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Abstract: Many products generate value when combined with others are called “system products”. It
is an important issue on system products whether the firm should make its product be compatible with
its competitor’s. However, much literature has emphasized on the network effect of compatibility, little
attention has been concerned with the fact that product differentiation decreases with compatibility. In

this paper, we set-up a two-stage duopoly game to fill this gap, and analyze how the firm chooses the
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optimal degree of compatibility. This paper shows that the compatibility choices of the firm depends on
the gain from network effect, compatibility effect, and the loss from increasing competition. This paper
also shows that the factors of optimal compatibility choices of firms includes: the existing installed base
of the firm, the cost advantage/disadvantage of the firm, and to what degree is the impact of
compatibility on product differentiation. We also discuss whether the above results are robust when
firms choose quantity produced or prices as their actions in the second stage. Moreover, with respect to
the managerial implication, this study suggests that competition and cooperation is the nature of the

relation between firms in systems industries.
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