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Chapter 10

Lock-In and Revenue Growth

Lock-in occurs when there are costs involved in switching from one product or
service to another product or service. For example, consider how cable television
broadband providers and wireless phone providers have penalties for the
customers who terminate a contract within the term of specific agreement periods.
Switching costs can also involve time and psychological effort. When you switch
cable providers, there is a definite learning curve related to using the new station
guide and digital video-recording device. Cable providers try to increase monetary
and psychological switching costs so that consumers are locked-in to their service.
The nature of psychological switching costs can be traced to past use of a product
and to the learning effects as consumers become attached to the product and
become familiar with the interface and how to control the interface. Economists
have identified a related concept that they refer to as the increasing-returns-to-
adoption phenomena where the use of a technology leads to greater use and this in
turn leads to technological improvements.Arthur (1989). This “learning by use”
approach, which we have also described in an earlier chapter as the learning-by-
doing phenomena, creates a situation where locking-in customers essentially locks-
out the competition.
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Chapter 10 Lock-In and Revenue Growth

10.1 Lock-In Leads to Network Effects and Increased Product

Performance

1. Occurs when costs are involved
in switching from one product
or service to another product
or service.

2. When the value of a good is
dependent on the number of
customers already owning that
good.

Lock-in' also increases the so-called network effect phenomenon. A network
effect” occurs when the value of a good is dependent on the number of customers
already owning that good. Metcalfe’s law states that the value or utility of a
network is proportional to the number of users of the network.Shapiro and Varian
(1998). In the economics literature, a network effect typically refers to a change in
the positive benefit that a consumer receives from a product when the number of
consumers of the good increases.Liebowitz and Margolis (1994). Lock-in is also
related to Moore’s law, whereby the performance of products always increases over
time and the cost of the product stays the same or decreases. This increase in
performance is a function of technological developments and learning curve effects.
When network effects are combined with increased product performance, product
diffusion can increase dramatically and result in exponential market growth and
sales (see Figure 10.1 "Growth and Lock-In").

Figure 10.1 Growth and Lock-In
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Chapter 10 Lock-In and Revenue Growth

10.2 Switching Costs are Everywhere

3. Costs that result from
switching to a new product or
service.

Switching costs® are the costs that result from switching to a new product or a new
service. They are often viewed in terms of dollars but they can also be
conceptualized in terms of time and psychological effort. Switching costs can
include early termination costs, the amount of time and effort to switch, all
learning costs required to understand the new product or service, cash outlays for
switching, and even the emotional discomfort caused by switching.Burnham, Frels,
and Mahajan (2003). The goal of buyers is to try and avoid switching costs and not
be locked-in to a particular product, service, or technology. Buyers want flexibility
and they try to avoid lock-in.

The goal of producers is to essentially lock-in their customers and lock-out the
competition. This is accomplished by creating a value proposition for their
customers and make it difficult for them to leave the fold because of the high
switching costs. Here is a list of situations that result in product and service lock-
in:This section is based on Kaplan and Norton (2003a, September 15); Shapiro and
Varian (1998).

* High-quality product and service that are in demand. Examples include
high-end cars and newly introduced game consoles.

« Products that are sold at a relatively low price while its development
costs are recouped through replacement parts, consumables, and
maintenance. Examples include printers, razors, and autos.

* Recently purchased products that are relatively expensive will
probably be too new to abandon. Examples include new cars, freezers,
most durable goods, and houses.

+ Products or services that cause customers to continue using the
product because it forces them down a particular path. The path can be
related to technology and is often proprietary. Examples include
operating systems, game consoles, computers, tax software, banking,
colleges, social networks, Internet service providers, word-processing,
and various other applications software.

« Products, services, and vendors that are usually the lowest cost.
Examples include Kohl’s, Wal-Mart, Target, Newegg, inexpensive cars,
off-brand inks, alternative materials (plastic for metal), discount
airlines, and most of the Hermes products and services.

+ Brands that customers will turn to because they engender trust,
confidence, and quality. Examples include IBM, Audi, Clark’s shoes,
Expedia, Amazon, Tide, and many of the companies selling Midas
products and services.
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+ Legal contracts for providing products and service. Examples include
wireless phone, broadband, cable, and outsourcing agreements
between businesses.

« Loyalty programs and frequent use programs. Examples include
airlines, retail stores and discounts for repeat purchases.

+ Product and services that complement the main product or service.
Examples include software applications for operating systems, mobile
phone applications, social networking applications, and maintenance
and repairs departments connected with the dealer.

+ Customers who are socially and emotionally involved with the product
and services. Examples include online and offline social networks,
online role-playing games, colleges, and church groups.

+ Products that facilitate control of one’s environment. If a consumer
can control a product or service, then they feel that they own it and
thus become locked-in to using that product or service out of loyalty.

Figure 10.2 "Levels of Lock-In for Several Businesses" illustrates the author’s view of
the degree of lock-in for several business activities. One particular interesting
example of lock-in is related to social networking sites such as Facebook, MySpace,
and LinkedIn. Social networking sites have an abundance of features that facilitate
lock-in. First, they encourage the development of very strong emotional ties among
the participants. Secondly, some of them attempt to thwart searching by search
engines. And finally, they encourage the customization and control of the home
screen. Our research has found that if you can give users the ability to control and
customize their environment, then they will begin to exhibit feelings of ownership
toward a virtual place.Jo, Moon, Garrity, and Sanders (2007). It appears that in some
people, the emotional ties are stronger than the ties exhibited by some individuals
toward a house or a car. In addition, there is a positional effect. This can reduce the
influence and reduce the network effects:
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Figure 10.2 Levels of Lock-In for Several Businesses
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Positional goods purchases, consequently, are interdependent: what we buy is
partially a function of what others buy. Put another way, the value of a positional
good arises in part from social context. The positionality of a particular good is
often two-sided: its desirability may rise as some possess it, but then subsequently
fall as more possess it.... A particular fast car is most desirable when enough people
possess it to signal that it is a desired object, but the value diminishes once every
person in the neighborhood possesses one. Nothing about the car itself has
changed, except for its ability to place its owner among the elite and to separate her
from the crowd. Similarly, part of the appeal of a “fashionable” resort is that only a
few people know about it, or are able to afford it. For these goods, the value of
relative exclusivity may be a large part of the goods’ total appeal.”Raustiala and
Sprigman (2006), p. 1719.

10.2 Switching Costs are Everywhere
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10.3 A Lock-In Index

We have developed a set of questions that can be used to measure lock-in. It can be
viewed as a lock-in index. Try to think of a product or service and then answer the
following questions:

+ The people who use this product are very cool. Add 1 point.

+ This product has a strong brand. Add 2 points.

« The product or service is relatively expensive and was recently
purchased. Add 1 plus 1 point for each time you use the word very.

¢ The replacement parts for the product are relatively expensive. Add 2
points.

+ There is a service contract. Add 1 point for each year.

¢ There is a significant learning curve for using the product effectively.
Add 1 plus 1 point for each time you use the word very.

« This product is a social networking application or has social
networking features. Add 3 points.

If the score for the product or service is above 9, then this is a product or service
with significant switching costs and lock-in. If the score is between 6 and 9, then the
lock-in is moderately strong. If the score is between 3 and 6, then the lock-in is
average. And if the score is 3, then the lock-in is minimal. If the score is zero, then
you are probably buying an off-brand candy bar.

There are some products where the lock-in is transitory. Consider the fashion and
clothing industry where the lead designers develop an anchor for next year’s
fashion.Raustiala and Sprigman (2006). The premier lines typically develop seasonal
themes for the fashion community. Everyone copies the anchored themes including
the fashion leaders with their slightly scaled-back bridge lines (e.g., Gap Inc.
represented by Banana Republic, the Gap and Old Navy and the Armani Group
represented by Giorgio Armani, Armani Collezioni, and Emporio Armani). Copying
is actually beneficial to the fashion industry. Copying an emerging fashion concept
helps to standardize the design for a year or two until the design becomes obsolete.
Some level of standardization is essential or chaos would ensue and costs would
skyrocket because the supply chain would never stabilize. Nevertheless, the fashion
themes are extremely transitory because, in a very short time, a new theme
emerges and the old theme is out-of style.
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10.4 The Downside of Lock-in

A consistent theme of this book is that companies must pursue innovation and
differentiation constantly. Locking in your customers does not mean you can
abandon innovation and let your products and service languish in mediocrity.
Because consumers will eventually abandon your products and services and you will
eventually fade from the marketplace. As we have said in an earlier chapter, people
want to control their environment and they do not want to be controlled. Google
has been very proactive on this front because they realize that lock-in is very
transitory and they have attempted to engender trust through
innovation.Fitzpatrick and Lueck (2010). Cable companies were able to lock-in their
customers because there was very little competition. The landline cable companies
avoided innovation and they treated their customers poorly. It is only recently that
they have been able to shirk their earlier image and begin to engender trust and
acceptance in the marketplace. All businesses must change, even if it is only in the
minds of consumers, or they will eventually be abandoned.
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10.5 Outsourcing and Lock-in

4. A contractual relationship
between one business and
another.

Outsourcing” is a contractual relationship between one business and another. The
outsourcee, the company trying to outsource some organizational function, can
have the outsourcer company provide manufacturing, product design, product
distribution, IT services and infrastructure support, and about everything else
including strategic planning support. There are many reasons why companies turn
toward outsourcing, including reducing costs, access to expertise, and increased
production capacity, as illustrated in Note 10.5 "Benefits of Outsourcing".Belcourt
(2006), pp. 269-279. At the same time, there are many reasons that outsourcing can
create problems as illustrated in Note 10.6 "Risks of Outsourcing". There is,
however, one major reason that outsourcing creates problems. Outsourcing causes
the organization to lose its absorptive capacity in the area that was outsourced. As
noted in an earlier chapter, having absorptive capacity means that a company is
able to evaluate new technological development because the company or the owner
has insight and expertise into a particular area. Organizations with absorptive
capacity have developed knowledge structures and insight in a particular domain.
Having absorptive capacity gives an organization the ability to understand,
assimilate and exploit new knowledge and information, and then to apply it to
solving problems and developing commercially viable products. If an organization
outsources an ability or capability, which is a core competency, then the
organization may not be able to understand and recognize when an emerging
technology is important. In the worst case, the organization may not be able to
develop products because it does not have the know-how since it has already lost
the ability to learn-by-doing and learn-about.
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Benefits of Outsourcing

« Simplifies management and can increase flexibility.

« Management can focus on core competencies.

« Can reengineer and downsize organization.

« Helps develop strategic alliances.

+ Can improve the quality of service to customers and within
organization.

« Reduces short-term costs and transactions costs.

« Possible large influx of cash resulting from transfer of assets to the
new provider especially in outsourcing IT.

« Access to technical expertise and the ability to free in-house
resources. Outsourcer has access to technology and to specialized
expertise.

« Eliminates a process area that was a headache.

« Outsourcer has above-average management skills.

« Outsourcer has better cost control because they have
benchmarked best of breed processes.

* Outsourcer has capacity on demand and bulk purchasing power.

10.5 Outsourcing and Lock-in 244
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Risks of Outsourcing

10.5 Outsourcing and Lock-in

Loss of control.

Costs may be greater than anticipated.

o Transition costs including process reengineering and
severance pay.
o Managing the outsourcing agreement.

Vendor may not implement emerging technologies.

Poor customer service.

May lose good staff.

May hurt current employee’s morale and performance.

Vendor may not survive.

They know all of your secrets and you might not be able to get
away from them.

Very high lock-in and switching costs.

Limits your options and the ability to develop additional core
competencies.

Loss of absorptive capacity. They may not be able to recognize a
new opportunity or take advantage of a new opportunity.
Because company has lost the ability to do something, they may
not be able to do it for a long time.
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10.6 Customer Acquisition, Customer Retention, and Lock-in

Customer acquisition and customer retention through lock-in are the two primary
components of market share. Once customers have been acquired, the next step is
to retain them. There has been an ongoing debate on whether to focus on
acquisition or retention marketing.Lenskold (2003). Both are important. But there
has been significant interest in retention because of the research findings on
customer retention. For example, increasing customer retention by just 5% can
increase profits by 25-95%.Reichheld and Schefter (2000).

The point is that customer retention should be a critical goal for all organizations.
This is particularly true in the current business climate where substitute products
and competition from unforeseen sources are the norm. Customer acquisition and
customer retention are related to the development of a viable business model and
having good products, good people, a good brand, successful marketing, a capable
R&D process, and an efficient supply chain.
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10.7 Conclusion

In this chapter, we have discussed the concept of lock-in and identified various
issues on the lock-in such as how companies can achieve it, the downside of it, and
the lock-in index for practical use. We also have addressed the relationship between
the lock-in and companies’ absorptive capacity within the framework of
outsourcing. The key points are the following:

Lock-in is pervasive. It is part of the normal day-to-day transactions in
business.

If you are a producer, then you need to take steps to acquire customers
so that you can lock them in (see Figure 10.3 "Lock-In Issues"). This
may include giving potential customers money, providing additional
complimentary services, and developing attractive incentives for
participation.

Producers will always try to lock-in consumers. It is important that
consumers try to get producers to offer incentives in order to offset
present and future switching costs.

The initial stage of bargaining is important because once the consumer
has committed to a seller, then the lock-in has been cast. If you are a
business and are considering outsourcing, then you will be locked-in as
soon as you sign on the dotted line. In that case, you should look for
second sources.

When a company or an individual outsources, they are essentially
merging with another entity that has a competitive advantage in a
particular area. Identifying the processes where having a core
competency is critical for the firm to survive and to engage in learn-
by-doing activity in that area.
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Figure 10.3
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