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1. TheProblem Facing Nintendo

Nintendo's headquartersislocated in Higashiyama-ku, Kyoto. Over the past ten or so
years Nintendo, afirm with under a 1000 employees, has been the overwheming market share
leader in both the Japanese and world home video-game markets. Up through recent years,
Nintendo's home video-game machines and competible game titles have held domestic market
shares of between 70 and 90 percent. Over this period, Nintendo has shipped an average of 2.5
million home video-game units ayear, and at its peak, delivered over 4 million unitsto storesin
asngleyear. To date, the only game titles which have ever surpassed the 1 million units sold
level have been ones which run on Nintendo hardware, some of them being made by
Nintendo itsdf, and others having been produced by software firms which operate under
license from Nintendo.

Nintendo's status in the market is more than smply that of amarket leader. Thefirm
isindeed in apogition which dlowsit to exert an unusual degree of influence on the entire
market. Thus Nintendo, having been propelled forward by the indusiry's overdl high growth
rate, has evolved into an extremely profitable company. With total saes of approximately 300
billion yen ($2.7 billion) in 1996 (fiscd year ending in March), operating profits for the same
year exceeded 110 billion yen ($1 billion). Profits of such ahigh level surpassthose of NTT
and Japan's mgjor city banksin absolute terms, and the total even exceedsthat of Toyota
Motorsin profits per employee.

Since 1994 however, Nintendo's commanding position in the industry has
increasingly come under threat due to heavy pressure from Sega and mgor audio/video maker
Sony (in theform of its subsidiary, Sony Computer and Entertainment Incorporated [ SCEI]).
The assault on Nintendo’s dominance started in earnest at the end of 1994 when Sega and
SCEI separately introduced new video-game machines. The chalenge of thesetwo rivals
continues to the present, and is especidly fierce in the courting of software firms. Hardware
manufacturers pursue the cooperation of softwarefirmsto aid their effortsto establish full lines
of gametitlesfor their syssems. One of the top prizesin the competition for softwarefirmsisa
company caled Squar e, the creetor of the immensaly popular game Find Fantasy, agame
which hasin the past contributed sgnificantly to the diffuson of Nintendo hardware. The
industry was shocked when Squar e announced its decision to sdll the next iteration in the game
seriesto run on anon-Nintendo platform.

Hoping to recover from itsincreasingly vulnerable postion, Nintendo began sdlling a
new home video-game machine, Nintendo64, in 1996. By the end of the year, unit sales of
Nintendo's new platform exceeded the one million mark, largely due to Nintendo's
synchronized release of anumber of popular software titles for the new platform. However,
even given this high salestota, at the end of 1996 cumulative sales of Nintendo64 lagged



behind those of Sega and SCEI by some 3 million units.

It was under such circumstances that Enix, maker of the game series Dragon Quest,
announced in January 1997 that it would produce the next iteration of its popular gameto run
on SCEI's PlayStation. The new Dragon Quest was projected to go on-salein 1999. Like
Squar e, Enix had long been amagor contributor to Nintendo's excellent market diffusion rate
through the software firm' s development of along list of highly successful Nintendo
compatible games.

Enix’ s announcement was especialy surprising given the fact that the software firm
was dready sdling one game for the Nintendo64 platform. The firm's prior indication thet it
intended to "sdll the next Dragon Quest episode to run on whichever hardware sold the best™
had led many to believe that the firm would continue to create games centered around
Nintendo machines. Thus, Enix’ s decison caused alot of surprise when it was announced. For
afirm of Enix’ s stature to make such adradtic changein its Strategy aitracted alot of attention.
In response to the move Nintendo replied that "this decision (by Enix) was the result of
differencesin opinion (between Nintendo and Enix), and so couldn't be helped. Nevertheess,
there should be no negative effect on Nintendo's business."> Despite Nintendo's apparent lack
of concern, many industry observers viewed the damage inflicted on Nintendo by Enix's
decision asno smdl métter.

Asisbriefly introduced above, the commanding market position so long preserved by
Nintendo has come increasingly under threet in recent years. The chargeisled by new
hardware rivals, together with anumber of software firmswhich had in the past have been
close supporting partners of Nintendo. In light of the new competitive environment, what
drategy can Nintendo adopt to successfully generate the kind of good hardware diffusion that
it had with its previous machines? What does Nintendo need to do to recover the dominant
pogtion in theindustry?

1 Nihon Keizai Shinbun, 18 January 1997.
2 Hiroshi Imanishi (member of Nintendo' s Board of Directors), Ibid.



2. Summary of the Home Video-Game Industry
<Characterigics of the Home Video-Game Market>

A computer game conssts of acomputer program and the computer on which the
program runs. One type of computer game is the home video-game. Computer games can dso
be played on persona computers and video-arcade machines. Home video-games differ from
PC-gamesin that home video-games run on dedicated game playing computers. Home video-
games differ from arcade machinesin that home video-games are intended for homeuseand in
their markedly different shape. In terms of both past and present markets and technology
however, the different types of computer games exert alot of influence on each other and have
many pointsin common. The details of the relationships between the different types of
computer gamesis elaborated in the following paragraph.

Thethree types of computer games share acommon ancestor in the mainframe-based
game programs developed by students and researchersin the late 1950s and early 1960s. Over
time the games evolved according to technological and market devel opments, each splitting
into a separate business opportunity. Asaresult of their common roots however, even today
technica or market changesin, for example, the arcade-game industry have wide-ranging
ramifications on the technologica development and user base evolution of home video-games.
Some of the firmsin the computer game industry participate in multiple markets, supplying and
transferring games across the various types of computer games. Thus, many firms are required
to keep dl three market segmentsin their fidld of vison when making strategic decisons.

In the home video-game industry, asin the persona computer industry, the computer
program and the computer itsdlf are sold to customers as separate products. In this case the
products will be referred to as software and hardware respectively. A "single-hardware,
multiple-software” structure is most common in the industry. Users can play many different
games on asngle hardware machine smply by interchanging software.

<Characterigics of Home Video-Game Hardware>

Next, the form and specid characteristics of the hardware products of the home
video-game industry are examined in gregter detall.

The hardware component of home video-games generdly conssts of a CPU, various
types of memory, adedicated LSl chip for sound and video processing, a device for interfacing
with software, a case to enclose the components, and a power supply. The machinestypicaly
use aregular household televison set asadisplay.

Thefollowing three points can be summarized when comparing the hardware of a
home video-game machine with that of a persona computer of smilar form and employed for



asmilar purpose.

Thefirgt difference between the two types of computersliesin the presence of a
dedicated LSl chip for video and audio in home video-game machines. Although in recent
years, persond computers equipped with such chips are becoming increasingly common, home
video-game machines have possessed such chipsfrom avery early stage in the development of
the industry. Since the quadity of acomputer game is communicated to auser primarily by its
sound and video capahiilities, it seems obvious that the manufacturers of these single purpose
game machines would put dedicated video/audio chipsin their machines. However, it is
noteworthy that the manufacturers of these products redlized the importance of including these
chipsat such early stage. In terms of video and audio processing power, a home video-game
meachine of today is comparable to atop super-computer of just afew years ago.

The second notable difference between home video-game machines and persond
computersisthe remarkably better price-performance retio the former is able to achieve over
the latter. With few exceptions, nearly dl home video-game machines, beginning with the
industry's firgt highly successful product, Nintendo Famicom (Family Compuiter), have been
sold at prices between 15,000 and 25,000 yen ($135-225). The low price has contributed
greetly to the high diffusion rate of the game machines among its target audience and to the
overal enlargement of the market.

It isaccurate to say that the overall industry pricing of the game machines has been
extremely effective. Nevertheless, an unwelcome effect of the low prices has been to put
hardware manufacturersin avery tight price-performance tradeoff with respect to product
development.

Faced with an uncompromising Situation, each hardware manufacturer has resorted to
adrategy which can best be summarized as "make zero or negative profits on the hardware, but
make big profits on the software.” So, while manufactures do not look to make money from
their hardware sales, they do strive to keep their manufacturing costs aslow as possible. Efforts
in this regard have been aided by manufacturers choosing to pursue the complete specidization
of their machinesfor the playing of games. Thus, home video-game machines lack keyboards,
hard disks, operating systems, and other items not essential to game playing. This lack of
'extras is one specific example of the results of the vigorous cost minimization efforts the
manufacturers are obligated to pursue,

The technologies and internd parts (primarily the chips) found in home video-game
machines are not usudly of the cutting edge. Rather they typically come from older generations
which are no longer useful in other computers or which can be mass produced at low cods. The
use of such chipsisanother way manufacturers pursue low costs in the production of their
machines. In recent years there have been some movements toward single chip home video-



game machinesin an effort to reduce cogs further.

Thefina important characteristic of the home video-game market is the absence of
any inter-product compatibility. It may seem natural for there to be no competibility across
machines of riva manufactures, however, for the home video-game market thislack of
competibility extends even to the various products of a single manufacturer. While esch
company may haveitsown individua strategic reasons for not making its machines
compatible, there are two industry-wide factors involved aswell. Fird, thereisan extremely
high pace of technica advancement in the industry. The second factor is the need for hardware
firmsto pursue vigoroudy ever lower manufacturing cogs.

Maintaining compatibility among one' s own products is desrable from a srategic
standpoint for anumber of reasons. Such compatibility would alow afirm to both preserve and
incresse dready established market share. Aswill become clear by the end of this case, market
share playsacritica rolein thisindudtry. It issafe to say, therefore, that the lack of same firm
inter-machine competibility is more aresult of manufacturers being unable to provide this
capability thanitisaresult of their being unwilling to provide this convenience. Again, the
main difficultiesin providing this compatibility are the rapid technologica changein the
industry and the need for low manufacturing costs.

Evidence of theindustry's rapid technologica development can be found in the fact
that since 1980, mgor changes in the capabilities and pecifications of home video-game
machines, in other words generational changes in the product market, have occurred a a5-6
year pace. In addition to mgor advancesin reated technologies, thisrapid technologica change
has been driven forward by product market trends and spillover from the video-arcade market.

Manufacturers of home video-game machines have been pushed hard to release new
machines with ever higher functiondity. Y et for usersto make the jump to purchase anew
platform, not only does the new machine have to far outdistance the previous generation
meachine, but it also must do S0 at apricethat isequa to or only dightly higher than that of the
previous generation. Such an unforgiving environment for hardware manufacturers continues
to the present day and has significantly compounded the difficulties manufacturersfacein
meaking their new machines backward compatible. Less savere cost limitations would likely
permit backward compatibility. Nevertheless, attempts at backward compatibility have had to
be dl but abandoned by hardware manufacturers given the harsh cost redlity of the indudtry.

In summary, home video-game machines are specia forms of computers which have
developed such that inter-machine compatibility has been essentialy impossible. Other usesfor
the machines which can be deemed non-essentid to game playing have aso been forsaken. The
main reason for such complete specidization of the machinesis that manufacturers have been
forced to keep prices aslow as possible while maintaining high audio and video performance.



<Characterigics of Home Video-Game Software>

In the home video-game industry, software is the term used to describe a computer
program which has been written to run on a specific hardware format and which has been
stored on some form of delivery medium. In the early stages of the industry software was
generaly encoded on ROM dilicon chips, however, in recent years this format has generdly
been replaced by the CD-ROM which can be produced more eesily in large volumes a low
cogts. On occasion, software has aso been sored on magnetic disks. Pricesfor software have
usudly ranged from 5,000 to 10,000 yen ($40-80). Prices a the lower end have been for games
for the early Famicom model and for products stored on CD-ROM disks. The higher prices
have been for SuperFamicom and Nintendo64 games which gtill employ ROM slicon chips.
(All prices are listed at manufactures suggested retail prices.)

The roots of the distinguishing characteristics of home video-game software come
from the product's origina purpose which was smply to provide enjoyment for auser. Apart
from relying on the judgment of users, i.e,, the success or failure of aproduct in the market,
thereisno rea bassfor deciding whether aspecific gameisgood or bad. Asaresult, thereisa
strong eement of unpredictability asto which new gametitleswill succeed and which will fail.

The unpredictability of softwareis particularly vexing because of the tremendous
difference in saleswhich is seen between successful and failed titles. If a particular game gets
very hot in the market, not only can it improve the market diffusion of the hardware on which it
runs, but it can even exert adiscernible impact on the overal growth of the entire market. In
contras, there are countless examples of gameswhich sall bardly asingle copy. In addition,
higtoricdly, it has been difficult for firmsin thisindustry to use pricing policy to influence
oftware sales.

In summary, software titles for home video-game machines have ahigh variation in
sdles between successful and unsuccessful games. The product also hasahigh leve of
uncertainty in forcasting demand and low price eadticity.

<A Virtuous Cycle Between Hardware and Software>

In this section the interdependency of home video-game hardware and software is
examined.

The complementary nature of hardware and software is obvious. Should ether one be
found to be lacking in some way, users are unable to enjoy themsalves. Thisfact, combined
with the mutualy incompatible nature of home video-game platforms, cregtes an environment



which tends toward virtuous (or vicious) cycles between hardware and software. The presence
of such cyclesis consdered akey factor in estimating the future prospects of a particular
platform.

In generd, when two complementary products are strongly interdependent, cause and
effect relationships exist in both directions. For example, with home video-games, high
hardware diffuson rates cause software devel opers to become relaively more optimistic about
aplatform. When aplatform is perceived in thisway, there is a tendancy toward greater
software variety as more firms seek to develop software for the platform. Similarly, abroad and
varied software market is enticing to potential users and thus contributes to grester hardware
diffuson. When one side of this relationship beginsto advance, it pulls dong the other Sde.
Over time the two Sdes dternately pull each other forward forming a virtuous cycle of good
gametitle variety, software market enlargement, and greater hardware diffusion. Naturdly, the
cycle canwork in the other direction aswell. In such cases, neither side contributes postively,
and the result isavicious cycdle of waning hardware diffuson, poor software variety, and a
agnant software market. The virtuous cycle mechanism isillugtrated in the following diagram.

'

Increasein vdue

Software variety Increasein diffusion
and of of hardware
market enlargement hardware standard (number of users)

Due to incompatibility across video-game platforms, the virtuous cycle described
above has the potentia to exist separately for each individua hardware/software combination.
In fact, the mechanism has been observed to work independently for each hardware platform
and has exerted no small influence on the business results of platform manufacturers. Thereis
full recognition of the redlity of this mechanism by both outsde market observers and industry
indders. As should become clear in part three of this case, the experience of the American firm,
Atari, and the Japanese firm, Nintendo, serve as vivid examples of the impact the
virtuous/vicious-cycle mechanism can have in thisindudtry.

Firmsin the home video-game industry, each recognizing the importance of
generaing avirtuous cycle, work hard to produce this effect among their products. Hardware
firmsin particular sometimes go to extreme measures in the pursuit of avirtuous cycle. For
example, a hardware manufacturer may itself supply specific gametitles which look to leed to



greater hardware diffusion. Hardware manufacturers may aso keep the price of agame
meachine exceptiondly low in the period just after itsrelease in order to boost both market share
and lay the groundwork for good cumulative saes of aplatform.

By laying the foundations for a virtuous cycle between hardware and softwere,
hardware manufacturers increase the gpped of agame platform to software manufacturers.
This permits a manufacturer to incresse the likelihood that its machine will become the de-facto
gandard in the industry. With the same god in mind and to make it easy for software firmsto
develop gamesfor a specific hardware format, hardware manufacturers often generoudy
supply game development environments and computer equipment to partner software firms.

<Compstitive Conditions>

This section examines the firms which make up the home video-game industry and
describes the industry’ s competitive environment.

In 1995, the Japanese market for home video-game hardware stood at approximeately
160 billion yen ($1.5 billion). Totd sdesin the software market for the same year were about
490 billion yen ($4.5 billion). The two markets combine for atota of 650 billion yen ($5.9
billion). (See Figure 1.) In the United States for the same year, the sSize of the hardware market
was $1.5 hillion and the software market stood a $6.4 billion, giving acombined total of $7.9
billion dollars. Europe's market, while not as large asthat of Jgpan or theU.S,, isaso a
ggnificant srategically competitive location.

Thetotd worldwide home video-game market comesto about 2 trillion yen ($18
billion). The market has experienced rather steady growth in Jgpan sinceiit first became
edtablished in this country around 1983, though this trend has weakened in recent years.
Hardware supply both in domestic and worldwide markets is dominated by Japanese
companies, with Nintendo as the leading firm. Japanese companies dso have amgjor presence
in worldwide home video-game software markets.

Thetwelve firms presently engaged in the selling of home video-game hardware in
Japan are: Nintendo, Sega Enter prises (heresfter referred to as Sega), NEC Home
Electronics (asubsdiary of NEC-HEresfter referred to as NEC-HE), Matsushita Electronics
(aso known as Panasonic), Sony Computer Entertainment Incor porated (asubsidiary of
Sony, hereafter referred to as SCEI), Sanyo Electronics, Pioneer, SNK, Bandai, Hitachi,
Victor Japan (aso known as JVC), and Yamaha. When the industry wasiin its emerging
stages in Jgpan, between 1981 and 1983, eeven separate firms independently introduced home
video-game hardware. All of the products introduced were based on mutually incompatible
technology standards. Of these even firms however, only Nintendo emerged from the



industry's start-up period with asignificant share of the market. Duein part to itsinitial success,
over the subsequent ten years which followed, Nintendo supplied its hardware productsto the
home video-game market from a near monopoly position. During this decade, Nintendo's
competitors such as Sega and NEC-HE were unable to capture alarge enough share of the
Japanese market to pose much of athrest to Nintendo' s dominant position. Since 1994,
however, the atractive future and high profit potentia of the home video-game industry hasled
nine new firmsto enter the market. In addition, the firmswhich have been active in the industry
for along time have aso stepped up their competitive efforts by investing heavily in new
hardware platforms. Asaresult, the industry has been experiencing a period of heightened
competition over the past few years, aStuation which continues to the present.

Although the twelve firmslisted above are dl involved in oneway or another in the
sde of video-game hardware, their sances differ greetly. The various firms can be divided into
two groups. @) those firmsthat promote their own independent technology standard, and b)
those which do not. It goes without saying that the firms of the former group play much more
important rolesin theindustry. Thefirmsof thisfirst group are: Nintendo, Sega, NEC-HE,
SCEI, Pioneer, Bandai, SNK, and M atsushita Electronics’. From the standpoint of market
share, thefirgt four firmsin the above lis plus M atsushita are the centra firmsin the hardware
market.

What then are the market positions occupied by these firms? In Figure 2 this question
is addressed by comparing unit shipments data of the various firms. Asis clear from the graph,
since 1983 Nintendo has by far held the dominant share of the market. Nevertheless, because
of new market entry and the flurry of new product introductions described above, in particular
dueto the advances of SCEI and Sega, the didtribution of market sharein the industry has
changed dramatically recently.

A datigtic of equa importance asthat of annua unit shipmentsis cumulative unit
shipments. (See Figures 3 and 4.) Cumulative figures are important because for software firms
these numbers represent the potentiad demand of a particular platform. The larger the
cumulative figure, the easier it isfor avirtuous cycle between hardware and software to
develop. The cumulative unit shipment numbers reinforce the perception of the overwhelming
position occupied by Nintendo's Famicom and Super Famicom platforms. On the other hand,
for these two products, especidly the former, the fact that anumber of years have now gone by
sncethey first gppeared in the market is sgnificant. The actua number of machines of these

3 Matsushita has developed its product based on agame platform first created by an American firm, 3DO.
However, snce M atsushita isthe sole promoter of this andard in Jepan, the firm isasoincluded in thisfirst group

of firms.
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older moddswhich are il in useislikely to be lower than the figures suggest. The good
performances of the more recent machines of SCEI and Sega have improved the industry
positioning of these two firmsvis-avis Nintendo. Asaresult, Nintendo'slarge market share
lead is now shrinking.

The home video-game software market is analyzed in the next few paragraphs.
Unlike the hardware market, there are agreat many firms active in supplying software to the
home video-game market. Some of these firms are like Nintendo, which in addition to
manufacturing hardware o design and sell software. Other firms have specidized in only
meaking software and do so underlicenses from hardware manufacturers. A conservative
esimate of the number of firms producing home video-game software is about 200 to 300. The
average estimate puts the figure at about 500 firms.

Firm size and divergfication vary grestly within this large group of firms. Somefirms
have over 1000 employees and salesin the hundreds of billion of yen (billions of dollars).
Others congst of no more than afew employees working together out of someone's gpartment.

Ontop of firm size, thereis a'so much variety in business content among firmswhich
produce software for the home video-game market. There are some firmswhich create
products exclusvely for home use, while other firms aso develop games for usein video
arcades. Some firms even engage in the actua management of the amusement facilities where
video-arcade games are played, in addition to producing the video games themsdlves. Then
there are firms for which software development is just one segment of adiversfied portfolio of
entertainment businesses. For some firms video-game development complements the
development of computer software for business use. Other firms supplement their software
production bus ness with the manufacture of toys or movie production.

Gregater variety of viable hardware platforms and overall market expanson has given
rise to much entry into the sortware market in recent years. No longer is the software market
essentialy confined to Japanese firms ether, as market entry by foreign companies has become
increasingly common. Thetrend in the software market seemsto be one of an ever larger
number of firmswith growing variety among them.

Software firms conduct their business by signing contracts with sngle or multiple
hardware manufacturers. They then write and sdll software to run on the platform(s) sold by
these manufactures. (Hereafter such software firmswill be referred to as "third parties' or
"licensees™)

The market shares of the mgor software firms can be found in Figure 5, however this
data should not be given too much weight. Huge differences in sales per game coupled with the
fact that most firms release new games somewhat infrequency, means that the business results
and market shares of the various software firms are frequently changing. (Thisvarigionis
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mitigated to some degree for the firmsin Figure 5 because of their large Szes))

Nintendo and Sega are two firmswhich have consstently released many hit game
titles, and thus have been able to maintain big shares of the software market. Nintendo's
success has been higtorically established asit has developed along line of successful gametitles
snce the early stages of the industry. Sega’s successis an extension of itslong-time experience
developing video-arcade games. The roles these two firms play in the software market, in
addition to improving their profits, also contribute to the diffusion of their respective hardware
platforms. Since increased software sales and the licensing revenue this bringsis the single best
way for a hardware manufacturer to increase its profitability, the various hardware
manufacturers do their utmost to design policies which enable them to regp profitsfrom the
software side of the market. As a conseguence, when attempting to assess the business success
of the hardware manufactures, it is critical to look at the amount of software bought and sold for
esch platform. (See Figure 6.)

While the above paragraphs detail the current state of the home video-game industry,
of course this Stuation did not develop overnight. Rether it isthe result of the unique history of
the industry which has been developing over the past 15 years. The next section of this case
examinesthis history to explain how the current Stuation cameto be asit is.
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3. Home Video-Game Industry, Period 1
<The Pre-Home Video-Game Era>

Prior to looking at how the Japanese home video-game industry devel oped, the
industry's roots in the United States need to be examined.

Video-games were born in the 1950s and 1960s in research centers and universitiesin
the U.S. which were equipped with large-scale computers. The computer games were crested
for the smple purpose of having fun. Given the limited capabilities of computers of that day
and the difficulty in using them, the games created were necessarily quite rudimentary.
However, the most interesting thing about these gamesis that many of them were more than
the smple straight computerization of games which aready existed in a non-computerized
form. At thisearly stagein their development, computer games were created and used only by a
very select segment of the population, namely the users of big mainframe computers. The
games generaly were didtributed for free viapersona contacts and through trade magazines.

Following thisinitid stage and strongly influenced by rapid technological
advancement, the commercialization of computer games proceeded in two separate directions
both of which developed into viable business opportunities. Thefirgt direction produced
computer games which ran on multipurpose personad computers. The second direction was one
in which dedicated arcade-style game machines came to be placed in bars and other places
where large numbers of people gathered. Video games of this type became a source of revenue
for owners of such establishments. It isthe latter stream of games, that of the video-arcade
machines, which is more closaly related to what would later develop into the home video-game
machines seen today.

One of thefirg firmsto turn the video-arcade game format into aviable commercia
product was an American company, Atari, established by Nolan Bushndll in the early 1970s.
Large numbers of peoplein the genera population were introduced to the computer game
phenomenon through the arcade machines produced by this firm. The successthisinitial
venture by Atari together with ongoing technology advancement led to the idea of putting the
games directly into people's homes and the recognition that there would likely be alarge market
for such an innovation. It was in response to this market opportunity that in 1972 anumber of
firms began making and selling home video-game machines.

Building on the successit had achieved in video-arcade games, Atari entered the
home video-game market, athough it didn't do so until 1977. It wasin this year that Atari put
on-sdethe Atari 2600 machine. About three years after itsfirst sale, the Atari 2600 rapidly
began to emerge as the market leader of afragmented, but growing, market. By 1982, the
overdl home video-game market had exploded to more than $3 billion. By thistime
cumulative sales of the Atari 2600 exceeded 10 million units. As many as 1500 gametitles
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were available for the game platform. Behind this blazing growth was Atari's extremely open
software policy. Each year hundreds upon hundreds of new software titles were released
cresting a powerful virtuous cycle between hardware and software (This mechanismis
described in detall earlier in this case)

The extraordinary growth and prosperity of the early home video-game market and of
Atari itsdf were remarkably short lived. As early asthe 1982 Christmas season, Atari 2600
sdesand that of its software began to fdl off dramaticaly. The rest of the home video-game
market experienced asmilar rapid decline. Before long the market had shrunk to amere 1/30th
of its peak size. The main factor responsible for this dramatic market shrinkage, referred to in
Japan asthe "Atari Shock," wasthelack of any extremely popular games and a sharp increasse
in games of very poor qudity. Thus, theinterest of both game users and store owners faded.
The parent company of Atari, the large diversfied entertainment firm, Warner
Communications, has aso been criticized for its management of Atari which many view as
having contributed to the rgpid cooling off of the market.

The precipitous decline of Atari and of the entire home video-game market virtudly
extinguished dl interest in the home video-game market U.S. firms. Instead, the computer
game industry's center shifted to video-arcade games and to video games for persond
computers. The Atari example impressed upon the minds of both industry observersand
participants the tremendous potential and the lurking dangers of the computer game industry.
The case dso made clear the critical importance of the software dimension of theindustry. As
will be eaborated later, Nintendo is an excellent example of acompany which benefited
greatly from the lessons of the Atari experience.

The industry movementsin America and the blossoming of the Japanese video-
arcade game market both profoundly influenced the establishment of a home video-game
market in Japan. In particular, the sensation in Japan created by the huge arcade hit, Space
Invaders, which was released in 1978, deeply affected the development of the domestic home
video-game industry. Due to the surprisingly widespread success of this arcade game, what hed
previoudy been aniche market suddenly was cast into amuch broader socid sphere.
Accordingly, thiswider potentid user base made possible more varied success paths for the
entertainment medium. A number of corporations, inspired by the great success of Space
Invaders , began producing and selling Space Invaders machines or cregting other arcade
games of asmilar nature. Piece by piece, capita and know-how steadily accumulated within
theindugtry.

Following the groundwork laid in the late 1970s, by 1981 anumber of firms had
darted sHling their own independent lines of home video-game hardware. Two yearslater in
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1983, there were over 10 separate hardware standards coexisting in the market. Of these early
movers, only Nintendo, with its Family Computer (Famicom) machine, emerged as a Success,
and it did so to such aextent that the firm came to dominate the market with virtual monopoly
power for yearsto come.

<Higory of Nintendo>

Nintendo's corporate roots stretch back asfar as 1889. The company later changed its
nameto Murufuiku, Nintendo K ar uta, before settling on smply, Nintendo. Thefirm's
business began with the production and sde of Japanese and Western-style playing cards. By
adorning its cards with pictures of famous persondities and comic characters, thefirm
successfully generated a demand for its product among regular everyday families. Thefirm aso
paid specid attention to nurturing close corporate relationships with the distributors of its
products. Primarily by exploiting these two avenues the company managed to become the top
manufacturer of playing cardsin the market, apostion whichit holdsto this day.

It wasin the 1960s that the firm began to change into the Nintendo known around the
world today. During thistime anumber of executives of the firm, beginning with third
generation company presdent, Mr. Hiraoshi Y amauichi, came to the conclusion that the future
prospects of the playing card market were unsatisfactory. The executives began to search for
new markets in which the company could participate. What attracted their attention the most
was the rapidly developing technology of consumer dectronics. The firm embarked on a
mission to somehow incorporate these new technologiesinto its current business, which it
viewed as the manufacture of amusement goods.

With the future direction of the company decided, the firm began to redirect the
capitd it earned from its playing card businessinto the accumulation of technologica skillsin
electronics. Around 1965, the firm began to hire graduating university students who had
science and engineering backgrounds. The results of Nintendo's new investment policy began
to become apparent in the mid-1970s, but the red fruit of the firm's [abor came in the 1980s as
Nintendo assumed leadership of the home video-game industry.

Nintendo'sfirs experience in the computer game indusiry came in the arcade-game
boom of the late 1970s. Nintendo created and sold arcade games which were loose imitations
of the mega-hit, Space Invaders. Nintendo’ sfirst big successes in the market were the arcade-
games, Donkey Kong in 1981, and Mario Brothers put on-sde shortly thereafter. During these
years of arcade-game production, the firm built up vital know-how in the devel opment of
computer game software and established a reputation with consumers as a successful game
maker. (In spite of this success however, it was not long before Nintendo withdrew from the
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arcade-game-market.)

While experiencing success in the arcades, Nintendo aso produced and sold hand-
held eectronic games which doubled as timepieces. Nintendo's participation in this market
occurred at thetime Casio and Shar p were holding a price war in the caculator industry. The
intense competition between these two firms kept bringing down the price of the liquid crystal
displays and integrated chips commonly found in calculators. Nintendo took advantage of the
excess production capacity of the calculator manufacturersto produce its hand-held eectronic
games at low cogts. The products themselves, no larger than audio cassette tapes, came with a
builtin LCD and pre-ingdled software. Generdly the software was not interchangeable, and
the games were of a"one hardware, one software’ format.

These hand-held games provided Nintendo with a solid stream of revenue. Their
impact on Nintendo, however, extended well beyond just short term profits. The products
marked another mgor step forward in Nintendo's movement away from itstraditiona playing
card focus and toward the computer games which have since become so centrd to the
company. The production of hand-held games aso provided a mechanism by which the firm
could move its corporate capabilities toward the research and development of both the
hardware and software of computer games. Furthermore, the experience gave the firm new
skillsin the management of intellectud property rights asit struggled with imitation products.
In thisway, Nintendo learned first hand about the pesks and pitfals of the product royalty
business. Nintendo became especialy aware of how aglut of copycat products can eat away at
the profits of a market leader.

Asoutlined above, Nintendo step-by-step accumulated the resources it needed to
succeed in the home video-game business. In addition, the firm had the "quick growth-rapid
decline" experience of Atari in the United States from which to learn, and it could formulate
policies to avoid such an outcome in Japan.

<The Success of Nintendo's Family Computer (Famicom)>

Beginning with Epoch's Casseite Vision which went on-sale in November of 1981,
there was a period of about two yearsin the early stage of the home video-game industry when
alarge number of mutualy incompetible hardware standards poured into the market. Asisto
be expected in such an emerging industry scenario, the new market was rather confused.
Performance and price varied greetly depending onthe product.  The performance of home
video-game machines can be gauged by comparing central processing units (CPUS). During
thisinitial two year period, machines could be found with CPUs which ranged from 4-bit to 16-
bit, the latter comparing favorably with the higher-end PCs of that day. The shapesand
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functions of the home video-game machines dso spanned awide range. Some units were
dedicated game players while others could be described as part persond compuiter, part game
meachine. Prices dso varied agreat dedl, ranging from 15,000 to over 60,000 yen ($135-545).
Among the manufacturers of these machines were anumber of firmswhich specidized in
making toys. There were dso anumber of computer firms searching for afoothold in this
emerging high-tech market.

Atari's experience in the U.S. and the boom in the Japanese arcade-game industry
convinced game machine manufacturers that the centrd pillar of the industry would likely be
young adolescents. Y ouths were especialy enamored with lower priced 'sngle hardware-
multiple software machines. Although there was ageneral consensus among manufacturers as
to the importance of this youth segment of the market, there was far from ashared
understanding on the factors needed to succeed in this market. Each firm based its emerging-
market drategy on itsown individua corporate image and manageria resources.

Asfor the other sdes of the market, namely software and product distribution, there
wasn't much conviction that a sustainable home video-game market would ever emerge.
Software and digtribution firms looked to read the judgment of consumersasto which
platforms would survive (if any) before committing to a particular hardware platform or
manufacturer. Wait-and-see attitudes such as these compelled hardware manufacturers aso to
be responsible for supplying the software for their machines. Thusin this early stage of the
market, hardware firms generally had to compete with each other on their own, without the
help of any dlied firms. Only Nintendo was able to emerge victorious from these difficult
market conditions; it did so with its Famicom system.

Nintendo was alate entry into the emerging home video-game market and did not
begin sling its Famicom machine until July of 1983. When sdes of Famicom began,
Nintendo was unremarkable compared to its competitors both in technological capability and
firm sze. Despite thislack of distinction, however, Nintendo eventualy would cometo
completely dominateitsrivals and dmost single-handedly establish the viability of the home
video-game market.

Inthe first Sx months after Famicom went on-sale, 440,000 units were shipped which
quickly gave the platform a40-50% share of the market. Sales grew & an even fadter pace over
the next two years, before pesking in 1986 a 3.9 million units. (See Figure 2.) By the end of
that year, cumulative sales had reached the 10 million level. The cumulative total would exceed
15 million units before production of the platform ceased. During itsfirst seven years the home
video-game indusiry asawhole grew &t an average annud rate of 140%. It isnot an
overstatement to say that it was the popularity of Nintendo's Famicom system which was
largely responsible for the successful emergence of the entire industry.
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What were the main reasons for Nintendo's success? The following paragraphs
examine three mgor factors.

Fird, great games. Title after title of excdllent software for the Famicom platform hit
the market in rgpid succession. Thisfeat was achieved even though during Famicom'sfirst
year, only Nintendo itself was supplying software for the platform. When the hardware first
went on-sale Nintendo released three games, and new software was put on-sde at arate of one
or two titlesamonth for the next twelve months. Among these early game titles was the home
version of the smash arcade hit, Donkey Kong, aswell as other popular games like Baseball,
Tennis, and Fivein a Row which were written specificaly for the Famicom standard.

These new games, while fairly smplein design, held enough entertainment value and
took well enough advantage of the video-game medium to generate strong interest in the young
adolescents who formed the core of the market. A broad sdection of games aso contributed to
the platform's success as it attracted the attention of awide variety of young people. As
highlighted before, the result of Nintendo's strategy was the rapid diffusion of its game
platform in a short period of time.

After thefirs year of software sdles, it began to become clear that Nintendo's
hardware would likely emerge from the early market chaos asthe industry leader. A number of
software firms began to recognize the great market potentia of software for the Famicom
sysytem and looked to undertake market-penetration strategies. One by one these firms cameto
Nintendo seeking licensesto write games for the Famicom platform. (See Figure 7.) Among
these firgt suitors were software firms which had previoudy achieved their successin the
arcade-game market. The new entrantsincluded: Namco, Hudson, K onami, Jaleco, and
Taito.

With the added strength of these proven software firms, the string of grest Famicom
games continued. Some of the bigger hitsincluded: Road Runner (Hudson - 1984), Gdaxia
(Namco - 1984), Super Mario Brothers (Nintendo - 1985), Dragon Quest (Enix - 1986, later a
popular series), and Find Fantasy (Square - 1986, aso later apopular series,) The virtuous
cycle between hardware and software worked &t full strength, as both hardware and software
unit shipments soared, and the home video-game market became firmly established.

The second main factor which explainsthe success of Nintendo's Famicom system
wasthe firm's superb design of its hardware. In order to apped to the adolescent youths
Nintendo targeted as its core user group, the firm strove to develop a machine that could be
produced at an extremely low cost. In order to achieve this goa, Nintendo narrowed the focus
of the platform to the sole purpose of playing games.

During the platform's development, Nintendo relentlesdy cut cogts. Everything
which was not absolutely essentia for good game playing was kept out of the machine. Yet at

-18-



the same time, Nintendo was careful to avoid making mgor sacrificesin the core functions of
the machine, namely its graphics and sound capabilities. A great ad to Nintendo in achieving
itstarget of alow cogt, high performance machine was the cooperation that existed within the
firm between its hardware and software divisions. Good teamwork alowed Nintendo'sin-
house game designers to push the graphic and audio capabilities of the Famicom machineto its
limits. Largdly through such efforts Nintendo managed to get away with using asurprisingly
unremarkable and inexpengve 6502 chip for Famicom's CPU. The firm aso kept costs down
by choosing not to equip the machine with a keyboard or other 'superfluous peripherds. Even
the joystick of the machine was aradical innovation designed to keep down costs.

The Famicom machine fell far short of what multipurpose home computers of the day
were cgpable of doing. Y e, the machine was inexpensive and sufficiently cgpable of delivering
enjoyment to its users. The machine's affordability supported the virtuous cycle between the
platform’s hardware and software by broadening the base of the machines users.

The third factor contributing to Famicom's remarkably successful launch and
subsequent drikingly rapid growth was the skill with Nintendo managed its relaions with
product distributorsin the industry. Nintendo's successin this area came largely from the firm's
aready established position asamgor toy manufacturer. Thus, even before Nintendo began
producing for the home video-game market, the firm was aready on close termswith the
industry’ s mgjor wholesders. Nintendo' s close rdationships in the industry extended to agood
working relationship with the main association of wholesaler businessesin the toy industry, an
organization called, Shoshinkal. This association playsamgor rolein theindustry and was
formed to promote friendly relations between industry participants.

Nintendo's established corporate connections enabled the firm to enter the home
video-game market aready in possession of fixed distribution channels. Nintendo used this
resource to get its product onto store shelves. Nintendo' s ability to get its product to consumers
was especidly sgnificant because the firm was able to use these channels to overcome the
difficultiesit faced by being alate mover in the industry.

<Nintendo's Market Conduct and Power>

Behind the great success of Famicom and Nintendo's near monopoly postion lay the
firm' s careful and steady advancesin its control of the market. By cleverly taking advantage of
the unique characteristics of the products of the home video-game industry, Nintendo was
successfully ableto put each of the various firms with which it did business under some form of
its own control. By wisdly exercising the contral it cultivated, Nintendo avoided the type of
market destruction which had been seen in the United States. Naturaly, Nintendo's market
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control aso helped the firm protect and sustain its own high profits.

Nintendo's superior market positioning began to take shape in 1984 when software
firmsfirgt turned their attention toward the Famicom platform because of itsrapid market
diffusion. Each software firm sought a piece of the growing pie which Famicom's rapidly
expanding user base represented. However, Nintendo required these software firmsto meet a
number of conditions before granting them the permission and technology access they needed
to produce gamesfor the platform.

Nintendo was under intense pressure from these software firms as it struggled to
decide how to cope with the many requests for access to the Famicom platform. Should
Nintendo reject the requests, it would remain the platform’ s sole supplier of software and be
forced to continue to perform this critical function on its own. Given the rapidly expanding
home video-game market, it would likely become increasingly difficult for Nintendo to
persevere over itsrivasal by itsef. Yet, on the other hand, granting permission to the software
suitors carried its own high risks. For one, Nintendo would cregste competition right wherethe
firm planned to makeits big profits, namely in the selling of software. Secondly, by opening up
the software market, Nintendo ran the risk of producing the same kind of software market
chaoswhich had doomed Atari in the U.S. Aswill be described below, Nintendo sought to
resolve its dilemma through a conditional opening of Famicom' s software market.

On the hardware sde of the platform, Nintendo chose to keep its monopoly and
remain the sole supplier of Famicom machines. Software was opened to those firmswhich
agreed to Sign licensing contracts with Nintendo. Firms without such contracts were prevented
from making and sdlling Famicom games by two means. Firs, there were legd barriers, such
ascommercid laws, patent retrictions, and copyrights. Second, Nintendo further protected
Famicom' s software by manufacturing atechnologica obstacle into its products, in the form of
asecurity chip attached to its game cartridges.* Nintendo devoted alot of attention to cresting
obstacles to prevent unauthorized software production. Furthermore, through skillful
negotiation, drafting, and enforcement of contracts Nintendo strengthened its power position
vis-avisfirms sdling software for its hardware devices.

The licensing contracts Nintendo signed with software firms covered a broad range
of issues concerning production and sales, and in time were expanded to include clauses for

4 The security chip isaspecia chip which must be built into Famicom software units. Unlessthe Famicom
hardware detects the presence of the specid chip, the machineis unable to read the game. Origindly designed to
prevent theillegd copying of software, the chip, which was manufactured only by Nintendo, gave thefirm an
additiond meansfor controlling the sde of Famicom software. Other hardware manufactures dso use devices
similar to Nintendo's security chip to protect their software and enhance their control of digtribution.
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controlling software content (particularly of adult or violent nature) Nintendo performed the
actua manufacturing of the game cartridges and required software firms to agree to anumber
of conditions: @ aminimum order of 10,000 units per title, b) full payment in advance, and ¢)
that the software firm would take full possession of the entire order upon its completion. The
royalties and manufacturing fees charged by Nintendo generaly made up about 40% of thelist
prices charged to consumers.® Nintendo's control over software for Famicom was further
elevated by the close relationship Nintendo haswith Shoshinkai, the association of game
wholesaers which controls much of the distribution in the industry.

Asthe video-game market developed fromitsinitid stages, software firms
increasingly found themselves under Nintendo' s control.

Nintendo' s dominating position in the market continued for sometime, and asa
consequence the firm was successful in preventing a collgpse of the software market and
preserving its own high returns. Royalties and manufacturing fees supplied the firm with a
steady stream of revenue. Third-party software complemented Nintendo's own software and
sdesincreased dl around. Thus, Nintendo succeeded in implementing its origind strategy to
make bresk-even or worse returns from its hardware sales and to make its profits from the
software side of the market. Nintendo eventually was even able to exert influence over the
contents of the third-party software aswell. This measure of control provided the company with
ameansto guard againg the poor quality and over-supply which had so severely damaged the
U.S. home video-game market.

Aslong as Nintendo's market share remained dominating, software firmsand
distributors were content with the status quo as they too earned good returns on their
investments. Asaresult, the market structure outlined above continued with only minor
dterationsfor quite afew years. Other hardware manufacturers continued to attempt to
differentiate their various platforms from Nintendo, but were unable to dter the basic direction
in which the industry was heading under Nintendo's guidance.

5 Nintendo set its manufacturing fee above the actua cogtsit incurred for production. The extraamount was charged
asaroydty feefor the use of Nintendo hardware as the bas's upon which a software firm conducted its business.
Nintendo is not the only firm to charge such aroyalty fee, dthough other firms cal the fee by different namesand
charge different amounts. Aswill be explained later in this case, additiond fees are sometimes charged aswdl. For
expample, SCEI charges afee for software digtribution. Nintendo aso impaosed limits on the number of different
titleswhich could be sold per year. (Note: The conditionsimposed by Nintendo listed above come from an early
gagein theindustry’ s deveopment and have changed extensively astheindustry has evolved.)

-21-



4. Home Video-Game Industry, Period 2
<TheMarket Entry of NEC-HE and Sega’'s New Game Platform>

Following steedy growth sinceit first went on-sale, sales of Nintendo's Famicom
pesked in 1986. After this year, annua hardware shipments dropped, sales per title also fell
(tota game sdes continued increasing margindly), and market expanson dowed. (See Figure
7.) At the same time, technological changes under way outsde of the immediate home video-
game market captured the attention of both video-game manufacturers and users. Better and
better technology began working itsway into the video-game industry. The more advanced
technology first appeared in video-arcade games, and later became increasingly commonin
products intended for home use.

It was at thistime that two firms sought to use this technological advancement asan
opportunity to breek into the Nintendo dominated market. The firmswere NEC-HE, a
subsdiary of mgor computer manufacturer NEC, and Sega, the top firm in the arcade game
market.

NEC-HE wasthefirg to move, putting its home video-game machine, PC-Engine,
on-sdein 1987. Soon &fter in the following year, Sega rel eased a home-use machine,
Megedrive. Two yearslater, in 1990, Nintendo began selling its own next generation home
video-game machine, Super Famicom.

With an dl-new group of mutualy incompatible game machinesin the market,
competition in the industry began anew.

<Higtory of Sega>

This next section focuses on Sega and examines the mgjor role this company has
played in the home video-game market.

Sega was formed in 1965 when Service Games Japan acquired Rosen Enterprises.
Searvice Games Japan was a firm experienced in the manufacture, sdlling, and financing of
amusement machines, having begun businessin Japan with the post-war importation of juke
boxes. Rosen Enterprise was dso well established and participated broadly in the commercia
amusement machine industry. Thus, the merged company had capabilitiesin many aress,
including experience the operation of amusement facilities, such asbowling dleys. Asaresult,
fromitsinception in 1965, Sega held the position of the leading company in the commercia
amusement machine indudtry.

Beginning in the early 1970s, a profound change occurred in the amusement machine
industry as machines moved from amechanic to an dectronic base. Sega wasrather latein
making this switch and for atime looked asif it might lose its top position in theindustry to
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rival firm Taito, maker of Space Invaders, or Namco, creator of Pac-Man. Sega reasserted itsalf
astheindustry’ sleading firm, however, through the firm' s successful internd restructuring of
the mid-1980s. It was during thistime that the firm rapidly acquired and applied computer
technology to its amusement machines. The corporate reorganization of the firm began in 1984
under the direction of newly gppointed president Hayao Nakayama, who cameto work at Sega
through the firm's acquisition of Esuco in 1979. Sega's leading position in the commercid
amusement machine industry continues through today.

The company's long-standing corporate strength is not smply the result of some
vague higtorically steeped tradition, but rather has its roots in the adept Srategic moves the firm
has conggtently made over the years. Sega actively incorporated into itself the new technology
necessary for the development and manufacture of awhole new genre of ‘ experientid’ games
involving three dimensiona computer graphics and action whereby the actud physica body of
the user isinvolved in playing the game. The firm has aso pursued expansonary policiesand
an increasingly family-orientated environment in its amusement facilities. Asareault, the
image of such establishments held by consumers has improved dramaticaly over the years.
Sega’ s conduct in the industry has been amgjor driver of the entire amusement game market
and has produced avariety of new business opportunities for the overdl industry.

Given Sega's history, technologica capabilities, and itsinnovetive spirit, it is
understandable that the firm would seek to take advantage of its corporate resourcesin the
home video-game market. In fact snce 1983, Sega has been developing and sdlling both
hardware and software in this market. During these initia years, however, the firm was not able
to stand up to the tough competition of Nintendo. Sega did manage to achievefirst year
shipmentsin 1983 of 200,000 units, pread between two hardware platforms. Nintendo, on the
other hand, sold 440,000 Famicom unitsin this same year, and increased itslead over Sega
each year thereafter so that by 1986 an enormous gap of 3.6 million units shipped ayear existed
between the main hardware products of two firms.

Sega's market introduction of Megadrive in 1988 can be viewed as more than just the
release of anew product. The firm sought to use its new game machineto build for itsdf a
major pogition in the market and knock Nintendo out of the market's leading spot.
Accordingly, Megadrive went on-sae amid high expectations.

<Strategy of Each Firm and the Attributes of the New Products>

In the most basic sense, the productsintroduced by NEC-HE and Sega in 1987 and
1988 respectively, had the same objective. Both firms saw the success of Nintendo's Famicom
as coming from a powerful combination of superior hardware and excdllent, diverse software.
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Likewise, both firms sought to compete with Nintendo on these two fronts and deliver to the
market the successor to the Famicom system.

From the hardware development stage, NEC-HE formed a strategic dliance with
software firm Hudson, as astep toward establishing afull line of gametitlesfor its machine.
The CPU for NEC-HE' s hardware was of the same 8-bit format as Famicom, but the new
meachine had a higher clock-speed giving it improved processing power. The machine also had
adedicated LS chip for image and audio processing. The result was a game machine which
greatly improved upon the incumbent in terms of hardware capatilities.

Sega st its Sghts dightly higher than NEC-HE and incorporated into Megadrive a
16-hit processor. At the time, such chips were the common CPUs of arcade machines. Thus,
Sega was able to achieve amgor legp in on-screen graphic speed and smoothness. The firm,
not wanting to limit the software market for its platform to only itself, worked hard to interest
other software firmsin developing games for the platform. Sega kept itslicenaing feeslow and
undertook other measuresto assist firmswhich signed licenses to creste software for
Megadrive. Even whiletrying in thisway to attract cooperating firms, Sega capitalized on its
grength in the arcade-game market by actively transferring its already popular gamesto the
Megadrive platform.

In addition to the policies outlined above, Sega aso put greet effort into software
development for products to be sold exclusvely in the home video-game market. A byproduct
of this effort was anew game, Sonic the Hedgehog, which came to symbolize Sega's renewed
chdlenge to Nintendo. The game was released by Sega in an attempt to generate the same kind
of hardware-software synergy that Nintendo had achieved with its Super Mario Brothers
game.

Nintendo's response to the challenges posed by NEC-HE and Sega beganin
September of 1987. 1t was then that the firm announced that in 1988 it would begin sdlling its
own 16-bit next-generation home video-game machine. Nintendo missed its own sdf-imposed
deadline by nearly two years, and the new machine, Super Famicom, didn't go on-sde until
November of 1990. Duein part to thislong delay, the new machine was more technologically
advanced that its two competing platforms.

Nintendo did not make Super Famicom backward compatible with Famicom
primarily dueto cost limitations. Thus, Nintendo was unable to provideits current userswith a
completely painless switch to the new platform. Nintendo attempted to make the switch eesier
and make the new machine more gppedling to customers by releasing anumber of popular
gametitles, such as Super Mario World, to coincide with the market release of the new
hardware. Other software firms soon followed Nintendo'slead and a successon of new games
for the Super Famicom platform rapidly entered the market once the hardware was put on-sale.
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<Nintendo Reigns Again>

This section contrasts the results achieved by the various hardware manufacturers
with the Strategies pursued by each firm.

Sdesof both NEC-HE's PC-Engine and Sega’'s Megadrive grew steedily until 1990
when Nintendo's Super Famicom went on-sale. Once Nintendo began sdlling its new machine
however, theseriva platforms both experienced sales drops. The chalengers sought to renew
interest in their machines and boost their product differentiation by introducing peripherals such
as an attachable CD-ROM drive, but were unable to halt the sales declines which had begun
when Super Famicom first went on-sde.

In sharp contrast to Sega and NEC-HE, sdes of Nintendo’'s Super Famicom soared.
Inthe final two months of 1990, Nintendo shipped over 660,000 units of its new game
machine, and in 1991 annua shipments reached 3 million. Even though annua sales stopped
increasing in 1993, they gtill remained well aove the 1 million mark. In total, cumulative sales
for the platform have come to more than 16 million, just short of the amount attained by the
origind Famicom. (See Figures 2 to 4.) Nintendo'srelatively late release of Super Famicom
did not seem to hamper the platform's sdles. Nintendo' s acievement of two consecutive mgor
successes in the hardware market removed any doubts about the gppropriateness of the firm's
top position in the industry.

Nintendo was able to dominate the market a second time due to the policies the firm
undertook in this new round of competition

Firgt, even before the new product went on-sde, Nintendo leveraged the market
success of its current product, Famicom, by announcing very early on that it would soon begin
sling anew and improved hardware platform. Nintendo sent this market Sgnd to itsusers,
digtributors, and third-party software firms a such an early stage to encourage them to remain
loyd to the firm and not to defect to the standards of the new market entrants. Nintendo hoped
that building high expectationsfor its new platform would make switching away from the
company’ s products more difficult.

Thelarge pent-up demand for Super Famicom was evident by its explosive market
diffuson when it went on-sde at the end of 1990. Rapid sales of the Super Famicom system
werefuded by migration of Famicom usersto the new platform. As mentioned before, the new
meaching's markedly superior features and performance together with Nintendo'srelease of a
number of popular new gametitles, such as Super Mario World, gave consumers powerful
incentives to purchase the new hardware.
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Software firms and distributors quickly joined usersin supporting the new platform.
A gtring of popular games, some created by Nintendo and others by third-party software firms,
kept the momentum of the new platform going. The hit gamesincluded: Find Fantasy IV
(Square- 1991), The Legend of Zelda (Nintendo - 1991), Street Fighter 11 (Capcom - 1992),
Super Mario Kart (Nintendo - 1992), Dragon Quest V (Enix - 1992), and Find Fantasy V
(Square- 1992). Nintendo's ability to support Super Famicom with successful software and
distribution policies, two areas which were critical to the origind Famicom' s success, provided
the solid foundation the new platform needed to become the market leader in the second
generation of the home video-game market.

Although Nintendo’'s new machine dominated its rivals with an overwheming lead
in market share much asthefirm' sfirst game platform had, competition in the home video-
game market following the market entry of NEC-HE and Sega was different from what it had
been in the early and mid-1980s. Since NEC-HE and Sega had Famicom's success from which
to learn, they both had agood idea of what was needed to succeed in the market. Thetwo riva
firms used this knowledge in their hardware development and srategic planning. Whilein the
end Nintendo again emerged as the market leader, the two riva firms each experienced some
temporary success, and for atime their market shares gpproached that of Nintendo.

In the United States the effect of the new competition was even more pronounced.
Sega began sdling its Genesis system (Megadrive in the U.S.) in 1989, and asin Japan it met
with good initid market response. However, rather than fading when Nintendo released the
Super Nintendo Entertainment System (Super Famicom in America), Genes's sdles remained
strong and more or less kept pace with Nintendo's new machine. The U.S. market wasthus
gplit in two, with half going to Nintendo and the other haf to Sega. Much of Sega's success
was due to the great popularity of the firm's flagship gametitle, Sonic the Hedgehog, which
gppealed strongly to the American video-game playing public. Sega dso excdled inits product
promotion and digtribution in the United States.

In the end, the most Sgnificant effect of the second round of competition was it
showed that it wasin fact possible for firmsto mount a chalenge to Nintendo in the video-
game market. Some of the resources that would be needed for such an attack were dso
reveded. Naturdly, in addition to Sega and NEC-HE, other firms also became aware of this
redity in the home video-game market. However, it wouldn't be until 1994 that the next round
of hardware competition would begin.
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5. The Home Video-Game Industry, Period 3

Thethird round of competition in hardware for home video-games began in 1994.
Thetrigger for this new round was much the same asit had been in the second round of
competition. Due to the ongoing revolution in the basi ¢ technology of home video-games, the
gap between the current game systems and the potential embodied in new technologies had
again increased, though this time the jump was even more dramatic. The arrival of this new
technology frontier coincided with aloss of market momentum by Nintendo's Super Famicom,
the leading product in the industry.

In this new round of competition, hardware manufacturers used the gppedl of
exceptiond three dimensiond graphics (made possible by the use of 32 bit CPUs in the new
machines) to convince users that the new technology represented amore robust gererationd
change than that which had occurred in the late 1980s. Severd other unique characteristics
distinguished this new competitive environment from what had come before. For instance,
firms had a better overall grasp of the fundamenta competitive characteristics of the home
video-game market and had the examples of Sega's Megadrive and NEC-HE's PC-Engineto
use as references. Furthermore, the use of ever more advanced technology in game machines
had increased their potentia to become devices of amore multimedia orientated nature.

It was thus with high expectations that in the early 1990s many new firms, mainly
from the information and home e ectronics industries, began to execute market penetration
drategies for the home video-game industry. (See Chart 1 for alist of the mgor companies))
This new entry and technological progress raised the complexity level of competition in the
industry.

Thefirs mover in the new round of competition was M atsushita Electronics. In
March 1994, the firm introduced a product, 3DO-Red, which is based on the technica standard
of American firm, 3DO. Sega was second to introduce a new generation machine putting Sega
Saturn on-sale in November of 1994. In December of the same year, Sony Computer
Entertainment (SCEI) released PlayStation, and shortly theresfter NEC-HE put on-saleits
own new platform, PC-FX. (See Chart 2 for the specifications of each machine.)

So, what were the market results posted by each of the mgor hardware
manufacturers?

Stated in the most generd terms, 3DO-Red and PC-FX have fought hard, but have
struggled to gain momentum, while Sega Saturn and PlayStation have moved forward quite
well. The former two machines were plagued from the start by high prices for hardware and/or
machine failures. Additionaly each experienced problems with software qudity and
availability. Asaresult, it was difficult for sdles of both 3DO-Red and PC-FX to take off.
Contrasting starkly with these results, have been the successes of the latter two platforms. Sales
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of Sega Saturn and PlayStation have expanded steadily and at virtualy the same pace. Both
reached the 1 million cumulative sdesleve in May of 1995. By the end of the year, cumulative
sdessood a 2 million for each; the figures surpassed 3.5 million by August, 1996. (See
Figures 2 and 4.) The main factors responsible for the success of the two platforms can be
found both in the product strategies taken by the respective firms and by the fact that each
platform had an ample supply of software availablefor it. (This can be seenin Figure 6 by the
ggnificant market shares held by software competible with each of these two platforms))

Despite the smilarities, Sega Saturn and PlayStation have some important differences
between them. Sega has been successful largely due to the firm' stransfer of many of itsown
video-arcade hits to the home market. Consequently, the core user group of the platformiis
made up of those people who are most interested in such reworked arcade games, namely
youths who frequent video arcades. SCEI on the other hand has sold PlayStation to awider
range of users. SCEI's heavier reliance on the software of anumber of different firmshasaso
contributed to the broadening of PlayStation's audience. A more diverse set of users may be
responsible for the better diffuson rate PlayStation has achieved over Sega Saturn in the
months just preceding the completion of this case.

<TheFounding of SCEI and the Development of PlayStation>

This section explores the details of SCEI, which was formed as a 50-50 joint venture
between Sony and one of its own subsidiaries, Sony Music Entertainment. How wasthis
completely new market entrant able to achieve such good success? The future prospects of the
firm are aso congdered.

Sony'sfirg foray into the computer game market occurred more than ten years prior
to the founding of SCEI. In the early 1980s, Sony cooperated with the American firm,
Microsoft, on the M SX standard which, in Japan, had Ascii asits main promoter. MSX was
developed as a computer standard designed to chalenge the then dominant sandard in the
Japanese market which was championed by NEC, Fujitsu, and Sharp. Severd firmsin Japan
together agreed to support the new MSX standard and useiit as the foundation for the
development of low priced computers targeted a the home-use market. The god of this
codition of firmswasto use this market segment as a base from which to enter the computer
market and gain market share. Although the MSX machines developed by these companies
were referred to as computers, they were usualy useful for little more than game playing. In
essence, however, they were machines which can be described as something in between pure
single-purpose home video-game machines and persona computers. Sony participated in this
market from avery early stage and continued developing products for the market until the
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standard itself disgppeared dueto alack of interested customers. Sony's direct branded presence
in the computer market ended together with the failure of thisMSX platform.

It isaso important to note that another areain which Sony participated in the
computer game market was as a parts supplier to theindustry. Sony began sdling
semiconductorsto other firmsin the late 1980s. In the early 1990s, Nintendo, with its Super
Famicom machines, became an important chip customer for Sony. It wasthisroleasan
important parts supplier that brought Sony back into direct contact with the home video-game
industry.

Others dements which would later become key cornerstones of Sony's home video-
game srategy were formed in less direct ways. For example, in the mid-1980s Sony was
involved in research and development of on-screen digital image processing technology for
broadcast booths. This research would later become very successful and develop into an
important business enterprise for Sony; however, even during its development process there
were engineers who expressed their interest in creating products to bring this high quality video
picture technology into products designed for home use. There were anumber of reasons why
such products did not become aredlity for Sony for some time. While high codis played arole,
perhaps an even greater obstacle was the image of home video-game machines held by Sony.
For many years, Sony regarded these machines as mere toys, and therefore not gppropriate
productsfor the Sony labd.

Another factor which would aso become important to Sony’ s home video-game
drategy was the CD-ROM disk, which was developed and promoted by Sony and Phillipsin
the mid-1980s. From the earliest stages the low manufacturing cost and high data capacity of
the disks attracted alot of attention. The mediawas origindly created for the storage of music,
but soon was aso being used to store computer data. CD-ROM drivesfirst entered the home
video-game market in 1991 as peripheralsfor NEC-HE's PC-Engine and Sega's Megadrive. It
was clear from thistime that the CD-ROM mediawould likely be akey feature of the next
generation of home video-game machines.

Ashighlighted in the preceding paragraphs, the management and technological
resources Sony needed for the development and sae of home video-game hardware were
accumulated piece by piece insde Sony. At the sametime, Sony’ simpression of the home
video-game market aso gradually began to change, and by the end of the 1980s, the firm was
actively consdering the possibility of entering this market in amore visible way than as aparts
supplier. Branded market entry nearly became aredlity when Sony began holding talkswith
Nintendo about supplying a CD-ROM drive as a peripherd for the Super Famicom platform.
Whilethis particular plan was never actudly executed, the talks played amgor rolein building
internal company support for Sony'slater decision to enter the home video-game market with
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itsown hardware platform.

Sony formally began atechnology and feasibility study of the home video-game
market in 1992, and gpproximeatdy two years laer, inthefdl of 1993, SCEI wasformed. Sony
rejected the view that the hardware and software segments of the market could be separated.
Instead the firm decided that to compete successfully in the market, the new company needed
to have strength and experience both in hardware and in software. Thus, Sony s&t up SCEI asa
joint venture between itsdf and one of its own subsidiaries, Sony Music Entertainment, afirm
which has had great success as a content supplier. In addition to each supplying half of the Sart-
up capita, SCEI’ s employees came from both sides of the joint venture.

Following its establishment, SCEI proceeded a a breakneck paceto develop and
manufacture hardware and to license software producers to develop for its brand-new hardware
platform. In December of 1994, just over one year after its establishment, SCEI brought its
product, PlayStation, to market.

<Strategy of Each Firm>

The common thread among the firmsin this new round of competition in the home
video-game market was the attempt by each to achieve the same hardware and software
success which Nintendo had accomplished over the previousten years. Naturdly, the firmsdl
tried to imitate what Nintendo had clearly done right. Where the various firms differed wasin
what they viewed asthe problem areas of Nintendo's Srategy and in their attempts to improve
on Nintendo's palicies.

Generdly spesking, the business areawhich was consdered to be most in need of
improvement was Nintendo's software didtribution strategy. Management at Sega and SCEI in
particular were critical of Nintendo' s distribution system. However, Nintendo’ sdistribution
problems were not solely due to distribution policies, rather, some of the problemswere redlly
symptoms of other problemswithin Nintendo's overdl strategy. The unique characteristics of
the home video-game market and its products were aso responsible for some of the distribution
difficulties. Specid characteritics of the home video-game market include: demand
uncertainty, frequent short lived saes spurts of hit products, long lead times needed to produce
the semiconductor chips used in game cartridges and consequently aneed for accurate early
product ordering by wholesdlersand retailers.  Another source of distribution problems was
the industry’ s lack of amanufacturer take-back policy whereby the manufacturer accepts
returns of unsold merchandise from retailers and digtributors. Since wholesalers and retailers do
not want to miss out on the sales of hit products, both tend to order more unitsthan are actualy
needed of aparticular gametitle. Thus, many warehouses and stores are |eft with with surplus
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inventories. Not being able to return these products crestes a burden for retailers and
digtributors. Further complicating mattersis the thick multiple-layer structure of the distribution
system. Severe competition for market share among retailersis dso aproblem. Firmsare
motivated to sal home video-game products at discounted prices, thus hurting profit lines. Asa
result, retallersincreasingly turn to selling used game software in search of better profit
margins.

While many of the digtribution problems described above may not have directly
affected Nintendo's profits, they have hurt the industry’ s distributors and retailers. Thus, it can
be said that digtribution and retailing problems are amagjor cause of the dowing of overal
market growth in the home video-game industry which has occurred in recent years.

Asdescribed before, the digtribution of Nintendo's products was carried out largely
under the auspices of the main association of distributorsin the toy industry, Shoshinkai, with
which Nintendo had avery close working relationship. This closeness was one factor which
was responsible for Nintendo's high degree of market control in the home video-game market.
Nintendo's competitors, on the other hand, viewed Nintendo'sreliance on Shoshinkal asa
major reason for many of the distribution and retailing problems listed above. In addition to
competing with Nintendo in hardware and software, these firms aso sought to develop
improved digtribution channels and by doing so attract users, software firms, wholesalers, and
retailersto their new hardware platforms.

Thefollowing four sections examine the hardware, software, and distribution Sirategies
employed by the various firms.
1) SCEI

The product differentiation of SCEI's PlayStation lay in the markedly higher
performance of its grapical capahiilities. This distinguishing characterigtic fit well with SCEl's
basic god in its product concept development which was to create an interactive machine for
home use which possessed top level video processing power. PlayStation succeeded in doing
just that asits video processing capacity rivaed that of the arcade machines of the early 1990s.
PlayStation' s 3D computer graphics drawing cagpability is superior to that of Sega Saturn,
though in many respects the two platforms are quite smilar. In thisthird round of hardware
competition, users seem to attach alot of importance to a platform’ s 3D graphics power. Soin
this area PlayStation possesses an edge. However, unlike Sega Saturn, PlayStation's
functiondity is grictly limited to that of agame playing machine. Thereislittle that can be
done to expand the machine to accommodate other uses.

In an effort to compensate for itslack of experience in the computer software market,
from the hardware development stage of PlayStation, SCEI worked together in a strategic
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dliance with Namco, one of the top two software firms the video-arcade game market (the
other being Sega). SCEI aso sought to improve its own in-house software cregtion, an area
where the firm lagged far behind itsrivals. Soon after itsincorporation SCEI acquired the
operations of the software production divison of Epic Sony, a Sony group firm which
developed games for the Nintendo Super Famicom platform. Nevertheless, even with this
acquistion, Sony'sin-house cagpabilities in software cregtion remained wesk compared to its
two main competitors, Nintendo and Sega. Recognizing thisfact, SCEI added other large
scae partnerships to the business dliance it had with software powerhouse Namco. SCEI dso
lined up anumber of lower profile yet still Sgnificant aliances with other software firms, and
sought to benefit from the creative dynamism of these partners.

To further promote the devel opment of software for its hardware, SCEI enacted a
number policies designed to create an environment friendly to software firms. Policiesincluded
low licensing fees, relatively loose production consgnment regulations, greater freedom in
software content, and comparatively low prices charged for machines used in the devel opment
of games for PlayStation. Such policies were effective; not only did many aready active
software firms start supplying games for PlayStation, but aso new firms and talent not
previoudy part of the home video-game industry entered the market and began creating
software for SCEI's platform.

The next two paragraphs describe SCEI's digtribution Strategy.

SCEI'sdecison to use CD-ROMs as PlayStation's software medium created a
number of opportunities for the firm to dter the typica distribution pattern of the home video-
game market. Firgt, low production costs of CD-ROMs dlowed SCEI to purchase entire
production lots of game titles from software makers. SCEI would then distribute the games
directly to retailersfrom its own warehouse facilities. Second, the short production time
required to make CD-ROM s and the dready established music CD distribution network (Japan
Record Didtribution [JARED]) of SCEI’ s parent firm, SME, gave SCEI theflexibility to
respond quickly to software ordersfrom retailers. As aresult, retailers were able to keep
inventories down. Thus, SCEI could employ adramaticaly different distribution Strategy than
what had previoudy been seen in the industry and thereby take advantage of the strengths of
other Sony Group companies. By doing so the firm was able to redize many of the potentia
benefits offered by the CD-ROM format.

In addition, the effect of SCEI's establishment of anew distribution structure was to
lessen the costs borne by the distribution sector of the industry. Instead, SCEI itself assumed
much of thisrisk. Thus, SCEI successfully created favorable conditions for firmswhich
affiliated themsdaves with the PlayStation platform. Furthermore, in an effort to pull the market
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closer to the optima Stuation where only the amount of product actually needed is supplied,
SCEI strongly discouraged the discounting of new PlayStation software and the slling of used
games. That such policieswould lead to better profits for software firmswas clear, but SCEI
as0 reasoned that its own bottom line would be improved by enforcing better market
discipline.

2) Sega

Since the core technology of Sega Saturn is essentialy the same as that which can be
found in arcade machines, it is easy to see why the platform's main strength liesin its ability to
bring the entertainment vaue of arcade qudity gaming to the home. The high performance of
the platform is most gpparent in its on-screen video processing power, epecidly for two
dimensiona video motion. Sega Saturn is dso expandable and has the potentid to become a
multimediainput/output device for home use within anetworked eectronic system.

Sega's software strategy revolves around the strengths of the firm's hardware and
Sega’ stop position in the arcade-game market. Sega released one big arcade hit after another
for the Sega Saturn platform. Two of the more notable early titleswere Virtua Fighter and
Daytona USA. Despite the success of its own software, Sega was careful not to repest the
mistake it had made with its 8-bit machines and 16-bit Megadrive unit. In both instances Sega's
own software became too dominant, thus stunting the positive effects a dynamic third-party
software market can give hardware diffuson. Aware that this mistake had played a significant
role in the disgppointing results of itsfirst two platforms, Sega sought to involve many different
software firmsin developing games for its new platform. To this end Sega kept its roydties and
production consgnment fees low.

For the product distribution of its earlier products, Sega had used members of the
main association of toy distributors (Shoshinka). Sega redized, however, that the introduction
of Sega Saturn could serve as an opportunity to dter the status quo to itsfavor. Toward this
end, the firm established its own independent chain of retail stores called, Sega United. Sega
asojointly invested cagpital with Hitachi to form another chain of stores called, Hitachi Media
Force. Additionally, Sega entered into a business dliance with Toshiba EMI. Further changes
in Sega’ s product distribution strategy came in the form of capitd injections from Sega into
small- and medium-sized wholesders. Through these actions, Sega was able to strengthen its
position vis-&visthe exiging toy retailers. The two business partnerships, one with amgjor
home e ectronics manufacturer and the other with alarge record label, dso enabled Segato
broaden its sdes network.

3) Matsushita Electronics
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Matsushita's game platform, 3DO-Redl, is based on the hardware sandard of the
American firm, 3DO. This standard was formed under the leadership of the American software
firm, Electronic Arts, and was created in an attempt to unify the home video-game hardware
market under asingle sandard. The god wasto reduce the burden on software firms by
edtablishing a standard which was compatible with games crested for the various hardware
platforms. M atsushita's choice of this sandard as the base of its hardware platform coincided
with the firm's decison to pursue a hardware differentiation strategy unlike that of any of its
competitors. M atsushita resolutely positioned its product in the market as amultimedia
entertainment machine, rather than smply as agame player. As a consegquence of incorporating
into the platform avariety of uses outside of traditiona game playing, the hardware itsdf was
quite costly to produce. The higher cost was passed on to consumers and the market price for
3DO-Red waswel abovethat of itsrivals.

On the software Sde, the fact that M atsushita Electronicsis not among the origina
developers of the 3DO standard means that M atsushita's profits do not benefit directly from
software sales. Other hardware firms do directly benefit from software sales because they
command licensing and royalty payments when other software firms produce for their
dandards. This source of revenueis not available to Matsushita.

The 3DO standard's overal low roydty and production consgnment fees are
attractive to software firms, giving aboost to the hardware s ability to attract good software.

M atsushita hoped to make adragtic change in the digtribution sector of the home
video-game market by sdlling its platform in its own network of home electronicsretail stores.
Although the firm initially began selling exclusvely from these stores, eventualy, to incresse
sdesthefirm garted sdlling its hardware a discount stores and toy stores aswell.

4) NEC-HE

PC-FX was developed by NEC-HE asthe successor to the firm's PC-Engine
platform which had first gone on-sdein the late 1980s. The main sdlling point of the new
platform isits high performance in displaying on-screen movement, typically animation. The
new machine was designed to gpped to the market ssgment comprised primarily of the same
computer animation fans who formed the core user group of the PC-Engine platform. (The two
systems are not competible, however.) Another distinguishing feature of the new NEC-HE
product is that the software for the platform is compatible with the NEC PC-98 series of
persona computers, aline which occupiesamgor share of the Japanese PC market.

NEC-HE distributed itsfirst game machine, PC-Engine, through Shoshinkal, the
main association of toy distributors, viaadistribution network quite smilar to that employed by
Sega. With the introduction of PC-FX however, the firm shifted its Strategy and began to



distribute its new product through the distribution network of its persona computer business.

<How Each Firm Fared, 1995 and beyond>

As described in the previous section, by the end of 1994, each firm (Sega, SCEI,
Matushita, and NEC-HE) had released its own new hardware product. These new platforms
jockeyed for market share with each other aswell as with the market leader, Nintendo. This
section of the case focuses on the hardware sales policies of these firms, while paying particular
attention to Sega and SCEI and the defensive tactics employees by Nintendo.

Both SEC' sPlayStation and Sega Saturn went on-sade during the last two months of
1994. PlayStation sold for 40,000 yen ($360) and Sega Saturn sold for the dightly more
expensive 45,000 yen ($410). By the middle of the following year however, each had aready
been discounted by about 10,000 yen ($90). Their prices continued dropping after this, faling
another notch in the Christmas season of 1995, before settling a just below 20,000 yen ($180)
by March of 1996.

In addition to price cutting, the manufacturers promoted their products with heavy
advertisng and a number of specid marketing campaigns. Heavy investment by a
manufacturer in publicity for aplatform indicates the strong commitment of thefirmto its
machine. Such conduct isthe most direct way a hardware firm can contribute to cresting and
fuding a virtuous cycle between hardware and software.

Nintendo countered the market entry of the new hardware platforms by announcing
to the market as early as 1993 that it was devel oping a successor to the Super Famicom
machine. The firm leaked information related to this new product using al available channels.
The new machine was to outperform the new rival hardware platforms at aprice of lessthan
30,000 yen ($270), perhaps aslow as 25,000 yen ($230). Nintendo aso sought to reiginite the
momentum of the vast cumulative market share held by the Super Famicom system. Thefirm
released a graphically intense new game, Super DonkeyK ong, and lowered the manufacturing
consgnment feesit charged to third-party software developers.

Nintendo's counter strategy can be summarized as follows: turn the heavy promotion
by both Sega and SCEI into a market share bettle between these two firmsfor the 32-bit game
machine market niche. Nintendo strove to keep positive attention focused on its 16-hit
platform which could till deliver a satisfying game-playing experience to the average user. At
the same time, the firm trumpeted its coming new platform in the hopes that consumerswould
remain loyd to the Nintendo brand and wait for the firm's new hardware without defecting to a
rival standard.
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6. The Prospectsfor Nintendo and Nintendo64
<Nintendo's Strategy>

What palicies did Nintendo follow to counter the new round of competition
described in the previous section?

Nintendo's strategic conduct can be divided into two phases of actions. Thefirst
conssts of what the firm did prior to the release of its own new home video-game platform,
Nintendo64. As has been described before, this stream of conduct included Nintendo's attempt
to leverage the tremendous success of its Super Famicom standard, and the release of
information to the market regarding the upcoming new game machine.

The second phase of Nintendo' s actions conssts of what the firm did to boost the
diffusion of its new hardware platform once it was put on-sde. Nintendo's attempt to improve
the diffuson of Nintendo64 involved amagor overhaul of dl areas (hardware, software, and
distribution) of its corporate strategy. This reevauation and strengthening of its market Strategy
was Smilar to what went on inside each of the other hardware manufacturers,

Thefirgt step taken by Nintendo was to form a partnership with the American firm,
Silicon Graphics, to create a hardware platform even better optimized for game playing than its
previous mode had been. Through this dliance Nintendo sought to devel oped amachine that
would differ greatly from what itsrivas had produced. Nintendo' s intention manifested itsalf
primarily in the firm choosing to use atop-of-the-line 64-bit RISC chip asthe CPU of its new
machine. The new hardware platform aso embodied Nintendo's rgjection of the industry trend
toward CD-ROM s as the medium of choice for software storage and access. Instead, Nintendo
retained its use of encased ROM silicon chipsfor delivering software to its new machine,
thinking that the silicon chip format has astrong advantage in its quicker read-time compared to
CD-ROM. In addtion, Nintendo planned to supplement this chip-based software ddivery
medium with a dedicated magnetic disk drive system scheduled to be released in 1997.
Nintendo's new machine aso featured a redesigned game controller, which isthe part of a
game machine which playsthe single largest role in determining the ease of use of aplatform.

Oneway Nintendo sought to differentiate its hardware from its competitors was
through the sdle of innovative new accessory devices, such as a proposed vibration pack to be
attached to the game controller to alow on-screen action to be actudly felt by the user.
Nintendo' srelease of its new product was as much asayear and ahdf later than itsrivas,
however many of the new innovative features of the machine had raised manufacturing costs.
Nevertheless, Nintendo64 was put on-sale at the competitive price of 25,000 yen ($230). This
price was especidly attractive given the superior performance of Nintendo's new machine over
its competitors. Nintendo64' s performance edge was especidly apparent in the elevated detall
and smoothness of its three dimensona computer graphics,
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Nintendo's software strategy for the new game platform is summarized in the
following statement by firm president, Mr. Y amauchi, "If trash (poor quality software)
increases the only result will be the destruction of the market. Nintendo will work hand-in-
hand with the best and brightest * second-party’ firms (software devel opers) to protect the
(home video-game) market."® From an early stage in the development of Nintendo64,
Nintendo began narrowing down its likely software partners. While a srategy of very close
cooperation with software firms had been attempted before, Nintendo hoped to usethis
generationd change in hardware to more fully implement such aplan.

Nintendo's software strategy contrasts starkly with that of SCEI. Sony Computer
Entertainment's basic software policy is summarized in the following statement by SCEI
Promoationd Planning Divison Vice-president, Mr. Saeki, "It'sagood thing to have agood
(broad) selection (of software available)."” Mr. Saeki has aso been quoted as saying, "L ooking
at the history of the music indudtry it is clear that the most crestive artists come from small and
medium Size record |abels. One should be able to say the same thing for game software.” Mr.
Saeki’ s comment makes it easy to understand why Sony actively provides generous support to
smal and medium Szed software firmsto assst them in the discovery of new software design
tdent. All of these actionsby SCEI are intended to boost variety in the software market. Sega's
software policy can be consdered smilar to that employed by SCEI .

Further evidence of the different attitudes of the various hardware manufacturers
towards software for their platforms can be found in the rearrangement of the aliances between
hardware makers and software firms. Defections and the subsequent new allegiances of the
bigger software firms attracted alot of attention in the early part of 1996.

Contracts between software firms and hardware manufacturers usualy do not include
exclusvity clauses by which the software firm promises to create software only for asingle
hardware platform. As aresult, software firms have adegree of flexibility with regard to their
relationships with hardware firms. The fact that a software firm has the right to develop the
same software title to run on multiple hardware standardsis quite significant to the competitive
environment of the industry. Software firms can exercise their right to produce for multiple
platforms at any time. Such conduct is often employed as a counter-measure when a software
firm fedlsit is being subjected to excessve market pressure by a hardware manufacturer.

Despite the avail ability of thisright to produce for multiple platforms, there exist a
number of large software firms which decline to market their games for more than one

% From aninterview in Toyo Keizai Weekly (Eastern [Asian] Economics), December 31, 1994 and January 7, 1995
jointissue.
" From an interview in Nihon Kougyou Shinbun (Japan Industrial Newspaper) December 1, 1994.
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hardware platform. Important reasons for choosing an exclusive supply policy include the
heavy development costs incurred when producing for multiple standards and the lack of any
scale meritsfor such production.

The post-1994 home video-game market, with its rapid increase in economically
viable hardware standards, has seen an increase in the market power of software firmsvis-avis
hardware manufacturers.

Since software firms base their decison to produce for a certain hardware platform on
the market environment and software development conditions created by the hardware
manufacturers, it is not uncommon for software firms to change the platforms based on rdative
changes among the conditions offered by hardware manufacturers. Naturaly, when afirm
produces games which run on only asingle hardware standard, a decison to change the
platforms on which the game runsis especidly significant. The contrasting software strategies
employed by the various hardware manufacturersin the third round of market competition led a
number of firmsto move away from Nintendo and toward SCEI and Sega astheir flagship
development standards. Among such firms could be found the likes of Namco and Square,
firmswhich had played amgor role in Famicom's original dominance of the home video-game
market. (See Chart 3 for the number of software firm contracted to the various hardware
platforms.)

Partidly due to the defections of mgjor software firms from the Nintendo standard,
sgx months after Nintendo64 hit the market the number of available gametitles hovered a no
more than ten to twenty. Nintendo's own products, such as " Super Mario 64" and "MarioKart,"
formed the core of the platform's software. Nintendo was forced to take a patient attitude with
its collaborating software firms asit waited for them to develop exceptiond gamesfor the new
platform.

In digtribution, Nintendo continued with itstraditiona reliance on members of the
association of game wholesalers (Shoshinkai). Nevertheless, Nintendo used the opportunity
presented by the rationdization and reorganization which had dready been occurring in the
digribution industry to ingtitute an alocation system between it and the distributors of software
for its machines. Under this dlocation policy Nintendo "dlocates afixed quantity of product to
distributors according to their capabilities.”® Nintendo pursued these and other reforms asit
reworked its product distribution strategy. Nintendo's ultimate god was to turn over mogt, if
not al, distribution functions such as the flow of goods, sdes, and product evaluation to those
firms which possess sufficient corporate capabilities to perform them effectively. Nintendo
hoped that these new policies would lead to the establishment of a distribution system closer to

8 Nikke Business, January 27, 1997.
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the ideal where the appropriate amounts of goods are efficiently supplied to wherever they need
to go. Nintendo hoped its efforts would help aleviate the many problems which had long
plagued the distribution sector of the home video-game industry.

It wasin June of 1996, following many years of preparation, that Nintendo64 went
on-sde.

<Nintendo's Market Results and Imminent Challenges>

Following the market entrance of the new hardware platformsin 1994, prices charged
for Super Famicom hardware and software began to fal. Despite these price cuts however,
Super Famicom sdes dso fll, causing difficultiesfor Nintendo's bottom line. It wasn't until
the brisk initid sales of the long awaited Nintendo64, that Nintendo’ s business prospects
improved. Good sdesfor the new platform continued and by the end of 1996, haf ayeer after
the 64-hit platform first went on-sae, gpproximately 2 millions units had been shipped.
Nevertheless, many began to doubt that Nintendo could again achieve with its new hardware
the same phenomena success seen by Famicom and Super Famicom.

There are anumber of reasons why industry observers have doubts about Nintendo's
ability to produce excdlent market results for its new platform. The reasons for the doubts
include: the presence of such powerful competitorsin thelikesof SCEI and Sega, alack of
available softwaretitles, and a perception in the market that pricesfor both Nintendo64
hardware and software are excessvely high relative to the product's performance.
Compounding the market's somewhat negetive evauation of the future prospectsfor
Nintendo64 was the ongoing success experienced by PlayStation despite the increased
competition of Nintendo64.

The defectionsto riva platforms of anumber of mgjor software firmsincreased the
uneasiness of the market regarding Nintendo64's future. These desertions included mgjor
software companies Squar e (crestor of Find Fantasy) and Enix (creator of Dragon Quest). It
was the software of these two firmsin particular which postively impacted the the diffusion of
Nintendo's hardware.

Squar e wrote the following concerning the announcement of its decison to shift
away from the Nintendo standard. "There are many game platforms, including persona
computers which use CD-ROM drives as their software delivery medium. From among these
platforms there are only somewhich alow Sguar e to make the kinds of productsit seeksto
cregte... of these Squar e has decided that 'the platform which offers Squar e the necessary

-39-



game development environment' is PlayStation." This statement by Squar e indicates the
importance software firms place on the game technology devel opment environment and
business conditions provided for them by the various hardware manufacturers. The satement is
aso representative of the concluson drawn by many software firms that the edge at present
goesto SCEI's PlayStation and not to traditiona market leader Nintendo.

Itisdifficult to overdate the market impact caused by Square when it began sdlling
the new verson of Fina Fantasy to run on the PlayStation platform in January of 1997.

Squar € s switch represented the de facto declaration by the software market that the industry's
leading hardware company had changed from Nintendo to SCEI . Furthermore, the move
emphasized the redlity that Nintendo64's future rested largely on Nintendo's ability to carry the
platform forward by its own unaided efforts.

On top of the software market difficulties facing Nintendo as described above, the
firm must aso decide how to cope with the recent devel opmentsin the distribution sector of the
industry. Nintendo must devise counter-policies to the new distribution methods devel oped by
itsrivas, in particular those of SCEI. Beyond the chalenges posed by the ditribution
innovations of rival hardware manufacturers, Nintendo is aso faced with a potentidly even
more damaging market trend in that some software firms have begun to distribute gameson
their own, apart from the control of the hardware manufacturer on which the software runs.

Didribution by software firmsfirst occurred in April of 1994 when mgor game
developer Konami began independently distributing its software. In November of the same
year, apartnership of sx firms, including Squar e, established a distribution network centered
in convenience stores under the name, DigiCube. Such independent conduct on the part of
software firms was seldom seen in the days when Nintendo dominated the hardware market
with its enormous market share lead. It is clear that both the fierce competition among hardware
manufacturers, and the growing importance of software firm decisons asto which platformsto
develop for, have weakened the market power of hardware firms vis-avis softwarefirms. In
fact, the relationship among firmsin the home video-game market now more closdly resembles
that of other industria markets.

Oneof Nintendo's responses to the various changes in the distribution sector camein
the form of the firm's development of a new method of software supply. Beginning in the
middle of 1997, software for Nintendo's Super Famicom platform was put on-sale at L awson
Convenience stores by means of the quick downloading of games onto re-writegble flash
memory cards. Thismove by Nintendo was executed with the dua aim of strengthening the
firm's pogtionin thetraditiona Shoshinkai distribution network and increasing the variety of

% Taken off Squar €s homepage.
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waysin which software for the firm's platforms is able reach consumers.

Asoutlined above, the current state of the home video-game market isfar different
from what it wasin the days when Nintendo could easily maintain the dominant postion it has
held in the market since itsinception. Nintendo clearly needs to redouble its efforts to find new
initiatives which will reestablish its position as the leading firm in the industry. The strong
competition from SCEI and other rivasin dl areas of Nintendo’ s business greatly complicates
the challenges facing the firm. Nintendo must aso consider how to contribute to the
reinvigoration of the software industry. How to cope with competition from the persona
computer industry? What to do about trends towards increasing multimedia functions for home
video-game machines? Findly, Nintendo needs to consder the fact that the firm may be best
served by somehow using the current market trends for its own benefit rather than smply

opposing them.
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<Supplemental Materials>
<Figure 1> Home Video-Game Market Size (Domestic, Hardware and Software Combined Totdl)
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*Totasfor 1993 and beyond are for fisca years (Thisholdsfor dl figures and tables hereafter aswell.)
(Source: Data Taken from Reahakusyo[White paper on Leisure] )
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<Figure 2> Domestic Hardware Shipments
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<Figure 3> Accumulated Hardware Shipments (1983 to 1990)
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(Source: Same as Figure 2)
<Figure 4> Accumulated Hardware Shipments (1990 to 1996)
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<Figure 5> Software Market Shares (1995, ranked by total yen sales)
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<Figure 6> Software Market Shares by Platform (1995, ranked by total yen sales)
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<Figure 7> Market Changes for Famicom Compatible Software
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<Figure 8> Software Market in Period 2
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<Chart 1> Major Hardware Business Alliances, from 1994

Hardware 1 | dware/Chip Relted Software Other
Manufacturer Related
Matsushita 3DO (USA) Japan Victor
Electronics ...Hardware License ..CD-ROM
Capital Investment video-arcade Production
Machines
ARM (England)
...Joint Development of CPU
Sega Hitachi SNK Hitachi Media
...CPU, Joint Devel opment of ...Cross License | Force
Compatible Machine of Software Toshiba-EMI
...Sales Alliance
Y amaha Time Warner
...Joint Development of Audio LS| ... Alliancein
On-line Software
Sdes
SCEI Namco SME
...Joint Development of Hardware ...Capital
and Arcade Game Use Boards Injection,
CD-ROM
LSl Logic (USA) Production
...Joint CPU Devel opment Sony
...Capital Injection
NEC-HE NEC ...Joint Development of CPU
Hudson ...Joint Development of
Video Processing Chip
Nintendo Silicon Graphics (USA) St Giga
...Joint Development of Hardware ...Capital
Investment

NEC ...Supply of CPU

(Source: Taken from Hirabayashi and Akao, 1996)
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<Chart 2> Hardware Specs (for platforms put on-sale during or after 1994)

Hardware Price Date Put Cumulative Software Main Software Titles
Name On-Sale Unit Delivery
Shipments Medium
3DO-Red March 20, | 700,000 CD-ROM
1994
Sega Saturn Approximately | November | 4.4 million CD-ROM Virtua Fighter (Sega),
20,000 yen 22,1994 Virtua Cop (Sega),
Daytona USA (Sega)
PlayStation Approximately | December | 5million CD-ROM Tekken (Namco), Ridge
20,000 yen 3, 1994 Racer (Namco), Bio
Hazard (Capcom)
PC-FX Between 25,000 | December | 220,000 CD-ROM
and 35,000 yen | 23, 1994
Nintendo64 Approximately | June 23, 2million Silicon Super Mario 64
25,000 yen 1996 Chip (Nintendo)
Cartridge,
Magnetic
Disk
(Planned)

*Cumulative figures are for through the end of 1996

(Source: Taken from newspaper announcements and other material)

<Table 3> Number of Third-Party Software Firms, by Platform

Super 3DO Sega Saturn PlayStation PC-FX
Famicom
Software Firms 175 870 350 500 48
Under Contract
Cumulative 1287 207 234 (400) 246 (501) 20
Software Titles

*Datais as of March 31, 1996, except estimated figures inside of parentheses for Sega Saturn and

PlayStation which are for as of September, 1996

(Source: Taken from Toi Janaru [Toy Journal] '96 and HaSegawa, 1997)

48




<Table 4> Firm Size for the Three Mg or Hardware Manufacturers

Nintendo Sega SCEI
Saes Profit Saes Profit Saes Profit
1087 | 1402 1292 485 446
1088 | 1786 1691 500 422
1089 | 2502 2243 614 552
1990 | 2100 1638 552 553 786 397 110 106
1991 | 4510 3183 1404 1378 1065 587 166 156
1992 | 5075 3744 1562 1404 2133 1355 335 352
1993 | 5628 4430 1638 1505 3469 2305 550 561
1994 | 4671 3780 1151 1207 3540 2402 425 413
1995 | 3507 2773 978 1172 3333 1977 232 279
1996 | 3005 2392 1171 701 3461 1790 317 285 1913 35

(Unit: hundred million yen)

*Yearly figures are for fiscal years ending in March, except for Nintendo 1987-1989 which are for one
year periods beginning in September. The figure for 1990 is for the six month period from September,
1989 to March 1990.

*Figures in parentheses represent amounts for businesses related to home video-games.
[Figures for Nintendo are totals for Famicom, Super Famicom, platform peripherals, software license
receipts, and rental receipts.

Figures for Sega are totals for sales of machines to consumers and royalty receipts.]

*For profits, figures outside of parentheses are income before extrodinary items and cumulative effects of

accounting changes, and figures inside parenthesis are for operting income.

(Source: Taken from each firm's stock holder reports, Nihon Keizai Shinbun [Japanese Economic

Newspaper] "Kaisha Souran [Company Summaries]”, and answers to interviews.]
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