Building innovative Business Models

Introduction
The last five years have been tumultuous for corporations all over the world.  Greatly admired companies like Enron have bitten the dust while those like IBM which were close to being written off, have staged a splendid recovery.  Many glamorous”new economy” outfits have disappeared while “old economy” companies like Wal-Mart continue to post impressive results.  Sun Microsystems, arguably one of the most innovative companies in the computer industry is in deep trouble. At the same time, software giant Microsoft faces a major challenge from Google a mere search engine which has attained a stratospheric market capitalization. 
Companies exist to create value and offer it to customers for a price. Indeed, the entire economy can be viewed as a universe made up of value producing, value consuming, and value trading entities.  The process of creating and exchanging value in a profitable manner is what a business model is all about.  In this article, we attempt to understand what a business model is, what makes it sustainable and when an existing business model gets displaced by a new one.
Background

Business models have existed since time immemorial, though they may have been referred to by different names at different points of time. Indeed, all business models are derived from the value chain, a term closely associated with the famous management guru, Michael Porter. The activities which comprise the value chain can be divided into:  

· Activities associated with making something: designing, purchasing raw materials, manufacturing, and so on. 

· Activities associated with selling something: finding and reaching customers, transacting a sale, distributing the product, or delivering the service. 

· Supporting functions such as human resources, infrastructure, and technology development.

Porter’s work is more recent. As early as 1937, Nobel Prize-winning economist Ronald Coase contended that the dominant economic entities of his day – the mass market and corporate hierarchy – were the social and organizational consequences of the relatively high transaction and coordination costs necessary to create and exchange value. These entities were not created overnight. They emerged over time as the society looked for a more efficient way of exchanging of value between participating parties. Coase’s hypothesis had simple but profound implications. If the cost of exchanging value between discrete entities diminished, the size and shape of the economic entities would also change. And so would business models.

When new business models transform significantly the process by which value is created and exchanged, existing business models become obsolete.  Smart companies understand this process of obsolescence before it becomes too late. They successfully graduate to more effective business models.  Others go into a state of denial, cling to their obsolete models and get marginalized in due course of time.  
What is a business model?

A business model addresses some basic questions: 

· Who is the customer? 

· What does the customer value? 

· How can value be delivered to the customer at an acceptable cost?

· How do we make money in this business? 

· How do we generate a sustainable edge over competitors?

Strategy professor Constantinos Markides
 puts this in a different way. As he mentions, companies have to take a position on three strategic issues, while configuring their business model:

· Who is going to be the customer?
· What products or services should we offer to the chosen customer?

· How can we offer these products or services efficiently and effectively?

An effective business model creates and delivers value in a better way than the existing alternatives. It may offer more value to a discrete group of customers. Or it may completely replace the old way of doing things. On the other hand, a business model may be ineffective either due to poor conceptualization, faulty implementation or simply because competitors have superior business models.

A new business model emerges: 

· by targeting new or currently neglected segments, 

· by identifying new or currently neglected customer needs 

· by finding new ways of producing and delivering either new or existing products to both new and existing customers.

Table I
Some Business Model Innovators

	Startups
	Company
	Business Model Innovation
	Year Introduced

	
	
	
	

	
	Amazon
	Online retailer
	1995

	
	AOL 1
	Online content provider
	1993

	
	Cisco
	Innovation acquirer
	1993

	
	Dell
	Virtually-integrated customer direct model
	1984

	
	IMS
	Health care information aggregator
	1954

	
	Paychex
	Small business payroll outsourcing
	1970

	
	Schwab 1
	Discount brokerage
	1971

	
	Southwest
	Low-cost air travel
	1971

	
	Starbucks
	Multi-channel experience retailer
	1971

	
	Wal-Mart 1
	Mass discounter
	1962

	
	
	
	

	Transformations
	AOL 2
	Vertically-integrated conglomerate
	2000

	
	Columbia
	Specialty clothing mass merchandiser
	1985

	
	Corning
	Alliance-based market maker
	1990

	
	GE
	Bundled product/service solution provider
	1990

	
	Harley Davison
	Lifestyle provider
	1987

	
	Schwab 2
	Self-service multi-channel brokerage
	1992

	
	Wal-Mart 2
	One-stop mass merchandiser
	1987

	
	WellPoint
	Customized health insurer
	1986


Source: Deloitte Consulting.

Applying the value chain concept, we can appreciate that a business model describes how the pieces of a business fit together. A new business model either may aim at designing a new product for an unmet need, or it may focus on a better way of making or selling or distributing an already proven product or service.  A truly innovative business model often combines elements of both and generates multiple sources of competitive advantage.  It goes far beyond a new product or a process improvement and represents a bundle of innovations in more than one value chain activity. For example, Toyota’s innovative business model which has successfully challenged entrenched players like Ford and General Motors, is based on innovations in various value chain activities including product development, vendor management and manufacturing. Wal-Mart’s disruptive business model is based on innovations in store location, store design, merchandising, and logistics management. 
If anything, a business model is the visible manifestation of a company’s strategy. According to Joan Magretta
, business model and competitive strategy go together. A competitive strategy explains how a business can do better than its rivals. Organizations achieve superior performance when they do something in a way that other businesses cannot easily replicate. For this they need a distinctively superior business model.  In short, a good business model must not only be robust but also possess a degree of uniqueness.
Different views
The term business model has been cited in the management literature for about three decades now. Among the first who used the term business model were Konczal
 and Dottore
. They used it in the context of data and process modeling.  In information management, business models were used to model a firm with all its processes, tasks, data and communication links to build an information system to support the firm in its daily work. The business plan was the master plan for the information system. Closely related to the term business model was the architecture of an information system. This architecture depicted the master plan of an information system with all its components and relationships among the components.

Starting from its origin in information management, the meaning of the term changed. Eriksson and Penker
  list five purposes of a business model: 

· To better understand the key mechanisms of an existing business. 

· To act as a basis for improving the current business structure and operations. 

· To show the structure of an innovated business.

· To experiment with a new business concept or to copy or study a concept used by a competitor. 

· To identify outsourcing opportunities.

Timmers
 describes a business model as an architecture for the product, service and information flow, including a description of various players and their roles; a description of the potential benefits for the players and a description of the sources of revenue. 

Venkatraman and Henderson
 describe a business model as an architecture along three dimensions: customer interaction, asset configuration and knowledge leverage.  They focus on virtual organizations, which depend heavily on outsourcing. 

According to Selz
, a business model is an architecture for the firm’s product, service and information flows. This includes a description of the various economic agents and their roles. A business model also describes the potential benefits for the various agents and provides a description of the potential revenue flows. 

For Amit and Zott
, a business model is the architectural configuration of the components of transactions designed to exploit business opportunities. The transaction component refers to the specific information, service, or product that is exchanged and/or the parties that engage in the exchange. The architectural configuration explains the linkages among the components of transactions and describes their sequencing. 

Magretta
 has argued that a good business model has to satisfy two conditions. It must have a good logic - who the customers are, what they value, and how the company can provide that value. A business model must also generate profits. 

In his best selling book, “Leading the revolution,” Hamel describes a business model as simply a business concept that has been put into practice. A business concept has four major components: Core Strategy, Strategic Resources, Customer Interface and Value Network. Elements of the core strategy include business mission, product/market scope, and basis for differentiation. Strategic resources include core competencies and core management processes. Customer interface includes fulfillment and support, information and insight, relationships, and pricing structure. The value network consists of suppliers, partners, and coalitions.
Patrick Stahler
 has elaborated on the four components of a business model: the Value Proposition, the Product or Service, the Value Architecture, and the Revenue Model. 

The value proposition addresses two different stakeholders: customers and value partners and describes the benefits they gain from the business model. Defining the value proposition automatically defines what the firm will not offer to its customers. A business model must also contain a value proposition for partners that are required to deliver the value to the customer.  The value proposition must be strong enough to motivate partners to participate in the process of value creation. 

The link between the firm and the customer is established through the product or service.  It fulfills the value proposition and provides the promised benefit to the customer. By deciding what product or service to supply, the firm also decides implicitly what not to make. 

The third component of a business model is the architecture of value creation. The value architecture consists of the resources the firm can use as its building blocks, a plan of action for configuring its value creating activities, the communication channels and the coordination mechanisms between the value steps. The firm must decide what markets it wants to serve. The market can be segmented by geography, demographics, psychographics, etc. Deciding what markets to serve also implies which markets not to serve.  The aim of the value architecture is to deliver value to the customer efficiently. The type of architecture determines the degree of stability of the business model.  It also determines what activities will be done in-house and what will be outsourced.

The revenue model contains a description of how the firm will generate its revenues. A business can have different sources of revenue. The revenue mix must be carefully selected so that sales will not only be stable but also keep growing.
Successful Business Models

Wal-Mart

Wal-Mart has been one of the most successful business models in corporate history. In fact, today it is the largest company in the world.  A few decades back, the concept of discount stores caught on in the US. These no frills stores were designed to handle large numbers of shoppers efficiently. Discount stores employed fewer salespeople and emphasised self-service. As a result, these stores remained profitable while offering lower prices to customers. Wal-Mart imbibed these ideas but went beyond them to come up with a disruptive business model. 

Wal-Mart realised the importance of being different from the other players.  From the very start, Wal-Mart chose to serve a different group of customers in a different set of markets. The largest discounters at the time, focused on large metropolitan areas and cities like New York. Wal-Mart decided to put fairly large stores in small towns which were being ignored. It sought out isolated rural towns, with populations between 5,000 and 25,000. Hailing from a small town, founder Sam Walton knew the terrain well. The nearest city was probably a four-hour drive away. If his stores could match or beat the city prices, people would not need to drive so far.  And since Wal-Mart's markets tended to be too small to support more than one large retailer, Walton was able to pre-empt competitors. Today, Wal-Mart is a cost leader that has squeezed costs across the value chain.  But Wal-Mart is also a powerful brand that guarantees an acceptable level of quality, the widest range of goods in a category and hassle free self-service. Wal-Mart’s success has not been based merely on process efficiency.  It has been about a new way of delivering value to customers by changing the rules of the game. 

Dell

Another example of a great business model is Dell Computer. The model Michael Dell created is, by now, well known. While other manufacturers sold their products through resellers, Dell began to sell directly to end customers. This not only cut costs but also more importantly, gave Dell the information it needed to manage inventory efficiently. To cut a long story short, Dell succeeded by substituting information for inventory wherever it could.  In an industry with a high cost of obsolescence, low inventory created a significant competitive advantage for Dell. Armed with its innovative business model, Dell has consistently outperformed rivals for more than a decade. If Dell's rivals try to sell direct, they will disrupt their existing distribution channels and alienate the resellers on whom they rely. As Gary Hamel might put it, they are doomed if they copy Dell and equally disadvantaged if they don't. Dell has not only cut costs but also built an incredible value network through its extraordinarily capable suppliers.  Dell has also developed the ability to configure products effortlessly and speedily to suit the different needs of different customers.  What Dell has done goes far beyond process improvements.  It is all about a unique, disruptive business model that capitalizes on multiple sources of competitive advantage. In recent months, Dell has been facing stiff competition from players like Hewlett Packard. But Dell is trying to stage a rebound by applying its direct model to various technology services.
Deloitte Consulting
 describes three important dimensions of business models:

Context: What are the external factors and internal capabilities that must be leveraged?

Innovation dimension: How can the basic dimensions of the business – who to serve, what to offer and how to operate be redefined to create and capture more value?

Sustainability: How difficult is it for competitors to imitate the existing business model?
In his book “Value Migration,” Adrian Slywotzky, uses the term business design, which for all practical purposes seems to stand for  Business Model. According to Slywotzky, constructing a business design requires making critical choices along a number of dimensions.  The foundation of a business design is a set of basic assumptions about customers and industry economics.  Since these assumptions profoundly influence the design’s overall strength and viability, the architect must examine and make them all explicit.  A business design inconsistent with its basic assumptions or built on invalid assumptions will fail. A business design must address some key  questions :
· How are customers changing? What are their priorities? What are the profit drivers for the business?

· Which customers do we want to serve?  Which ones will drive value growth?

· What products/services do we want to sell? Which support activities do we want to perform in-house? Which ones do we want to outsource?

· What is the basis for differentiation, our unique value proposition? Why should the customer want to buy from us?  Who are our key competitors? How convincing is our differentiation relative to theirs?

· How does the customer pay for the utility we provide? How are our shareholders compensated for the value we create for the customers?

A business design can be in one of three phases with respect to value migration. Value may be flowing in, value may be stable, or value may be flowing out.  In the inflow phase, an aggressive company starts to capture value from other parts of the industry because its business design meets new customer priorities in a superior way.  In the stability phase, business designs are well matched to the priorities of a broad base of customers.  Though the number of competitors is increasing, most are profitable.  In the outflow phase, value starts to migrate towards new business designs that more effectively meet evolving customer priorities.  The once-mainstream business design loses relevance for more and more customers. No longer able to satisfy the most important priorities of customers, companies often cut prices to retain market share.  The destructive cycle that follows, drives profits and value out of the business design.

How business models become obsolete

When existing business models become ineffective or reach the limits of their performance, new ones emerge. Companies can make two types of fundamental mistakes when it comes to business models.  They may get stuck with an outmoded business model when the environment changes, or they may proactively change the business model, but in the wrong direction.  Then new entrants get the opportunity to come up with a new business model that dramatically changes the rules of the game.  Here we cover some of the typical reasons for the failure of business models. The coverage is only indicative and not exhaustive. 

Typically, business models fail when companies do not have a comprehensive understanding of where the scope to create value lies in the industry. This pitfall can be avoided by relentlessly examining the value chain, analyzing lost sales and keeping the value proposition in step with the market as it grows.  IBM’s recovery under the leadership of Lou Gerstner in the 1990s is a good example. Gerstner correctly understood that in the emerging networked environment, services would play a crucial role. IBM Global Services played a pivotal role in IBM’s turnaround. 

In many cases, business models fail because companies become isolated from customers. Here, we use the term, customers in a broad sense, i.e., both existing and potential customers.  There are instances where business models fail because companies lose touch with their existing customers.  In other cases, business models fail because companies are so obsessed with satisfying the needs of their existing customers, that they totally ignore the requirements of other potential customers.  This creates a vacuum into which a new business model can move. The disk drive industry, so well covered by Clayton Christensen in his best selling book, “The Innovator’s Dilemma” is a good example. The established players totally ignored the needs of P.C manufacturers. New entrants moved in and uprooted the industry leaders. 

The inability to strike a balance between what must be done in-house and what must be outsourced is often a major reason for the decline of a business model. Excessive vertical integration has been a common reason in recent times for the failure of business models. Physical assets consume financial resources, create various forms of inflexibility and often do not generate adequate value.  They lead to financial leverage and consequently greater risk. Excessive vertical integration also results in less access to the specialized expertise of vendors. While excessive vertical integration is bad, too much dependence on outsourcing may also create problems. We all know what happened when IBM, instead of developing the operating system, decided to license it from Microsoft. Another problem in case of business models which rely heavily on intangible assets is that it is precisely these assets which decline in value sharply when things go wrong.  Physical assets may be less glamorous but their value does not evaporate overnight! 

Many business models fail because of wrong assumptions.  For example, they may be based on first generating market share and then leveraging it to generate profits. But companies that use such a two-step business model often get stalled in phase one. So, a two-step plan must not be pursued without understanding the risks involved in each step. Many dotcoms focus on generating traffic with the hope that it would lead to an automatic increase in advertising and trading revenues.  But often this does not happen.
Christensen and Raynor
, emphasize that a new business should be impatient for profit but patient for growth.  In other words, a business model may initially attract only a few customers:  But it must be able to make a profit, however, small that may be.  That is preferable to a business that is betting recklessly on growth with the false hope that profits will automatically come at a later point of time. 

Another reason for the failure of business models is the inability to orchestrate or manage the value network. Today individual players often lack the necessary financial and human resources to develop various types of expertise, forcing them to pursue strategic alliances. Managing the value network has become a critical success factor. One of the reasons for Toyota’s success has been its Kerietsu system, a vertical network of value chain partners.  The Kerietsu has generated many of the benefits of vertical integration, but without the associated inflexibility. On the other hand, American carmakers like General Motors have found themselves at the receiving end, used as they are to arms length contractual relationships with vendors. 

The information revolution and the emergence of new business models 

In his book, ‘Post Capitalist Society’, Peter Drucker
 makes the important point that the industries that have moved into the centre of the economy in the past few decades have typically concentrated on the production and distribution of knowledge and information, rather than things.  Drucker adds that the traditional industries which have managed to grow during the past 40 years have done so by restructuring themselves around knowledge and information.

Thanks to the information revolution, the fundamental processes of value exchange are being transformed. Even as the bargaining power of consumers has increased, transaction and coordination costs have fallen rapidly.  As a result, the boundaries of the modern firm are being reshaped. Familiar economic entities such as large corporate hierarchies are becoming increasingly irrelevant as the Internet grows in popularity. And true to Ronald Coase’s original prediction, the form and structure of economic entities are undergoing a rapid evolution.

With the emergence of the Internet, the bargaining power of buyers has increased.  Buyers can search the Web for the best combination of price, convenience and service. Where switching costs are no different from search costs, buyers can change suppliers with the click of a mouse.

In an era where capital was scarce and communication networks poor, it was necessary to reduce the number of transactions and the amount of coordination required. Vertical integration became the order of the day. Today, thanks to information technology, in many activities, the cost of transacting business with independent parties is less than that incurred while doing it in-house.

In industries, where demand is uncertain, specialized knowledge and assets may hold the key to success. Where demand risk can be efficiently shared between numerous specialized entities, networks of suppliers will proliferate, replacing mass markets and large hierarchies. Numerous specialty firms will emerge that can quickly assemble all the necessary skills and assets required to meet the changing and unpredictable demand. It is hard to realize a sustained rate of return over all the assets that need to be employed to guarantee the fulfillment of unique and unpredictable demand. So focusing on a small segment of the value chain makes sense. This phenomenon is not new.  Even traditional industries such as films, music and fashion exhibit network-like attributes. 

By efficiently disseminating information, the Internet is accentuating this trend and creating similar possibilities in various other industries. Specific and personalized, tightly focused, value-creating and value-exchanging entities rather than large hierarchical organizations, are becoming the rule rather than the exception. 

Concluding Notes

By tapping multiple sources of competitive advantage, a new business model can help a company leapfrog competition.  Companies need to keep examining their business model and their relevance for customers in an era of cutthroat competition. The availability of information technology in general and the Internet in particular mean that competition can emerge from seemingly nowhere.  Only a paranoid culture can keep companies on their toes and put pressure on them to innovate and revamp their business models.  
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