Business Models

By Lior Sharon

Introduction

This paper describes the different business models used in Electronic Commerce today and aims to serve as a guide for companies or organizations considering an E-commerce strategy.  The paper will provide an overview of a variety of business models and can be used as a decision tool.  The models described cover a variety of industries and functions.  Some models can only be applied to specific situations while others can be used in a variety of contexts and industries.  The models are now, however, mutually exclusive and in fact can be combined together to create a unique e-business model to be used as a solution for a company’ unique situation.

Companies can use this tool to help them understand and evaluate the potential application of each model to their business and then create their own unique model using a combination of the different models available.

Business Models – Overview

Some definitions of a business model are:

•
The architecture for the product or service including a description of the various players and the process they use to interact

•
A description of the potential benefits for customers and suppliers

•
An explanation on how a company will make money

The following models include both business-to-business (B2B) and business-to-consumer (B2C) models used in the E-commerce arena today.  Each model is described in detail, followed by an example illustrating the value proposition to the players involved and a brief description of the technology used to implement the model.

E-Commerce Business Models

Seller/Buyer/Neutral Controlled Sites

There are three types of market places: those controlled by sellers, those controlled by buyers; or those controlled by neutral third parties.

Seller Controlled:  A seller controlled site is a site set up by a company selling products or information to many buyers.  A customer comes into the site and browses for products the seller is offering.  An example is the IBM site (ibm.com) where buyers can search for specific products, browse and choose a product, get information (specs, prices, etc.) and order it.

Buyer Controlled:  Buyer controlled sites are set up by one or more buyers in order to attract sellers of products and services to their site.  The intention is to shift the power to the buyer and allow the buying company to be approached by many sellers which will result in a better “deal” for the buyer.  An example of a strong buyer controlled site using the E-procurement strategy is the one developed for Japan Airlines, where sellers of products (such as in-flight equipment) can post their bids on the airline’s site.  This allows the airline to have a variety of options to choose from, lowering the cost of purchase, and creating the ability to develop closer relationships with their suppliers which in return should yield higher quality of products and better service.  The suppliers benefit from this process by having lower costs of submitting bids, easier reach to global customers and, for many smaller suppliers, a better chance of bidding against the bigger players which would be difficult to compete with in a traditional model.

Neutral:  Neutral sites are set up by third party intermediaries who match many buyers and many sellers.  An example is Chemdex who set up a site connecting suppliers and buyers of specialty lab equipment, creating a neutral source where buyers and sellers of those products interact.

Vertical and Functional Hubs

Hubs focus on a specific dimension of a market place.

Vertical Hubs:  Vertical hubs focus and serve a vertical market or the needs of a specific industry.  Companies provide information which is deep in content and concentrates on one industry where fragmentation is high among buyers and sellers, and where there are usually inefficiencies in the current supply chain.  Examples are e-Steel (steel industry), Foraplex (florists), and Chemdex (chemical/lab).

Functional Hubs:  Functional hubs focus on providing the same functions or automating a specific business process across different industries.  Those companies try to improve a business process and leverage the knowledge and tools they use to deliver it across a variety of industries.  Examples are companies like Mapquest who specialize in maps and directions, or iMark.com who focuses on buying and selling capital equipment.  These firms developed an expertise in delivering a specific service which is scaleable across different markets.  With the increase in concern over security of buying on the web, companies providing specialized services such as processing credit card orders, performing credit checks and authentication have become popular since these functions or processes are very similar across industries.  The challenges for these companies using this model is to be able to leverage on their product and customize it for specific vertical industries.

Mail Order Model

This model is based on the traditional model of customers ordering products from a catalog.  In the web-based version of this model, customers browse through a list of products, choose one and purchase it directly online.  This is really just a traditional retail operation with a web-based shop front.

The typical example of this model is the famous Amazon.com and is probably the most common E-commerce business model used.  Some of the advantages of this electronic model over its traditional model are the ability to change and update the catalog, cut the cost of printing and mailing, receive information on buyer behavior – what customers are looking at while browsing in the catalog – and being able to customize it to increase the likelihood of an actual purchase.

E-Shop

This is a simple model designed and used to promote a company and its good and services.  This was the model used by many firms who wanted to create a web presence fast and without incurring high costs.  The next level for this model allowed users to not only receive information about the firm and the products it offers, but also order those products and pay for them using a credit card online.

Benefits for companies using the model and a new channel of distribution, a new marketing channel with relative low barriers to entry, and a low cost strategy for global presence.  Benefits to customers of those companies include the ability to easily reach and interact with an unlimited number of companies “24/7” and having total control over the depth of the interaction.

E-Mall

An important emerging model, usually used as a vertical hub, provides a place where many players in the supply chain of specific industries can all meet together and make transactions.  E-mall consists of a collect of e-shops, for example fashionmall.com which serves as a repository for fashion products and content.  It allows for a central resource “location” for both consumers, manufacturers and retailers, designers, trade media, and catalog marketers to “meet.”

Benefits to consumers can be the ability to compare prices, added value information on trends, customized advice based on each buyer’s profile (using collaborative filtering technology), and better prices because of the shorter supply chain.  Benefits to the manufacturer and retailer include the ability to sell products through a new emerging channel (young market on the web), receive valuable marketing information on buy8ing behavior and preferences.  For example, a manufacturer can test product acceptance without spending the cost of production and inventory by first displaying the product on the web and surveying potential buyers.  Retailers can search for new products and trends and use the data collected on buying decisions to reduce risk and inventory costs.  Revenues for the e-mall host site come from membership fees collected from the sellers (retailers, manufacturers), set up costs, service fees, advertising and transaction fees in cases when the e-mal performs payment processing.

There are some drawbacks to e-malls.  Companies considering developing an e-mall or selling their products through one destination site should keep in mind that in some cases the advantage of the traditional mall – being the physical closeness of the stores to one another – does not translate into an advantage in the electronic form of the mall.  Many sophisticated buyers do not consider this convenience feature as being an important factor since other e-shops are only a click away.

However, e-malls can be effective in cases where the sellers market is fragmented, and the number of e-shops is too high for users to manage.  As a result, buyers need a “searching or recommendation tool.”  The e-mall can add value by searching for the bet e-shops and providing a one place where users in a specific industry can find all of the best sellers.  The value created for sellers is leveraging on the brand name of the mall.  This can serve to increase buyer’s confidence and trust which in return would increase their willingness to buy.

Advertising-Based Model

In this model, the revenue collected for advertising space supports the cost of providing free information or services (operations).  This model was traditionally used in commercial television and free print publications.  Examples of successful sites using it are typically search engine companies like Yahool.com or Lycos.com.  Advertising is typically in the form of banner ads and the “host” company (i.e., Yahoo.com) will charge a fixed fee for the banner ads which is determined by size of the ad, location (main page versus other pages), and time of day or frequency.  Other fees will be based on the number of “clicks” which resulted in users moving directly to the advertiser page which, in many cases, can also result in sales.  The technology used to collect this information is typically cookies which allows the host company to measure the number of eyeballs who “saw” the ad, the number of clicks and the resultant sales.

Subscription Model

Copied from the traditional subscription for a newspaper or a magazine, this web-based version allows access to content, information or services to users for a fee.  This model is used by the Wall Street Journal (wsj.com) and other magazines who require an access code before a user can see the information.  Many site use the “tease” marketing strategy where users have access to some basic information for free and need to pay a subscription fee if they want access to additional content or information.  Many companies changed from using this model to allowing complete free information since the availability of free information on the web has increased dramatically.

An example is the leading newspaper in Israel – “Haaretz” (haaretz.co.il), first allowing only subscribed users to view the newspaper’ web site and then later, changing the policy and making the same information free to all users.  Some of the reasons Haaretz changed the model were because of a competitive newspaper offering free access to their web site and the need to increase client base in order to compete.  Other examples using this model are pornography sites as well as offering financial information.  Companies who consider using this model should look carefully at their target audience, the availability of the same information (they plan to offer) for free on the web, and should try to estimate the potential revenue from the subscription fee versus, for example, potential revenue from advertising banners.  

Direct Marketing Model

The use of direct marketing through e-mail is wildly used by many firms trying to directly reach potential customers through their e-mail accounts.  This model known as “spam” has become popular because of the lack of restrictions on the Internet and the very low variable cost of this strategy.  However, companies who sell e-mail lists to other companies to be used for “spamming” are taking a high risk since many users now will either refuse to provide their e-mail address or will provide a fake address which reduces the value of those lists.

Freeware Model

This model is used frequently by software companies who create applications for the web.  Many software packages are available for free distribution through a web portal.  Examples are web browsers, audio and video players, e-mail programs and some authoring tool applications.  Companies use this strategy to create a large user base.  In many cases the company will offer upgrades or improved versions to the free application for a fee (the “tease” strategy).  

Examples are companies like Real Audio who provides free movie players, ICQ (icq.com) who provides a free program called “I see you” which users can download and use to communicate with a list of friends in real time.  This model is used to create virtual communities and provide a beta testing platform for new applications.  In many cases, companies generate revenues from selling advertising space on the site that becomes a destination for many eyeballs interested in downloading the free programs, and, in many cases, return to the site for upgrades and new information.

E-Auction

This is an electronic version of the traditional business model of an auction, only in this case the buyer and seller “meet” in a virtual unlimited geographic space.  The site allows users to sell each other products, and the electronic auction house generates revenues from transaction fees, selling the technology platform, and selling advertising space.  Some E-auction sites will offer additional services such as delivery and payment processing.  Benefits to sellers and the increase in efficiencies of reaching a huge potential market, an opportunity to sell products for the highest price, and for buyers, the auction provides a low cost buying process.  Suppliers can reduce surplus inventory of goods and have lower sales overhead.  An example is auctions.com, yahoo, and amazon auctions and one of the most popular sites – ebay.com.

Third Party Marketplace

This model offers companies a solution for outsourcing their Internet and web marketing activities.  Those third parties offer services, such as a common user interface, payment processing, brand name development, ordering and, in some cases, full scale secure transactions.  Many ISPs use this model to leverage their web building expertise, offering clients a complete Internet solution.  Revenue is generated through membership fees, service and transaction fees or a percentage on transaction value.

Virtual Communities

This model was first used by companies or organizations that wanted to provide web users who share something in common with a virtual meeting place where they can share thoughts and communication with one another.  Now, this model is used by many companies as an add-on to their web site where customers and users can communicate with each other.  The value of the virtual community comes from the members or users who add information that others can view.  Many companies find this model very useful in creating and increasing customer loyalty and as an important promotional tool.  An example is Zagat.com, a restaurant guide using customer surveys to make suggestions and recommendations on new restaurants to the other customers who visit the site.

Information Brokerage and Trust Services

With the continuous increase in the amount of information available on the web and the uncontrolled nature of the web environment, a demand for service that provides authentication or ranking of this information creates an opportunity for many companies.  Search engines are an example of providing a tools for information brokerage, allowing only relevant information to appear based on the user’s request.  Other companies offer an authentication tool to allow users to make sure that the information or the identify of the publisher (i.e., the company’s web site) is correct and can be trusted.  Some search engines add value by not only “finding” sites or information based on the search criteria, but also by “ranking” the results based on relevancy and/or how many other users actually chose to go to that site based on similar criteria.

Conclusion

Some of the business models discussed in this paper are electronic versions of the traditional models that have been used in commerce in the past, while others are new and innovative solutions for business and commerce that can only be implemented in the electronic arena.  In the process of designing an E-commerce strategy, companies first need to understand the basics of each model, and second understand the differences between the traditional ones and the new electronic ones.  Lastly, with an understanding of their own business environment, they need to create their own unique model using the right formula that consists of a combination of the different models available.  The goal is to create a unique model that offers a variety of value propositions to the different players in the supply chain and that allows for flexibility and change in becoming a successful competitive player.

�  This paper was submitted in December, 1999 as part of the requirements for MIS-7570 – Emerging Technologies: Electronics Commerce course at Babson College, Wellesley, Massachusetts.  (Parts of this paper were edited.)





