E-Commerce

Blown to Bits – Summary Notes
Chapter 1 – A Cautionary Tale (p.1)

The Case of Encyclopedia Britannica

1768
- 3 Scottish printers began publishing the earliest & most famous encyclopedia in the English-speaking world – Encyclopedia Britannica

1920 - Sears, Roebuck & Company, an American mail-order retailer, acquired Britannica & moved its headquarters from Edinburgh & Chicago

1941
- ownership passed to William Benton, who willed the co. to the Benton Foundation

1990 – sales of Britannica’s multivolume sets reached all-time peak of about $650M

· dominant market share

· steady growth

· generous margins

· 200-year history

Since 1990, sales of Britannica & all printed encyclopedias in the US, have collapsed by over 80%.  Britannica was blown away by a product of the late-20th century information revolution: the CD-Rom.

Selling Price:

Britannica - $1.5K to $2.2K/set

CD-Rom encyclopedia such as Encarta, Grolier & Compton - $50 to $70

Marginal manufacturing cost:

Britannica - $250 production & $500 to $600 salesperson’s commission

CD-Rom - $1.5/copy

Britannica’s executives first viewed the CD-Rom encyclopedia as an irrelevance: a child’s toy, 1 step above video games.

CD-Rom version of Britannica could not possibly generate the $500 to $600 sales commission.  The product would have to be sold thru a completely different channel.

May 1995
- Benton Foundation put co. up for sale

1996 - financier Jacob Safra agreed to buy co., paying less than ½ of book value

Morals:

1. New information technologies can come from nowhere & demolish brands & businesses that have been established for decades, even centuries.

2. The history, myths & shared values that define a strong corporate culture, can build business leaders to events that do not fit into their collective mental framework.

The way to sell an encyclopedia is to play on anxieties: parents trying to “do something” for their kids, parental guilt has been duly assuaged.

It so happens that the computer costs about the same as Britannica, & along the PC come the CD-ROM drive & free CD-ROMs such as Encarta.

If the fundamental value proposition is assuaging parental guilt, then the fundamental competitor is not Encarta but the PC.  Encarta is merely the icing on the cake.

3. Established businesses still face a massive competitive disadvantage because they are incumbents being saddled with legacy assets – mainframe systems, sales & distribution systems, brand & core competencies.  Competing in the face of the new economics of information requires cannibalizing those assets, perhaps even destroying them.  Insurgents have no such inhibitions.

In the vast majority of traditional competitive situations, the defense has the advantage, but when the economics of information are shifting, insurgents are advantaged precisely by their lack of legacy systems, legacy assets & a legacy mindset.  Having nothing to lose becomes an advantage.

4. This is not a zero-sum game.  The total value of the players can rise – or fall – dramatically.

Chapter 2 – Information & Things (p. 9)
Every business is an information business.  Information dominates processes as well as products.

Brands are the information that consumers associate with a product, & tools used to build brands – advertising & promotion – are channels for delivering information.

Information & mechanisms for delivering it underlie much of what defines business boundaries, stabilizes corporate & industry structures, shapes the organization, & drives competitive advantage.  Information is the glue that holds value chains & supply chains together.

About 50% of households in the US now have PC, & more than ½ of those have Internet connections.  Currently, over 140M people worldwide have access to the Internet.  By 2005, estimated to grow to a billion.  The total bandwidth of US communications systems is tripling every year.

Moore’s Law
– every 18 mths, it’s possible to double the no. of transistor circuits etched on a computer chip

· implies a tenfold increase in memory & processing power every 5 years, a hundredfold every 10 years, & a thousandfold every fifteen

Economics of Information & Economics of Things


Economics of Information
Economics of Things



A.
When an idea, a tune, or a blueprint is sold, the seller still possesses it & could possibly sell it again
Ownership ceases when sold

B.
Can be replicated at almost zero cost without limit
Can be replicated only thru manufacturing costs

C.
Never wears out, though it can be unfashionable, obsolete or simply untrue
Wear out & performance deteriorates with wear & tear

D.
Nowhere & everywhere
Exists in a location

E.
e.g. shelf display 
e.g. inventory

The economics of information requires imperfect markets.  If there is no limit on the ability of others to copy it, owning information is worthless.  If there is a limit, it’s a monopoly.  Over the centuries, the economics of information has steadily become less tied to the economics of things, as less physically intensive media have developed for the delivery of information.

Every business is consequently a compromise between the economics of information & the economic of things.  Separating them breaks their mutual compromise & potentially releases enormous economic value.

Traditional business models will become deeply vulnerable wherever the compromise between the 2 sets of economics suppresses value.  The separation will offer opportunities for companies to capitalize on either the liberated economics of information or the liberated economic of things.  Information may be the end product of only a minority of businesses, but it glues together value chains, supply chains, consumer franchises, & organizations across the entire economy, & it accounts for a grossly disproportionate share of competitive advantage & profits.

Chapter 4 – Deconstruction (p.39)
Deconstruction 
- dismantling & reformulation of traditional business structures

· results from 2 forces:

1. separation of  economics of information from the economics of things

2. blowup of the trade-off between richness & reach

Traditional business structures include value chains, supply chains, organizations & consumer franchises.  When the trade-off between richness & reach is blown up, there’s no longer a need for the components of these business structures to be integrated.  The smartest companies will transform themselves into navigators or product specialists.

The most valuable silver of the business is the most likely target for deconstruction.

4 steps to assessing vulnerability:

1. Examine how informational economics shape your industry

What are the richness / reach trade-offs that have been made, & how do these tradeoffs under-pin existing business structures?

2. Consider how new technologies can shift these existing structures

3. Analyze how the various players in the business system could create economic value as a consequence of these changes

When the business deconstructs into separate businesses, what kinds of competitive advantages will each successor business require to exploit the new opportunities?  How will the advantage & value be redistributed among the players?

4. Lead the transition from the old business model to the new one

Automotive Retailing
It’s difficult to envision people ever selecting old cars remotely, because the information critical for making a purchasing decision cannot be standardized.  Buyers need to see it, look for rust, try it out.  The kind of information communicated electronically will not suffice.  However, navigators such as Auto Trader & CarPoint provide electronic classified advertising services to enable sellers & buyers to find each other.  They also provide useful background data that facilitates searching & reduces information asymmetries: customer satisfaction data & model specification.

1 physical function remains: the test drive.  This would  appear to be the only 1 where the dealer is competitively advantaged; however, even that can be better provided by Hertz.

The car manufacturers have an enormous investment in their current dealer networks which are the major components in their competitive advantage.  It would be easier for them to blow up the whole structure if they owned it & could take strategic control.

Implications of Deconstruction for Competitive Advantage 
By transforming business & industry structure, deconstruction alters the sources of competitive advantage.

As value chains deconstruct, they will fragment into multiple businesses that have separate sources of competitive advantage.  This results in the de-averaging of competitive advantage.  When all functions in a value chain are bundled together, what matters is competitive advantage over the entire chain.  Superiority in some functions offsets mediocrity in others.  That’s why in most businesses, so many competitors are able to survive & prosper.

When a value chain is deconstructed, advantage on average no longer matters.  Companies can no longer subsidize poor performance in 1 activity by combining it with others in which they are advantaged.  In each separable activity, new competitors emerge who focus on maximizing performance.  Banks are attacked by financial specialists, car dealers by local repair shops.  So to survive, a competitor has to be advantaged in each & every activity in which he chooses to continue participation.

Competitive advantage in physical businesses:

· Economies of scale

· Segmentation

· Operational effectiveness

Competitive advantage in information businesses:

· setting & controlling standards

· controlling patents & copyrights

· making alliances

Amazon.com
· electronic retailer on the Web

· has no physical stores & started with very little inventory

· offers an electronic list of 3M books, 20 times larger than that of largest chain store

· established a variety of informational advantages:

i. 3M-item catalog

ii. a user-friendly interface

iii. reviews

iv. customized recommendations

When providers & users of information can deal with each other directly, & when physical flows can be rationalized in parallel, intermediaries often become obsolete. 

Deconstruction implies choice, which implies bewilderment, hence rise of navigator.

Navigator
- software programs (e.g. Quicken)

· databases (e.g. Auto Trader)

· evaluators

· search engines (Yahoo!)

· people (e.g. human editorial team for newspapers)

· rise of navigators as independent businesses is destined to be one of the most dramatic aspects of deconstruction

Chapter 5 – Disintermediation (p.69)

Disintermediation - destruction of the old intermediary function

Intermediaries make their living from the trade-of  between richness & reach.  When the original supplier & ultimate consumer can deal directly wiith each other, the intermediary has to make a new case for continued existence.

2 factors make intermediaries vulnerable:

· embedded compromise between economics of things & economics of information

· compromise between richness & reach

2 basic forms of disintermediation: (see diagram on p.70)

· moving along current richness / reach curve toward greater reach (old method)

· displacing the curve (new method)

Old Method:

· new competitor attacks established intermediary by offering greater reach (much wider selection of products & ability to deliver to remote locations) & less richness

· focuses on customers who are hard to reach or customers who place less value on richness provided by established intermediary

· offers lower-cost version of product/service, different value proposition, not necessarily a superior one

· does not destroy established intermediary, but re-segment the market, expand it by addressing the needs of some previously ignored but significant group of customers

New Method:

· more radical form

· occurs when technology allows for richness/reach curve to be displaced, allowing new players to offer greater reach & richness simultaneously

· threatens not just a re-segmentation of the business, but a transformation

The Case of Charles Schwab  
Stock brokerage is pure information business.  The brokerage house offers access to financial markets & ability to execute trades.  Broker serves as an intermediary between the client & the executional capabilities of employer.

Best brokers develop rich personal relationships with clients through lunches, etc.  Reach was constrained by the no. of relationships that broker could sustain.  Relationship nurtured by good brokers were so close that when they switched from one house to another, they were able to take large portion of their client list with them.  For brokerage houses, this drained a lot of the value out of the business.  They risk losing the broker & the business to a competitor.  They found themselves competing for brokers, to the point where the broker - the intermediary - was effectively the customer.

In the early 1980s, Merrill Lynch introduced the Cash Management A/C (CMA), a revolutionary application of IT.  The CMA enabled clients to integrate different kinds of asset & credit a/cs, Sweep funds automatically across a/cs, & manage affairs from single integrated statement.  It created a powerful incentive for clients to place all assets with brokerage house, hence substantial switching costs for clients trying to move to another brokerage house.  It locked in relationship between client & brokerage house & weakened leverage of intermediating broker.

In 1975, when Securities & Exchange Commission ended the regime of fixed commissions & deregulated the business, most firms raised commissions, but Charles Schwab created the first discount brokerage, a high-reach/low-richness player.  The firm provided no personalized advice but executed transactions at 1/2 price of Merrill Lynch.  Schwab focused on self-directed clients who were frequent traders, investors who didn't need or believe the advice provided by full-service firms & find their prices excessive.  Schwab offered this segment a simple transactional capability, executed over phone thru anonymous operator.  Revenue grew from $4.6M in 1977 to $126M in 1983.

As the co grew, it was able to achieve scale economies in back office operations.  Schwab operated from a few national service centres staffed by low-cost order takers.  The full-service competitors could not do the same without compromising staff quality or geographic proximity, both were central to their high-richness strategy.

In 1989, Schwab introduced a Touch-Tone service, which allowed customers to conduct transactions at any time without talking to customer representative, another extension of reach.

In 1995, Schwab handled 60M calls, or 75% of its total call volume in this manner, accounting for about 11M trades.

The rise of discount brokerage house did not destroy the full-service business.  Despite the discount segment's high growth, its share of New York Stock Exchange commissions had increased to only 15% in 1997, & much of that volume was probably new business encouraged by the low transaction fees.  Full-service firms were secure in the high-richness/low-reach segment of the market, where personal relationships, investment advice, & reassurance matter more than cheap & remote execution.  

In the early 1990s, the proliferation of PC with modem allowed for a much richer interface.  In 1992, the pioneer, E*Trade began on-line operations & was able to undercut the discount brokers because it did not have to support the cost of call centres.

In 1996, Schwab introduced e.Schwab.  Initially, only customers who opened separate e.Schwab a/cs could trade electronically, but transactions were priced at $39/trade, 50% lower than standard fees.  Co. risked cannibalizing an enormous part of its business, & >50% of the 700K on-line a/cs that Schwab opened by 5/97 came from its 4.2M regular a/cs.

In 1/98, Schwab lowered price to $29.95/trade & made on-line trading available to all customers.  It offered greater richness by giving customers access to Schwab's high-quality information services: brand-name research reports, portfolio tracking, records management, & CMA-type services such as money market & checking a/cs.

Problem still faced by on-line brokers: a lot of info & advice becoming available on the Web anyway, e.g. surfing with Netscape, Yahoo!, etc.

As a result, full-service brokers are beaten in both dimensions or richness & reach.

There's 1 aspect of richness that technology can not match: the human interface.  Many investors don't want to deal with databases & analytics, but want to "take control" of their affairs.  These may constitute a small segment, a shrinking & possibly aging segment, but also a very affluent segment, & one that cares little for price.

Schwab discovered in the early 90s that 1/2 of its customers for an integrated product, called the Schwab One A/C, maintained multiple a/cs & had statements mailed to multiple addresses.  These were actually independent financial advisers, who were using Schwab platform for transactions & statements, but offering their clients precisely the kind of personal, human services that Merrill Lynch offered, & Schwab did not.  Schwab was not at a disadvantage in serving the personal service segment.  It was already doing do in league with an army of former Merrill Lynch brokers.

The deep-discount electronic brokers threaten to disintermediate everyone else by merit of focus on low-cost/high-reach channel.  They can add richness, or simply allow customers to get richness independently thru the seamless connectivity of the Internet.  Moore's Law is on their side.

Schwab is fighting a war on 2 fronts: against full-service brokerages & the price-based electronic traders.  Against the former, it can continue to play aggressive disintermediator, newly strengthened by the richness that the firm can add to its traditional advantages in reach.  But against E*Trade, Schwab has to compete on quality service, & trust for the favors of customers who have already declared themselves to be price-sensitive.  Even in a world of seamless connectivity, an integrated & branded bundle has value for some clients, & Schwab is investing heavily to market that.

The Case of Dell Computer Corporation
· incorporated in 1984

· carried substitution of reach for richness by selling personal computers directly to consumers

· had no dealer network, relying solely on mail-order catalog & order taking by phone & fax

· basic problem in computer industry: costs of holding inventory are extraordinarily high, not thru slow turns, but because of rapid obsolescence

· as of 10/98, maintained only 8 days of inventory of components & finished products, whereas Compaq had 35 days, with resellers carrying another 25 days

· increased richness by offering corporate buyers product info directly on their own intranets.  The info is customized for each a/c, restricting choice to preapproved configurations & offering them at company-negotiated discounts

· further extending richness by providing on-line technoical support

· developed elaborate & sophisticated decision-support software to help own staff troubleshoot problems

· offers 24-hr reach & up-to-minute richness, & saves money by disintermediating its own service representatives

· extended the richness back into supply chain by exchanging info with suppliers electronically, sharing production scheduling, demand forecasts, & other info in a timely manner via the Internet

· The entire supply chain becomes linked by info, allowing Dell to reduce response time, eliminate even more inventory, & meet changing customer needs very quickly.

· Implemented a fundamentally new economics of info   

If u are a retailer, don't assume your current franchise is worth that much.  Consumers are changing behaviour quickly.

If u are a supplier, 

· encourage efficient, objective search if u think u have a better mousetrap.  Make sure your mousetrap is sustainably better.

· Capabilities should be built around consumers rather than intermediary

If u are a new player,

· Focus quickly on where the biggest compromises lie in the current business model

· Keep eye on new deconstruction entering from other consumer categories, most dangerous competitor is not retailer/supplier in the current category, but an adjacent player

When the underlying enabling technologies are moving an order of magnitude faster, the disintermediating business model can beat the old in both richness & reach, because technology permits more rich info to be delivered to consumers directly.

Where will disintermediation take place?
Wherever richness/reach trade-off can be shifted & compromises in the current business are thereby eliminated.  Both conditions are necessary.  Disintermediation need not attack a whole "business", but can attack a part of the business.

What defines the richness/reach trade-off that might be shifted?
Customer needs, not conventional business definitions.

How is this disintermediation different from that of the past?
Previous disintermediations substituted reach for richness & therefore re-segmented the existing business.  The new form of disintermediation adds radically more reach & richness.  It does not re-segment but destroy the old business.

The losers in this new game of disintermediation will be players that may have been competitive in aggregate, but not in any one piece of a deconstructing value chain.

The winners will be the players who are good at 1 thing, or the smaller no. of things that define advantage in a deconstructed business definition.

· The only sure winner is the consumer.

· The only sure loser is the "fast follower" who are always late.

· The winner is not the player who understands the endgame.  There is no endgame.  The winner is the one who sees just 1 or 2 moves further ahead than the competitors.

Chapter 9 - Deconstructing Supply Chains (p.169)

Supply chain - linking consumers, retailers & suppliers

The trade-off between richness & reach is really 3 way:

Richness vs. reach vs. cost

Spectrum of Scale
- spend enough money, even with old technologies, & most levels of richness & reach become somehow attainable.  Such expenditure become worth the cost when the parties to the transaction, & its size & frequency, become large enough.

- defines a sequence in  terms of which deconstruction is likely to have an impact on supply chains

For small companies dealing with each other, the issues of reach & navigation are the same, but richness & brand are less likely to matter.

For large companies dealing with other large companies, the key issue is the richness of organic collaboration, which can be carried to new levels of sophistication.

A major breakthru may come from XML (eXtensible Markup Language) technology, which allows a database to describe itself.

The evolution of extranets, & of the content standards that then displace the richness/reach trade-off, will dramatically alter the bases of competitive advantage.  Greater reach will allow buyers who want the best product to find suppliers who offer the best product - worldwide.  Greater richness will allow companies that have complex & intractable problems to solve, or tasks to complete, to get help from others who can bring the needed skills & technologies - again, worldwide.

Outsourcing will flourish, because 

· reach to the best suppliers is greater

· specifications are easier to agree on, &

· mutual dependency is minimized by the availability of alternatives

Extranets encourage outsourcing.  They simultaneously lower the transaction's cost, increase the benefits, & diminish the risk.

Chapter 10 - Deconstructing the Organization (p.193)
Traditional hierarchies support higher richness but lower reach; markets support higher reach but lower richness.

Which parts of my organization are most susceptible to deconstruction?
· The high-skill, knowledge-intensive pieces

· where individual skills matter most.

· Where collective skills benefit most from exposure to the widest possible universe of practitioners

· Pieces that make disproportionate contribution to the value of the business
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