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CHAPTER - I

BUSINESS MODELS: AN INTRODUCTION

Introduction
The last five years in general and the period since mid-2002 in particular 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 technology outfits have disappeared while old economy outfits like Wal-Mart continue to post impressive results.  In an age where, management gurus make noises about customer delight, Southwest Airlines has succeeded by offering a no frills service.  In the rapidly commoditising PC industry, Dell continues to be profitable with its direct selling approach while older rivals like HP are struggling.  Sun Microsystems, arguably one of the most innovative companies in the computer industry is in deep trouble. 

Clearly, what clicks and what does not in a business remains as unpredictable as ever. While some seemingly mundane businesses managed by “ordinary” people are rewarding shareholders handsomely, many “high-tech” businesses which showed great potential when they started off, have folded up. Understanding the process by which existing businesses become obsolete and new businesses evolve is what this book is all about. 

We shall address the following questions in this book:

· What makes a business successful?

· Why do some businesses deliver results on a sustained basis?

· How do existing businesses become obsolete?

· How can companies create new businesses?

· How can incumbent players withstand the threat of competitors?

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.  Coming up with a better way of creating and exchanging value in a profitable manner is what business model innovation is all about.  

Research on the way value is exchanged in an economy, is not a recent phenomenon. 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.  This book attempts to develop a conceptual framework for Business Model innovation. 

Interview with Sanford Davis of Deloitte Consulting

How do you conceptually define the term Business Model?  Is it not too vaguely and loosely used today?

I think you’re right.  A business model has about as many definitions as people using the term.

We intentionally defined “Business Model Innovation” quite broadly, and intentionally in straightforward language, as “the significant redefinition of a company’s ‘who’ and ‘how’ of business without necessarily changing the essential nature of the product or service being sold.”

In some cases, companies have implemented innovations in both the product or service and the business model concurrently, sometimes out of necessity for the product to be successful. 

Would it be correct to say that there is a hierarchy of activities when it comes to innovations as follows?

Lowest Level 
Minor process/product improvements


Major process improvements



Combining new products and new processes.

Highest Level
Redefining the business completely and changing the rules of the game.

Yes.  That’s a reasonable way to look at it.

I would also argue that real breakthrough product innovation belongs at the highest level as well and has as much potential, if not more potential, to create value as does business model innovation.  In discussing business model innovation, we have tried to be very careful not to discount the importance of real product or service innovation.  Both are very important.  But a lot of organizations focus exclusively on the more traditional means of innovation and ignore business model innovation as a source of value creation.

Source: Author’s email interview, Sanford Davis has done a lot of research in the area of Business Model Innovation.

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 customers at an acceptable cost?
· How do we make money in this business? 
· How do we generate a sustainable edge over competitors?
As the famous management scholar, Constantinos Markides
 puts it, 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?

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.

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.

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.

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 first propounded by 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.

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. 

The term Business Model, became popular during the dot com era of the late 1990s. Many dot coms, (which began operations in the mid-1990s) went to great lengths to explain the uniqueness of their business model.  Unfortunately most of them are now out of business. As strategy guru, Michael Porter
 has put it in an excellent article, “Strategy and the Internet,” “The misguided approach to competition that characterizes business on the Internet has even been embedded in the language used to discuss it.  Instead of talking in terms of strategy and competitive advantage, dot coms and other Internet players talk about “business models” ….. The definition of a business model is murky at best.  Most often, it seems to refer to a loose conception of how a company does business and generates revenue.  Yet simply having a business model is an exceedingly low bar to set for building a company.  Generating revenue is a far cry from creating economic value.” 

Porter has a point when he says that the objective of a business is far more than generating sales.  But the problem seems to lie in the looseness with which the term business model is used, rather than its utility.  The relevance of business models remains undisputed in today’s highly competitive business environment where most innovations are rapidly diffused and imitated by competitors. Companies can benefit tremendously by paying more attention to the architecture that facilitates the value creation and delivery process. Business model is another name for this architecture.

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. When all companies offer the same products and services to the same customers by performing the same kinds of activities, the industry structure will be very unattractive. It was precisely this kind of destructive competition that led to the downfall of many Internet retailers, who rushed to the market with identical business models. They did not attempt to differentiate themselves in terms of which customers and markets to serve, what products and services to offer, and what kind of value to create. The few who have succeeded like ebay decided to do business in a different way.  In short, a good business model must not only be robust but also possess a degree of uniqueness.
This book tries to explain how companies can develop business models that can generate a sustainable competitive advantage. As we shall see, there is no standard recipe for creating a killer business model.  But one common thread runs through all great business models - the ability to redefine the business and change the rules of the game.

Exploding some myths

Deloitte Consulting
 recently completed some extensive research on business model innovation.  The research focused on how innovative companies are rewriting the rules of the game and generating shareholder value.  One of the most important findings of the study is that the driving force behind many business model innovations is the ability to identify and serve hitherto unsatisfied customer needs.  Superior skills in identifying and cashing in on technological discontinuities or socio demographic changes are less important.  Deloitte has drawn an important conclusion.  It is not the ability to predict the future that holds the key to business model innovation, but an ability to redefine the present.  But this requires overcoming cultural inertia and challenging conventional wisdom.  Successful business model innovators look carefully at how value can be better created and delivered to the customer.  Southwest Airlines and Starbucks are two good examples.  Southwest decided to serve a traditionally neglected segment - short distance travelers, who found airfares to be high, compared to buses, cars and trains.  It offered a competitively priced no frills service to this segment. Starbucks turned coffee drinking from a mundane activity into a great social experience in an elegant ambience.  Looking back, Southwest and Starbucks did nothing revolutionary.  But their business models successfully rewrote the rules of the game.  The two companies bring home the point that it is not Nobel Prize winning scientists, but people with a refreshingly new mindset, with their eyes and ears close to the ground, who build great business models. Indeed, such business models can have a disruptive impact even on industries thought to be highly mature, with seemingly few opportunities to innovate. 

Historical perspective

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.

Business Concept: The building blocks

Core Strategy

The core strategy is all about how the firm chooses to compete.  Elements of the core strategy include the business mission, product/market scope, and basis for differentiation.

Mission: This captures what the business model is designed to accomplish or deliver.  The business mission encompasses “strategic intent”, “big, hairy, audacious goals”, “purpose,” and overall performance objectives.  It implies a sense of direction and a set of criteria against which to measure progress.

Scope: Every firm must define its competitive scope in terms of customers, geography, and product segments.  This very definition can sometimes be a source of business concept innovation.

Basis for Differentiation: How different is the firm’s way of doing business from that of competitors?

Strategic Resources

A competitive advantage can emanate from unique firm specific resources.  Dramatically changing the resources base can be a source of business concept innovation.  Strategic resources include core competencies, strategic assets, and core processes.

Core competencies: This refers to the firm’s unique skills and capabilities.

Strategic Assets: These include valuable assets such as brands, patents, infrastructure, proprietary standards and customer data.

Core Processes: These are the methodologies and routines used in transforming inputs into outputs.  These are activities which translate competencies, assets, and other inputs into value for customers.  A fundamental reinvention of a core process can lead to business model innovation.

The configuration of strategic resources is a vital factor in business model innovation.  Configuration refers to the unique way in which competencies, assets, and processes are combined and interrelated in support of a particular strategy.  It refers to the linkages between competencies, assets, and processes and how those linkages are managed.  Great business models ultimately rest on a unique blend of competencies, assets, and processes.

Customer Interface

Customer interface has four elements: Fulfillment and support, Information management, Relationship management and Pricing.

Fulfillment: This refers to the way the firm actually “reaches” customers – what channels it uses, what kind of customer support it offers, and what level of service it provides.

Information management: This refers to how information is collected from customers and utilized to serve them. It also refers to the ability of a company to use this information to improve the value proposition for customers. 

Relationship management: What is the nature of the interaction between the producer and the customer?  Is the interaction face-to-face or indirect? Is it continuous or sporadic? How easy is it for the customer to interact with the producer? How strong is the relationship? How loyal are the customers?

Pricing: Customers can be charged in various ways, directly, indirectly, or through a third party.  Components can be bundled or priced separately.  A flat rate or a rate based on usage can be used. There can be fixed prices or market-based prices.  Each of these choices offers the chance for business model innovation, depending on the tradition of the industry.

Value Network

The fourth component of a business model is the value network that surrounds the firm.  As value chains fragment, many of the resources that are critical to a firm’s success move outside its direct control. The value network includes suppliers, partners and coalitions. The configuration and management of the value network can lead to business concept innovation.

Suppliers: Privileged access to or a deep relationship with suppliers can be a central element of an innovative business model.

Partners: Partners typically supply critical “complements” to a final product or “solution.”  An imaginative use of partners can be the key to a disruptive business model.

Coalitions: The company may have to join hands with other like-minded competitors in a coalition.  This is likely to be the case where the risks involved are high.  Coalition members share directly in the risks and returns. How the firm manages relationships with coalition members is a key issue.  

Source: Hamel, Gary, “Leading the Revolution,” Harvard Business School Press, 2000.
Patrick Stahler
, who has done quite a bit of work on the subject, 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.
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 means 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 various questions pertaining to different dimensions: customer selection, scope, differentiation, value recapture, purchasing, operating system, capital intensity, R&D, organizational structure, sales and distribution. 

	
	

	· 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? 

	
	

	· How do we buy? What kind of relationships do we have with suppliers?

	
	

	· How much do we manufacture? How much do we subcontract? Are our manufacturing/service delivery economics based primarily on fixed or variable costs? Do we need state-of-the-art process technology?

	
	

	· Do we choose a capital-intensive, high-fixed-cost operating system? Or a less capital-intensive, flexible approach?

	
	

	· Are we doing R&D internally or outsourcing? Are we focused on the process or the product? What is the speed of development?

	
	

	· Is the structure centralized or decentralized? Functional, divisional, or matrix?

	
	

	· How are the products being distributed – by direct selling or through dealer network?


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.

The three levels of innovation

Before we understand how new business models evolve, we need to understand that, innovation can take place broadly at three levels.  At the lowest level, we have process innovation.  At the next level, we have product innovation.  Finally, we have business model innovation.  This hierarchy may not be universally applicable.  For instance, a radical process innovation may be much more disruptive than a minor or moderate product innovation.  But in general, it may be reasonable to say that a radical product innovation is more challenging than a radical process innovation.  This is because process innovations are typically internally focused and many of the variables are under the control of the organization.  On the other hand, product innovations are externally focused and markets never cease to surprise.  The main theme of this book is not process or product innovation but business model innovation.  The impact of a business model innovation is far more than that of a process or a product innovation.  In business model innovation, a company changes the rules of the game and begins to control the key levers of the business.  Of course, the crucial issue is deciding which of the levers are important.  Few business model innovations are driven by a single lever.  Companies have to focus on a set of levers to come up with a disruptive business model.  Some of these levers, such as customer satisfaction are external while others such as operational excellence are internal. 

       Figure 1

The Innovation hierarchy





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.  In this section, 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. Even though a particular process or capability might be ancillary to the current strategy, outsourcing might turn out to be a big mistake later. 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 focused on generating traffic with the hope that it would lead to an automatic increase in advertising and trading revenues.  While the traffic did increase, revenues did not go up in many cases.  Christensen and Raynor
, emphasise 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. The sheer abundance of information has given more choices to consumers. At the same time, transaction and coordination costs are falling 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. 

The challenge for many organizations lies in determining the sensitivity of existing business models to the new rules of the game introduced by the Internet. Where asset specificity and transaction costs are relatively high, the impact of the Internet will be less. Hierarchies may continue. But where goods and services are subject to high rates of demand uncertainty and consistently lower transaction costs, networks will emerge as the dominant business model. 

This is not a book on eBusiness.  But a brief mention of the lessons that we have learnt since the Internet emerged in a big way in the mid-1990s, may be useful. The Internet is a powerful medium for doing business but one must know how to use it intelligently. Many of the successful eBusiness companies today have got the best out of their online and traditional brick and mortar businesses.  The first round of the Internet revolution was won by the dotcom start-ups, such as Amazon and ebay, who challenged traditional companies by sharply focusing on their inefficiencies. These start-ups were not encumbered by an existing asset base. Their lower-cost business models, backed by aggressive and transparent pricing, and without the traditional geographic constraints, generated rapid growth.  They could interact with customers in powerful new ways. As a result, the cost structure and profitability of existing players were challenged.

But over time, the inadequacies of “pure net plays” have become obvious.  The Internet by itself can perform only some of the many activities required to run a business. Companies still need to be good at the nuts and bolts of the business – manufacturing high-quality products, distributing the products, educating customers, handling returns and repairs, and performing maintenance and service. These activities are physical, not virtual.  They lie in the ‘real’ world, not in the virtual one.

A hybrid model can extend a company’s reach to new sets of customers. Such a model facilitates more precise customization of products. A hybrid model can also enhance asset efficiency and leverage an offline brand. There are several good examples of successful hybrid models. (See Box Item)

Integrating the virtual and physical worlds

Gateway

In the mid-1990s, Gateway a leading PC manufacturer realised the risks involved in taking Dell head on in the large corporate market. Gateway chose to sell PCs primarily to home users, small businesses, and first-time buyers, a rapidly growing market dominated by local value-added resellers. Several first-time buyers wanted to see and touch the computer prior to purchase. Many did not want to use the phone or the Internet to make a purchase. Gateway also recognized that low-priced computers with small and declining gross margins were beginning to dominate this market. 

To synergise physical and digital capabilities, Gateway opened 130 country stores, which did not carry any inventory, but allowed consumers to test computers and seek sales advice. When a customer placed an order, the PC was custom-built quickly at a centralized assembly and distribution facility and shipped directly to the customer. This arrangement facilitated customization in a cost effective way.

Gateway also understood that value was migrating in the PC business. As a result, it moved aggressively to capture value from the peripheral services associated with owning the computer—leasing and financing, training classes, software and accessories, Internet access, and a trade-in program designed to generate repeat purchases. The product sale created opportunities to provide more lucrative services once the customer was “locked in.” Gateway could thus withstand the low barriers to entry and price competition in the Internet space. 

Schwab

Another company which has cleverly combined digital and brick and mortar infrastructure is Schwab. Schwab’s online business called E-schwab launched in 1996, initially ran into snags. Trades through E-schwab cost $39.95, compared to $59 or more for regular Schwab customers. This created customer confusion and internal channel conflict. Meanwhile, E-schwab customers were denied the help they had come to expect from the branch and telephone representatives. 

In late 1998, Schwab addressed these issues and created one integrated, hybrid business that offered phone, Internet, and branch office trading, all at one price, $29.95 per trade. Schwab made this move despite an anticipated reduction of $125 mn in commission income in the short-term. 

In the new business model, Schwab online targeted a younger, faster-growing, segment. Schwab branch offices and telephone customer support lines targeted the “validators” who often wanted the reassurance of human contact, especially when opening a new account or seeking advice on issues such as asset management or retirement planning. The combination gave Schwab a tremendous advantage over other online brokers. 

Office Depot

Office Depot, the famous American retail chain, has tightly integrated its Web site and its physical stores in a bid to form a single, seamless retailing network.  The company has pursued integration for two reasons. First, the company’s existing catalog-sales operation provides much of the service infrastructure needed to support an Internet store.  With a professional call center and a fleet of more than 2,000 delivery trucks, Office Depot is well equipped to process individual orders and deliver directly to the consumer.  Moreover, the retailer has in place a sophisticated information system containing complete product, vendor, customer, and order information as well as real-time inventory data for each of the company’s 1,825 stores and 30 warehouses.  This system makes it easy to coordinate activities of the on-line store and physical outlets.

For customers, the integrated channels make shopping simple and convenient. Once they identify the product, they can buy it on-line and have it delivered the next day free of charge.  Or, if they need it immediately, they can check the site to ensure it is available at the neighborhood Office Depot superstore and pick it up themselves.

By providing information about store locations and inventory on-line, Office Depot’s web site has increased the traffic at its physical outlets.  At the same time, the company has used its stores to promote its web site.

Office Depot has leveraged its web site to provide added value to the company’s 50,000 contract customers – large and midsize corporations that spend a lot on office products.  When the customer’s employees log on to the web site, they can buy and spend up to specified limits. This automated authorization system eliminates paper purchase orders, which typically cost corporations anywhere from $75 to $200 each to generate and process.  Larger contract customers can also get an additional discount if they place their orders online instead of phoning or faxing them.  This saves money for Office Depot as well as for the customer. 

KB Toys 

KB Toys is another good example of integrating the traditional and online businesses. Big toy retailers do not have much experience with catalog retailing. They tend to focus exclusively on their physical stores.  An online store needs a new kind of direct-marketing infrastructure and a new set of management skills.  Also, toy shoppers tend to be highly price sensitive.  Keeping these points in mind, KB Toys decided to join forces with Brain-Play.com, an e-tailer of children’s products, to create Kbkids.com

The people managing the online business are used to moving fast and dealing with the unique challenges of the Internet world. They work in the fast-paced and freewheeling culture of a dot-com start-up. So organizationally, Kbkids has been kept separate from KB Toys.  

The KB Toys name has high brand awareness among toy buyers, giving Kbkids an advantage that dot-com start-ups simply cannot match.  The physical stores also heavily promote the Web site through in-store advertising and displays. Anything bought on-line at Kbkids can be returned at any of the more than 1,300 brick-and-mortar KB Toys stores.  This provides an enormous convenience to Web shoppers, which pure-play e-tailers can’t match.  At the same time, KB Toys attracts more customers to the physical stores. Also, in purchasing, Kbkids has been able to leverage fully KB Toys’ relationships with suppliers.

Source:  Gulati, Ranjay and Garino, Jason, “Mix of Bricks and Clicks,” Harvard Business Review, May-June 2000, pp. 107-114.
Integration of the Internet business with the traditional business is a fairly challenging task. The two businesses demand different management styles and have different critical success factors.  Yet, strong inter-relationships must be generated to get the optimum returns. How can this dilemma be resolved? Office Depot and KB Toys illustrate how this issue can be addressed (See Box Item).

A larger question is whether to integrate the off line and online brands.  Extending a company’s current brand to the Internet gives instant credibility to a website.  The company’s existing customers who are Internet savvy will provide traffic and revenue in a quick time.  New consumers will know the site is legitimate. Fewer buyers will fear credit card fraud, a frequent customer worry in on-line transactions.  Brand integration can create a virtuous circle, by sending online customers to the stores and bricks-and-mortar customers online. More traffic strengthens the brand.  But in integrating a brand, a company also assumes more risk. Thus, there is no simple formula, to decide the issue. 

Concluding Notes

Business model innovation is becoming increasingly important in a world where strategies can be easily imitated by competitors.  Business model innovation represents a higher order of innovation compared to product or process innovation.  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.  In the next chapter, we shall try to understand how the process of innovation takes place.  We shall also outline the steps companies must take to make innovation happen instead of leaving it to chance.  
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 Case Illustration 1.1 - Evolving Business Models 

in the Computer Industry

The computer industry illustrates how value keeps migrating within an industry. In the industry’s early years, vertical integration was the order of the day. The first computing company to successfully implement the inte​grated business model was IBM. At the close of World War II, IBM was not a computing company. As a matter of fact, being the leading player in tabulating machines, it had the most to lose from the development of the elec​tronic calculating and data processing industries.

Thomas Watson, Sr., who had taken his company to a dominant position in tabulating, was not attracted towards computing. But Thomas Watson, Jr. saw it as the only move the company could make. Watson, Jr. realised that IBM's real strength was not its tabulating technology but its relationship with its customers. Tabulating machines required a steady stream of service, support, and peripheral products. After an intense debate, the younger Watson carried the day.

In 1952, IBM was a total newcomer to the computer industry. By 1959, it was the dominant player, with a market share of more than 70 percent in mainframe computers. By the early 1960s, organizational customers were beginning to use computers not only for special projects but essential ongoing functions, such as accounting and inventory. Consequently, they began to demand increased functionality and reliability from their vendors. To develop the 360 mainframe, IBM invested the equivalent of $5 billion in the project, more than its total sales in 1966.

As IBM consolidated its position in mainframes, Ken Olsen founded the Digital Equipment Corporation (DEC) in Maynard, Massachusetts. Olsen made computing power accessible to a broader set of users-computer literate scientific and engineering departments of companies and universities. Unlike IBM which took care of corporate or organization wide requirements, DEC met the needs of computing-intensive departments. These sophisticated customers could program the machines themselves, enlist the help of value-added resellers (VARs) and gain direct access to computing power. ​

Although DEC had identified new customers with different priorities from those of IBM, its underlying business model was still based on vertical integration. Where IBM would write 100 percent of its customers' software applications, DEC would provide 30 percent outright and collaborate on an additional 30 percent. Proprietary architecture, comprehensive product service bundles, and long-term customer relationships nurtured by an effective direct sales force formed the building blocks of DEC’s business model. Along with DEC, a crop of other minicomputer companies such as Data General, Wang, and Prime sprang up and became very successful.

By the late 1970s, the rapid advances in micro​processor chips had created a whole new category of cus​tomers: the individual users, with a new set of priorities. This had profound implications for computing companies. Stephen Jobs and Steve Wozniak who founded Apple in 1976, were inspired by a radically new vision of what computing would mean. Until then, the essence of computing had been helping large organizations automate and streamline their internal processes. Jobs and Wozniak, wanted computers and software to empower the individual, in the office, in the classroom, and at home.

As it scanned the environment, IBM realised the industry was reaching a major turning point. To make the transition to the world of personal computing, IBM realised the need to move much faster than in the past. IBM took several bold unconventional measures. It installed the managerial and technical project teams in Boca Raton, far away from its headquarters in Armonk. It out​sourced the processor chip to Intel and the operating system to Microsoft. IBM used mass-market advertising to target the individual users. It decided to sell PCs through dealers and computer stores in addition to the tradi​tional sales force. IBM also realised that hardware sales would have to be profitable on a stand-alone basis. Unlike organizational customers, individuals would not place high value on follow-on services, upgrades, and "systems-lifetime" contracts.

The development of the IBM PC was truly astonishing. Design and testing were com​pleted in 11 months. The first PC rolled off the assembly line in August 1981. Within three years, PC sales went from under one million units to more than seven million. By 1984, annual PC sales for the industry were $12 billion. IBM’s share being 37 percent. Analysts paid rich tributes to IBM which had reallocated resources to a high-growth area and was beginning to reap the benefits.  By 1985, IBM's market value reached $130 billion.

But even as IBM seemed to have reached the zenith of its glory, the contracts that IBM had negotiated with Microsoft and Intel had fundamentally changed the structure of the computing industry. IBM and DEC had relied on their proprietary architecture and operating system to keep hardware margins high, customers loyal, and revenues from ongoing service extremely profitable. But IBM did not insist on exclusivity in its contractual agreements with Intel and Microsoft. They were free to provide the essence of the IBM PC to other hardware assemblers. IBM effectively gave up control on the parts that could capture value, in its rush to the market.

Microsoft and Intel, not the PC assemblers, began to occupy the sweet spot on the value chain. Unlike the chip and the operating system, the assembly could be supplied by practically anyone. Intel and Microsoft aggressively began to sell their products to other assemblers. Since the lion's share of the cost of chips and operating system was in up-front R&D, the incremental sales had a dramatic impact on profitability. The wide distribution of the microprocessor and the operating system created a virtuous circle of compatibility and market share. As the Microsoft-Intel standard architecture became more and more popular, the safer it became for consumers and software writers to choose it. In an industry that had previously been dominated by proprietary systems, a common architecture emerged for the first time.

Standardization challenged the integrated business model. IBM and DEC had created value by developing hardware and then selling whatever solutions and support they wanted, to a captive customer base. In the world of open architecture, integration was neither necessary nor sufficient to provide value to customers. 
The integrated business model became increasingly irrelevant for both organizational and individual customers who enjoyed a wide range of options not only for basic hardware, but also for software, support, and peripherals. For organizational customers, the need for comprehensive, high-performance solutions and advice had never been greater. Disappointed by the integrated vendors, organizational customers turned to a new crop of problem solving specialists and consultants. These customers realized that there was no need to accept mediocre levels of performance in all categories from an integrated provider. Value depended not on providing a wide range of ser​vices of acceptable quality for captive customers, but on doing one thing better than anyone else. A host of specialists seized the opportunity, taking over leadership of the industry. 

The computer industry illustrates how a new segment of customers (in this case, the individual users), can create a new set of priorities. In addition, the evolving priorities of long-standing customers can undermine a pre​viously successful business model. The dramatic value redistribution among computing companies should serve as a warning to strong incumbents in other industries. In times of turbulence, the portfolio of business models must be examined carefully and realigned swiftly to reallocate resources from the successes of the past to the opportuni​ties of the future. 
The integrated giants in the computer industry possessed plenty of resources built up over decades of providing bundled services. Had they been as sensitive as the new entrants to the changing priorities of customers, both IBM and DEC could have picked one or two areas of focus, sharply upgraded their capability, and become specialist providers. Such a move would have enabled them to be well positioned to capture the next phase of value growth in the industry.

Perhaps the most exciting opportunity to change the rules of the game in the computing industry belonged to Apple. In the early 1980s, Apple’s revolu​tionary Macintosh operating system delivered unparalleled utility to the user-a full six years ahead of Microsoft's Windows. At that time, an intense debate raged within Apple over whether or not to license the operating system and focus on being a software company. Apple’s decision to remain a vertically integrated player and offer both hardware and the accompanying software, effectively consigned it to a marginal role in the computing industry.
Case Illustration 1.2:  ebay 

Introduction

In 2003, ebay was by all accounts, one of the most successful business models in the internet world. ebay was one of the few profitable dotcoms around, in a world where many companies had crashed ignominiously. When it started in 1995, the ebay community consisted of a small group of people trading Pez dispensers.  The community had grown dramatically since then.  Millions of items in thousands of categories were offered for sale by ebay at any given moment. With a presence in 27 international markets and 720 million page views each day, and 7.8 gigabits of outbound data traffic per second, ebay seemed to be well ahead of its competitors. 

ebay’s transparency, strong financial performance and a large online community had made it one of the most popular dotcom stocks.  On 24 June 2004, the ebay stock was trading at a P/E of 108.22, ebay’s market capitalization was $58,334 million, more than that of the giant retailers, Sears and Kmart, combined. In 2003, ebay recorded revenues of $2,165.1 million and profits of $441.8 million. By the 1st quarter of 2004, the total transaction revenue was $583 million.  Analysts were expecting ebay sales to touch $3.08 billion by the end of 2004.

Playing the role of matchmaker, ebay generated a margin of between 7 and 18% of the sale price.  ebay believed it could extend its reach to other markets whose total value might run into trillions of dollars. In contrast, the business model of traditional auctioneers looked weak. Dependent on staff and auction rooms, they could handle only a limited number of transactions. ebay was looking seriously at extending its brands to books.  It was also looking at various offline opportunities.   

ebay’s business model

ebay provided a market place for buyers and sellers to trade items on the Internet.  The buyers set the price for items based on demand.  Sellers listed items for sale and paid a small listing fee which depended on where and how the listing was presented and whether the seller required a reserve
 price.  Sellers could specify the duration of the auction.  At the end of the auction, ebay notified the seller and the winning bidder, who made their own arrangements to make payment and take delivery.  The seller was also charged a percentage of the transaction value.

ebay seemed to be clear about its role.  The company operated much like a newspaper’s classified section. It facilitated person-to-person transactions but did not take possession of the items being sold.  It had no information about an item beyond the description provided by the seller.  Traditional auction houses often served as the agent of the seller, and were responsible for obtaining the best price for the items sold.  They also authenticated rare items.  ebay performed neither of these roles.  Neither did ebay handle the exchange, nor did it assume any liability for the sale.  It also did not provide a guarantee to either sell  or return the items.  But ebay exercised control over buying and selling.  It restricted the items which could be listed on its site (for instance, illegal items could not be listed).

Initially, there were apprehensions among ebay’s customers that there might be fraud and counterfeiting.  Gradually, the idea of a feedback forum that would enable buyers and sellers to rate each other emerged.

ebay’s Mission

•
We help people trade practically anything on earth.

•
ebay was founded with the belief that people are honest and trustworthy. We believe that each of our customers, whether a buyer or a seller, is an individual who deserves to be treated with respect. 

•
We will continue to enhance the online trading experiences of all our constituents – collectors, hobbyists, small dealers, unique item seekers, bargain hunters, opportunistic sellers, and browsers. The growth of ebay community comes from meeting and exceeding the expectations of these special people. 

Source: www.ebay.com

As the number of users increased, customer service to the members of the community became more complicated.  ebay solved this problem with a self-service online function.  ebay also enlisted active, enthusiastic, knowledgeable users of the site, to respond to requests for help.  ebay encouraged users to post queries on the bulletin board.

ebay provided various personalization and customization facilities.  “My ebay” enabled users to keep track of their favorite categories, view items they were selling or bidding, check their recent account balance and receive feedback.  “About me” enabled users to tell other ebay users about themselves.  

In 1999, as the online market became increasingly competitive, ebay decided to acquire Butterfield & Butterfield (B&B), one of the world’s largest auction houses, based in San Francisco.  B&B had expertise in premium markets and had a well connected network.  The acquisition helped ebay to move into big-ticket items.  In May 1999, ebay acquired Kruse International, a respected player in the collector automobile market.  Kruse held several auctions each year in the US, the UK and Japan.

To expand its presence in the higher priced goods segment, ebay launched local sites for different cities in USA.  Each site had a regional flavour to connect local buyers and sellers.  Buyers could also inspect the goods before they bid.  Local sites were integrated into ebay’s worldwide listings where everyone on ebay could see the items listed locally.  The acquisition of Half.com in June 1999, enabled ebay to broaden the buying and selling choices for ebay’s trading community.  Used books, CDs, movies and video games could be traded at fixed prices that were at least half of the list price.  

In early 2000, ebay launched its Business Exchange Service to enable small businesses to trade with each other in items like computers, industrial equipment and office furniture.

Like most other dotcom companies, ebay had a freewheeling, informal culture.  But analysts felt its disciplined approach to managing the business was a rare commodity in the online world.  ebay  executives led by Meg Whitman collected and analysed data carefully.  They realized ebay was less a piece of software and more a brand that had to be managed carefully. 

Background Note

ebay’s founder Pierre Omidyar felt that an Internet auction site could create a highly efficient market. The idea originated out of the difficulty that his fiancée faced while trying to collect Pez dispensers from the San Francisco Bay Area. Omidyar launched Auction Web (The site’s domain name was ebay.com) in September 1995 to enable people to trade with each other.

Table I

Fees For Additional Listing Options
When you list your item for sale, you can choose several optional seller features to promote your listing and get more bids! Please note that these options have non-refundable fees.
	Seller Feature 
	Description
	Insertion Fee

	
Home Page Featured
	Receive the highest level of visibility on ebay. Your item will be listed in a Special Featured section and will most likely be rotated for display on ebay's Home page. Your item may also appear on the main Browse page and in your category index page Featured items section. See example.
	
$99.95 -
one item,
$199.95 - 
Dutch auctions

	Featured Plus
	Appear in your category's Featured Item section and in bidder's search results. Plus, your item may be selected for display in another area — your category index page Featured Items section.
See example.
	$19.95

	Highlight
	Emphasize your listing with an eye-catching colored band. See example.
	$5.00

	Bold
	Add instant emphasis to your listing by putting your item title in bold. See example.
	$1.00

	Gallery
	A small picture of your item will appear in our Gallery, ebay's miniature picture showcase. Remember, you need a picture in a JPEG (.jpg file) format to use the Gallery. See example.
	$0.25

	Gallery Featured
	In addition to appearing in the Gallery, your item will also be featured at the top of the Gallery in a larger size — almost double the size of regular gallery pictures. See example.
	$19.95

	List in 2 Categories
	When you list your item with the List in 2 Categories feature, your item listing appears in two categories, giving it added visibility. 
	Double the insertion and optional feature fees (excluding home page featured)

	10-Day Auction 
	Auction lasts for 10 days, instead of 3. 5 or 7
	$0.10

	Buy It Now
	Sell your auction item instantly to the first buyer who meets your specified price. 
	$0.05


Source: www.ebay.com

ebay started as a free web site and quickly attracted so much traffic that Omidyar needed additional infrastructure to keep pace with the growing business volume. The company started charging a nominal fee for listing an item (10 cents) and also collected a percentage of the final sale value from sellers. ebay earned $1,000 in the first month, $2,500 in the second month, $5,000 in the third and $10,000 in the fourth. Encouraged by the initial success, Omidyar quit his job with General Magic and decided to concentrate fully on ebay. In September 1996, Omidyar recruited Jeff Skoll, a Stanford graduate. While Omidyar concentrated on technology, Skoll managed the business. 

Table II

Minimum Bid Details for Regular Auctions

	Minimum Bid, Opening Value or Reserve Price
	Insertion Fee
	Reserve Price
	Reserve Price Auction Fee

	$01 - $.99
	$0.30
	  $0.01 - $24.99
	$0.50

	$0.99 - $9.99
	$0.35
	$25.00 - $99.99
	$1.00

	$10 - $24.99
	$0.60
	$100 and up
	1% of reserve price (maximum fee of $100)

	$24.99 - $49.99
	$1.20
	-
	-

	$50.00 - $199.99
	$2.40
	-
	-

	$200 - $499.99
	$3.60
	-
	-

	$500+
	$4.80
	-
	-


Source: www.ebay.com

As the business gained momentum, complaints from buyers and sellers began to mount. Omidyar urged them to work things out amicably in a transparent manner. He believed that if traders liked to complain about people they did not like, they would also be willing to say something nice about people they did.  In February 1996, Omidyar started a virtual “Feedback Forum,” where customers could share their trading experiences with each other. 

In June 1997, Omdiyar and Skoll approached venture capitalist, Benchmark capital who took a 22% stake in the company for $5 million.  Benchmark helped ebay in building its management team.  In November 1997, Gary Bengier joined as the Chief Financial Officer.

In February 1998, in an important development in ebay’s short history, Meg Whitman, a Harvard MBA, joined ebay as its President and CEO. Whitman who brought with her global marketing and brand management experience had a strong and decisive approach.  After Whitman joined, ebay attracted talented advisors to its board.  These included Howard Schultz, the CEO of Starbucks and Scott Cook, the chairman of Intuit. Whitman initiated efforts to arrange an Initial Public Offering (IPO) for ebay. On September 24, 1998, ebay offered 4.025 million shares to the public at $18 per share. After a tremendous response from the market, the stock closed at $47.

In June 1999, ebay had a major setback when its web site went down for 22 hours. During the two-day outage, ebay’s stock crashed, reducing its market capitalization by $5.7 bn. The database files became corrupted and had to be rebuilt before the system could be brought online. The long outage cost the company more than $3 million in the form of refunds to sellers.  There was a significant fall in the number of visitors to the site.  Many customers also defected to competitors. Experts pointed out a number of deficiencies in ebay’s web architecture. The company took various steps to deal with the crisis. It decided to forgo the listing revenues (around $4.6 mn) and apologized for the outage. ebay also announced new technological initiatives to overcome shortcomings and reduce the possibility of such outages in future.  ebay also indicated that in future, in case of prolonged outages, the time for bidding would be automatically extended.

In 1999, ebay initiated efforts to move into high priced collectibles. The company acquired Butterfield & Butterfield, an auctioneer famous for fine arts & collectibles. After the acquisition, ebay launched ‘ebay Great Collections,’ that offered a collection of high quality and high price items from auction houses and dealers around the world. The company also acquired Kruse International, one of the world’s largest brick and mortar companies in the collectibles cars auction business.

Table III

Vehicles on ebay site
	Item Category
	Insertion Fee

	Passenger or 
other vehicles
	$40.00

	Motorcycles
	$30.00


Vehicle Additional Reserve Price Auction Fee (fully refunded if item sells)

	Reserve Price
	Reserve Price Auction Fee

	$0.01-$24.99
	$0.50

	$25.00-$199.99
	$1.00

	$200.00 and up
	$2.00


Source: www.ebay.com

Table IV
Real Estate deals on ebay

	Real Estate Timeshare & Land
	All Other Real Estate Categories

	Auction Format

	3,5,7, or 10-day Listing
	$50
	3,5,7, or 10 day Listing
	$100

	30-day Listing
	$75
	30 day Listing
	$150

	Ad Format

	30-day Listing
	$100
	30-day Listing
	$150

	90-day Listing
	$200
	90-day Listing
	$300


	Timeshare & Land
	Residential, Commercial & Other Real Estate 

	Auction Format

	1-,3-,5-,7-, or 10-day Listing
	$35
	1-,3-,5-,7-, or 10-day Listing
	$100

	30-day Listing
	$50
	30 day Listing
	$150

	Ad Format

	30-day Listing
	$150
	30-day Listing
	$150

	90-day Listing
	$300
	90-day Listing
	$300


Real Estate Additional Reserve Price Auction Fee (fully refunded if item sells)

	Reserve Price
	Reserve Price Auction Fee

	$0.01-$49.99
	$1.00

	$50.00-$199.99
	$2.00

	$200.00 and up
	1% of Reserve Price (with a maximum of $100.00)


Source: www.ebay.com

Table V
ebay Picture Services 

	Feature
	Fee

	First picture
	Free!

	Each additional Picture
	$0.15

	Preview Picture
	Free

	Slide Show
	$0.75

	Super size Image
	$0.75

	Picture Pack
	$1.00 (a$1.75 value) for up to 6 pictures or $1.50 for 7 to 12 pictures


Source: www.ebay.com
As the new millennium approached, ebay launched more than 50 regional sites addressing different large metropolitan areas in the US, starting with Los Angeles. These regional sites helped the company to encourage trade in items that were too bulky or expensive to ship, items of local interest and items that people preferred to view before purchasing. 

In early 2000, ebay announced its entry into business-to-business trading through the ‘ebay Business Exchange’ service. The exchange offered 34 business-related categories, including computer hardware, software, electronics, industrial equipment, office equipment and professional tools. ebay expected to drive traffic to its business exchange with targeted banner advertising on business related sites and marketing tie-ups. 

As the community had grown, the ebay marketplace had expanded and the business had become stronger. Ninety-five million users from more than 150 countries listed 971 million items on ebay in 2002. The total value of goods sold on the site, reached nearly $24 billion, a 60% increase from 2002. At the same time, usage of PayPal, the company's online payment service, also grew, demonstrating the convenience and value it brought to online trading. The number of PayPal accounts almost doubled to 40 million in 2003, driving 230 million transactions and total payment volume of more than $12 billion, up 73% for 2003.

As a result of this activity, 2003 was another year of significant revenue growth for ebay. Strong gross merchandise sales and total payment volume drove 2003 consolidated net revenue to $2.17 billion. It took eight years for ebay to reach annual revenue of $1 billion. Just one year later, this amount had doubled.

ebay was no doubt a fast growing company. To support this rapid growth and to lay the groundwork for continued growth in the future, the company increased its investment in product development, technology infrastructure, customer support, trust & safety, and PayPal. Even though ebay made significant investments in 2003, it also delivered increasing profit and cash growth. Net income grew to a record of $442 million, up 77% in 2003, resulting in record operating cash flows of $874 million, up 82%, and record free cash flows of $509 million, up 49%. The balance sheet also looked stronger with $5.8 billion in total assets and $2.7 billion in cash and investments.

In 2003, ebay looked well placed to continue its successful run.  Most analysts agreed that ebay’s business model looked more sustainable and robust than that of most other dotcoms.  The ebay community grew by more than 33 million during the year.  As on December 31, 2003, ebay employed approximately 5,700 persons (excluding approximately 500 temporary employees), of whom about 4,200 (excluding approximately 400 temporary employees) were in the United States. 

Creating a Global Marketplace

A key element of ebay’s growth strategy was to continually expand the ebay marketplace to new communities around the world. Providing access to broad markets and reducing the barriers of global trade created value for both buyers and sellers and greatly increased the vibrancy of its marketplace. As on December 31, 2003, ebay and its consolidated subsidiaries had websites directed toward the following countries:
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In addition, through the equity investment in MercadoLibre, ebay’s geographic reach as on December 31, 2003, had expanded to include:
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« Chile + Mexico




Source: Annual Report 2003.
The ebay Community

The community of buyers and sellers, that ebay had created, lay at the heart of the company’s business.  Many members were passionate, avid defenders of the community.  ebay worked to nurture, develop and grow its community.  The auctioneer sought to make the experience of buying and selling on its site both pleasant and safe.  Since community members did not know each other, trust was essential.  The principal instrument of trust was the reputation, members developed on the basis of feedback from their trading partners.  To improve trust, ebay had established certain rules of conduct. The reputation mechanism and the rules of conduct provided order to ebay’s community.

ebay offered various communication tools to encourage direct communication among its community members. These included virtual bulletin boards, my ebay and About Me.

Bulletin boards allowed users to read each other’s messages, post their own messages and  also served as chat rooms. Among the features were ebay café (for idle chitchat), the ebay announcement board (to learn about the latest development at the site), the Discuss ebay’s newest feature board (where the discussion was quite lively) and the Wanted Board (to post notices for most desired item), the AOL café (to meet other members from AOL) and Holiday board (to share favorite holiday memories and thoughts). Besides, ebay provided international bulletin boards for its members based in countries like Australia, Canada, the UK and Japan.

‘My ebay’ pages kept track of recent activities carried out by a particular member at ebay’s website. It also contained account balances, favorite categories and recent feedback. Customers could keep track of all activities conducted since registration. The tool also helped a member to review feedback rating and individual comments. ebay’s ‘About Me,’ web pages could be developed by any member free of charge. Besides information regarding activities on ebay, a member could also upload personal information and provide links to other favorite sites. The company provided user-friendly facilities to develop the page.

To keep its community growing, ebay made attempts to divide its customers into ever-smaller segments that developed their own sense of community. New message boards and auction categories were added regularly to develop the community. A senior ebay executive explained
: “ebay is really a series of vertical markets. We experiment all the time on the site with promoting new vertical markets to see they take off. Last summer [1999] we did a promotion on Hawaiiana (People who collect Hawaiian shirts.) What we did is put a little text link at the top of the page, so collectors could get to their very own Hawaiiana section in just one click. We saw that when we focused some attention on the topics and more importantly supported the Hawaiian collectors who are out there, the section just took off, and we had hundreds of new items being listed.” 

ebay faced various challenges in developing and nurturing its community. Online communities tended to be small, on an average 30 to 40 people. They had a high turnover. Often, online communities did not behave like real communities. They were more similar to a support group, where most people just dropped in for a short period of time, and left when they got what they needed.

ebay had tried to overcome this problem by involving various community leaders, and by attempting to give an impression of continuous traffic. These leaders were responsible for keeping online discussions lively. In 1999, ebay paid $1000 each to various community leaders, who regularly posted their messages on boards. An analyst commented
: “ebay’s board creates the impression of lots of people, which motivates sellers to list their items on ebay, which in turn attracts even more buyers to the site. ebay has discovered a way to jump start the process.”

ebay realised that in small, isolated communities in which people knew each other well and had shared values, little regulation was required.  However, as the community grew, it became more diverse. Individuals lost their sense of identity and trust became problematic. ebay's fundamental challenge was to establish trust among remote and anonymous traders who only interacted once in a while.  Reputation served to establish trust.  If a trader reneged on a sale or delivered an item different from its description, the other party could sully the reputation of the seller.  On the other  hand, if a trader lived up to her promises, the trading partner could enhance her reputation.  Such a mechanism engendered trust. ebay also realised it required an excellent information system to report updated reputations to new trading partners.

ebay allowed buyers and sellers to evaluate each other based on their experience in earlier transactions.  They could rate their transaction experience as “positive,” “negative” or “neutral.”  Members gained or lost points depending on whether they received positive or negative feedback. The feedback record, both the total points or score accumulated and the comments, established a community member’s online reputation.  The score and comments were automatically available to potential trading partners whenever an item was listed for sale or a bid was made. The feedback system also allowed sellers to determine if bidders had paid promptly in the past.   

ebay had instituted various safety features like Safe Harbor, the Feedback forum, Escrow service, Insurance option, Authentication & Grading and Legal Buddy. ebay had also provided specific email addresses on its website to enable users to contact the company in case of any problem.

In February 1998, ebay launched Safe Harbour, which facilitated user verification, provided a feedback forum, insurance through Lloyd’s and dealt with fraudulent activities such as Shill Bidding
 and non-paying bids. Safe Harbour incorporated tools and processes that worked with consumer groups and law enforcement agencies to investigate and deal with cyber crooks.  ebay worked closely with Equifax of Atlanta to verify the credentials of its American customers. Registered users provided personal information like Social Security Number and driving license number to ebay. On the basis of furnished information, Equifax verified them. After verification, a special icon was placed against the user’s name.

ebay remained very concerned about members colluding at its website during the trading process. Shill bidders spotted for the first time were suspended for a 30-day period. If found guilty for a second time, they were suspended indefinitely and their registration cancelled. Members found guilty of bid shielding,
 were indefinitely suspended from trading on the site. For the first two times, ebay warned deadbeat bidders
. If found guilty for the third time, they were  not allowed to trade for 30 days. A fourth attempt led to a permanent cancellation of the member’s registration.

ebay’s community was subject to public laws regulating sales.  Sales of illegal goods were prohibited. So were sales of counterfeit goods or items such as pirated software or music.  Public law also prohibited fraud, such as failure to deliver the purchased item, listing an item with a misleading description, and manipulating auctions. ebay worked with law enforcement officials to assist victimized members.  To combat fraud, the company employed former federal law enforcement officers and maintained support staff dedicated to fraud and piracy issues.

To prevent illegal items from showing up at its site, ebay provided ‘Little Buddy,’ a search facility for content owners. Using the tool, content owners could search item listings. If something that was not authentic showed up, the content provider contacted the ebay Legal Buddy team to investigate the matter. Illegal items were removed from the listings with notification to the seller and current bidder. Repeat offenders were suspended and in some cases were interrogated by law enforcement agencies.

Transaction Management 

ebay  allowed payment for an item to be made in a manner agreeable to both the buyer the and seller.  When it started off, payment could be made by credit card, check, or through an Internet payment system.  ebay had established one such system, called Billpoint, through which buyers could establish an account that could be used to pay sellers.  A similar system PayPal, was also available to ebay traders.

To protect buyers and sellers in high value transactions, ebay contracted with Tradenable.com (i-escrow), a third-party escrow service company.  The service was available with the agreement of both buyer and seller and was generally used for purchases valued at over $500. When using the service, the buyer paid the purchase price to Tradenable, which notified the seller, who then shipped the item to the buyer.  When the buyer received and accepted the item, Tradenable paid the seller.  Buyer and seller agreed to pay the escrow service fees.

ebay also provided online escrow services through i-escrow, which held payment in trust as the seller and buyer conducted their transaction. ebay charged five percent for items valued up to $5000, with discounts where the value crossed $5,000. The minimum fee was $5. ebay also provided insurance facilities to its users through a program – Trade with Confidence. ebay tied up with Lloyd’s of London to offer buyer protection up to $225.

Most purchases on ebay were protected by an insurance policy administered by Lloyd’s of London as part of the standard ebay service and provided at no charge to the buyer.  The policy provided protection in case of items that were purchased but not delivered or those that had substantially less value than described (such as bidding on a gold item and receiving a copper one). The policy provided coverage up to $200, with a $25 deductible.

For many items, confirmation of authenticity was important.  ebay generally did not authenticate the items placed for sale on its site.  However, it referred sellers to experts who provided authentication services.  Referrals were made for authenticating art works, stamps, coins, sports memorabilia, Beanie Babies, comics, and trading cards. ebay members could also use the services of international agencies for authentication and gradation of items. On its website, the company provided hyper links to various agencies like International Society for Appraisers, Professional Coin Grading Service, Professional Sports Authenticator and Real Beans (for Beanie Baby authentication).

ebay realized the need for a respected, independent third party to assist in resolving disputes.  The company had contracted with Square Trade to provide an online dispute resolution service free to ebay members.  When a member filed a complaint, it notified the other party. The two parties could use online negotiation tools within a secure portion of the Square Trade Web site to resolve the disagreement.  Most conflicts were dealt with using this system. 

Sales outside the ebay marketplace were a concern for ebay, since it did not receive fees for such off-site transactions. These transactions also deprived the participants of ebay’s services in case of problems.  The number of such transactions was unknown, but ebay believed that it was significant. Offsite transactions were a double-edged sword. If they were completed satisfactorily, they could help enhance the ebay experience. Members would be happy and continue to use ebay for other transactions.  But if such transactions resulted in bad experiences for traders, trust between ebay and the community could be weakened.  In some cases, the trader might be confused, thinking that the ebay protection applied even to a purchase that had not been made on the ebay site.

Security

After the infamous outage in June 1999, ebay initiated many precautionary measures. In the first phase, the company implemented a solution that allowed network recovery within four hours by increasing redundancy on servers, routers, switches and RAID
  drives. The company then built up a back up solution – essentially a running duplicate of major systems. This reduced the recovery period to one hour.

In the second phase, ebay instituted an eight person IT group dedicated to evaluating and implementing a more sophisticated network. The group’s main challenge was to ensure the resiliency of its database, which contained more than three million items appearing concurrently on its website. Since the whole list was in a single database, even a minor corruption could knock out the entire network. The installed hardware was also fast approaching a saturation point. To overcome these weaknesses, ebay decided to create separate databases for different auction categories. This ensured that in case of corruption, only one database would go down and only the people participating in the related category would notice the outage.

ebay used an email based person-to-person payment system through Billpoint, its payment subsidiary. Sellers set up a Billpoint account that included their bank account number. They sent an email invoice to the winning bidder indicating the total amount due. The buyers entered their credit card number in the email and sent it back to the seller. All payment information was encrypted, so the seller could not see the credit card number. The money was automatically deposited in the seller’s bank account.

Concluding Notes

In a scenario, where many dotcoms had collapsed, ebay had done remarkably well. Analysts offered several reasons to explain ebay’s success. For one, ebay seemed to have understood the value proposition of online auctions.  It had cleverly occupied the correct segment of the value chain.  ebay did not handle inventory, the messiest part of the operation.  ebay had understood the power of its online community. Through an ongoing process of dialogue with its customers, ebay constantly tinkered with its business model to improve the value proposition.  According to one analyst
 “The people’s passion prevails at ebay because the people are firmly in charge.  Its customers, the 38 million buyers and sellers who trade on its site – wield the kind of influence over the online auction site that most customers and businesses would never dream of exerting on conventional companies… When people speak, ebay listens.”  ebay’s customers crowded online discussion boards, posting 100,000 messages a week to share tips, point out glitches and suggest changes.  In short, ebay seemed to reinvent itself on an ongoing basis. When ebay wanted to revamp its collectibles categories in 2001, it sent out 1.2 million emails to customers. Of the 10,000 who responded, 95% had suggestions, many of which were implemented. The active involvement of its community had helped ebay to lower support and marketing costs, build customer loyalty and facilitate the company’s push into new markets. The way the ebay community had been built and managed, had been egalitarian. This promoted transparency and easy dialogue.  It also minimized customer frustration.

As 2004 got under way, ebay did face some key challenges.  Since its inception, small-time merchants had driven its growth.  But the time had come for ebay to target corporates to sustain its so far blistering growth.  At the same time, ebay could not afford to antagonize its existing community.  Meanwhile, as ebay’s community grew, there was a feeling that customer support was not satisfactory enough.  If its past track record was any indication, ebay looked well placed to deal with these challenges. 
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Source: www.ebay.com

Exhibit II

Selected Financial Data
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