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1) First article:  Microsoft Selling Xbox 360 at a Loss
    Source:  Top Tech News.       http://www.toptechnews.com//story.xhtml?story_id=131000033IEH
Microsoft Selling Xbox 360 at a Loss
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Chairman Bill Gates is betting the Xbox, the biggest loss-maker among Microsoft's seven units, will help bolster sales of the company's other products to consumers. The Xbox 360 will also be profitable over the life of the machine, he said. 

Microsoft Corp. , the world's largest software maker, loses at least $153 on each Xbox video-game console it sells, based on just the cost of components and assembly, iSuppli Corp. analysts said. 

Parts such as processors and manufacturing cost $552.27 for every machine that retails at $399, El Segundo, Calif.-based iSuppli said. Marketing and shipping costs aren't included in the estimates. 

Microsoft, which has spent more than $12 billion developing its games machines, released the Xbox 360 last week in time for the holidays and before Sony Corp.'s PlayStation 3. 

Chairman Bill Gates is betting the Xbox, the biggest loss-maker among Microsoft's seven units, will help bolster sales of the company's other products to consumers. The Xbox 360 will also be profitable over the life of the machine, he said. 

"As we go through the cycle, the cost of the components goes down significantly," said Evan Wilson, an analyst at Pacific Crest Securities in Portland, Oregon. Royalty fees Microsoft receives from game publishers "will grow much more rapidly when the installed base of Xboxes increases," he said. 

Microsoft replaced Intel Corp.  as its processor supplier and, like Sony, is relying on International Business Machines Corp., which makes 60 percent of the Xbox components, iSuppli said. 

The premium version of the games machine uses an IBM processor that costs $106, according to iSuppli. Other IBM chips bring the total cost of chips and integrated circuits to $340 per console, the researcher said. 

Microsoft's basic system, which sells for $299, has components that cost about $310, according to Portelligent Inc., an Austin-based market research company. Microsoft is relying on sales of higher-margin Xbox packages, accessories and games to make a profit, Portelligent said. The machine has also been designed to use parts from multiple vendors, something that will help allow quicker cost reduction, Portelligent said. 

Another $141 worth of components includes ATI Technologies semiconductors that provide graphics and NEC Corp.'s memory and linking devices, the report said. 

Assembly, packaging, a wireless Internet link, power supply, cables and instruction manuals make up the rest, iSuppli said. 

The Xbox is available in a basic model for $299 and a $399 version with a hard drive and a wireless controller. The company hasn't disclosed the wholesale price of the Xbox. The devices connect to digital cameras, portable music players and Windows PCs. 

Flextronics International Ltd., Wistron Corp. and Celestica Inc. are building the machines.
Summary:

Microsoft has released the new Xbox 360, which is the next generation of Xbox gaming.  It is estimated that the cost of parts and manufacturing alone are $522.27 per unit, while the Xbox 360 sells for $399, and the Xbox 360 Core, a stripped-down version, sells for $299.  This means that Microsoft is losing at least $153 per unit.
Penetration Pricing and Positive Reinforcement
As mentioned in the article, though Microsoft is selling the product at a loss, Microsoft is likely to recover the costs on aftermarket items such as games and controllers as the installed base grows.  Meanwhile, the pricing on the Xbox 360 is clearly penetration pricing because as the network of Xbox 360 owners grows, the demand for Xbox 360 games also grows.  When the number of users hits a critical mass, Microsoft can be relatively certain that releasing any given new Xbox game will help put Xbox into the black.  
Because Xbox 360 games can be played as network games, there is positive reinforcement in this network—having an Xbox 360 to play network games with becomes more valuable when, for example, all your friends have Xbox 360s and can play along with you.  
Finally, this is penetration pricing in another sense—the article suggests that Microsoft hopes that Xbox 360 users will also be consumers of Microsoft’s other lines of products.  In other words, Microsoft views the attractive price of the Xbox 360 is a way snag Microsoft, and not just simply “Xbox,” customers.
Razor-and-Blades:
Microsoft is blatantly using a “razor-and-blades” strategy here.  The Xbox 360 consoles are sold at a loss, but Microsoft will profit on games, and on aftermarket components.  For example, one CNET article
 claims that accessories “cost a small fortune”:  a second wireless controller and a rechargeable battery kit are $70, and a faceplate that is just a piece of plastic is $19.95.  Also, Microsoft is downright devious in its decision to only allow a proprietary 64 MB flash memory card, sold at $40, to work with the system—no general flash card is compatible.  
Lock-In

Consumer-side:
The Xbox 360 consumer will be locked in for the lifetime of the product, but since it’s at least a semi-durable good, the switching cost will decrease over time as the Xbox 360 depreciates.  When it is time for the consumer to purchase a new gaming system, the only thing that keeps the consumer from, say, switching to the newest Sony Playstation is possibly the backwards compatibility of the Xbox games.  It turns out that many, but not all, of the Xbox 1 (or original Xbox) games are compatible with the Xbox 360.
Avoidance of Lock-In
Supplier-side:
Though this may have been done simply to have enough capacity to meet the demand for Xboxes (which, we know did not happen—there is currently a shortage) Microsoft is having three companies, Flextronics International Ltd., Wistron Corp. and Celestica Inc. build the Xbox, so Microsoft is not locked into any one manufacturer.  The article also reports that the Xbox 360 has been designed to use components from multiple vendors, another way to prevent lock-in and to push down costs by having vendors bid against one another.
Versioning:
Versioning of the Xbox is also mentioned in the article—there is the high-end version, simply called the Xbox 360, which sells for $399, and there is also the low-end version, the Xbox Core, which sells for $299.  The difference between the two is that
:
The Xbox 360 Core System ($299) is a bare-bones system that ships with a wired Xbox 360 controller and a composite-video/stereo audio A/V cable. Meanwhile, with the $399 Xbox 360 Premium Edition (which is technically--and confusingly--known simply as the Xbox 360), you get a wireless Xbox 360 controller, a component HD A/V cable, a 20GB hard drive, a headset, and an Ethernet cable.

This clearly isn’t “Goldilocks” pricing or versioning because there are only two versions.  The low-end version is not even capable of storing games because it does not have a hard drive.  However, all the missing components, such as the wireless controller and the hard drive are available aftermarket, but the combined price of all the missing peripherals is $210, while the price difference between the two versions is $100.  The low-end version seems to exist to only get consumers to buy the product, and it is probably assumed that once they realize that, for example, they cannot save their games, they will probably buy the aftermarket hard drive.  
2) Second article:  IBM Weighs In On Mass. Office-Format Battle
    Source:  InformationWeek       http://www.informationweek.com/story/showArticle.jhtml?articleID=174403388&tid=5979
IBM Weighs In On Mass. Office-Format Battle 

Dec. 1, 2005 [image: image2]
Robert Suter, IBM's vice president of standards and open source, urged support for the OpenDocument format in a letter to the state’s Secretary of Executive Agency Finance and Administration.
By W. David Gardner 
TechWeb.com 
Activity is continuing in the Massachusetts battle over office software formats. IBM has weighed in with criticism of Microsoft’s attempt to promote its Office Open XML as a standard for the state’s documents and as Governor Mitt Romney stepped up his support for the Microsoft position. 

IBM’s Robert Sutor, vice president of standards and open source, urged support for the ODF in a letter to the state’s Secretary of Executive Agency Finance and Administration (F&A) Thomas Trimarco. IBM is supporting the state’s earlier decision standardizing its office software on the OpenDocument format (ODF). 

"Anyone can freely get a copy of the ODF standard and implement it," Sutor wrote. "Since the ODF standard is already in the International Organization for Standardization (ISO) fast track process, I’m confident that 2006 will be a very big year for adoption of ODF and ODF-compliant software by governments, organizations, and businesses around the world." 

Sutor’s letter followed another to Trimarco from Sun Microsystems’ director of standards Carl Cargill, who likewise supported the ODF proposal. He indicated the ODF standard would assure the state "of the many benefits of interoperability based on open standards." Together Sun and IBM have several thousand employees in the state. 

At the same time, Governor Romney’s spokesman indicated that Microsoft’s pledge to submit its office software to an international standards body had played a role in his decision to support the Microsoft position. 

Governor Romney, who is expected to be a Republican candidate for President, initially stayed out of the formats debate, but after previous A&F secretary Eric Kriss left the post in late September, the governor warmed to the Microsoft position. While the formats debate is replete with arcane minutia over standards, the whole issue could involve hundreds of millions, even billions, of dollars to be spent on office software. 

Microsoft maintains that a state policy mandating ODF formats would unfairly cut it out of some state business, while ODF supporters say their approach would lead to increased competition and lower prices for office software. 
Summary:

This is a standards battle between Microsoft and supporters of the Open Document Format (ODF), which now includes IBM.  Microsoft is pushing its Office Open XML to be the standard for the state of Massachusetts’s documents.  Related articles suggest that Massachusetts was initially leaning towards the ODF because it is not a proprietary standard and because it is on is either on its way to approval or has been approved by several standards organizations, including ISO (International Standards Organization).  Massachusetts reconsidered when Microsoft announced that it would submit its Office Open XML standard to standards bodies EMCA International and ISO.

Standards War:

If one considers Microsoft’s office products to be the de-facto industry standard, then this standards war is an evolution (an XML-based standard slapped on top of Microsoft Office products) versus a revolution (a new standard, and open source and other software that conforms to that standard).  In the U.S., Microsoft currently has control over the installed base, but the installed base is discontent with the fact that standard, files with the “doc” extension, is proprietary.  
The Office Open XML standard appears to be an afterthought by Microsoft—simply developed as a defense against the Open Document Format.  For this reason, I would argue that the Open Document Format had the first mover advantage in creating the standard, but Microsoft seems to have quickly caught up, at least in the Massachusetts race, simply because of the extent of its installed base.  Microsoft benefits from having control over the installed base because if Massachusetts decides to switch to the ODF format, the switching cost is not minor: employees will have to be trained on the new ODF-compliant office software, and said software would have to be purchased.
Open Standards

Both standards claim to be “open” in that the details of the standard are available to the public, and anyone may make software that adheres to these standards.  As mentioned in Information Rules, open standards need a champion to supply motivation to get the proposed standard through the process of becoming an actual standard, and to be in charge of setting the future direction of the standard.  Obviously Open Office XML’s champion is Microsoft, and the Open Document Format has a number of champions: IBM, Sun, Novell, Adobe and Google—all companies that stand to benefit from any “pain” that Microsoft feels.
Once a standard is chosen

Once a standard is chosen, presumably either Open Document Format (ODF) or Office Open XML, then software providers will compete within the market, given that the market is now for software that conforms to the chosen standard.   If the ODF wins, then Microsoft should make its office produce compatible with the ODF instead of resorting to “survival pricing.”  On the other hand, Office Open XML, becomes the standard for a large enough number of entities, then the developers of ODF-compliant software should naturally switch over to the Office Open XML standard, provided that it is truly open.  If both standards are truly open, then lock-in of a particular software vendor will be reduced because there should be several vendors of software that adheres to the standard.  Finally, both camps stand to benefit from selling complimentary products if their side wins.
Additional Commentary:

I find Microsoft’s comment that mandating ODF formats would unfairly cut Microsoft out of some state business patently absurd.   Microsoft has enjoyed having customers locked in to their proprietary document formats so long that it has forgotten what it is like to be on the other side of the fence.
3) Third article:  Why Apple Won't Up-Charge Downloads
    Source:  BusinessWeek online http://www.businessweek.com/technology/content/sep2005/tc20050929_4235_tc056.htm

BYTE OF THE APPLE 
By Arik Hesseldahl
Why Apple Won't
Up-Charge Downloads
Record execs are clamoring for price flexibility in music downloads, but Steve Jobs is adamant that 99 cents per song is perfect

The war of words that erupted last week between Apple Computer (AAPL ) CEO Steve Jobs and Edgar Bronfman Jr., chief executive of Warner Music (a unit of Time-Warner, TWX ), served to drive home how much the music industry has changed, and how much its executives still have to learn about what those changes mean. 

Bronfman, speaking at an investor conference in New York, publicly aired the frustrations of music executives with the pricing structure of Apple's iTunes, the world's most successful digital-music store. iTunes charges 99 cents a song and $9.99 for an album. Locking the prices at those levels isn't fair, Bronfman said, suggesting that variable pricing would be more equitable. 

"There's no content in the world that has doesn't have some price flexibility," Bronfman pointed out. "Not all songs are created equal. Not all albums are created equal." For his part, Jobs is adamant that prices should stay where they are, if only to keep the buying experience simple for customers. 

A CLOSER LOOK.  In principle, Bronfman may be right. Some books cost $25, others $15. There are magazines that sell for $4.95 a copy, while others go for $2.95. And who hasn't secretly perused the bargain racks of CDs, looking for a $5 disc from that hair-metal band you loved so much in the '80s? All Bronfman suggested was creating an environment where some songs would command a premium and others would do the equivalent of filling the bargain CD bin. 

As it turns out, iTunes is already pricing some items higher than others. Look carefully, and you'll find occasional examples of albums priced at $11.99, $13.99, or $6.93. Clearly not all albums are created equal on iTunes. Some have fewer songs, some are incomplete, some are double albums and sell for $19.99 

But the heart of the battle lies where the volume is: single-song downloads, which likely account for the vast majority of sales on iTunes, though Apple has never confirmed this. On this level, 99 cents appears to be the sweet spot, where consumers feel comfortable clicking the "buy" button without worrying too much about their credit-card bills. Bronfman says that's a pretty good price for most songs, but some songs should cost more, others less. 

PIRATES AHOY.  Again, he's not entirely off-base. It turns out that the sweet spot is really more of a sweet range, but it's a narrow one, according to Matt Kleinschmit, vice-president of Ipsos/Insight, a research firm that regularly surveys consumer attitudes toward digital music. There's little difference in the mind of most consumers between paying 99 cents and $1.29 per song, he says: "You could indeed take the price above a dollar with little impact." 

Jobs is convinced that boosting prices will encourage a return to music piracy (as if it ever stopped). Certainly consumers are still willing to download from the file-sharing services, despite the recording industry's multipronged legal offensives intended to discourage the practice. 

Ipsos-Insight surveyed consumers who are experienced at downloading music from both online stores and from free file-sharing services. When confronted with a simulated market environment, 62% favored the free file-sharing services. Take file-sharing off the table, and 44% say they wouldn't bother downloading music at all, while 39% say they prefer iTunes-like pay-per-download services over subscription services. 

ROKR INOCULATION.  Here's where the iPod and its newest sibling, the iPod Nano, turn out to be Apple's ace in the hole. Record labels such as Bronfman's hope to gain some leverage in their negotiations with Apple when their current licensing deals expire in early 2006. Bronfman has previously pressed the case of turning the mobile phone into a potential iPod rival in hope of eroding some of Apple's grip on the music business. 

Apple inoculated itself against that possibility by collaborating with Motorola (MOT) on the ROKR phone, which lets users put some songs from their iTunes playlists on a phone. As the labels press the idea of transforming the wireless phone into an iPod rival, Apple will be in a position to say, "Been there, done that," and dismiss further phone-related products. 

But the iPod Nano has turned out to be Apple's knockout punch. Having secured a large chunk of the supply of flash memory from Samsung and Toshiba and a price break from Samsung, Apple is going to constrain the supply for flash chips. That's going to make it difficult for competitors making flash-memory-based players that work with other music services to get their products on the shelves this holiday season. 

CHIP HOARD.  How bad will it be for Apple's rivals in the music-player business? A research report by WR Hambrecht says manufacturers of flash memory will be experiencing an uncomfortably tight supply environment this quarter and into the first quarter of 2006. Samsung and Toshiba both have their second- and third-tier customers on allocation -- which means lots of smaller companies will be told to get in line and wait for their flash chips. 

And it may only get worse for those companies. Analysts at UBS Investment Research suggest that Apple could get an even bigger price break on flash chips from Samsung, and Toshiba may give it favorable pricing as well, making it even tougher for others to compete on price and amid constrained supplies. Rumors are also buzzing that Apple may soon tie up even more flash supplies by cutting a deal with Hynix Semiconductor. 

That same research report suggests it's going to be a Nano Christmas. UBS says Nanos could account for almost half the nearly 32 million iPods it thinks Apple will sell in its fiscal year 2006, which begins next month. 

WHATEVER STEVE WANTS.  The more iPods sold, the more people will be patronizing the iTunes Music store. "The iPod drives people to iTunes, not the other way around," observes analyst Michael Gartenberg of Jupiter Research. A strong quarter of iPod sales will only solidify iTunes' position as the Microsoft (MSFT ) of the digital-music industry, leaving RealNetworks (RNWK ), Napster (NAPS ), and others to bring up the very distant rear. 

That makes the path for record companies clear: Jobs will get what Jobs wants. In the end, that means download prices will stay right where they are. 

When asked earlier in the week at a press conference in Paris about the possibility of the music company raising prices, Jobs said: "If they want to raise the prices, it means that they are getting greedy." Greedy? Maybe. But right now, Steve Jobs is holding all the cards and can afford to talk tough. He knows this war of words is all but won.
Summary:

This article is about Apple’s reluctance to raise the price of a song on its online music store, iTunes, above the current price of 99 cents.  Also, all individual songs on iTunes are priced at 99 cents per download, regardless of how popular or how obscure a song may be.  Apple’s one-size-fits-all pricing scheme is in stark contrast to the pricing scheme of CDs at a brick-and-mortar record store where popularity and date of release determines the pricing of an album.  

Components and Compliments:

It is clear that for Apple, the motivation for selling music online is purely to promote the sale of more iPods.  Some speculate that Apple makes approximately four cents per download, which is next to nothing.  However, in order to sell more iPods, the cost of complimentary products should be low, and this is Apple’s motivation for keeping the price of downloads at 99 cents.
Supply-side economy of scale:

The article also mentions that the supply of flash chips is “tight” and that customers that are rated “second-tier” and “third-tier” (in other words, small companies) by Samsung and Toshiba have to wait for flash chips.  Analysts suspect that Apple is getting a price break from both Samsung and Toshiba, and according to the article, Apple may soon purchase flash chips from yet a third company, Hynix Semiconductor.  It is clear that Apple is benefiting from an old-fashioned supply-side economy of scale in which as production grows (to a point), components get cheaper because Apple can order them in quantity and negotiate price breaks.  At the same time, Apple is tying up flash chip supply chains, which is suffocating Apple’s competitors.

Pricing

Information lends itself to pricing based on the value of the information, but Jobs is shunning the opportunity to charge a variable price.  Jobs’s motivation is both to preserve the simplicity of the iTunes system and an avoidance of “greediness.”  Simplicity is one of the reasons for iPod’s success—the simple design, and a superior user interface made the iPod attractive to consumers, and Jobs is right to preserve the simplicity (as long as he can) in iTunes.  As for greediness, music is commodity information since there are many providers of the same information, so Jobs is right that Apple should not be greedy, and as the article points out, the 99 cent price is within the range of the “sweet spot” for pricing.  As long as Apple is in the game of selling iPods and the music iTunes is merely a compliment, it will be doubtful that competitors will be able to make much money on selling music online.  
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The MySpace Generation

    Source: BusinessWeek (cover story of December 12, 2005 print edition, or online)

   http://www.businessweek.com/magazine/content/05_50/b3963001.htm
The MySpace Generation

They live online. They buy online. They play online. Their power is growing

The Toadies broke up. It was four years ago, when Amanda Adams was 16. She drove into Dallas from suburban Plano, Tex., on a school night to hear the final two-hour set of the local rock band, which had gone national with a hit 1995 album. "Tears were streaming down my face," she recalls, a slight Texas lilt to her voice. During the long summer that followed, Adams turned to the Web in search of solace, plugging the lead singer's name into Google repeatedly until finally his new band popped up. She found it on Buzz-Oven.com, a social networking Web site for Dallas teens.

Adams jumped onto the Buzz-Oven network, posting an online self-portrait (dark hair tied back, tongue out, goofy eyes for the cam) and listing her favorite music so she could connect with other Toadies fans. Soon she was heading off to biweekly meetings at Buzz-Oven's airy loft in downtown Dallas and helping other "Buzzers" judge their favorite groups in marathon battle-of-the-bands sessions. (Buzz-0ven.com promotes the winners.) At her school, Frisco High -- and at malls and concerts -- she passed out free Buzz-Oven sampler CDs plastered with a large logo from Coca-Cola Inc., () which backs the site in the hope of reaching more teens on their home turf. Adams also brought dozens of friends to the concerts Buzz-Oven sponsored every few months. "It was cool, something I could brag about," says Adams, now 20 and still an active Buzzer.

Now that Adams is a junior at the University of North Texas at Denton, she's online more than ever. It's 7 p.m. on a recent Saturday, and she has just sweated her way through an online quiz for her advertising management class. (The quiz was "totally out of control," write classmates on a school message board minutes later.) She checks a friend's blog entry on MySpace.com to find out where a party will be that night. Then she starts an Instant Messenger (IM) conversation about the evening's plans with a few pals.

KIDS, BANDS, COCA-COLA
At the same time, her boyfriend IMs her a retail store link to see a new PC he just bought, and she starts chatting with him. She's also postering for the next Buzz-Oven concert by tacking the flier on various friends' MySpace profiles, and she's updating her own blog on Xanga.com, another social network she uses mostly to post photos. The TV is set to TBS, which plays a steady stream of reruns like Friends and Seinfeld -- Adams has a TV in her bedroom as well as in the living room -- but she keeps the volume turned down so she can listen to iTunes over her computer speakers. Simultaneously, she's chatting with dorm mate Carrie Clark, 20, who's doing pretty much the same thing from a laptop on her bed.

You have just entered the world of what you might call Generation @. Being online, being a Buzzer, is a way of life for Adams and 3,000-odd Dallas-area youth, just as it is for millions of young Americans across the country. And increasingly, social networks are their medium. As the first cohort to grow up fully wired and technologically fluent, today's teens and twentysomethings are flocking to Web sites like Buzz-Oven as a way to establish their social identities. Here you can get a fast pass to the hip music scene, which carries a hefty amount of social currency offline. It's where you go when you need a friend to nurse you through a breakup, a mentor to tutor you on your calculus homework, an address for the party everyone is going to. For a giant brand like Coke, these networks also offer a direct pipeline to the thirsty but fickle youth market.

Preeminent among these virtual hangouts is MySpace.com, whose membership has nearly quadrupled since January alone, to 40 million members. Youngsters log on so obsessively that MySpace ranked No. 15 on the entire U.S. Internet in terms of page hits in October, according to Nielsen//NetRatings. Millions also hang out at other up-and-coming networks such as Facebook.com, which connects college students, and Xanga.com, an agglomeration of shared blogs. A second tier of some 300 smaller sites, such as Buzz-Oven, Classface.com, and Photobucket.com, operate under -- and often inside or next to -- the larger ones.

Although networks are still in their infancy, experts think they're already creating new forms of social behavior that blur the distinctions between online and real-world interactions. In fact, today's young generation largely ignores the difference. Most adults see the Web as a supplement to their daily lives. They tap into information, buy books or send flowers, exchange apartments, or link up with others who share passions for dogs, say, or opera. But for the most part, their social lives remain rooted in the traditional phone call and face-to-face interaction.

The MySpace generation, by contrast, lives comfortably in both worlds at once. Increasingly, America's middle- and upper-class youth use social networks as virtual community centers, a place to go and sit for a while (sometimes hours). While older folks come and go for a task, Adams and her social circle are just as likely to socialize online as off. This is partly a function of how much more comfortable young people are on the Web: Fully 87% of 12- to 17-year-olds use the Internet, vs. two-thirds of adults, according to the Pew Internet & American Life Project.

Teens also use many forms of media simultaneously. Fifteen- to eighteen-year-olds average nearly 6 1/2 hours a day watching TV, playing video games, and surfing the Net, according to a recent Kaiser Family Foundation survey. A quarter of that time, they're multitasking. The biggest increase: computer use for activities such as social networking, which has soared nearly threefold since 2000, to 1 hour and 22 minutes a day on average.

Aside from annoying side effects like hyperdistractibility, there are some real perils with underage teens and their open-book online lives. In a few recent cases, online predators have led kids into dangerous, real-life situations, and parents' eyes are being opened to their kids' new world.

ONE-HIT WONDERS
Meanwhile, the phenomenon of these exploding networks has companies clamoring to be a part of the new social landscape. News Corp. () Chief Executive Rupert Murdoch has spent $1.3 billion on Web acquisitions so far to better reach this coveted demographic -- $580 million alone for the July purchase of MySpace parent Intermix Media. And Silicon Valley venture capitalists such as Accel Partners and Redpoint Ventures are pouring millions into Facebook and other social networks. What's not yet clear is whether this is a dot-com era replay, with established companies and investors sinking huge sums into fast-growth startups with no viable business models. Facebook, barely a year old and run by a 21-year-old student on leave from Harvard, has a staff of 50 and venture capital -- but no profits.

Still, consumer companies such as Coke, Apple Computer (), and Procter & Gamble () are making a relatively low-cost bet by experimenting with networks to launch products and to embed their brands in the minds of hard-to-reach teens. So far, no solid format has emerged, partly because youth networks are difficult for companies to tap into. They're also easy to fall out of favor with: While Coke, Sony () Pictures Digital, and Apple have succeeded with MySpace, Buzz-Oven, and other sites, P&G's attempt to create an independent network around a body spray, for one, has faltered so far.

Many youth networks are evanescent, in any case. Like one-hit wonder the Baha Men (Who Let the Dogs Out) and last year's peasant skirts, they can evaporate as quickly as they appear. But young consumers may follow brands offline -- if companies can figure out how to talk to youths in their online vernacular. Major companies should be exploring this new medium, since networks transmit marketing messages "person-to-person, which is more credible," says David Rich Bell, a marketing professor at the University of Pennsylvania's Wharton School.

So far, though, marketers have had little luck creating these networks from scratch. Instead, the connections have to bubble up from those who use them. To understand how such networks get started, share a blue-cheese burger at the Meridian Room, a dive bar in downtown Dallas, with Buzz-Oven founder Aden Holt. At 6 feet 9 inches, with one blue eye, one brown one, and a shock of shaggy red hair, Holt is a sort of public figure in the local music scene. He started a record label his senior year at college and soon turned his avocation into a career as a music promoter, putting out 27 CDs in the decade that followed.

In 2000, as Internet access spread, Holt cooked up Buzz-Oven as a new way to market concerts. His business plan was simple. First, he would produce sample CDs of local bands. Dedicated Buzzers like Adams would do the volunteer marketing, giving out the CDs for free, chatting up the concerts online, and slapping up posters and stickers in school bathrooms, local music stores, and on telephone poles. Then Holt would get the bands to put on a live concert, charging them $10 for every fan he turned out. But to make the idea work, Holt needed capital to produce the free CDs. One of his bands had recently done a show sponsored by Coke, and after asking around, he found the marketer's company's Dallas sales office. He called for an appointment. And then he called again. And again.

Coke's people didn't get back to him for weeks, and then he was offered only a brief appointment. With plenty of time to practice his sales pitch, Holt spit out his idea in one breath: Marketing through social networks was still an experiment, but it was worth a small investment to try reaching teens through virtual word of mouth. Coke rep Julie Bowyer thought the idea had promise. Besides, Holt's request was tiny compared with the millions Coke regularly sinks into campaigns. So she wrote him a check on the spot.

DEEP CONNECTIONS
By the time Ben Lawson became head of Coke's Dallas sales office in 2001, Buzz-Oven had mushroomed into a nexus that allowed hundreds of Dallas-area teens to talk to one another and socialize, online and off. A middle-aged father of two teens himself, Lawson spent a good deal of time poring over data about how best to reach youth like Adams. He knew what buzzer Mike Ziemer, 20, so clearly articulates: "Kids don't buy stuff because they see a magazine ad. They buy stuff because other kids tell them to."

What Lawson really likes about Buzz-Oven is how deeply it weaves into teens' lives. Sure, the network reaches only a small niche. But Buzzers have created an authentic community, and Coke has been welcomed as part of the group. At a recent dinner, founder Holt asked a few Buzzers their opinions about the company. "I don't know if they care about the music or they just want their name on it, but knowing they're involved helps," says Michael Henry, 19. "I know they care; they think what we're doing is cool," says Michele Barr, 21. Adds Adams: "They let us do our thing. They don't censor what we do."

Words to live by for a marketer, figures Lawson, particularly since Coke pays Buzz-Oven less than $70,000 a year. In late October, Holt signed a new contract with Coke to help him launch Buzz-Oven Austin in February. The amount is confidential, but he says it's enough for 10,000 CDs, three to four months of street promotions, and 50,000 fliers, plus some radio and print ads and a Web site promotion. Meanwhile, Buzz-Oven is building relations with other brands such as the Dallas Observer newspaper and McDonald's () Chipotle restaurants, which kicks in free food for Buzzer volunteers who promote the shows. Profits from ticket sales are small but growing, says Holt.

Not so long ago, behemoth MySpace was this tiny. Tom Anderson, a Santa Monica (Calif.) musician with a film degree, partnered with former Xdrive Inc. marketer Chris DeWolfe to create a Web site where musicians could post their music and fans could chat about it. Anderson knew music and film; De Wolfe knew the Internet business. Anderson cajoled Hollywood friends -- musicians, models, actors -- to join his online community, and soon the news spread. A year later, everyone from Hollywood teen queen Hilary Duff to Plano (Tex.) teen queen Adams has an account.

It's becoming a phenomenon unto itself. With 20 million of its members logging on in October, MySpace now draws so much traffic that it accounted for 10% of all advertisements viewed online in the month. This is all the more amazing because MySpace doesn't allow those ubiquitous pop-up ads that block your view, much less spyware, which monitors what you watch and infuses it with pop-ups. In fact, the advertising can be so subtle that kids don't distinguish it from content. "It's what our users want," says Anderson.

As MySpace has exploded, Anderson has struggled to maintain the intimate atmosphere that lends social networks their authenticity. When new users join, Tom becomes their first friend and invites them to send him a message. When they do, they hear right back, from him or from the one-quarter of MySpace's 165 staffers who handle customer service. Ask Adams what she thinks of MySpace's recent acquisition by News Corp., and she replies that she doesn't blame "Tom" for selling, she would have done the same thing. She's talking about Anderson, but it's hard to tell at first because she refers to him so casually, as if he were someone she has known for years.

That's why Murdoch has vowed not to wrest creative control from Anderson and DeWolfe. Instead News Corp.'s resources will help them nourish new MySpace dreams. Earlier this month they launched a record label. In the next few months, the duo says, they will launch a movie production unit and a satellite radio station. By March they hope to venture into wireless technology, perhaps even starting a wireless company to compete with Virgin Mobile or Sprint Nextel's Boost. Says DeWolfe: "We want to be a lifestyle brand."

It's proof that a network -- and its advertising -- can take off if it gives kids something they badly want. Last spring, Facebook founder Mark Zuckerberg noticed that the college students who make up most of his 9.5 million members were starting groups with names like Apple Students, where they swapped information about how to use their Macs. So he asked Apple if it wanted to form an official group. Now -- for a fee neither company will disclose -- Apple sponsors the group, giving away iPod Shuffles in weekly contests, making product announcements, and providing links to its student discount program.

The idea worked so well that Facebook began helping anyone who wanted to start a group. Today there are more than a dozen, including several sponsored by advertisers such as Victoria's Secret and Electronic Arts. Zuckerberg soon realized that undergrads are more likely to respond to a peer group of Apple users than to the traditional banner ads, which he hopes to eventually phase out. Another of his innovations: ads targeted at students of a specific college. They're a way for a local restaurant or travel agency to advertise. Called Facebook Announcements, it's all automated, so anyone can go onto Facebook, pay $14 a day, and fill out an ad.

SPARKLE AND FIZZLE
Still, social networks' relations with companies remain uneasy. Last year, for example, Buzz-Oven was nearly thrown off track when a band called Flickerstick wanted to post a song called Teenage Dope Fiend on the network. Holt told Buzzers: "Well, you can't use that song. I'd be encouraging teenagers to try drugs." They saw his point, and several Buzzers persuaded the band to offer up a different song. But such potential conflicts are one way, Holt concedes, that Buzz-Oven's corporate sponsorships could come to a halt.

Like Holt, other network founders have dealt with such conflicts by turning to their users for advice. Xanga co-founder John Hiler has resisted intrusive forms of advertising like spyware or pop-ups, selling only the conventional banner ads. When advertisers recently demanded more space for larger ads, Hiler turned the question over to Xanga bloggers, posting links to three examples of new ads. More than 3,000 users commented pro and con, and Hiler went with the model users liked best. By involving them, Hiler kept the personal connection that many say they feel with network founders -- even though Xanga's membership has expanded to 21 million.

So far, corporate advertisers have had little luck creating such relationships on their own. In May, P&G set up what it hoped would become a social network around Sparkle Body Spray, aimed at tweens. The site features chatty messages from fake characters named for scents like Rose and Vanilla ("Friends call me Van"). Virtually no one joined, and no entries have comments from real users. "There wasn't a lot of interesting content to engage people," says Anastasia Goodstein, who documents the intersection between companies and the MySpace Generation at Ypulse.com. P&G concedes that the site is an experiment, and the company has found more success with a body-spray network embedded in MySpace.com.

The most basic threat to networks may be the whims of their users, who after all are mostly still kids. Take Friendster, the first networking Web site to gain national attention. It erupted in 2003, going from a few thousand users to nearly 20 million. But the company couldn't keep up, causing frustration among users when the site grew sluggish and prone to crash. It also started with no music, no message boards or classifieds, no blogging. Many jumped ship when MySpace came along, offering the ability to post song tracks and more elaborate profiles. Friendster has been hustling to get back into the game, adding in new options. But only 942,000 people clicked on the site in October, vs. 20.6 million who clicked on MySpace in the same time.

That's the elusive nature of trends and fads, and it poses a challenge for networks large and small. MySpace became a threat to tiny Buzz-Oven last year when Buzzers found they could do more cool things there, from blogs to more music and better profile options. Buzzer message board traffic slowed to a crawl. To stop the hemorrhaging, Holt joined MySpace himself and set up a profile for Buzz-Oven. His network now operates both independently and as a subsite on MySpace, but it still works. Most of Holt's Dallas crowd came back, and Buzz-Oven is up to 3,604 MySpace members now, slightly more than when it was a stand-alone network.

Even if the new approach works, Holt faces a succession issue that's likely to hit other networks at some point. At 35, he's well past the age of his users. Even the friends who helped him launch Buzz-Oven.com are in their late 20s -- ancient to members of his target demographic. So either he raises the age of the group -- or replaces himself with someone younger. He's trying the latter, betting on Mike Ziemer, the 20-year-old recent member, even giving him a small amount of cash.

Ziemer, it turns out, is an influencer. That means record labels and clothing brands pay him to talk up their products, for which he pulls down several hundred dollars a month. Ziemer has spiky brown hair and a round, expressive face. In his MySpace profile he lists his interests in this order: Girls. Music. Friends. Movies. He has 4,973 "friends" on MySpace. At all times, he carries a T-Mobile Sidekick, which he uses to text message, e-mail, and send photos to his friends. Sometimes he also talks on it, but not often. "I hate the phone," he says.

Think of Ziemer as Aden Holt 2.0. Like Amanda Adams, he's also a student at UT-Denton. When he moved to the area from Southern California last year, he started Third String PR, a miniature version of Buzz-Oven that brings bands to the 'burbs. He uses MySpace.com to promote bands and chats online with potential concertgoers. Ziemer can pack a church basement with tweens for a concert, even though they aren't old enough to drive. On the one hand, Ziemer idolizes Holt, who has a larger version of Ziemer's company and a ton of connections in the music industry. On the other hand, Ziemer thinks Holt is old. "Have you ever tried to talk with him over IM?" he says. "He's just not plugged in enough."

Exactly why Holt wants Ziemer on Buzz-Oven. He knows the younger entrepreneur can tap a new wave of kids -- and keep the site's corporate sponsor on board. But he worries that Ziemer doesn't have the people skills. What's more, should Ziemer lose patience with Buzz-Oven, he could blacklist Holt by telling his 9,217 virtual friends that Buzz-Oven is no longer cool. In the online world, one powerfully networked person can have a devastatingly large impact on a small society like Buzz-Oven.

For now, the gamble is paying off. Attendance is up at Buzz-Oven events, and if the Austin launch goes smoothly, Holt will be one step closer to his dream of going national. But given the fluid world of networks, he's taking nothing for granted.


By Jessi Hempel, with Paula Lehman in New York

Commentary:

Summary

This article describes the rapidly growing market of online social networking and blogging sites, and companies’ attempts to market their products in this space.   

MySpace.com is clearly the current victor in this space, with 40 million members, and a  No. 15 ranking (in terms of page hits) from Nielsen/Netratings for the month of October.  MySpace.com started out in 2003 as not merely a social network, but rather a site for indie (independent) musicians to post info and music and to interact with their fans.  One of the founders got friends in Hollywood to join, and the network took off.  In October 2005, MySpace.com accounted for 10% of all advertisements viewed online.  
Positive Feedback for MySpace.com, Negative Feedback for Friendster
As mentioned above, MySpace.com’s numbers are impressive.  The social networking space is all about network effects and positive feedback.  The value of a social networking space is increased when more people belong to it; nobody wants to take the time to fill out the profile only to find that all of his or her friends are on another network.  
A number of social networks have come out in the last 2-3 years, such as Friendster, Google’s Orkut, Facebook, and the new Yahoo 360, but their membership numbers pale in comparison to MySpace.  While MySpace had 20.6 million visitors in October, Friendster only had 942,000 visitors, though Friendster was the first social networking site to gain national attention.
How did Friendster’s and MySpace.com’s roles in the social networking space switch?  At about the time that MySpace.com launched, Friendster’s membership had grown from just a few thousand to nearly 20 million, and Friendster was having trouble keeping up with the growth, which meant that Friendster’s site became painfully slow.  MySpace offered many more features than Friendster—and speed—so many Friendster users switched to MySpace.  As more users switched, this turned into positive feedback for MySpace—more members joining increased the size of the network, which made the network more valuable, and hence even more members joined.  At the same time the migration to MySpace translated into negative feedback for Friendster—as more members left, the network became less valuable, and hence even more members left.  
Lock-In

Once a user and all of his or her friends invests time in a social networking site by posting a profile, posting a blog, and in the case of MySpace.com, posting indie music, then the switching cost becomes the cost of at least most if not all of the aforementioned group switching.  In order to get users to switch away from MySpace, another site would most likely have to offer features and/or a “coolness factor” substantial enough to overcome this cost.
Misc. Commentary: Can social networking sites actually be profitable?
What makes marking via social networking unique?  A quote from a user of a social networking site reads:  “ ‘Kids don’t buy stuff because they see a magazine ad.  They buy stuff because other kids tell them to.’ ”  True, but advertisers these days want to be able to run highly targeted ads, and according to a commentary by Molly Wood of CNET
, MySpace.com, with ad revenues of more than $20 million, is the only social networking site to be monetarily successful.  What might explain MySpace’s success is 1) its pure size/market share, and 2) the fact that advertising on the site IS fairly targeted because MySpace members are primarily “ ‘16-to-34-year-old hipsters.’”
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