’ search rankings. Therefore, with truncation of the set
of possible search rankings, market outcomes will change with fixing pre-installed apps’ search
rankings.

To show the effects of fixing pre-installed apps’ search rankings on market outcomes, I com-
pare the simulated market outcomes with fixed marginal distribution of pre-installed apps’ search

rankings(denoted by y%ix}) to market outcomes without fixed marginal distribution of pre-installed

apps’ search rankings(denoted by ygt). The difference captures the effect of fixing marginal dis-

IConsidering all five types of permutation listed in Appendix B.3 will cause the truncation set equal to the complete
set for just three products.
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tribution of pre-installed apps’ search rankings. To measure the difference, I use relative L1-Norm
in percentage : 100 x [ (y 27—y )] /[0 YL 1%

Table F.9 reports the effect of fixing marginal distribution of pre-installed apps’ search rankings.
All of the changes are smaller than 0.1%. Although the changes are small, they are taken into
account during counterfactual simulations, i.e., all reported effects in Section 1.6 are comparing
the market outcomes without preferential treatment effects on platform-owned products in search
algorithm and market outcomes with preferential treatment effects on platform-owned products in
search algorithm, while the marginal distribution of pre-installed apps’ search rankings are fixed

in both cases.

C.3 Calculation of Consumer Surplus

This appendix gives details on computing the expected consumer welfare in Equation 1.16. To
compute the consumer welfare, I take 10,000 draws of the idiosyncratic unobserved match values
and consumer search costs. The match values are drawn from the Type-1 Extreme Value distribu-
tion. The search costs are drawn from the app/category/month-specific distribution given in Equa-
tion 1.6.> On top of these random shocks, there are i) 4 sparse-grid nodes for the one-dimension
random coefficient on update levels generated from the sparse-integration method in Heiss and
Winschel (2008) with accuracy level of 4; and ii) the truncated set of possible search rankings.
Given each draw of the random coefficients, each vector of possible search rankings in the trun-
cated set and each draw of match values and search costs, I simulate the optimal sequential search
problem in each market(a category/month pair) in the following steps based on the three rules in
Weitzman (1979):

1. Implement the searching rule. Sort all apps in the markets by reservation values in de-
scending order. This is the order of search by the consumer. The consumer-app specific
reservation values, r;;, are computed based on Lemma 1 in Moraga-Gonzilez, Sandor and
Wildenbeest (2018), i.e., r;j = 0;; +Hy ! (ci j), where §;; is the known utility before search,
equating u;;. — &;;. in Equation 1.3; ¢;; is the consumer-app specific search costs; and the

function H%(-) is given in Equation 1.6.

2. Check the stopping rule. Along the order of search, compare the highest realized utility to
the reservation value of the next app to be searched. The consumer stops search when the

highest realized utility is higher than the reservation value of the next app to be searched.

2A useful detail in computing the consumer-product specific search costs is that I save the search costs across
consumers for each evaluated pair of product-position. This significantly saves the computational time.
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The search costs incurred by the consumer is the sum of search costs for all the apps that

have been searched.

3. Check the purchasing rule. The consumer downloads the app with the highest realized utility
among the apps that have been searched. This is also the realized utility of this consumer.
The welfare of this consumer is (realized utility - search costs) in the unit of util. Divide the
consumer welfare by the estimated price coefficient in Table 1.5 gives the consumer welfare

in dollars.

Then I take average of simulated consumer welfare and multiply it with market size to get
market-level consumer surplus. Notice that, by simulating the optimal sequential search problem,
I have computational market shares derived from the discrete choices of simulated consumers.
Therefore, there might be distance between the computational market shares and analytical market
shares derived from the closed-form choice probability. This can be used to measure the accu-
racy of the consumer surplus measurement. Table F.12 presents the computational error during

computation of consumer surplus. It shows that all computational errors are smaller than 0.4%.

C.4 Explain Heterogeneous Effects on Update Frequency

The understand why some independent apps increase their update frequency while others decrease,
I summarize the patterns between the percentage change of update frequency and some explanatory
variables with the following linear regression. It is only a correlation results, instead of causal

relationship. But it is helpful for summary.

%Aupdatej, = —0.65+ 0.66 %AQn— 027 nopj,— 0.17 Juney + pjn
(0.96) (0.36) (0.14) (1.19)

where %Aupdatej,, is the percentage change of update frequency of app j in market m after
eliminating the identified self-preferencing, %AQ j, is the percentage change of downloads of app
J in market m after the eliminating without update adjustment, nop j,, is the number of apps owned
by app j’s developer in market m, and June,, indicates whether the market m is in June 2019 (the
month with stronger identified self-preferencing).

The regression results indicate that reduction of update frequency after the elimination is related
to reduction of downloads without update adjustment, stronger cannibalization concern (captured
by larger nop j,;), and aggressive reduction in self-preferencing (captured by June,,). In particular,
looking into the simulation data, I find that apps whose downloads decrease after the elimination
without update adjustment are typically apps who are always above or below Apple’s apps with

or without self-preferencing. Then, their reduction in downloads are due to business stealing from
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boosted-up independent apps who replace Apple’s apps. It implies that the boosted-up independent

apps are stronger competitors and more attractive for consumers than Apple’s apps.

C.5 Counterfactual Simulation Results without Update Portfo-

lio Adjustment

Here I report the simulation results with changes in positive update level but without update port-
folio adjustments. I call such simulation as partial-game simulation. Because all independent apps
with positive update levels are allowed to make a change, there more simulation data points than
those in the case of full update adjustment by top5 developers.® It motivates me to use these results
to discuss patterns with respect to heterogeneous effects of self-preferencing on update levels. I
firstly show the quantified effects of self-preferencing on update levels, search rankings, installa-
tions and welfare. Then I discuss the heterogeneity in the effects on update levels.

Table F.10 presents the effect of self-preferencing on positive update levels from the partial-
game simulation. The effects have the same direction as the main results reported in Table 2.2,
with smaller magnitudes. While we don’t see much heterogeneous effects at market-level, the
heterogeneity at product-level remains strong. The standard deviation of the percentage change of
product-level positive update levels is 4.2 times of the mean. The range of the percentage change
of product-level positive update levels is from -0.2% to 4.4%.

Table F.11 presents the effects of self-preferencing on search rankings, installations and welfare
in the partial-game simulation. The effects are quite similar to the main results reported in Table
2.3. The smaller increase in producer surplus compared to that in the main result can be explained
by restricted adjustment: the developers are not allowed to adjust update portfolios in the partial

game.

C.6 Ranking Imperfection due to Self-preferencing

Here I explain how the ranking imperfection due to self-preferencing is calculated. Ideally, the
rankings should be based on average scores equal to consumer values on the apps (relative mean-
utility). However, this is not true neither with or without the self-preferencing for Apple’s apps.
Therefore, I firstly calculate i) within-market rankings that are based on app values, ii) the within-
market rankings that are based on the mean scores with self-preferencing, and iii) the within-

market rankings that are based on the mean scores without self-preferencing. Then I calculate

3There are 337 app/category/month combinations whose update levels are subject to changes in counterfactual
simulations with endogenous positive update levels. That number is 79 app/category/month combinations in counter-
factual simulations with endogenous update levels of top5 developers in each category.
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the gap between the first and the second within-market rankings, and the gap between the first
and the third within-market rankings. The gaps are the ranking imperfections across products.
To aggregate the product-level ranking imperfections to market-level, I firstly construct a weight.
Because higher positions are more important for welfare, I use 1/log(1 + ranking) as the weight
on the gaps across products. Then, I use the weighted average gaps in a market to measure the
ranking imperfection in the market. Lastly, I calculate the percentage change in the market-level
ranking imperfection after eliminating self-preferencing to measure the ranking imperfection due

to self-preferencing for Apple’s apps.
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APPENDIX D
Ambiguous Supply-side Effect of Self-preferencing

Here I explain the ambiguity of supply-side responses to change in self-preferencing: it is theoret-
ically ambiguous that whether developers will update more or less with less self-preferencing of
Apple’s apps. The ambiguity roots in two offsetting economic forces: 1) strategic complementarity
of the virtual mean relative utility (which roots in concavity of revenue curves); ii) larger marginal
quantity with respect to update with higher search rankings. I firstly illustrate the intuitions in a
two-product market, then discuss the case in more complex markets.

Imagine a market with only two apps: 1) app-1, an Apple’s app; ii) app-2, an independent app.
Then, there are two possible orders of the apps: 12 or 21. Then, the marginal benefit from update

for app-2 is given by

wp= ¥, (220py) i) 20)
ye{1221} 2 @

A decrease in self-preferencing of Apple’s apps is a decrease in 64, which only changes
the function IP[y], but not the profit function output 75. In particular, denote the new probability
function with lower 64 as IP’[y]. Then, the post-change marginal benefit from updates for app-2
is given by

= ¥ (22 20

ye{12.21} day day

Denote the difference between the post-change values and pre-change values with Ax := X —x.
Notice that P[12] +P[21] = 1. Therefore, AIP[12] + AP[21] = 0, and a]g([llzz] = _8156[1221]' Itis also
useful to notice that i) a decrease in 6y will cause AIP[21] > 0; ii) #4(21) > 73(12) since only

rankings are different, and it’s identified and estimated that A, > 0 and thus Q»(21) > 0,(12), and

marginal profits from quantities are estimated as positive'. T use these observations to simplify

'Marginal "revenue" from quantities is given by 0.7p; 4+ 0.7(71 +212Q;) + (¢1 +2¢2Q;) for each product j.It’s
estimated that 71 > 0, 7 <0, ¢; > 0, ¢ < 0. Therefore, the "revenue" curve is increasing and concave with respect to
quantities.
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AMB; and get the following expression:

= onl(21) ami(12) oP[21] , ;
AMBz—AIP[Zl]( da o )+ Aa—a2 \(nz(Zl):nz(n))J (D.1)

>0 ~~ o ~ >0
I (unclear sign) II (unclear sign)

I analyze term [ first, then term //. The term [ is given by:

orl(21)  aml(12) 90»(21)
— = 0.7 2 21 2 21
S S [0.7 (71 + Tin( )+ o1+ ¢3Q2( )] Jas
R qu) F2< & probably large
sr:zgll
D.2
d0>(12) (b2
—[07 (11 +200:(12)) + 91 + 26:0:(12)] —5 —
> ey N——
. Réq) Fz(q) jpmbably small
lc:r;e

Because 1)0>(21) > 0»(12), ii) it’s estimated that 7, < 0 and ¢» < 0, I have lower marginal
"revenues" wrt quantities from the order 21 than those from the order 12. This is just saying that
when ranked higher, the app-2’s downloads increase. Given the concave revenue curve, this de-
creases the marginal benefit from updates. An alternative explanation is strategic complementarity
of the virtual mean relative utility (product value net of search costs): app-2’s competitor, app-1, is
ranked lower, and thus has a lower virtual mean relative utility; which decreases app-2’s marginal
benefits from increasing the virtual mean relative utility because their virtual mean relative utili-
ties are strategic complements. The strategic complementarity roots in the increasing and concave
revenue curve wrt quantities.

90»(21)
day

Now I compare and

ana(lz), and argue that the former is likely to be larger in this
2

paper’s empirical context. Their difference is given by:

8%2(21) (9Q82 (12) _M/ s2(21) —55(21)) = (s (12) = s5(12))] (v + ov;)dD(v;)
aj a g

>0 1fs,2( 1)<0.5

~
unclear sign

The function x(l — x) is increasing and concave, reaching maximum when x = 0.5. Moreover,
si2(21) > s;2(12) since A < 0. Therefore, when s5;,(21) < 0.5, the bracket-term is positive. And
this inequality is likely to happen in our empirical context because the largest total market share
in the data is smaller than 0.25. On the other hand, v; may be negative. It turns out that the
bracket-term could be increasing or decreasing with v;2. Therefore, ultimately, the difference has

21 derived that dsjpp /dv; = (s,-z — sizz)O'az > 0. I further derived that the partial derivative of the bracket-term with
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an unclear sign. Intuitively, this difference captures how the marginal downloads with respect to
updates change with discoverability. I conclude that, while the model is flexible enough to allow
both more and less marginal downloads with more discoverability, our data is likely to fit the case
of discoverability increasing marginal downloads with respect to updates.

Next I analyze term /1 and argue that it has an unclear sign. Note that 8]13[21] = p», where p;
is the probability that app-2 is ranked first. I write out term /7 as the following

oP[21] ) )
A8—az =[(py—p2) g (P2 —Pz)l Y Oquality
unclear sign >0 >0

I only know that p5 > ps. In fact, p» € (0,1) with p + p; = 1 while s, 4+ < 1 since there is
out-side option for consumers to choose but all products are ranked. Therefore, I have no clue for
the likely sign of the bracket-term>. And term /7 has an unclear sign.

As a summary of the illustrative example. Equation D.1 writes out the effect of the self-
preferencing on developers’ incentives to update apps. Equation D.2 writes out the most important
term in Equation D.1, which illustrates the two offsetting economic forces. On the one hand,
concave revenue curve generates strategic complementarity of product values net of search costs.
This decreases independent developers’ incentive to update apps with less self-preferencing of
Apple’s apps: my competitors perform worse, why don’t I take a good rest. On the other hand,
discoverability is likely to increase the marginal downloads with respect to updates. This increases
independent developers’ incentive to update apps with less self-preferencing of Apple’s apps: my
efforts are more visible now, why don’t I take the chance.

Now I discuss the case in more complex markets. A general version of Equation D.1 is given

by

oY) IP'[y'la
= O ) prtal 4k 2E 14l
AMB,; Z 3, P’y |a] + 7 () 3
yesB,
Imf(y) oD

f I yla]

- Y | SR + mh () SR

y;@a aaj [ ] f( ) aaj

respect to v; is given by (si2(21)(1 —s2(21))(1 —2s2(21)) —s2(21)(1 —s52(21)) (1 — 25;2(21)) ) Gaz. The value of
the partial derivative depends on the behavior of the function x(1 —x)(1 — 2x). This function is symmetric through
(0.5,0), with the points left to (0.5,0) being positive and the points right to (0.5,0) being negative. And it is reserve
U-shape before reaching (0.5,0) and U-shape after the point (0.5,0). This behavior of the function implies that even
when s; (21 < 0.5, I could have smaller (less positive) bracket-term with larger v;. However, to have positive difference
for sure when s;(21 < 0.5, we need the bracket-term to be larger with larger v; so as to surely offset negative values
of v; with positive v;s.

bracket-term | pp <0.5 p> >0.5
3To fit the idea, the following table is useful: ph <05 + n/a
p5>0.5 unclear -
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The difference between the above equation and Equation D.1 are mainly two-fold. First, the
permutation set 48 is a truncated set of permutations, therefore, y # y', or, 4/, # %,.In particular,
independent apps are ranked higher in every y € %/, compared to y € %, because the most likely
ordering has independent apps ranked higher, and it determines the truncation set. However, in the
illustrative example, the permutation set is not changed with 6y,,;.. This difference add compli-
cation into the analysis of AMB; because I cannot take out a common term AIP[y] as what I did in
Equation D.1. However, because independent apps are ranked higher in every y’ € %!, compared
to y € %, the term [ in the Equation D.1 still exists in the general version. Therefore, it’s possible
that the intuition still applies. The next job is to check whether we have similar predictions on the
sign of term [ in the general version.

Analysing the term / in the general version introduces the second difference between Equation
D.1 and the general case: firms are allowed to be multiple-product firms in the general version,
while the illustrative example just has two single-product firms. The corresponding general version

of Equation D.2 is given by:

ani(y) onf(y) S0
&fa, - aja = Z [0.7\(1’1 —|—2T2Ql(yl)) _|_£])1 +2¢2Qz(y’)] Qala(y )

1 l unclear
>

vV
unclear relative size

d
= Y 07(n+200,/()) + 61 +20:0,())] g;(.y)
leff R?;), F‘(;)l \“/]—/
. b I _, unclear

TV
unclear relative size

where y' € 4, and y € %,. Now the bracket terms do not have unclear relative sizes, even
though independent apps’ rankings are ranked higher if not unchanged. This is because apps
are competitors, one of the apps that are ranked higher may become so much more attractive to
consumers such that it steals business from all the other apps. Similar logic applies to the analysis
of relative magnitudes between dQ;(y’)/da; and dQ;(y)/daj: it’s unclear whether s;(y’) will
be larger or smaller than s;(y), even though the ranking of / is in y" is no lower than that in y.
Therefore, there are more ambiguity in the general case, and I focus on the illustrative example for
illustrating the fundamental intuitions.

Overall, in the general case where multiple products exist in one market, who replace the
platform-owned product in the higher positions matters for the competition outcome. If the
boosted-up independent products are more competitive than the platform-owned products, then

the strengthened product competition will provide additional incentive to work against the strategic
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complementarity and encourage quality provision. Otherwise, the product competition is further
weakened, providing additional incentive to exacerbate the strategic complementarity and discour-
age quality provision. There are three possible scenarios: i) the platform-owned products have
higher before-change net product values than all of the boosted-up independent products; ii) the
platform-owned products have higher before-change net product values than some of the boosted-
up independent products; iii) the platform-owned products have lower before-change net product
values than all of the boosted-up independent products.

In the scenario 1), the product competition is weakened, and strategic complementarity discour-
ages quality provisions of all independent apps, boosted-up or not. In the scenario ii), the prod-
uct competition is firstly strengthened for the independent apps that were ranked above platform-
owned products. However, for the boosted-up independent apps that have lower before-change net
product values than the platform-owned products, it’s unclear whether their product competition
might be strengthened or weakened. On the one hand, the average competitiveness of products
ranked before them is higher; on the other hand, the number of products ranked before them is
smaller. Lastly, for the boosted-up independent apps that have higher before-change net product
values than the platform-owned products, their product competition is weakened due to less prod-
ucts ranked before them. On top of the potentially heterogeneous changes in product competition,
there is smaller marginal revenue from downloads due to increased downloads from higher rank-
ings. Therefore, in this scenario, it is unclear whether the combination of heterogeneous changes
in product competition and concavity in marginal revenue curves will lead to more or less quality
provision. In the scenario iii), the product competition is strengthened for independent products
that were ranked before platform-owned products; and weakened for the boosted-up independent
products. This again leads to unclear overall changes of quality provision. While the scenario 1)
is unlikely to happen following the idea of self-preferencing, the other two scenarios both lead to
ambiguous changes in the incentives for quality provision.

On top of the changes in product competition and smaller marginal revenues from quantities,
there is higher marginal quantity from quality that encourages quality provision. The three forces

lead to ambiguous supply-side effects of self-preferencing in the general case.
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APPENDIX E
Some Examples of Real-world Royalty Rates

Recall that Chapter 3 looks at how the estimation and prediction biases change with the portion
of marginal costs accounted by royalty rates. In simulation, we examine the universe of this ratio,
from zero to 100 percent. In reality, it might not be true. Therefore, this section reviews some
publicly available information on real-world royalty rates.

First, as a general statement, business insiders say that "Typically, royalties are paid as a per-
centage of the product’s gross sales. The typical percentage for royalty payments will be 3-5%." !
To allow some differentiation, some insiders say that "Royalty rates vary per industry, but a good
rule of thumb is between 2-3% on the low end, and 7-10% on the high end." ? If we assume con-
stant marginal costs and per-unit royalty rates, these quotes imply that the ratio of royalty rates in
marginal costs would typically be larger than 2-10%. But how much larger? We need information
on production costs.

To that end, we find some existing studies that revealed information on royalty payments for
specific industries. For smartphones, Armstrong, Mueller and Syrett (2014) estimate that estimate
potential patent royalties in excess of $120 on a hypothetical $400 smartphone — which is almost
equal to the cost of device’s components. This implies that the total royalty payments might ac-
count for up to 50% of marginal costs. That’s said, no one company owns all the patents to produce
smartphones, the estimated patent royalties in Armstrong, Mueller and Syrett (2014) include royal-
ties for all components in a smartphone, such as cellular baseband chip, memory, wi-fi, bluetooth,
global positioning system (GPS), and so on. When pinned down to one licensor, the corresponding
royalty rate might be much smaller. For example, according to Qualcomn’s announced royalty
rate for their LTE portfolios, the royalty payment for a a $400 device would be $13.00, which is
approximately 5.4% of the suggested production cost of one smartphone (2 x 120 = 240).

For TV sets, Conlon (2012) shows a cost breakdown example for an average LCD TV sets

IGoldstein,Rich. "How to License a Patent for Royalties." Goldstein Patent Law.
https://goldsteinpatentlaw.com/how-to-license-patent-for-royalties/

2Tharp,Bruce M.. 2012. "Product Licensing 101: So Let’s Talk Money." core77, September 11.
https://www.core77.com/posts/23366/Product-Licensing-101-So-Lets-Talk-Money
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from a new dataset provided by NPD-DisplaySearch. In the table, the total royalties to produce an
average television is reported as $10.00, accounting for 0.9 percent of the total reported production
cost. Similarly, Philips announced the royalty rates for its licenses under the TV/STB program.’
The total royalties sum up to 1.61 euro, approximately $1.77. Therefore, the ratio of royalty rates
over marginal costs is likely to be even lower than 2% in the TV set industry.

Overall, from the general statement and the industry-specific studies, we think that it is rare to

see royalty rates from one licensor accounting for a large portion of marginal cost in production.

3Philips. 2022. "TV & Set-Top Boxes: Our extensive TV & STB patent portfolio." https://www.philips.com/a-
w/about/innovation/ips/ip-licensing/programs/tv-and-set-top-boxes.html
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APPENDIX F

Additional Tables

Table F.1: App Categories in the Sample

Non-Game App Category

Game App Category

ey
2)
3)
“4)
&)
(6)
(7
®)
€))
(10)
(1)
(12)
(13)
(14)
(15)
(16)
7)
(18)
(19)
(20)
21
(22)

Book

Business
Education
Entertainment
Finance

Food & Drink
Health & Fitness
Lifestyle
Medical
Music
Navigation
News
Newsstand
Photo & Video
Productivity
Reference
Shopping
Social Networking
Sports

Travel
Utilities
Weather

Games-Action
Games-Adventure
Games-Arcade
Games-Board
Games-Card
Games-Casino
Games-Family
Games-Music
Games-Puzzle
Games-Racing
Games-Role Playing
Games-Simulation
Games-Sports
Games-Strategy
Games-Trivia
Games-Word
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Table F.2: List of Pre-installed Apps and Data Availability

App Name Data Available? Category ‘ App Name  Data Available? Category
App Store 0 Measure 1 Utilities
Calculator 1 Utilities Messages 0

Calendar 0 Productivity Music 1 Music
Camera 0 News 1 News

Clock 0 Notes 0 Productivity
Compass 0 Navigation Numbers 1 Productivity
Contacts 1 Utilities Pages 1 Productivity
FaceTime 1 Social Networking | Passbook 0

Files 1 Utilities Phone 0

Find My Friends 1 Social Networking | Photos 0

Find My iPhone 1 Utilities Podcasts 1 Entertainment
Game Center 0 Reminders 0 Productivity
Health 0 Safari 0

Home 1 Lifestyle Settings 0

iBooks 1 Book Stocks 1 Finance
iCloud Drive 0 Tips 1 Utilities
iMovie 1 Photo & Video TV 1 Entertainment
iTunes Store 1 Entertainment Videos 0

iTunes U 1 Education Voice Memos 1 Utilities
Keynote 1 Productivity Wallet 0 Finance
Mail 0 Productivity Watch 0 Utilities
Maps 1 Navigation Weather 1 Weather

Notes: For apps without data availability, there is category information if it shows up on the Apple App

Store.
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Table F.3: Additional Summary Statistics and Data Sources

Variable Mean SD Min Max Source

Panel A. App Data

#5-star ratings(million) 0.048 0.240 0 10.11 AppTweak
#4star ratings(million) 0.006 0.028 0 1.03 AppTweak
#3-star ratings(million) 0.002 0.009 0 0.34 AppTweak
#2-star ratings(million) 0.001 0.003 0 0.13 AppTweak
#1-star ratings(million) 0.002 0.013 0 0.71 AppTweak
Average Title Match 0.024 0.029 0 0.16 constructed”
Average Subtitle Match 0.023 0.028 0 0.17 constructed”
Market Size(million) 107.800 4.691 98.55 117.70 Comscore
Pre-installs®

#Pre-installs 0.643 1.312 0 7 public info”¢
min.Ever Top50 2.756 6.985 0 50 SensorTower®
{min.Search Ranking} x Ever Top50 0.300 0.458 0 1 SensorTower®
Obs(app/category/month) 56,570

Panel B. Benchmark Conversion Rates Data

Type(free[0]/paid[1] apps) 0.35 0.48 0 1 AppTweak
Benchmark Conversion Rates 0.052 0.059 0.001 0.45 AppTweak
Obs(type/category/month) 1,337

Number of Categories 38

Number of Months 23

Panel C. Search Volume Data

Brand Keyword? 0.36 0.48 0 1 AppTweak
Search Volume 45.03 15.15 5 100 AppTweak
Obs(keyword/day) 1,246,000

Number of Keywords 1,780

a. Constructed based on data on title and subtitle history from AppTweak.

b. Some pre-installed apps do not have category information, and thus are not counted. For data
availability of each pre-installed app, please see Table F.2.

c. Each app/category/month observation is matched with information about pre-installed apps in
the category/month.
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Table F.4: Summary Statistics: Search Volume and Characteristics of Apps in the Search
Results of Keywords

Top50 Search Results Topl Search Results
Variable Obs Mean SD Obs Mean SD
Search Volume 41,974 4829 13.88 18,789 48.90 14.07
Brand-name Keywords? 41,974 034 047 18,789 042 0.49
Pre-installed 41974 0.02 0.08 18,789  0.05 0.22
Apple 41974 0.02 0.09 18,789  0.06 0.24
Update Level 41908 0.60 0.33 17,858 0.60 0.50
Average Rating 41908 455 0.22 17,858 455 0.34
Age(month) 41,908 50.27 19.32 17,858 53.72 28.03
File Size (GB) 41908 024 0.29 17,858 0.27 047
#Screenshots 41908 578 1.29 17,858 586 1.94
Description Length(1,000 characters) 41,908 2.44  0.63 17,858 246 098
Offer In-app-purchase 41,908 093 0.19 17,858 0.92 0.27
Paid Installation 41,908 0.11 0.23 17,858 0.13 0.33
Price 41908 0.53 1.57 17,858 0.73 2.68

Notes. App characteristics are reported as average levels across the observed apps in the top50 or topl
search results for a given keyword/category/month combination.
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Table F.5: Estimation Results: Known App Characteristics before Search

Top50 Search Results Topl Search Results
Search Volume
Variable (1) (2) (1) 2)
All Pre-install? 1.176 -1.997%#%%* 5.861%** -3.135%#%*
(1.974) (0.741) (2.292) (1.037)
Update Level 1.301%#*%  (0.464*** 1.131%%* 0.161%**
(0.275) (0.0758) (0.217) (0.0659)
Average Rating 0.328 0.0593 0.241 0.296*
(0.333) (0.114) (0.286) (0.169)
Age(month) 0.0120%**  -0.0138*** 0.0179%**  -0.0208%***
(0.00438)  (0.00212) (0.00370)  (0.00442)
File Size(GB) -0.9497%** 0.215 -0.344 0.0588
(0.367) (0.165) (0.262) (0.199)
#Screenshots 0.785%**  (.0492%%* 0.395%%** 0.00915
(0.0692) (0.0230) (0.0527) (0.0301)
Description Length(1,000 characters) -1.112%***  -0.0921* -0.496%%* 0.135
(0.143) (0.0522) (0.105) (0.0865)
Offer In-app-purchase 3.1471%xk ] 748H* 3.659%**  _3.002%**
(0.625) (0.347) (0.514) (0.658)
Paid Installation -12.61%#% 0. 711%%* -8.762%** D 683wk
(0.572) (0.344) (0.456) (0.845)
Price -0.209***  0.000665 -0.0887* 0.154 %%
(0.0774) (0.0369) (0.0457) (0.0430)
Apple 10.99%**  -1.611%%* 12.31%%*  2.347%%*
(1.521) (0.508) (1.081) (0.838)
Pre-install -2.582 1.485%** -10.23%** 3 2] 2%**
(1.728) (0.595) (2.060) (0.979)
Brand-name Keywords? 5.327%*% 5737
(0.127) (0.181)
Constant 40.32%**  50.05%** 40.36%**k  5]1.22%%*
(1.666) (0.671) (1.380) (0.911)
Observations 41,974 41,964 18,787 18,708
R-squared 0.262 0.963 0.347 0.965
Category-Month FE YES YES
Keyword-Category FE YES YES
Month FE YES YES
Mean level 48.29 48.90

Notes. Robust standard errors in parentheses. *** p < 0.01, ** p < 0.05, * p < 0.1.
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Table F.6: First-stage IV Regression Results: F statistics

Demand Supply
(1 2 3) “) &) (6)
Variables Price Average Update Search Ranking Ever Top50 Update
Rating  Level x Ever Top50 Level
F¢ 5455 86.53 372.1 1759 2702 1645
Excluded F* 43.73  58.46 113.7 66.52 239.8 40.47

(a). On the demand side, the reported F is F(93,52865). On the supply side, the reported F is
F(73,25252)

(b). On the demand side, the reported excluded F is F(57,52865). On the supply side, the
reported excluded F is F(50,25252).
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Table F.7: First-stage IV Regression Results

Demand Supply
(1) @) (3) [ 5) (6)
Variables Price Average Update Search Ranking Ever Top50 Update
Rating Level xEver Top50 Level
Price 0.00280%* 0.00159%#* 0.0358#* -0.000258 0.001767%*
(0.000683) (0.000492) (0.0102) (0.000315) (0.000899)
Average Rating 0.0990%## 0.0514#5% -0.313%% 0.0473%#
(0.0261) (0.00292) (0.0670) (0.00203)
Update Level 0.0908%## 0.0830%** -0.756% %% 0.0334%
(0.0302) (0.00465) (0.102) (0.00270)
Search Ranking x Ever Top50 0.00399%#* -0.000987#+* -0.00147##* 0.0200%#*
(0.00109) (0.000210) (0.000198) (8.80e-05)
Ever Top50 -0.0373 0.193%#%* 0.08427%# % 25.90%#*
(0.0464) (0.00819) (0.00684) (0.119)
Pre-installs:Search Ranking x Ever Top50 -0.00234 0.00155* -5.78e-05 -0.00497 9.25e-05
(0.00464) (0.000928) (0.000720) (0.0152) (0.000419)
Pre-installs: Ever Top50 0.0633 -0.0499* 0.0176 -0.167 0.0130
(0.138) (0.0269) (0.0220) (0.455) (0.0127)
Apple -0.505%* -0.182%%* -0.0731%* -5.336%%* 0.2327%%%
(0.137) (0.0611) (0.0286) (0.918) (0.0264)
Paid Installation? 4.285%% -0.0290%#* -0.228%#* -0.0655 -0.188#* -0.0739%#
(0.0542) (0.00795) (0.00579) (0.136) (0.00387) (0.00994)
Offer In-app-purchase? -0.572%%% 0.0267%%* 0.09027## 0.367%%* 0.00522 0.103%*
(0.0557) (0.00758) (0.00450) (0.110) (0.00344) (0.0110)
log(Age)®(month) 0.133%%% 0.00574 -0.0185%* -0.821 %% 0.0263%# -9.56e-05
(0.0197) (0.00463) (0.00345) (0.0745) (0.00208) (0.000126)
log(FileSize)(MB) 0.487%#%* 0.0135%%* 0.0361%#* -0.347#%% 0.0165%#* 0.0503 %
(0.0175) (0.00232) (0.00152) (0.0358) (0.00106) (0.00294)
#Screenshots -0.0620%** 0.0185%%* 0.0245%## 0.0576%** -0.00255%#*
(0.0119) (0.00122) (0.00104) (0.0214) (0.000587)
log(1 + DescriptionLength)(1,000 characters) 0.290%#* 0.0308%*** 0.0112%** -0.0865 0.0175%**
(0.0266) (0.00463) (0.00311) (0.0574) (0.00160)
#Pre-installs -0.0639%### -0.00305 -0.00528 -0.680% %% 0.01827%#
(0.0213) (0.00425) (0.00327) (0.0685) (0.00194)
Game Apps? -1.7217%% -0.0182 0.0304 3.448% %k -0.168%%*
(0.146) (0.0343) (0.0257) (0.540) (0.0148)
PromotionTextLength 0.000355°% -2.00e-05 -6.22e-05* 0.000556 -5.25e-05%*
(0.000195) (3.89¢-05) (3.31e-05) (0.000748) (2.08e-05)
#Icon Changes 0.0270 0.00475 0.2927%% 0.803## -0.00684%*
(0.0198) (0.00481) (0.00570) (0.131) (0.00336)
Title Match 1.556%%* -0.310%%* -0.175%* -73.53% % 3.568%* 0.1977*
(0.519) (0.0886) (0.0822) (1.900) (0.0451) (0.0930)
Subtitle Match 0.421 1128k 0.727753% -11.86%%* 1.2897%3k 0.53 1%
(0.474) (0.0850) (0.0811) (1.853) (0.0459) (0.0952)
Apple x Post 0.323%* 0.0340 0.00912 7.077%%* -0.09527%
(0.137) (0.0925) (0.0354) (1.012) (0.0298)
AppleCompetitor x Post 0.182%#% -0.0101 -0.00491 0.134 -0.00692
(0.0560) (0.00964) (0.00750) (0.167) (0.00462)
#Category 0.0663%*# -0.00828 % -0.00361 %+ -0.0240 -0.000430
(0.00513) (0.00135) (0.000916) (0.0221) (0.000651)
Multiple-Category Developer? 0.268 -2.070%%* -0.0105 8.622% %% -0.28 1% 0.0434
(0.238) (0.0850) (0.0409) (1.064) (0.0344) (0.0658)
Other-Category Same-Developer Average:
Price 0.187%#* 0.00943 % -0.00265%* 0.0505* -0.001927%* -0.014 1%
(0.0176) (0.00131) (0.00107) (0.0285) (0.000895) (0.00234)
Update Level 0.103%* -0.0332%* 0.1447%% 0.427%#3%% -0.0192%*
(0.0175) (0.00361) (0.00551) (0.104) (0.00280)
Average Rating 0.0919* 0.453%k -0.0486%* -2.196% %% 0.0714%* -0.0204
(0.0499) (0.0181) (0.00729) (0.199) (0.00648) (0.0145)
Ever Top50 0.0624 0.0101 0.0628%# 3.433%k -0.110%%%
(0.177) (0.0356) (0.0202) (0.557) (0.0173)
Keyword Un-adoption Ratio -1.58 1% 0.115%%* 0.0334 -4.461%%* 0.174#%%
(0.0993) (0.0185) (0.0228) (0.491) (0.0135)
Days without Search Results Ratio -0.552%#% 0.0115 0.0420%* 3.240%%* -0.124%%
(0.153) (0.0310) (0.0197) (0.549) (0.0167)
Average of Competing Apps’ Other-Category Same-Developer Average:
Price -0.486%%* 0.0166 0.0372%* -0.0674 0.0160 0.0493 %
(0.0882) (0.0203) (0.0193) (0.416) (0.0110) (0.0190)
Update Level -1.154%%% 0.0222 -0.0819* -0.0213 0.0130
(0.226) (0.0485) (0.0461) (1.052) (0.0288)
Average Rating 0.976%%* 0.185%# -0.275%%* 0.582 -0.0747%* -0.0449%#
(0.372) (0.0697) (0.0588) (1.347) (0.0367) (0.00916)
Ever Top50 -2.911%* -0.464 0.514%* -11.07* 0.850%*
(1.637) (0.301) (0.256) (5.950) (0.161)
Ratio.Keyword Un-adoption 1.808#* -0.436%%* 0.91 17 121775 -0.708#*
(0.677) (0.163) (0.155) (3.190) (0.0834)
Ratio.Days without Search Results -2.487* -0.690%%* 0.0483 -7.261 0.590%*
(1.455) (0.253) (0.233) (5.335) (0.146)
Ratio.Paid Apps -0.0392 0.00181 -0.104%* -3.164%%* 0.0176 0.123%*
(0.425) (0.0668) (0.0522) (1.181) (0.0327) (0.0653)
Ratio.Multiple-Category Developers 0.772%% 0.101* -0.0293 0.660 -0.000627 0.144%%
(0.309) (0.0593) (0.0521) (1.139) (0.0319) (0.0663)
Constant -4.360%%* 3.723% %k -0.00568 7.490% -0.247%%% 0.437%#%%
(0.325) (0.0564) (0.0427) (0.880) (0.0247) (0.0428)
Observations 52,959 52,959 52,959 52,959 52,959 25,325
Adjusted R-squared 0.372 0.177 0.335 0.644 0.751 0.072

Notes. Robust standard errors in parentheses. *** p < 0.01, ** p < 0.05, * p < 0.1. All columns include category-fixed effects and month-fixed effects.

(a). On the supply side, age is an included 1V, thus I use age instead of log(age).
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Table F.8: Compare Structural Estimates with Difference-in-Differences Estimates of Av-
erage Treatment Effects of the Search Algorithm Change

ATE log(1+ Update Level) log(Search Ranking) log(Downloads)
Structural Estimates 0.0166 —0.0150 0.0342
DiD Estimates 0.0212 —0.0355 0.2210

Notes. Difference-in-Differences (DiD) estimates are taken from Table 1.4. Structural estimates are
computed from difference between market outcomes with and without the search algorithm change
in categories with Apple’s apps during the same post-change period as the DiD specification. The
market outcomes are computed without fixing pre-installed apps’ search rankings.

Table F.9: Effects of Fixing Pre-installed Apps’ Search Rankings

Variable Update  Search Rankings Downloads
No-game Simulation(%) 0.0064 0.0210
Partial-game Simulation(%) 0.0002 0.0064 0.0207
Full-game Simulation(%) 0.0606 0.0055 0.0205

Notes. Figures are relative L1-Norm of each column variable y;e in percentage:

100 x [ jgt(|y££,x] - yﬂ-(i,],l)]/ (Xt yg]%, where yl/™ denotes the market outcome
with fixing pre-installed apps’ search rankings, y[o} denotes the market outcome with
flexible pre-installed apps’ search rankings as assumed in supply-side estimation.
The sample covers affected markets with pre-installed apps: Entertainment category,
Music category and Ultilities category in the months of June and July in 2019. Search
rankings and downloads are evaluated with expectation over the truncated set of pos-
sible search rankings. No-game simulation hold update levels fixed. Partial-game
simulation endogenizes positive update levels but hold update portfolios fixed. Full-
game simulation endogenize both positive update levels and update portfolios of top5
developers in each category.
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Table F.10: Effects of Preferential Search Ranking on Positive Update Levels

Status-quo Shut-down Percentage Change(%)
Positive Update Level mean mean mean  min max std
Market-level Average 0.7951 0.7956 0.06 0.01 0.09 0.03
Product-level 0.8060 0.8064 0.07 -0.19 437 0.31

Notes. Update level is log(1+nj;), where nj, is weighted number of updates, and the weights
are based on the length of release notes. Update portfolios are holding fixed. Figures reported
are among independent apps with positive update levels and valid profit functions in the data. For
the status-quo case, there is estimated preferential treatment of Apple’s apps in the search ranking
algorithm. For the shut-down case, there is no preferential search ranking. Product-level percentage
change of update levels are relative to the product’s status-quo update level.

Table F.11: Partial-Game Counterfactual Simulation: Effects of Preferential Search Ranking
on Search Rankings, Installations and Welfare

Variable Status-quo  Shut-down Mean A Mean %A

(1)  Average Search Rankings 38.92 38.92 0 0

(2) - Independent apps 39.86 39.23 —0.63 —1.56
3) - Apple’s apps 14.35 31.85 17.51 142.07
(4) Total Installations (million) 15.16 15.40 0.24 1.58
(5) - Independent apps 15.06 15.33 0.27 1.78
(6) - Apple’s apps 0.10 0.08 —0.03  —26.59
(7)  Consumer Surplus (million $) 321.41 321.96 0.55 0.17
(8)  Total Search Costs (million $) 15.39 15.35 —0.04 —1.52
(9)  Total Realized Utility (million $§)  336.79 337.31 0.52 0.15
(10)  Producer Surplus (million $) 76.60 77.01 0.41 0.62

Notes. In the partial game, all independent apps with valid profit functions and positive update levels

are allowed to change their positive update levels, but update portfolios are fixed. For the status-quo
case, there is estimated preferential treatment of Apple’s apps in the search ranking algorithm. For
the shut-down case, there is no preferential search ranking. Producer surplus are total revenues net of
variable update costs across all independent apps with valid profit functions.
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Table F.12: Computational Error in Consumer Surplus

Max Relative L2 Norm Max Relative L-infinity Norm
Status-quo  Shut down Status-quo Shut down

No Game 0.33 0.37 0.26 0.30
Partial Game 0.33 0.36 0.26 0.30
Full Game 0.33 0.37 0.26 0.30

Notes. Figures are percentage of computational errors with respect to analytical mar-

ket shares. The computational error is the distance between the computational market
shares from the simulated optimal sequential search model for computing consumer
surplus and analytical market shares. The distance are measured by maximum rel-
ative L2 norm in the left panel, and maximum relative L-infinity norm in the right
panel, across all simulated observations.

Table F.13: Average Bias and Opposite Predictions in Profitable Licensor-Licensee Mergers

(1) 2) 3)
Avg. True Effect Avg. Prediction Bias Opposite Prediction

Prices:
PA 0.099 0.002 0
DB 0.014 0.089 0.496
pc 0.003 0.006 0.323
Share-Weighted Avg. 0.020 0.035 0.360
Shares:
SA —0.269 0.078 0.011
SB 0.127 —0.343 0.607
sc 0.049 0.104 0.323
Inside Shares —0.020 —0.047 0.324
Profits:
s+ T 0.024 0.031 0
7\ —0.271 0.300 0.706
7B 1.390 —1.373 0.246
Tic 0.057 0.131 0.323
Producer Surplus 0.030 0.050 0.086
Consumer Surplus —0.050 —0.157 0.324

Notes. This table replicates Table 3.7 for mergers that are profitable: the total profit of firms A and B is larger
after merger. 0.5 percent out of the 1,000 simulated markets violate this profitability condition. Thus, the results
in this table is quite similar to those in Table 3.7, qualitatively and quantitatively.
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Table F.14: Average Bias and Opposite Predictions in Profitable Licensee-Licensee Mergers

(1 2) 3)
Avg. True Effect Avg. Prediction Bias Opposite Prediction

Prices:
PA 0.013 0.002 0.053
DB 0.173 0.000 0
pc 0.215 0.000 0
Share-Weighted Avg. 0.131 0.001 0
Shares:
SA 0.243 —0.006 0
SB —0.165 0.000 0
sc —0.249 0.000 0
Inside Shares —0.095 0.000 0
Profits:
g + T 0.044 0.030 0
A 0.144 0.131 0.053
g 0.034 0.035 0.133
e —0.027 0.057 0.187
Producer Surplus 0.069 0.030 0.013
Consumer Surplus —0.279 —0.001 0

This table replicates Table 3.12 for mergers that are profitable: the total profit of firms B and C is larger after
merger. 92.5 percent out of the 1,000 simulated markets violate this profitability condition. Thus, the results in
this table is different than those in Table ??. Conditional on profitability, the average prediction bias and ratio of
opposite prediction are much smaller. The driving force for opposite prediction is still over-predicted price of the
non-merging licensor.
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APPENDIX G

Additional Figures

Figure G.1: From AppTweak: Fitness of Estimated Downloads for Actual Downloads of Apps in
All-Categories Top Charts in the US Market
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Figure G.2: Weighted Average Residual Downloads across App/Day/Keyword Given the Search
Ranking
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Notes. The figure plots weighted average residual daily downloads against search ranking. The residuals
are from installation price, installation payment type, category-fixed effects, and daily fixed effects. The
weights are based on search volumes.

Figure G.3: Average Search Rankings of Non-preinstalled Apple’s Apps around the Search Algo-
rithm Change in July 2019.
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Figure G.4: Entry Around the Search Algorithm Change
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Notes. The sample to draw the figures include independent apps that were ever ranked top50 in category-
specific top grossing charts during April - September 2019. Panel A shows the number of new apps in
categories with Apple’s apps and categories without Apple’s apps. To generate Panel B, I regress the log-
arithm of category-month specific number of new apps as an outcome variable on the interaction terms of
monthly indicator and whether the category contains Apple’s apps (taking July 2019 as the reference point),
as well as category-fixed effects and month-fixed effects. Panel B reports the coefficients on the interaction
terms for each month. The results indicate that entry of competing independent apps did not significantly
change due to the search algorithm change.
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Figure G.5: Independent Apps v.s. Apple’s Apps: Residual Downloads at Each Search Ranking,
Before and After the Search Algorithm Change
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Notes. The figure compares the average residual downloads of independent apps and Apple’s apps on
the same position in the search results for the same keyword across different days.The residual downloads
are residuals from price, installation payment type,category-fixed effects and daily fixed effects. Panel
A presents the comparison result before the search algorithm change(July 2019). Panel B presents the
comparison result after the search algorithm change(July 2019). While Apple’s apps always need lower
residual downloads to achieve the same position than independent apps, the gap is smaller after the search
algorithm change.

Figure G.6: Dynamic Preferential Treatment Parameters on Apple Relative to July 2019
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Notes. The figure presents the estimated coefficients on Apple-ownership indicator in each month, while

taking the month of the search algorithm change (July 2019) as the reference point. Reported intervals are
90 percent confidence intervals. It shows that the degree of self-preferencing significantly decreased after
the search algorithm change.
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Figure G.7: Dynamic Search Ranking Parameters on Lagged Number of 5-star Ratings Relative to
July 2019
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Notes. The figure presents the estimated coefficients on the one-month lagged number of 5-star ratings in
each month, while taking the month of the search algorithm change (July 2019) and Business category as
the reference point. It shows that the effect of 5-star ratings on search rankings became significantly more
positive after the search algorithm change.

Figure G.8: Observed Rankings Relative to Rankings by Residual Downloads of Apple’s Apps
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Notes. The figure presents the gap between average observed within-market search rankings of Apple’s
apps to average within-market rankings of residual downloads of Apple’s apps in each month. The residual
downloads are residuals from price, installation payment type, category-fixed effects, and daily fixed effects.
It shows that an average Apple’s apps would be ranked lower according to residual downloads in each of
the month. More importantly, it shows that the gap were flat before April 2019, and reached peak during
April and July 2019, then significantly dropped after July 2019. Such pattern is consistent with identified
self-preferencing across months.
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Figure G.9: Residual Position Effects across Search Rankings
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Notes. The points report average residual position effects at each integer search ranking. The residuals
are from market-fixed effects. The shaded area covers the 5-th percentile and 95-th percentile of residual
position effects. The U-shape curve indicates inelastic demand for apps ranked top in search results and
high search costs for apps ranked low in search results.

Figure G.10: Histogram of Static Developer-fixed Effects in Search Ranking
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Notes. This figure presents the histogram of static developer-fixed effects across all developers. To estimate
the developer-fixed effects, I replace the interaction terms between the Apple-ownership indicator and month
indicators in Equation 1.12 with developer-fixed effects, where the single-product developers are normalized
as the reference group. It shows that, even when allowing all developers to have their own advantage or

disadvantage in the search ranking algorithm, Apple ownership still generates larger advantages than most
developers.
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Figure G.11: Rank-ordered Logistic Regression Model Fitness for Apple’s Apps
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Notes. The figure presents predicted most-likely within-market ranking (y-axis) against observed within-
market ranking (x-axis) across markets for Apple’s apps. Bars indicate the 25 percentile and 75 percentile
of fitted within-market rankings across Apple’s apps that have ranked at the given observed within-market
ranking.

Figure G.12: Theoretical Simulation: The Sum of Diversion Ratios between the Licensor and the
Two Licensees before Merger.
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Notes. This figure shows that the equilibrium sum of diversion ratios is determined by and increases with
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Figure G.13: Theoretical Simulation: Prediction Bias on Consumer Welfare Effect of the Merger
between the Licensor A and the Licensee B when royalty rate is 80% of the licensee’s marginal
costs.
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Notes. This figure illustrates the non-monotonicity of the prediction bias with respect to the sum of diversion
ratios.

Figure G.14: Theoretical Simulation: Magnitude of the alignment effect divided by the estimation
bias in the licensor’s marginal costs.
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Figure G.15: Theoretical Simulation: Estimation Bias in the Marginal Costs of the Licensees.
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Figure G.16: Guidance Simulations: estimation bias in costs between mis-specified and true mod-
els for firm A (licensor) against royalty rate, r.
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Figure G.17: Guidance Simulations: prediction bias in the effects of the merger between licensor
and licensee.

0.7 0.7
0.18
0
06 . o o 0.6 §X
o - 016 ¢ -0.05
05 0.14 05
T 0.12 k=
; 04 - ; 04t 8 A
5 - = :
o o o L] . &
2os = c 2os ¢
4 L) 4 015
3 g
02+ e o® 02+
o 0.04 0.2
01t o 5 0.1
- o 0.02
0 0.1 0.2 0.3 0.4 05 0.6 0.7 0.8 ] 0.1 0.2 03 0.4 05 0.6 0.7 0.8
Sum Diversion Ratios Sum Diversion Ratios
(a) Share-Weighted Prices (b) Inside Shares
0.7 P N 07
0.1 o
0.6 0.6 0.1
-0.2
05 05 0.08
s 03 s
2 2
i i
Z,DA’ 0.4 2.0.4’ 0.06
© ©
) )
Lo3 . 2ost
g g 0.04
g s g
0.2 0.2
0.02
-0.7 R
01 08 01 o
. o
o . . . . . e 09 d . . 1 . ©
0 0.1 0.2 03 0.4 05 06 0.7 0.8 0 0.1 0.2 03 0.4 05
Sum Diversion Ratios Sum Diversion Ratios
(c) Consumer Surplus (d) Producer Surplus

Notes. Here, we can observe the relationship between the bias in predicted changes in equilibrium objects
and model primitives. In Figure G.17c, we see that, for a given sum of diversion ratios between the licensor
and each respective licensee, the overstated decrease in consumer surplus from the licensor-licensee merger
is increasing in the royalty rate, r. In terms of producer surplus, for a given sum of diversion ratios, the
overstated increase in producer surplus from the merger is increasing in the royalty rate, r.
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Figure G.18: Guidance Simulations: prediction bias in the effects of the merger between licensees.
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