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Original scientific paper

THE IMPACT OF THE LONG TAIL ECONOMY ON THE BUSINESS RESULT
OF THE DIGITAL PLATFORM: THE CASE OF SPOTIFY AND MATCH
GROUP

Josko Lozi¢!
Marin Milkovi¢
Katerina Fotova Cikovié

Abstract

Purpose: The aim of this paper is to analyse the business performance of corporations from the platform
economy model in the context of the long tail economy model. By comparing business results, analyse the
significance of the impact of the long tail economy on business performance.

Methodology: The research is focused on analysing the business results of Spotify and Match Group
corporations. The research compares the business results of selected corporations in the context of the impact
of long tail on business management, financial result and the trend in the number of users of the platform. The
methodological framework is unique and applicable to all other corporations from the platform economy
model.

Results: The survey results showed significant differences in the impact of the long-tail economy on selected
corporations. In addition, the survey results showed a significant impact of other factors on the business result
that are not closely related to the long-tail economy.

Conclusion: The effects of the long-tail economy model need to be analysed on a case-by-case basis in the
platform economy. Both corporations are increasing total revenue and customer numbers, but Spotify is
operating at a loss, while Match Group is increasing profits year on year.

Keywords: Gross profit, long tail economy, long tail business models, Match Group, platform economy,
Spotify

JEL Classification: O31; 033

INTRODUCTION

The development of the Internet and the digitalization of business have directly affected
the dramatic changes in the business models of industrial production and distribution.
The media industry was the first to find itself in a whirlwind of change. The changes
affected all media industries equally quickly, and media corporations changed their
business models in line with changes in the environment. Digitization and convergence
of production and distribution systems, enabled new production models, but had a much
greater impact on the distribution model. The sale of media content in classic "brick-and-
mortar" stores has been replaced by the distribution of digital content on platforms. The
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cost of storing the physical product and the distribution problem have been replaced by
online distribution.

The end of the classical music industry was marked by the advent of the Napster
platform. Pirated downloading and sharing of music content has completely changed the
business model of the music industry. The development of streaming technology has
dramatically affected the distribution model, and even more so the model of monetization
of music content. According to the number of available music content, geographical
distribution and revenue, Spotify is the largest music streaming platform. The dating
industry has fully adapted to the digital model and parallel platforms for user targeting
have been developed. In the context of platform economics (Parker et al., 2016; Moazed
& Johnson, 2016), the dating industry is a classic example of the development of a
network effect on both sides of the platform (Evans & Schmalensee, 2007). Match Group
is the largest global dating platform. It owns the globally renowned Tinder which makes
up the bulk of Match Group’s revenue.

The distribution of content on the platform equalized the cost of access to main and
niche content. The model of separating content into part of the content from the head and
part from the tail is known as the long tail economy. The theory was perfected and
published by Anderson (Anderson, 2006), but the theory was already known from before.
Rosen published the "superstar effect" theory in 1981 (Rosen, 1981), and in 1995 Frank
and Cook published the "blockbuster strategy" model or, as he later became known, the
"winner takes all society" model (Frank & Cook, 1995). By equalizing the cost of access
to all content as well as significantly reducing the cost of content distribution, the
standard cost paradigm of physical products has changed. The research will include the
cost of revenue or gross profit as well as operating profit and net profit in order to analyse
the impact of the long tail economy on the operations of selected corporations in the
platform economy model. The results of the financial research will be compared with the
results of the trend analysis of the number of users with the aim of analysing the impact
of the long tail economy on the trend of the number of users.

1. LONG TAIL ECONOMY

The roots of the long-tail theory originated as a continuation of Pareto's law, also called
the 80:20 rule. Pareto claimed that 80% of agricultural products are produced by 20% of
the population or that 80% of total wealth is controlled by 20% of the population. The
long tail economy is based on the premise that 80% of the sales value is goods from the
head of the curve, while 20% of the sales value is goods from the long tail. The theory
was created by researching trends in the sale of physical products. With the development
of the Internet and the digitalization of the production and distribution of media content,
the long-tail paradigm has taken on a whole new dimension. Anderson was the first to
systematically investigate and analyse the new distribution of value distribution in long
tail theory and published his research in Wired Magazine (Anderson, 2004). The main
paradigm shifts in the economy of the long tail, relative to sales of physical products,
Anderson (2006) based on three key points: a) the tail of available variety is far longer
than we realize; b) it’s now within reach economically; c) all those niches, when
aggregated, can make up a significant market”. The core incumbents usually only pay
attention to the head customers with high average market value and high-powered
purchasing behaviour (Dai & Taube, 2019). In comparison, long tail customers feature
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only low average market value and demonstrate only restricted purchasing patterns
(Anderson, 2004).

Anderson (2006) directed the analysis of the business paradigm of the long-tail
economy, in the context of digital content production, in three basic directions: a)
production cost; b) distribution cost; ¢) searching cost. Kung et al. (2008) warns of the
high cost of producing the first copy in the media, and especially in the publishing
industry. Digital production and the Internet significantly reduce the production costs of
the first copy. The change in the cost of the digital content paradigm is related to zero
marginal cost theory (Rifkin, 2015; Lozi¢, 2019). Digital technology has also enabled
the distribution of user-generated content and revenue generated by platform owners
(Briggs, 2007). The total distribution costs of newspaper publishers in the USA
accounted for 50% of the total costs (Sparks, 2000). Distribution on the Internet implies
a significant reduction in distribution costs, and is also associated with the effect of zero
marginal cost. The costs of distributing the physical product significantly limited the
demand and sales of niche products. Digital distribution has equalized distribution costs
from all parts of the offer. Digital distribution and low costs have made products
available in all geographical areas within the same time frame (Chyi & Sylvie, 2010).
Long tail theory is based on the idea that media content in niches can be acquired at
different rates, on different scales, through different infrastructure and based on different
criteria from the highest-grossing commercial texts (Jenkins et al., 2013). Search costs,
monetary and nonmonetary, make up a significant portion of total costs. Digital search
significantly simplifies searches (Kung et al., 2008.). Information technologies enable
these search methods and have lowered the costs of finding niche content, further
evidently expanding the reach of news into the long tail consumer segment (Huang &
Wang, 2014).

2. LITERATURE REVIEW

The law of the long tail attempts to explain some of the asymmetries of the system of
production, sale, and income generation of the physical goods and services that
accompany it. It can still be found in the economic literature under the name "Power-
Law Distribution". The economy of the long tail determines the situation of statistical
correlation between two variables, i.e. the change in the value of one variable causes a
proportional change in the other variable. The frequency of earthquakes is inversely
related to their intensity, and the share of income distribution in society is inversely
related to the amount of income (Jones & Kim, 2012). Retail space on store shelves is
expensive and only a small portion of the product can get on the shelves. Digital media
and e-commerce have transformed our notion of shelf space. The managerial model and
communication in the digital business model differ significantly from the business model
with physical products (Zott & Amit, 2012). Economists have found a significant
asymmetry in the sales process, ie the influence of the long tail law in e-commerce, where
significant profits can be achieved by a small volume of sales of a large number of less
popular items (Fenner et al., 2010). Elberse (2008) indicates an asymmetry between the
increase in assortment and the size of demand in online sales. As we move away from
the area of "hits", i.e. the area of the "distribution head", the "long tail" becomes longer
and longer, and the seller's ability to commercialize stocks decreases (Jenkins et al.,
2013). Sela et al. (2009) investigate how increasing the range affects the change in
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consumer choice habits in traditional sales channels. Clemons et al. (2006) demonstrate
an association between high dispersion of ratings and an increase in total sales. The effect
especially increases with the sharp increase in the range available in online sales.

Elberse and Oberholzer-Gee (2006) warn of a significant drop in sales in classic sales
channels after an increase in supply in the online sales model. The research does not
include an analysis of the distribution of sales to long-tailed products. Empirical research
proves that the growth of the range in the online offer leads to an increase in customer
demand. The larger range makes it easier for customers to find the products they are
looking for. However, after increasing the range beyond the saturation limit, the growth
of demand does not follow the growth of supply (Hinz et al., 2011). Modern search
engines can reduce the demand for blockbuster products (Brynjolfsson, 2011) and
increase the importance of demand and supply (Mooney & Roy, 2000). In the context of
journalism, Cook and Sirkkunen (2013) stress that niche relates to narrow-interest
content serving specific-interest audiences. Research shows that consumers are willing
to pay premium prices for niche products and subsequently make recommendations to
others based on these latent purchases (Dellarocas et al., 2010). Dai and Taube (2019)
investigate the impact of the long tail market on consumers with lower purchasing power,
i.e. those that sellers can hardly reach with their offer. The length of the tail also depends
on the share of new customers. Compared to new customers, they more often search and
buy long-tailed products (Hinz et al., 2011). The importance of niche users from the base
of the pyramid mostly depends on technological innovations (Kolk et al., 2014). The
concept of long-tail market overlaps significantly with the base of pyramid markets, yet
reflects more considerable business insights and coverage. Base of pyramid mainly refers
to the most deprived socioeconomic group who lives on less than US §$ 2.5 per day (Dai
& Taube, 2019).

In the internet economy, niche products that are usually not significantly visible on
markets can grow to take a large collective share of total sales. This phenomenon fits the
classical “long-tail” pattern. This finding shifts the centre of focus from “best-selling
products to niche products when comparing total product sales (Brynjolfsson et al.,
2011). Proper (niche) products and services may create a market where the total market
value may be almost the same as in the head market, even though individual market
values are much lower (Dai & Taube, 2019). The same conclusion, exploring online
markets, was defined by Anderson (2004). While search technologies, such as
“favourites list”, favour bestsellers and should therefore reduce the share of purchased
products, other search technologies, such as search filters, can increase the long tail and
increase the share of purchased products (Hinz et al., 2011). Playlists have become a
central form of music consumption on streaming platforms. By signing in to Spotify, you
will immediately be confronted with a playlist wall, tailored to your listening history,
time of day, and other specific characters (Arditi, 2017; Dholakia et al., 2015). Music
streaming services such as Spotify and Apple Music, have gone from a niche to the
dominant mode of music distribution (Maheshwari, 2019).

Computer-based matchmaking technologies first emerged in the 1960s, and one of
the first online dating sites kiss.com, was founded in 1994 (MacLeod & McArthur,
2014). Match Group, Inc., through its portfolio companies, is a leading provider of dating
products available globally. Our portfolio of brands includes Tinder, Match, Meetic,
OkCupid, Hinge, Pairs, PletyOfFish, and OurTime, as well as a number of other brands,
each designed to increase our users’ likelihood of finding a meaningful connection
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(Match Group, 2021). At the end of 2020, Tinder had 60 million active users, 10 million
daily active users, and 30 billion matches with approximately 30 million per day (Smith,
2021). With 6.7 subscribers, Tinder has become the world’s largest dating online
platform (Match Group, 2021). Tinder is a location-based real time app that came to
market in 2012 with the goal of facilitating people to connect via their personal profiles
and location-based tracking (Leurs & Hardy, 2019).

3. METHODOLOGY AND RESEARCH QUESTIONS

The study of the impact of the long tail economy on the business performance of the
platform economy, in the context of Spotify and Match Group corporations, will be based
on analysis of data from the Annual Report (Match Group; Spotify Annual Report), for
the financial part of the research. deal with such analyses (Statista.com, 2021a, 2021b).
The model of production and distribution of content in the platform model significantly
reduces costs and enables the use of the zero marginal cost effect for each additional
produced copy, which significantly affects the cost of revenue or gross profit. Research
on the trend and level of gross profit will analyse the impact and relationship of the long
tail economy on the business performance of corporations. In addition, the analysis of
the trend in the number of users will analyse whether there is a significant relationship
between the trend of financial parameters and the number of users. The research is
structured according to the search for answers to two basic research questions:
e RQI - What is the impact of the long tail economy on the financial performance
of the platform?
e RQ2 - How important is the long tail economy to the trend in the number of
platform users?

The metrics and financial analytics of the platform economy differ significantly from
the classical metrics in the brick-and-mortar model. The impact of the long-tail economy
and the reduction in product distribution costs have drawn attention to new financial
parameters. Zero sum game strategy, the platforms changed to Winner take all markets
or all long tail (Lamberson, 2016). Platform economics abandons the model of vertical
integration, thus undermining the foundations of the classical long-tail theory (Napoli,
2016). Before the advent of the Internet, economies of scale created competitive
advantages. The Internet and the sharp decline in the cost of content distribution have
lowered barriers to entry in the industry and created the conditions for the growth of new
industries (Olmedilla Fernandez et al., 2016). The redefined long tail economy has
become a dominant part of the sharing economy (Geissinger et al., 2016).

User interaction on the platform blurs the classic boundaries between key product
users and niche product users. Technological innovations have been a significant factor
in connecting users from the pyramid base with producers (Kolk et al., 2014; Gebauer et
al., 2017), export strategies have been linked to the pyramid base (Landrum, 2014), and
the platform economy has erased the boundaries of financial opportunities that connected
users to the pyramid base. The number of users and the number of interactions affect the
network effect and stabilize the platform no matter in which part of the user base
interactions are most common. Spotify is a platform that has achieved an extremely
strong networking effect, despite a negative financial result over the last five years (Lozi¢
et al., 2020).
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4. DATA ANALYSIS

Data research and analysis is divided into two basic parts. The first analyses financial
indicators in the context of the impact of the long tail economy on gross profit, operating
profit and net profit. The second part of the research analysis the impact of the long tail
economy on the trend in the number of users. The results of the research and analysis are
presented in the chapter Discussion and conclusion.

4.1. Financial analysis

Total revenue growth was digressive. In the first analysed period, the increase was
38.6%, and in the last analysed period, the increase was 16.5%. Gross profit rose from $
401 million to $ 2.01 billion, an increase of 402.5%. The increase in gross profit in the
first analysed period was 111.7%, and in the last analysed period 17%. The effect of
digressive growth is greater than that of total income. The results of the analysis of the
linear regression trend, interpreted by the regression equation y = 1253x + 2883, showed
that the total income grew at an average rate of s = 23.25% per year, with the coefficient
of determination R? = 0.9975. Cost of revenue grew on average annually at a rate of s =
20.45%, with a coefficient of determination of R?> = 0.9902, interpreted by the linear
regression equation y = 842.9x + 2435.2.

Table 1. Spotify financial analysis (in millions; $)

2016 2017 2018 2019 2020
Revenue 2,952 4,090 5,259 6,764 7,880
Cost of revenue 2,551 3,241 3,906 5,042 5,865
Gross profit 401 849 1,353 1,722 2,015
% 13.58% 20.76% 25.73% 25.46% 25.57%
Operative loss -349 -378 -43 -73 -293
Net loss -535 -1233 -173 -131 -709

Source: Own illustration (Spotify Annual report)

Table 2. Match Group financial analysis (in thousands; $)

2017 2018 2019 2020
Total revenue 1,330,661 1,729,850 2,051,258 2,391,269
Cost of revenue 279,499 410,000 527,184 635,833
Gross profit 1,051,162 1,319,850 1,524,074 1,755,436
% 79.0% 76.3% 74.3% 73.4%
Operating income 360,517 549,469 645,454 745,715
Net Profit 350,148 626,961 431,131 128,561

Source: Lozi¢, 2021 (Match Group Annual report)
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The growth of total revenues above the growth rate of cost of revenue resulted in the
growth of gross profit higher than the growth of cost of revenue. The average annual
growth of gross profit was s = 32.34%, with the coefficient of determination R? = 0.9901,
interpreted by the equation of the linear regression trend y = 410.1x + 447.8. Total
revenues and gross profit are continuously growing, but they are still not enough to cover
operating costs, so operating profit and net profit are continuously in the red. In the
context of the research objectives, ie the first research question, we can conclude that
there is no significant impact of the effects of the long tail economy on the financial
results of the Spotify platform. Gross profit accounts for only a quarter of total revenue
and has stabilized at that level. The sharp increase in gross profit in the second period
analysed was the result of a business decision to transfer part of the ownership of the
corporation, and was not directly related to the increase in the role of the long tail in the
financial result. The results of the research are shown in Table 1.

The analysis of the financial performance of Match Group covers a period of four
years, from 2017 to 2020 (the period after the corporate restructuring). In the analysed
period, revenues increased from $ 1.330 billion to $ 2.391 billion, an increase of 79.71%.
Revenue growth was declining and fell from 30% in the first accounting period to 16.6%
in the last period. Gross profit rose from $ 1,051 billion to $ 1,755 billion, an increase of
67%. The increase was followed by digressive growth as in total revenue. Total revenues
grew at a rate of s = 18.67% on average per year, with a coefficient of determination of
R? = 0.9978, interpreted by the linear trend equation y = 350323x + 1E + 06. Cost of
revenue grew at an average annual rate of s = 25.6%, with a coefficient of determination
R? = 0.9983, interpreted by the linear regression trend equation y = 118619x + 285201.
Gross profit grew on average annually at a rate of s = 16.4%, with a coefficient of
determination R? = 0.9971, interpreted by the linear regression trend equation y =
231705x + 1E + 06. Gross profit grows at an average annual rate less than revenue growth
indicating an increase in cost of revenue.

The share of gross profit decreased and fell from 79% in the first analysed period to
73.4% in the last analysed period. Compared to Spotify, gross profit is inversely
proportional in share to revenue. Continuous revenue growth, and a share of gross profit
of almost a quarter of revenue provides the platform with sufficient financial resources
for positive business. In the context of the first research question, we can conclude that
the long tail effect has a significant effect on the financial result of the Match Group.
However, if we put the result of the research in relation to the results of Spotify we can
conclude that the economy of the long tail does not have equal significance to all business
models in the economy of the platform. The results of the research are shown in Table 2
(Lozi¢, 2021).

4.2. Users trend analysis
The analysis of the trend in the number of users of both corporations shows a continuous
growth in the number of users. In the analysed period from 2015 to 2020, the number of

monthly Spotify users grew at an average rate of s = 25.2% with a coefficient of
determination of R? = 0.9732.
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Spotify (monthly users’ trend 2015 — 2020)

400
300 .9
......... o
200 Pt ®
e y=50.314x + 73.714
100 @ R?=0.9732
0
0 1 2 3 4 5 6
Match group (yearly users’ trend 2014 — 2020)
12,000
10,000 N L d
8000 [ e y T
6,000 — *
..... P y = 1255.3x + 3138.1
400 .- R2 = 0.9906
2,000
0
0 1 2 3 4 5 6 7

Figure 1. User trend regression analysis
Source: Own illustration

The increase in the number of Spotify users did not follow the trend of revenue
growth, ie it was not digressive. The increase in total revenues was proportional to the
increase in the number of subscribers. In the context of another research question, we can
conclude that Spotify’s revenue primarily depends on the number of subscribers, no
matter what part of the long tail curve they come from. The number of subscribers, i.e.
revenues from subscription to the platform, are more significant than the expansion of
demand into the niche area of the long-tail economy.

The average annual growth in the number of Match Group users, with the period from
2014 to 2020, was s = 18.18% with a coefficient of determination of R? = 0.9732.
Average revenue growth was accompanied by average growth in the number of users.
Unlike Spotify which generates most of its revenue from subscriptions to the platform,
unlike Match Group which generates revenue from other forms of monetization of the
service. Unlike Spotify, Match Group is directly dependent on the effects of the long tail
economy because only by increasing the number of users from the niche part of the tail
can it achieve greater monetization on the platform. The results of the research are shown
in Table 3.
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5. DISCUSSION AND CONCLUSION

The analysis of the business model of the selected platforms showed similarities in the
trend in the number of users, but also large differences between the financial results of
operations. In the context of the long-tail economy effect, different factors that are similar
but also different for the selected platforms were investigated and analysed. The basic
results of the research that needs to be analysed, before concluding on the impact of the
long tail economy on the business model of the platform economy, are listed in five
points:

e The declining revenue growth of Spotify indicates revenue saturation within the
music streaming platform industry.

e Spotify's gross profit share is too small to cover total production costs. The offer
of long-tail music content did not significantly reduce the cost of revenue. It
follows that the impact of the long tail is less significant compared to other
factors that affect the overall business result.

o Spotify user growth ensures continuous revenue growth, but still insufficient for
the financial stability of the platform.

e The share of gross profit Match Group is three times higher than Spotify. It is
almost inversely proportional. It follows that the impact of the long-tail
economy is very significant in addition to the influence of other factors.

e Continuous growth in the number of users, from all parts of the long-tail
economy curve, ensures a stable Match Group network effect.

Research and analysis of business results of selected corporations from the platform
economy model, in the context of research on the impact of long tail economy on overall
business performance, showed very different research results. Spotify and Match Group
have completely different models of monetizing the service. Spotify generates the largest
share of subscription revenue, and a smaller portion of other forms of monetization of
the service. Match Group provides free access to the platform, and generates revenue
from the sale of advertising space, Premium services and the like. In the context of the
first research question, the impact of the long-tail economy is not significant on the
financial performance of Spotify because most of the revenue comes from subscriptions.
For a corporation, it doesn't matter which part of the tail the revenue comes from, and
with the geographical expansion into new markets, it is difficult to determine when a
significant part of the revenue comes from the niche part of the curve. Match Group
generates revenues from the monetization of services and the impact of the long-tail
economy is very significant. By increasing the number of premium users from the niche
part of the curve, revenue grows, and at the same time the number of surveys in the
premium category grows.

In the context of the answer to the second research question, the research results are
similar to the first research question. Spotify charges a subscription to the platform and
earns a smaller part from monetization in the premium model. The impact of the long tail
on the growth of the number of users is minimal because all users who pay a subscription
have equal access and equal costs. By increasing the number of users, the platform
achieves the full capacity of the strategy "winner takes all markets" or "winner takes all
long tail". Users who have not paid the subscription cannot be considered part of the long
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tail because they do not participate in the work of the platform. The trend analysis of
Match Group users, in the context of another research question, shows quite different
results. The platform strongly depends on the number of users from the long tail who
will be actively involved in the operation of the platform and stabilize the network effect.
A special segment are users from the base of the pyramid who can access the platform
regardless of their financial status, and unlike Spotify which has a similar subscription
price in all geographical regions.

The research analysis showed different research results, in the context of research
questions, for the selected platforms although both belong to the platform economy
model. The subscription model severely limits the effects of long tail economy, while the
freemium model is very sensitive to the effects of long tail economy. Future research
needs to focus on the effects of the network effect and the monetization of the service in
the context of the long-tail economy in the platform economy.
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