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We explore the theoretical foundations of value creation in e-business by examining how 59

American and European e-businesses that have recently become publicly traded corporations
create value. We observe that in e-business new value can be created by the ways in which
transactions are enabled. Grounded in the rich data obtained from case study analyses and in
the received theory in entrepreneurship and strategic management, we develop a model of the
sources of value creation. The model suggests that the value creation potential of e-businesses
hinges on four interdependent dimensions, namely: efficiency, complementarities, lock-in, and
novelty. Our findings suggest that no single entrepreneurship or strategic management theory
can fully explain the value creation potential of e-business. Rather, an integration of the

received theoretical perspectives on value creation is needed. To enable such an integration,
we offer the business model construct as a unit of analysis for future research on value

creation in e-business. A business model depicts the design of transaction content, structure,
and governance so as to create value through the exploitation of business opportunities. We

propose that a firm’s business model is an important locus of innovation and a crucial source
of value creation for the firm and its suppliers, partners, and custom@apyright 0 2001
John Wiley & Sons, Ltd.

INTRODUCTION likely that over 93 percent of U.S. firms will
have some fraction of their business trade conduc-
As we enter the twenty-first century, businesged over the Internét.Although U.S. firms are
conducted over the Internet (which we refer teonsidered world leaders in e-business, the rapid
as ‘e-business’), with its dynamic, rapidly grow-growth of the number of businesses that use the
ing, and highly competitive characteristics, promiternet is a global phenomenon. Over the period
ises new avenues for the creation of wealtlnf 1999 to 2001, Europe is expected to bridge
Established firms are creating new online busthe e-business gap with the United States by
nesses, while new ventures are exploiting thexperiencing triple-digit growth in this area. By
opportunities the Internet provides. In 1999he end of 2000, European firms’ e-retail revenues
goods sold over the Internet by U.S. firms werare estimated to be worth $8.5 billion, increasing
estimated to be $109 billion and by the end oo an estimated $19.2 billion by 2001, as com-
2000 should reach $251 bhillionBy 2002, it is pared to North America’s figures of $40.5 billion
(for 2000) which are expected to increase to
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494 R. Amit and C. Zott

$67.6 billion (for 2001¢ The increase in the the context of the emergence of virtual markets.
number of e-business transactions at major weéb the data and methods section that follows the
sites (60,000 per day in 1999 compared to 29,0@Beory section, we describe the grounded theory
per day in 1998) highlights the extraordinary development methodology (Glaser and Strauss,
growth and transformation of this new globall967) that we used to determine which of the
business landscape. sources of value suggested by the literature are
E-business has the potential of generatingermane to e-businesses. The terms ‘source of
tremendous new wealth, mostly through entreprealue creation’ and ‘value driver’ (which are used
neurial start-ups and corporate ventures. It is alsaterchangeably in this paper) refer to any factor
transforming the rules of competition for estabthat enhances the total value created by an e-
lished businesses in unprecedented ways. Obhesiness. This value, in turn, is the sum of all
would thus expect e-business to have attractedlues that can be appropriated by the participants
the attention of scholars in the fields ofin e-business transactions (Brandenburger and
entrepreneurship and strategic manageme®tuart, 1996). The data and methods section is
Indeed, the advent of e-business presents a strdofjowed by a presentation of the findings that
case for the confluence of the entrepreneurshignerged from our analysis of 59 e-businesses.
and strategy research streams, as advocated Although we do not go into detail on each of
Hitt and Ireland (2000) and by McGrath andhe businesses studied, we use examples from our
MacMillan (2000). Yet, academic research on exploration to illustrate the concepts that emerged.
business is currently sparse. The literature to daBur analysis reveals four primary and interrelated
has neither articulated the central issues relatedlue drivers of e-businesses: novelty, lock-in,
to this new phenomenon, nor has it developezcbmplementarity, and efficiency. We observe that
theory that captures the unique features of viralue creation in e-business goes beyond the
tual markets. value that can be realized through the configu-
This paper attempts to fill this theoretical gapation of the value chain (Porter, 1985), the for-
by seeking to identify the sources of value cremation of strategic networks among firms (Dyer
ation in e-business. To do this, we begin thand Singh, 1998), or the exploitation of firm-
paper with a theory section that highlights thepecific core competencies (Barney, 1991). E-
value creation potential embedded in virtual mabusiness firms often innovate through novel
kets, and that explores the sources of value crexchange mechanisms and transaction structures
ation in the received entrepreneurship and street present in firms that are more traditional.
tegic management literatures. Specifically, w&hroughout the discussion of the value drivers of
review how value is created within the theoreticat-business, we include some observations regard-
views of the value chain framework (Porterjng the interrelationships among the four drivers.
1985), Schumpeter’s theory of creative destruc- In the discussion section of the paper, we build
tion (Schumpeter, 1942), the resource-based viem our findings to offer some new ways of
of the firm (e.g., Barney, 1991), strategic networkntegrating the entrepreneurship and strategic
theory (e.g., Dyer and Singh, 1998), and transnanagement literatures. Our central observations
action costs economics (Williamson, 1975). Ware that no single entrepreneurship or strategic
also discuss the applicability of these theories imanagement theory can fully explain the value
creation potential of e-business. Rather, each of
3 Source: Forrester Research Report, ‘Global eCommerEQe theories offers an important insight into one
Approaches Hypergrowth,” April 2000. aspect of value creation in e-business. In an

- Source: Jupiter Communications (2000). . _attempt to contribute to the work that seeks to
5 While e-business is still growing at an overall impressive

rate, we are now witnessing a slowdown in the Business-tyitegrate entrepre_neurshlp and strategic man-
Consumer (B2C) growth rate and an acceleration of thagement perspectives (e.g., Jones, Hesterly, and

Business-to-Business (B2B) growth rate. The B2C segmegorgatti 1997: Gulati. 1999: Hitt and Ireland
has grown at an annual rate of 76 percent since 1998 co ’ ' ' ' ’

pared to an annual growth rate of 110 percent in the BZ?OOO; MCGra’Fh and MacMillan, 2000), we pro-
segment (source: the Gartner Group). This argument ose the business model construct as a unifying

additionally strengthened by the forecasts that predict B2B it of analvsis that captures the value creation
business to reach $2.7 trillion in 2004, representing over 1?7rn y P

percent of the total trade, while online retail (B2C) is expecte@”s'.ng from mulpple sources. T_he business model
to represent less then 7 percent of total retail at that time.depicts the design of transaction content, struc-
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ture, and governance so as to create value throughAs an electronic network with open standards,
the exploitation of business opportunities. Byhe Internet supports the emergence of virtual
addressing the central issues in e-business tl@mmunities (Hagel and Armstrong, 1997) and
emerge at the intersection of strategic marcommercial arrangements that disregard tra-
agement and entrepreneurship, we hope to catitional boundaries between firms along the value
tribute to theory development in both fields. Thehain. Business processes can be shared among
paper concludes with final observations anfirms from different industries, even without any
avenues for further research. awareness of the end customers. As more infor-
mation about products and services becomes
instantly available to customers, and as infor-
THEORY mation goods (Shapiro and Varian, 1999) are
transmitted over the Internet, traditional inter-
Before reviewing the sources of value creatiomediary businesses and information brokers are
implied by a range of theoretical perspectives inircumvented (‘dis-intermediated’), and the guid-
the entrepreneurship and strategic managemémg logic behind some traditional industries (e.g.,
literatures, we begin this section by highlightingravel agencies) begins to disintegrate. At the
the value creation potential embedded in virtuaame time, new ways of creating value are opened
markets. Our literature review then focuses omp by the new forms of connecting buyers and
value chain analysis, Schumpeterian innovatiosgllers in existing markets (‘re-intermediation’),
the resource-based view of the firm, strategiand by innovative market mechanisms (e.g.,
network theory, and transaction cost economiceeverse market auctions) and economic
For each of these perspectives, we describe thrchanges.
main theoretical approach, expose the main There are several other characteristics of virtual
sources of value creation suggested, and discussarkets that, when considered together, have a
the theoretical implications of the emergence girofound effect on how value-creating economic
virtual markets. transactions are structured and conducted. These
include the ease of extending one’s product range
to include complementary products, improved
access to complementary assets (i.e., resources,
Virtual markets refer to settings in which businessapabilities, and technologies), new forms of col-
transactions are conducted via open networkaboration among firms (e.g., affiliate programs),
based on the fixed and wireless Internet infrahe potential reduction of asymmetric information
structure. These markets are characterized by higmong economic agents through the Internet
connectivity (Dutta and Segev, 1999), a focus omedium, and real-time customizability of products
transactions (Balakrishnan, Kumara, and Sundaraad services. Industry boundaries are thus easily
san, 1999), the importance of information goodsrossed as value chains are being redefined
and networks (Shapiro and Varian, 1999), an(Bampler, 1998). This in turn may affect the
high reach and richness of information (Evanscope of the firm as opportunities for outsourcing
and Wurster, 1999). Reach refers to the numbarise in the presence of reduced transaction costs
of people and products that are reachable quickiind increased returns to scale (see Lucking-Reiley
and cheaply in virtual markets; richness refers tand Spulber, 2001; for example, many companies
the depth and detail of information that can beow find it economically viable to outsource their
accumulated, offered, and exchanged betweé&h services).
market participants. Virtual markets have unprec- In summary, the characteristics of virtual mar-
edented reach because they are characterizedkieys combined with the vastly reduced costs of
a near lack of geographical boundarfes. information processing allow for profound
changes in the ways companies operate and in
¢ The difficulty that some e-business firms experience in estab-
lishing a pan-European presence indicates that there still exist————
certain barriers to business, due, for example, to local languageAccording toThe Economist23 September 2000 (‘A survey
and tastes, or to cross-border logistics. However, the importancethe new economy’, p. 6) the cost of sending 1 trillion bits

of geographical boundaries still appears to be vastly reducetectronically has dropped from $150,000 to $0.12 in the past
relative to the traditional ‘bricks-and-mortar’ world. 30 years.

Virtual markets
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how economic exchanges are structured. Theyline. By doing so, it was able to add value to
also open new opportunities for wealth creatiorsales and fulfillment activities. Stabell and Fjeld-
Thus, conventional theories of how value is crestad (1998) found the value chain model more
ated are being challenged. suitable for the analysis of production and manu-
facturing firms than for service firms where the
resulting chain does not fully capture the essence
of the value creation mechanisms of the firm.
Porter's (1985) value chain framework analyze€iting the example of an insurance company,
value creation at the firm level. Value chairthey ask: ‘What is received, what is produced,
analysis identifies the activities of the firm andvhat is shipped?’ (Stabell and Fjeldstad, 1998:
then studies the economic implications of thosél4). Similar questions can be asked about the
activities. It includes four steps: (1) defining thectivities of e-business firms such as Amazon.com
strategic business unit, (2) identifying criticaland about e-businesses whose main transactions
activities, (3) defining products, and (4) determininvolve the processing of information flows.
ing the value of an activity. The main question8uilding on this insight, Rayport and Sviokla
that the value chain framework addresses are @9€95) propose a ‘virtual’ value chain that
follows: (1) what activities should a firm perform,includes a sequence of gathering, organizing, se-
and how? and (2) what is the configuration ofecting, synthesizing, and distributing information.
the firm’s activities that would enable it to addwhile this modification of the value chain concept
value to the product and to compete in its induszorresponds better to the realities of virtual mar-
try? Value chain analysis explores the primariets, and in particular to the importance of infor-
activities, which have a direct impact on valuenation goods (Shapiro and Varian, 1999), there
creation, and support activities, which affect valuenay still be room to capture the richness of e-
only through their impact on the performance dbusiness activity more fully. Value creation
the primary activities. Primary activities involveopportunities in virtual markets may result from
the creation of physical products and includeew combinations of information, physical prod-
inbound logistics, operations, outbound logisticajcts and services, innovative configurations of
marketing and sales, and service. transactions, and the reconfiguration and inte-
Porter defines value as ‘the amount buyers ageation of resources, capabilities, roles and
willing to pay for what a firm provides them.relationships among suppliers, partners and cus-
Value is measured by total revenue ... A firm isomers.
profitable if the value it commands exceeds the
costs involved in creating the product’ (PorterSchumpeterian innovation
1985: 38). Value can be created by differentiation
along every step of the value chain, througBchumpeter (1934) pioneered the theory of eco-
activities resulting in products and services thatomic development and new value creation
lower buyers’ costs or raise buyers’ performancéhrough the process of technological change and
Drivers of product differentiation, and hencdnnovation. He viewed technological development
sources of value creation, are policy choiceas discontinuous change and disequilibrium
(what activities to perform and how), linkagegesulting from innovation. Schumpeter identified
(within the value chain or with suppliers andseveral sources of innovation (hence, value
channels), timing (of activities), location, sharingreation) including the introduction of new goods
of activities among business units, learning, inteer new production methods, the creation of new
gration, scale and institutional factors (see Portemarkets, the discovery of new supply sources, and
1985: 124-127). Porter and Millar (1985) arguéhe reorganization of industries. He introduced
that information technology creates value by sughe notion of ‘creative destruction’ (Schumpeter,
porting differentiation strategies. 1942) noting that following technological change
Value chain analysis can be helpful in examineertain rents become available to entrepreneurs,
ing value creation in virtual markets. Fomwhich later diminish as innovations become estab-
example, Amazon.com decided to build its owtished practices in economic life. These rents
warehouses in order to increase the speed awere later named Schumpeterian rents, defined as
reliability of the delivery of products orderedrents stemming from risky initiatives and entre-

Value chain analysis
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preneurial insights in uncertain and compleplementary and specialized resources and capa-
environments, which are subject to selfbilities (which are heterogeneous within an indus-
destruction as knowledge diffuses. In his earliry, scarce, durable, not easily traded, and difficult
work, Schumpeter (1934, 1939) highlighted théo imitate), may lead to value creation (Penrose,
contribution of individual entrepreneurs andl959; Wernerfelt, 1984; Barney, 1991; Peteraf,
placed an emphasis on the innovations and sdr993; Amit and Schoemaker, 1993). The supposi-
vices rendered by the new combinations dfon is that, even in equilibrium, firms may differ
resources. in terms of the resources and capabilities they
In  Schumpeter's theory, innovation is thecontrol, and that such asymmetric firms may
source of value creation. Schumpeterian inn@oexist until some exogenous change or Schum-
vation emphasizes the importance of technologyeterian shock occurs. Hence, RBV theory postu-
and considers novel combinations of resourcéastes that the services rendered by the firm's
(and the services they provide) as the foundatiomsique bundle of resources and capabilities may
of new products and production methods. Theskad to value creation.
in turn, lead to the transformation of markets and A firm’s resources and capabilities ‘are valu-
industries, and hence to economic developmermtble if, and only if, they reduce a firm’s costs
Teece (1987) adds that the effectiveness of pror increase its revenues compared to what would
tective property rights (appropriability regime)have been the case if the firm did not possess
and complementary assets can add to the valtl®se resources’ (Barney, 1997: 147). While the
creation potential of innovations. Moran and GhoRBV literature has often been concerned with
shal (1999) highlight the role of economicquestions of value appropriation and sustainability
exchange through which the latent value imbedf competitive advantage (e.g., Barney, 1991), a
ded in the new combination of resources is realizecent extension to RBV, the dynamic capabilities
able. Hitt and Ireland (2000) contribute to thisapproach (Teece, Pisano, and Shuen, 1997),
theory by addressing the determinants and consexplores how valuable resource positions are built
guences of the innovation process and by linkingnd acquired over time. Dynamic capabilities are
this process with the strategic management oboted in a firm’s managerial and organizational
growing enterprises. processes, such as those aimed at coordination,
As innovative entrepreneurs exploit new opporintegration, reconfiguration, or transformation
tunities for value creation, the evolution of th€Teeceet al, 1997; Eisenhardt and Martin, 2000),
resulting virtual markets can be described in tern learning (Lei, Hitt, and Bettis, 1996). These
of Schumpeter's model of creative destructiorcapabilities enable firms to create and capture
However, virtual markets broaden the notion oBchumpeterian rents (Teeceet al, 1997).
innovation since they span firm and industrExamples of such value-creating processes are
boundaries, involve new exchange mechanismpsoduct development, strategic decision-making,
and unigue transaction methods (rather thaalliance formation, knowledge creation, and capa-
merely new products, or production processed)ilities transfer (Eisenhardt and Martin, 2000).
and foster new forms of collaborations among The emergence of virtual markets clearly opens
firms. Furthermore, while innovation is certainlyup new sources of value creation since relational
a major driving force of the economic develop<capabilities and new complementarities among a
ment of new and established markets, it may nfitm’s resources and capabilities can be exploited
be the only source of value creation in virtua{e.g., between online and offline capabilities).
markets, as suggested by the other theoretiddbwever, virtual markets also present a challenge
frameworks reviewed in this section. to RBV theory. As information-based resources
and capabilities, which have a higher degree of
mobility than other types of resources and capa-
bilities, increase in their importance within e-
The resource-based view (RBV) of the firmpusiness firms, value migration is likely to
which builds on Schumpeter's perspective oimcrease and the sustainability of newly created
value creation, views the firm as a bundle ofalue may be reduced. Also, time compression
resources and capabilities. The RBV states thdiseconomies (Dierickx and Cool, 1989) provide
marshalling and uniquely combining a set of coman effective barrier to imitation for firm-specific

Resource-based view of the firm
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resources and capabilities that had to be budtructural arguments to explore the importance
over time due to factor market imperfectionspf governance mechanisms such as trust (e.g.,
and hence enable the preservation of value. Therenzoni and Lipparini, 1999), and the impor-
prospect of value preservation or sustainability i®nce of resources and capabilities (e.g., Gulati,
an important incentive for value creation. In d999), especially those of suppliers and customers
networked economy, however, there is an alterngAfuah, 2000), for value creation. For example,
tive to ownership or control of resources anéh their study of the Canadian biotechnology
capabilities (either through building or acquiringndustry, Baum, Calabrese, and Silverman (2000)
them). Accessing such resources through paftund that biotech start-ups can improve their
nering and resource sharing agreements is mgrerformance by configuring alliances into net-
viable in virtual markets yet the preservatiorworks that enable them to tap into the capabilities
of value, and hence its creation becomes moend information of their alliance partners. In
challenging, because rivals may have easy accesldition to enabling access to information, mar-
to substitute resources as well. kets, and technologies (Gulagt al, 2000), stra-
tegic networks offer the potential to share risk,
generate economies of scale and scope (Katz and
Shapiro, 1985; Shapiro and Varian, 1999), share
Strategic networks are ‘stable interorganization&howledge, and facilitate learning (Anand and
ties which are strategically important to participatKkhanna, 2000; Dyer and Nobeoka, 2000; Dyer
ing firms. They may take the form of strategi@and Singh, 1998), and reap the benefits that
alliances, joint ventures, long-term buyer—supplieaccrue from interdependent activities such as
partnerships, and other ties’ (Gulati, Nohria, andorkflow systems (Blankenburg Holm, Eriksson
Zaheer, 2000: 203). The main questions that strand Johanson, 1999). Other sources of value in
tegic network theorists seek to answer are a&trategic networks include shortened time to mar-
follows: (1) Why and how are strategic networkket (Kogut, 2000), enhanced transaction
of firms formed? (2) What is the set of interfirmefficiency, reduced asymmetries of information,
relationships that allows firms to compete in thand improved coordination between the firms
marketplace? (3) How is value created in neinvolved in an alliance (Gulatet al, 2000).
works (for example, through interfirm asset co- The network perspective is clearly relevant for
specialization)? and (4) How do firms’ differentialunderstanding wealth creation in e-business
positions and relationships in networks affedbecause of the importance of networks of firms,
their performance? suppliers, customers, and other partners in the
Traditionally, network theorists with a back-virtual market space (Shapiro and Varian, 1999;
ground in sociology or organization theory hav@®rahalad and Ramaswamy, 2000). However, it
focused on the implications of network structurenay not fully capture the value creation potential
for value creation. The configuration of the netef e-businesses that enable transactions in new
work in terms of density and centrality (Freemarand unique ways. For example, strategic network
1979), for example, has been considered dheory and the formal tools provided by network
important determinant of network advantagesnalysis (e.g., notions of network density, cen-
such as access, timing, and referral benefits (Buttality, network externalities) only partially
1992). Moreover, the size of the network and thexplain the value creation potential of a company
heterogeneity of its ties have been conjectured smich as Priceline.com. This business, which has
have a positive effect on the availability of valu-established stable interorganizational ties, for
able information to the participants within thaexample, with airline companies, credit card com-
network (Granovetter, 1973). panies, and the Worldspan Central Reservation
The appearance of networks of firms in whicl8ystem, is fundamentally anchored in the inno-
market and hierarchical governance mechanismaation of its transaction mechanism—namely, the
coexist has significantly enhanced the range aftroduction of reverse markets in which cus-
possible organizational arrangements for valuemers post desired prices for sellers’ accep-
creation (Doz and Hamel, 1998; Gulati, 1998)ance—by which items such as airline tickets are
Consequently, strategic management arsbld over the Internet. Priceline.com has even
entrepreneurship scholars have moved beyobden granted a business method patent on their

Strategic networks
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innovative transaction method. This methothave focused on the ways in which investment
distinguishes the firm from an ordinary, onlinan information technology can reduce coordination
travel agency and poises the firm to tap theosts and transaction risk (Clemons and Row,
more traditional, well-known sources of valuel992). In general, organizations that economize
in networks discussed above. As this examplen transaction costs can be expected to extract
indicates, virtual markets, with their unprecimore value from transactions.
edented reach, connectivity, and low-cost infor- One of the main effects of transacting over the
mation processing power, open entirely newnternet, or in any highly networked environment,
possibilities for value creation through the strucis the reduction in transaction costs it engenders
turing of transactions in novel ways. These ne{bDyer, 1997). Hence, the transaction cost
transaction structures are not fully captured bgpproach critically informs our understanding of
network theory. value creation in e-business. Transaction costs
include ‘the time spent by managers and
employees searching for customers and suppliers,
communicating with counterparts in other com-
The central question addressed by transaction cgsinies regarding transaction details ... the costs
economics is why firms internalize transactionef travel, physical space for meetings, and proc-
that might otherwise be conducted in marketsssing paper documents,” as well as the costs of
(Coase, 1937). The main theoretical framewonkroduction and inventory management (Lucking-
was developed by Williamson (1975, 1979Reiley and Spulber, 2001). In addition to decreas-
1983). He suggests that ‘a transaction occuisg these direct costs of economic transactions,
when a good or service is transferred acrosseabusinesses may also reduce indirect costs, such
technologically separable interface. One stage af the costs of adverse selection, moral hazard,
processing or assembly activity terminates, arghd hold-up. This may result from an increased
another begins’ (Williamson, 1983: 104). Willi-frequency of transactions (because of open stan-
amson identified bounded rationality coupled witldards, anyone can interact with anyone else), a
uncertainty and complexity, asymmetric infor+eduction in transaction uncertainty (by providing
mation, and opportunism in small-numbers situa wealth of transaction-specific information), and
ations as conditions under which transactiona reduction in asset specificity (for example,
inefficiencies may arise that vary with the adoptethrough lower site specificity—the next site is
governance mechanism (Williamson, 1975). Abdnly ‘one click away’). The small-numbers bar-
its core, then, transaction cost theory is concerngaining condition may be relieved in the virtual
with explaining the choice of the most efficienimarket situation because of the possibility for
governance form given a transaction that irge numbers of previously unconnected parties
embedded in a specific economic context. Criticge.g., buyers and sellers) to interact.
dimensions of transactions influencing this choice Nonetheless, the emphasis of transaction cost
are uncertainty, exchange frequency, and tleeonomics on efficiency may divert attention from
specificity of assets enabling the exchange (Kleiother fundamental sources of value such as inno-
Crawford, and Alchian, 1978; Williamson, 1979)vation and the reconfiguration of resources
Transaction costs include the costs of planningiGhoshal and Moran, 1996). The theory also
adapting, executing, and monitoring task confocuses on cost minimization by single parties
pletion (Williamson, 1983). and neglects the interdependence between
Transaction cost economics identifies trangxchange parties and the opportunities for joint
action efficiency as a major source of value, asglue maximization that this presents (Zajac and
enhanced efficiency reduces costs. It suggests tisen, 1993). In addition, governance modes
value creation can derive from the attenuation afther than hierarchies and markets (e.g., joint
uncertainty, complexity, information asymmetryyentures) receive relatively little attention, which
and small-numbers bargaining conditionsontrasts with the importance of strategic net-
(Williamson, 1975). Moreover, reputation, trustworks in e-business. Finally, Williamson (1983)
and transactional experience can lower the casiplies that a transaction is a discrete event that
of idiosyncratic exchanges between firmss valuable by itself, as it reflects the choice of
(Williamson, 1979, 1983). Recently, researcheithe most efficient governance form and hence can

Transaction cost economics
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be a source of transactional efficiencies. Howevanquiry. The analysts wrote up the answers to
in the context of virtual markets, considering anyhe questions using information gathered from
given exchange in isolation from other exchangesultiple data sources, writing up to several para-
that may complement or facilitate that exchanggraphs in response to each question.
makes it difficult to assess the value created by Our research design was based on multiple
a specific economic exchange. This is evidemses and multiple investigators, thereby allowing
from the absence of direct empirical validatioror replication logic (Yin, 1989). That is, we
of the relationship between exchange attributéseated a series of cases like a series of experi-
and market and firm performance (Poppo anaglents. Each case served to test the theoretical
Zenger, 1998), and the absence of estimates iobights gained from the examination of previous
transaction costs themselves (see Shelanski agabses, and to modify or refine them. This repli-
Klein, 1995, for a review). cation logic fosters the emergence of testable
theory that is free of researcher bias (Eisenhardt,
1989), and allows for a close correspondence
between theory and data (Glaser and Strauss,
Each theoretical framework discussed abovE967). Such a grounding of the emerging theory
makes valuable suggestions about possibie the data can provide a new perspective on an
sources of value creation. As we have seen, maajready researched topic (e.g., Hét al, 1998).
of the insights gained from cumulative researchlowever, it is especially useful in the early stages
in entrepreneurship and strategic management arferesearch on a topic, when it is not clear yet
applicable to e-business. However, the multitud® what extent the research question is informed
of value drivers suggested in the literature raisds/ existing theories (for a recent example of such
the question of precisely which sources of valuan inductive study, see Galunic and Eisenhardt,
are of particular importance in e-business, ar2D01). Both motivations hold in the context of
whether unique value drivers can be identified ie-business. Furthermore, using case studies is a
the context of e-business. We have also drawgood research strategy for examining ‘a contem-
attention to the fact that each theoretical framgorary phenomenon in its real-life context,
work that might explain value creation has limiespecially when the boundaries between phenom-
tations when applied in the context of highlyenon and context are not clearly evident’ (Yin,
interconnected electronic markets. We believe tha981: 59). This difficulty is present in the e-
this reinforces the need for an identification antusiness context.
prioritization of the sources of value creation in
e-business. We begin this process by grou_ndlrl'm_gopulation of e-business firms
a model of the sources of value creation in e-
business in using data on e-business firms.  We define an e-business firm as one that derives
a significant proportion (at least 10%) of its
revenues from transactions conducted over the
DATA AND METHOD Internet. This definition of an e-business firm is
quite broad. It includes, for example, Internet
Service Providers (e.g., European ISP Freeserve),
A lack of prior theorizing about a topic makesand companies that have not aligned all of their
the inductive case study approach an appropriatgernal business processes with the Internet but
choice of methodology for developing theorthat use the Internet solely as a sales channel
(Eisenhardt, 1989). Hence, to gain a deepée.g., companies such as the speech recognition
understanding of value creation in e-business, veeftware provider Lernout and Hauspie). On the
conducted in-depth inquiries into the sources afther hand, it excludes providers of Internet-
value creation of 59 e-business firms. Ourelated hardware or software, that is, firms that
research analysts, two of our former MBA stufacilitate e-business but that do not engage in
dents carefully selected from a pool of applicantthe activity themselves (e.g., a backbone switch
based on their sound understanding of e-businassnufacturer, such as Packet Engines Inc.).
transactions, investigated each firm using approxi- Companies that derive all of their revenues
mately 50 open-ended questions to guide theitom e-business (so-called ‘pure plays’) are rela-

Summary

Research strategy
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tively easy to identify using publicly availableStates or in Europe, (b) be publicly quoted on a
descriptions of their major lines of business (e.gstock exchange, and (c) involve individual con-
Amazon.com). In other instances, however, it isumers in some of the electronic transactions it
more difficult to establish whether a firm derivegnables. The international scope of our study
significant revenues from e-business. This is theot only reflects the decreasing importance of
case for many incumbents (e.g., the Britisgeographic boundaries in virtual markets, it also
retailer Iceland). It is often impossible to assewitrengthens our theory development. Theory
if this criterion has been met since companiesuilding on value creation in e-business from
seldom report their e-business revenues as a sepmuctive case studies is less idiosyncratic if one
arate category. In these cases, we used otlaiows for cases from different economic environ-
information to determine the company’s fit withments®

our target population. For example, we checked We chose to include only public companies in
whether at least two trade publications such amir sample to ensure the availability and accuracy
the Wall Street Journaland theFinancial Times of information. We are aware that this limits the
referred to the company as an e-business, orsaope of our analysis, as there are many private
pioneer or early innovator in the virtual markefirms with interesting business ideas. However,
space. unlike private firms, publicly traded companies
provide a wealth of data that can be collected,
organized, and analyzed. At this point, it is
unclear whether or not this choice introduces a
For the United States, we created a list of darge-company bias into our sample, and hence
businesses that went public between 2 April 1996to our conceptual development, because there
(Lycosf and 15 October 1999 (Women.conare many large, private e-business operations, and
Networks) using information available onseveral large, public firms not included in our
www.hoovers.com. This list includes about 15@ample (e.g., AOL and Yahoo).

firms, most of which are ‘pure plays.” Our initial Including only public companies in our sample
subsample of 30 U.S. e-business companies wasy bias it towards surviving companies. While
then taken at random from this list on the basis dimitations on the availability of data prevent us
a uniform probability distribution over all samplefrom broadening the sample to firms that ‘failed’
companies. The U.S. subsample represents (according to some definition of failure), we do
broad cross-section of firms (see Appendix). Bpot believe that the survival bias affects the theo-
contrast, the challenge in creating the Europeaatical development. First, some of the firms we
sub-sample was in identifying public e-businessestudied will likely fail eventually. Second, the
The number of European firms engaged in exgument can be made for theoretical rather than
business, as well as the development of indicatorandom sampling of cases, and for studying
of Internet usage and e-business activity in Euextreme situations and polar types in which the
rope, have lagged behind the corresponding fig-

ures in the United States in recent years (Morgan

Stanley Dean Witter, 1999). Despite theseThe decision to include U.S. as well as European firms in
difficulties, we established a sample of 29 publieur sample has several implications. E-business activity in

European e-businesses (also listed in tHeuirope is dominated less by start-ups, as is the case in the
United States, and more by established companies (Morgan

Appendix). Companies were found on all majogtanley Dean Witter, 1999). For example, the United King-
European exchanges, as well as on new ventuf@n’'s Freeserve is a spin-off of Dixons, a large ‘bricks-and-

markets (such as Germanyl$euer Mark}. mortar’ retailer, and Spain’s Terra Networks is a spin-off of
To b ligible for inclusi . | Teleftnica, a large telecommunication firm. An affiliation (past
0 be eligible Tor Iinclusion In our sample, an,, resent) with established companies probably influences the

e-business had to (a) be based either in the Unitgatticular business models of respective e-business firms. For

example, some spin-offs may benefit from the alliance network
_ of their parent companies, while others may suffer from
8 The principal reason for choosing 2 April 1996 (date ofmposed organizational constraints. However, a possible sam-
Lycos’s IPO, which was followed a few days later by Yahoo'le bias toward (mostly former) subsidiaries of established
IPO) as a start date for sampling was that this date markedmpanies should not affect our ability to develop a general
the beginning of a period of multiple IPOs of e-businesframework for evaluating the value creation potential of e-
companies that occurred in quick succession. This enabled lmssiness firms. In fact, such a general framework should be
to create a data set of sufficient size and breadth. independent of the mode of business creation.

Sample
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process of interest is transparently observable/hich is available to the public online. Data on
(Eisenhardt, 1989: 537). companies included in the data base adhere to a

As implied by sampling criterion (c), we single, U.S. standard set by the SEC. In Europe,
focused our study on e-business firms that enablbdwever, there is no central data depository. In
transactions in which individual consumers weraddition, company reporting requirements vary
involved. These companies are hereafter colleacross European countries, ranging from strict
tively referred to as ‘with-C’ companies. For(e.g., the United Kingdom) to relatively lax (e.qg.,
example, our sample included so-called ‘B-tokaly). European firms also vary widely in their
C’ (business-to-consumer) companies, which asecounting and disclosure practices, making com-
companies that directly and exclusively engagearisons across firms difficult. This made the use
in transactions with individual customers. Wef multiple sources of information particularly
did not sample businesses that solely engagedimportant.
commercial activities with other businesses (so-
called ‘B-to-B,” or ‘business-to-business’
companies). We made this choice based primarily
on the fact that the quality of data available fotn inductive studies, data analysis is often hard
‘with-C’ firms was higher than that available forto distinguish from data collection since building
‘B-to-B’ firms at the time this research projecttheory that is grounded in the data is an iterative
was launched® process in which the emergent frame is compared
systematically with evidence from each case
(Eisenhardt, 1989). Some researchers argue for a
deliberate process of joint data collection and
We gathered detailed data on our sample coranalysis (e.g., Glaser and Strauss, 1967). We
panies mainly from publicly available sourcesemployed this joint process by frequently moving
IPO prospectuses (our major source), annubétween the data and the emerging theory as we
reports, investment analysts’ reports, and condeveloped our model. The value driver categories
panies’ web sites. A structured questionnaire wakerived from our preliminary analysis of the
used to collect information about: (a) the cominitial data clearly influenced the design of the
pany (e.g., founding date, size, lines of businessybsequent questionnaire that we used for further
products and services provided, and some finadata collectiort!
cial data); (b) the nature and sequence of trans-We used standard techniques for both within-
actions that the firm enables (e.g., questiorase analysis and cross-case analysis (Eisenhardt,
included: ‘What is the company’s role in consum4989; Glaser and Strauss, 1967; Miles and Huber-
mating each transaction?’ and ‘Who are the otheman, 1984; Yin, 1989). Within-case evidence was
players involved?’); (c) potential sources of valuacquired by taking notes rather than by writing
creation (e.g., questions included: ‘How importantarratives. For this purpose, research analysts
are complementary products or services?' arahswered the questions enumerated in the ques-
‘Are they part of the transaction offering?’); andionnaire, integrating and triangulating facts from
(d) the firm's strategy (e.g., questions includedhe various data sources mentioned above. As
‘How does the company position itselis-& observed by Yin (1981: 60), ‘The final case
vis competitors?’). Most of the approximately 50studies resembled comprehensive examinations
guestions enumerated in the questionnaire werather than term papers.” The authors then ana-
open-ended, which was consistent with our prliyzed these products sequentially and indepen-
mary objective of developing a conceptual frame-
work that was informed by empirical evidence.

Much high-quality data about U.S. firms was® We started with an initial version of the questionnaire that

obtained from the SEC's EDGAR data base’eflected a working framework we had already constructed.
This was intended to bring focus and clarity to the questions
asked. This initial questionnaire had been pretested on several
_ cases. Subsequently, we modified, added, and dropped ques-
19 We do not believe that our focus on ‘with-C’ firms seriouslytions about 2 months into the research project, and made
affects the theory development. The value driver categoriegmilar revisions again about 1 month later. After every
identified in the analysis should also apply to ‘B-to-B’ modelsrevision, all cases that had hitherto been examined were
albeit perhaps with different weights. updated accordingly.

Pata analysis

Data collection
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dently, and periodically discussed their obseinvolved in a transactio®® Each of the four
vations in order to reach agreement about theajor value drivers that were identified in the
findings. These analyses were the basis for genanalysis—efficiency, complementarities, lock-in,
ating initial hypotheses about the value driveand novelty—and the linkages among them, are
categories, and for helping us gain insight intdiscussed below. We suggest that the presence of
what makes e-business firms tick. these value drivers, which are anchored in the
The final model was shaped through intensiveeceived entrepreneurship and strategic man-
cross-case analysis. We first split the sample inegement theory, enhances the value-creation
two groups, with different researchers responsibfgtential of e-business.
for each set. Eisenhardt (1989) notes that this
strategy of dividing the data by data source i
valid for cross-case analysis. We then identifie
the predominant sources of value creation arthe data analysis points to transaction efficiency
compared these patterns across the subsampbesone of the primary value drivers for e-business.
In order to corroborate our findings, we tabulated@his finding, which is consistent with transaction
the evidence underlying the sources of value creests theory (Williamson, 1975, 1983, 1989), sug-
ation as suggested by Miles and Hubermagests that transaction efficiency increases when
(1984)12 the costs per transaction decrease, where ‘costs’
Two key theoretical insights emerge from ouare broadly defined (as elaborated in detail
data analysis. One is that four potential sourcdémlow). Therefore, the greater the transaction
of value creation are present in e-businessesfficiency gains that are enabled by a particular
namely efficiency, complementarities, lock-in, an@-business, the lower the costs and hence the
novelty. The other is that, in e-business, the mamore valuable it will be.
locus of value creation, and hence the appropriateEfficiency enhancements relative to offline
unit of analysis, spans firm and industry boundsusinesses (i.e., those of companies operating in
aries and can be captured by the business modehditional markets), and relative to other online
In the next section we discuss the four valubusinesses (i.e., those of companies operating in
drivers and the interdependencies among thewmirtual markets), can be realized in a humber of
In the discussion section, we then offer a precisgays. One is by reducing information asymme-
definition of a business model and show how thisies between buyers and sellers through the supply
construct captures the identified sources of valu# up-to-date and comprehensive information. The
in a more comprehensive way than more traspeed and facility with which information can be
ditional units of analysis such as the firm, théransmitted via the Internet makes this approach
industry, the individual transaction, or the neteonvenient and easy. Improved information can
work. also reduce customers’ search and bargaining
costs (Lucking-Reiley and Spulber, 2001), as well
as opportunistic behavior (Williamson, 1975). By
EMERGENT THEORY: SOURCES OF leveraging the cheap interconnectivity of virtual
VALUE CREATION IN E-BUSINESS markets, e-businesses further enhance transaction
efficiency by enabling faster and more informed
Figure 1 depicts the four sources of value creatiattecision making. Also, they provide for greater
in e-business that emerged from the data analysis.
The term ‘value’ refers to the total value createe———

in e-business transactions regardless of whethgfor example, Brandenburger and Stuart (1996) show that
.the total value created in a simplified supply chain with one

itis the firm, the CUSt_Omer1 or any Othe.r part'c'éupplier, one firm, and one customer is equal to the customer’s
pant in the transaction who appropriates thaifillingness-to-pay minus the supplier's opportunity cost. This
value. We therefore adopt Brandenburger arigl derived from expressing total value created as the sum of
Stuart's (1996) Vi f total | ted ththe values appropriated by each party. The customer’s willing-
uart's ( ) view of tota _Va ue created as Nfess to pay is defined as the amount of money at which the
sum of the values appropriated by each partystomer is indifferent between owning a product/service or
the money. Opportunity cost of the supplier is defined as the
amount of money at which the supplier is indifferent between
_— owning the resource (and hence deploying it in an alternative
12 See Table 1 below. use) or trading it for money.

%fficiency
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* New transaction structures

NDVEIty + New transactional content
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Figure 1. Sources of value creation in e-business

selection at lower costs by reducing distributiomustomers, otherwise inefficiencies associated
costs, streamlining inventory management, simphwith the implementation of a customer’s decision
fying transactions (thus reduce the likelihood ofmay offset efficiency gains associated with the
mistakes), allowing individual customers to benesustomer’s decision-making process.
fit from scale economies through demand aggre- Efficiency gains in highly networked industries
gation and bulk purchasing, streamlining the sumre well documented in the management litera-
ply chain, and speeding up transaction processihge. A study of highly networked Japanese firms,
and order fulfillment, thereby benefiting both venfor example, suggests that information flows and
dors and customers. In a recent study, Garcianeduced asymmetries of information, among other
and Kaplan (2000) find that using an online rathdactors, are important in reducing the potential
than an offline auction format for trading cardransaction costs associated with specialized assets
between businesses halves transaction costs. M@yer, 1997). More generally, information tech-
keting and sales costs, transaction-processinglogy is believed to lead to a reduction in the
costs, and communication costs can also lw®sts of coordinating and executing transactions
reduced in an efficient e-business, and the firm{€lemons and Row, 1992).
value-creating potential can be enhanced through
scalability (i.e., increasing the number of trans: | tariti
actions that flow through the e-business platformgomp ementanties
Autobytel.com is a case in point. Potential aut€omplementarities are present whenever having
buyers are supplied with detailed and comprehen- bundle of goods together provides more value
sive comparative shopping information on differthan the total value of having each of the goods
ent models and the costs to the dealers of theseparately. In the strategy literature, Branden-
models. Potential buyers can then quickly makeurger and Nalebuff (1996) have highlighted the
well-informed decisions. The buying process igmportance of providing complementary outputs
substantially simplified and accelerated, and baie customers? They state that, ‘A player is your
gaining costs are reduced. While vendors’ mar-_______
gins on each sale might be lower, sales volumesComplementarities can be defined with respect to outputs
increase at essentially no marginal costs. It shoufé inputs, that is, with respect to the determinants of a firm’'s
be noted, however, that the overall efficiency gai rofit function. A profit function that is well behaved (i.e.,
ncave, continuous, and twice continuously differentiable) is
enabled by Autobytel.com depends partially osomplementary in its inputs if raising the level of one input
the quality of contributions of AutobyteLcomvSvar!able increases the marginal return to the other input
ariable. This notion of complementarity goes back to Edge-
partners. Car dealers, for example, must be atsxl‘fé')rth, Milgrom, and Roberts (1990, 1995), who present a
to deliver without delays the products offered t@eneralization of this idea that is relevant for the strategy field.
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complementor if customers value your produatompany that facilitates community building
more when they have the other player's produemong Internet users and exploits its customer
than when they have your product alonebase through a mix of e-business activities, such
(Brandenburger and Nalebuff, 1996: 18). RB\as auctions, sales, and direct marketing.
theory also highlights the role of complementariXoom.com attracts customers by offering an array
ties among strategic assets as a source of vahfefree complementary Internet services, such as
creation (Amit and Schoemaker, 1993); and nehome page building and hosting, access to chat
work theory highlights the importance of com+ooms and message boards, e-mail, online greet-
plementarities among the participants in the neitag cards, downloadable software utilities, and
work (Gulati, 1999). Hence, complementaritieslip art. These services are not directly related to
can be expected to increase value by enablitige products Xoom.com sells or to the auctions
revenue increases. they host. However, they fit well with the com-
The data analysis suggests that e-businesseanity aspect of Xoom.com since they facilitate
leverage this potential for value creation by offerecommunication among members.
ing bundles of complementary products and ser- E-businesses may also create value by capi-
vices to their customers. These complementatglizing on complementarities among activities
goods may be vertical complementarities (e.gsuch as supply-chain integration, and complemen-
after-sales services) or horizontal complementatiarities among technologies such as linking the
ties (e.g., one-stop shopping, or cameras aimdaging technology of one business with the
films) that are provided by partner firms. Theynternet communication technology of another,
are often directly related to a core transactiotihereby unleashing hidden value.
enabled by the firm. For example, e-bookers, a Our analysis also highlights the inter-
European online travel site, grants its customedependency between the sources of value cre-
access to weather information, currency exchangéon. Efficiency gains made possible by infor-
rate information, and appointments with immunimation technology pave the way for the
zation clinics. These services enhance the valegploitation of complementarities in e-business.
of the core products (airline tickets and vacatioleaving together the resources and capabilities
packages) and make it convenient for users tf distinct firms, a hallmark of e-businesses, is
book travel and vacations with e-bookers. economically compelling when transaction costs,
The data also point to offline assets that comand hence the threat of opportunism, are low.
plement online offerings. Customers who buyVe note that the reverse is also true: complemen-
products over the Internet value the possibility dfarities may lead to increased efficiency, at least
getting after-sales service offered through brick§rom a customer’s point of view. When customers
and-mortar retail outlets, including the conhave access to products and services that are
venience of returning or exchanging merchandiseomplementary to the primary product of interest,
This complementarity between online and offlinefficiency may be enhanced, for example, through
businesses is the essence of ‘click-and-mortaieduced search costs (e.g., when purchasing a car
offerings such as that provided by a companwith the help of Autobytel.com, one is automati-
such as barnesandnoble.com. The complementaally offered car insurance, a complementary
ity between barnesandnoble.com and its brickproduct) and improved decision-making.
and-mortar counterpart creates value for cus-
tomers by offering them the opportunity to .
. ) Lock-in
browse and order online, and to receive books in
bricks-and-mortar stores. It also creates value fdihe value-creating potential of an e-business is
its business partners by allowing them to utilizenhanced by the extent to which customers are
the interconnectivity of virtual markets to crossmotivated to engage in repeat transactions (which
market their products on computer screens thends to increase transaction volume), and by the
are placed in Barnes & Noble bookstores. extent to which strategic partners have incentives
The data further suggest that it is desirable fdo maintain and improve their associations (which
e-businesses to offer complementary goods thaiay result in both increased willingness to pay
may not be directly related to the core transsf customers and lower opportunity costs for
actions. Consider, for example, Xoom.com, &rms). These value-creating attributes of an e-
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business can be achieved through ‘lock-in.” Lockexample, B Trade’s web site contains a customiz-
in prevents the migration of customers and strable, one-stop ‘market command center’ that pro-
tegic partners to competitors, thus creating valuddes frequently updated commentary on stock
in the aforementioned ways. Lock-in is manitrading throughout the day, customized news,
fested as switching costs, which are anchored alerts, and real-time stock-quotes. Other e-
Williamson’s (1975) transaction cost frameworkbpusiness sites offer customized ‘one-click
and as network externalities, which has its rootrdering’ as a standard feature. In addition, many
in network theory (Katz and Shapiro,online vendors use data-mining methods to per-
1985; Shapiro and Varian, 1999). It shouldonalize products, information, and services.
also be noted that, as RBV theory suggest$hese methods include the analysis of submitted
a firm's strategic assets, such as its brammistomer information, click streams, and past pur-
name, and buyer—seller trust, both contribute thases in order to set up personalized storefronts
lock-in. or create a personalized interface, conduct direct
The data analysis reveals several ways in whicddvertising, target emails, and facilitate cross-
customer retention can be enhanced. First, loyalsglling. For example, online electronics retailer
programs (Varian, 1999) rewarding repeat cusyberian Outpost uses click analysis software and
tomers with special bonuses can be establishgzhst purchase analysis for effective cross-selling;
U.S. retailer barnesandnoble.com’s rewards preven impulse items (i.e., ‘add-ons’) are rec-
gram in collaboration with Master Card is a goo@mmended to customers at the checkout. Per-
example. Bonus points collected via the use onalization can also be achieved with filtering
Master Card are redeemable towards barnesandels that compare a customer’s purchase patterns
noble.com reward certificates which in turn mawith those of like-minded customers and make
be used to purchase barnesandnoble.com producttommendations based on inferred tastes (Smith
Second, firms can develop dominant design pret al., 1999). This mechanism exhibits the inter-
prietary standards (Teece, 1987) for businegsting property that the more the customer inter-
processes, products, and services (e.g., Amazoa&s with the system, the more accurate the
patented shopping cart). Third, firms can establighatching results become. Customers then have
trustful relationships with customers, for examplehigh incentives to use the system. This creates
by offering them transaction safety and reliabilitya positive feedback loop (Arthur, 1990). More
guaranteed by independent and highly crediblemportant for our discussion of e-business,
third parties. Consodata, a European direct maitowever, is the idea that increasing returns
ing firm, demonstrates this ideal by promotingArthur, 1996) and positive feedback may derive
in-house systems to protect data from misusépm network effects (Katz and Shapiro, 1985;
but, more importantly, by accommodating inspecshapiro and Varian, 1999). These are discussed
tions by the French government agency CNlibelow.
(Commission Nationale Informatique et Libesje  Virtual markets also enable e-business firms to
To the extent that customers develop trust in areate virtual communities that bond participants
e-business company through such measures, theya particular e-business (Hagel and Armstrong,
are more likely to remain loyal to the site rathei997). Such communities enable frequent inter-
than switch to a competitor. actions on a wide range of topics and thereby
Familiarity with the interface design of a webcreate a loyalty and enhance transaction frequency
site requires customer learning; once this learnirni@.g., Verticalnet.com). We note how all of the
has begun, it inhibits customers from switchingbove measures use and leverage the unique
to other sites where their learning would have toharacteristics introduced by virtual markets, such
begin again (Smith, Bailey, and Brynjolfssonas high interconnectivity, speed of information
1999). This argument gains strength when oppoprocessing, and lack of geographical constraints.
tunities for customization (initiated by theGiven the enormous reach of virtual markets, e-
customer) and personalization (initiated by the dsusiness firms often connect numerous parties
business) are exploited. Our data suggest that that participate in commercial transactions. They
businesses enhance lock-in by enabling customean thus be considered network generators. Net-
to customize products, services, or information tavorks may exhibit externalities in that the pro-
their individual needs in a variety of ways. Foduction or consumption activities of one party

Copyrightd 2001 John Wiley & Sons, Ltd. Strat. Mgmt. J.22: 493-520 (2001)



Value Creation in E-Business 507

connected to the network have an effect on thee the buyers and sellers. Here, the total value
production or utility functions of other parti- created is a direct function of network size.
cipants in the network. This effect is not trans- Although some e-businesses (for example,
mitted through the price mechanism. Networkhose revolving around online communities and
externalities are usually understood as positiveuctions) are more likely than others (for
consumption externalities in which ‘the utilityexample, those focusing mainly on direct, online
that a user derives from consumption of theales) to exhibit important network externalities,
good increases with the number of other agenésbusiness operations can be designed to harness
consuming the good’ (Katz and Shapiro, 198%he power of this lock-in mechanism. Ama-
424). Henceforth, we will refer only to consump-zon.com, for example, has adopted various com-
tion externalities when discussing network extemunity features (Kotha, 1998) such as its ‘com-
nalities. In the context of e-business, networkiunity of interests’ allowing its customers to
externalities are present when the value createdite book reviews. (This, by the way, is an
for customers increases with the size of the cugteresting example of how highly networked e-
tomer base. Consider, for example, a communityusinesses can enable customers themselves to
site such as that created by Fortunecity, wherecaeate value.) Even stronger are the network
user benefits when there are more participang$fects created by online vendors of video game
with whom she or he can interact in chat roomsoftware, such as Cryo-Interactive or Game-
on bulletin boards, etc. After a new member hgglay.com, that provide a web location where cus-
joined the community, it becomes more attractiveomers can interact and play games (obtained
for other potential members to subscribefrom the web provider) with each other.
The opposite is also true—if a site is unattrac- Efficiency and complementarities as sources of
tive and loses members, it becomes lesamlue creation (as described above) can also be
attractive for existing subscribers, who may dropelpful in fostering lock-in. The efficiency fea-
out. A dangerous downward spiral is set itures and complementary product and service
motion that, in the extreme case, can destrayfferings of an e-business may serve to attract
the business. and retain customers and partners. The higher the
There may also beindirect network exter- relative benefits offered to these parties, the
nalities that arise when economic agents benefiigher their incentives to stick with or join the
from the existence of a positive feedback loopetwork established by the e-business. The
with another group of agents. Consider, foincreasing return properties inherent to network
example, online auction companies such as eBaffects then magnify the relative benefits offered,
or QXL. A buyer on one of these auction siteshus triggering positive feedback dynamics.
has no immediate advantage from the presenceConversely, when an e-business creates lock-
of additional buyers. On the contrary, other buyin, this can also have positive effects on its
ers who are willing to purchase the same meefficiency and on the degree to which it provides
chandise may prevent the desired trade. Howevéoy complementarities. For example, many auction
the presence of more buyers (a signal of curresites enable buyers to rate sellers. This feature
and future market liquidity) makes it more attracincreases buyers’ trust in the fairness of trans-
tive for potential sellers to put their products umctions and therefore fosters stickiness. This fea-
for sale at that particular site. This, in returnfure also provides a strong incentive for repeat
enhances the site’s attractiveness to potential busellers to refrain from cheating, which clearly
ers. Buyers thus benefit indirectly from increasingnhances transaction efficiency. Moreover, a
the numbers of other buyers. The same logi&trong potential for lock-in provides an incentive
holds for sellers. for high-profile partners to contribute complemen-
The indirect network effect, which Katz andtary products and services because of the promise
Shapiro (1985) term the ‘hardware—software paraf high-volume (repeat) business. There are thus
digm,” can be attributed to the complementarimportant relationships  between  lock-in,
nature of some of the major components of thefficiency, and complementarities as sources of
network in which an e-business firm is embeddechlue creation. The potential value of an e-
(Economides, 1996). In an auction setting, thlbusiness depends on the combined effects of all
complementary components of the network woulthese value drivers.
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Novelty with  a novel business method (such as
Priceline.com’s) makes it easier to create switch-
The value creation potential of innovations hasg costs by capturing ‘mindshare,” and by
been articulated by Schumpeter (1934). While thaeveloping brand awareness and reputation. Also,
introduction of new products or services, neve-business innovators can gain by learning and
methods of production, distribution, or marketingaccumulating proprietary knowledge, and by pre-
or the tapping of new markets have been thempting scarce resources (e.g., eBay.com’s pro-
traditional sources of value creation through inngarietary data set on sellers’ auction histot¥).
vations, our data analysis reveals that e-businesse®lovelty and lock-in, two of the four value
also innovate in the ways they do business, thdtivers in our model, are linked in two important
is, in the structuring of transactions. For examplayays. First, e-business innovators have an advan-
eBay was the first company to introduce cugage in attracting and retaining customers,
tomer-to-customer auctions on a large scale. bBspecially in conjunction with a strong brand.
this architecture, even low-value items could b&econd, being first to market is an essential pre-
successfully traded between individual consumensquisite to being successful in markets that are
Priceline.com introduced reverse marketgharacterized by increasing returns (Arthur, 1996;
whereby individual buyers indicate their purchas8hapiro and Varian, 1999). First movers are in a
needs and reservation prices to sellers. Autobgood position to initiate the positive feedback
tel.com revolutionized the automobile-retailinglynamics that derive from network externalities
process in the United States through linkingKatz and Shapiro, 1985; Arthur 1990), and to
potential buyers, auto dealers, finance companieghieve a critical mass of suppliers and/or cus-
and insurance companies, thus enabling rountbmers before others do. In ‘winner-takes-most’
the-clock one-stop car shopping from homemarkets, it is imperative to enter a new market
These companies all introduced new ways dirst (Shapiro and Varian, 1999).
conducting and aligning commercial transactions. Novelty is also linked with complementarities.
They create value by connecting previouslyfhe main innovation of some e-businesses resides
unconnected parties, eliminating inefficiencies im their complementary elements, such as the
the buying and selling processes through adoptimgsources and capabilities they combine (e.qg.,
innovative transaction methods, capturing latel@chumpeter, 1934; Penrose, 1959; Moran and
consumer needs (such as haggle-free car purch@oshal, 1999). Cyberian Outpost, a U.S. Inter-
ing from the convenience of your home), and/anet-only computer retailer, lets customers select
by creating entirely new markets (e.g., auctionsomputer configurations along with accessories
for low-ticket items). and peripheral solutions by giving them access to
The unique characteristics of virtual marketan up-to-date data base containing over 170,000
(i.e., the removal of geographical and physicgroducts, including information on their func-
constraints, possible reversal of information flowsonality and compatibility. The data base contains
from customers to vendors, and other novel infoinformation on many complementary products
mation bundling and channeling techniques) makeom partner firms (for example, computer hard-
the possibilities for innovation seem endless. Favare manufacturers, accessories producers, and
example, e-business firms can identify andoftware developers). Each product is presented
incorporate valuable new complementary products
and services into their bundle of offerings ins, some market spaces such as Internet-based retailing (‘e-
novel ways. Another dimension of innovation inailing’) a number of start-up firms that were early movers

e-business refers to the appropriate selection &f currently faced with important difficulties (see, for
example, the recent high-profile bankruptcies of Boo.com,

partlt_:lpatln_g partle_zs. For e_xample,_ firms Can d_'re‘g(arden.com, and MotherNature.com). At the same time, late
and intensify traffic to their web site by initiatingmovers who extended their ‘bricks-and-mortar’ business to
affiliate programs with third parties, who areembrace the Internet like Wal-Mart, Lands End or Staples

d f bli h . f are able to effectively leverage their strong brand name and
compensated for enabling the execution of traNggine operations in the virtual market space, thus unlocking

actions from their own web sites. the value provided by strong complementarities between
There can be substantial first-mover advantag@@i”e and offline activities, assets, and capabilities. Our model

f busi . ¢ Lieb ai(plains this advantage of late movers in e-tailing through
or e-business innovators (Lieberman angle importance of complementariies as a source of value

Montgomery, 1988). Being the first to marketreation in this particular market space.
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to interested buyers with possible complementasity. However, as Table 2 shows, the theoretical
solutions, including warranty options. Of courselenses that are commonly used in the fields of
the data base also contains information on subsstrategic management and entrepreneurship for
tute products. From the customer’'s perspectiveiewing and explaining wealth creation emphasize
however, information about any of these productdistinct sources of value. In our analysis, each of
is complementary because it enables them tbe identified sources of value creation (each of
make better choices. Cyberian Outpost is thuswvehich cuts across established theoretical
good example of a novel e-business architectufmeworks) commands equal attention. Our
that is based almost exclusively on the logic ohnalysis thus suggests that no single theoretical
harnessing complementarities for customers. framework discussed in this paper (i.e., value
Finally, there is also an important relationshighain analysis, Schumpeterian innovation, RBYV,
between novelty and efficiency. Certain efficiencgtrategic network theory, transaction cost
features of e-businesses may be due to nowtonomics) should be given priority over the
assets that can be created and exploited in tbthers when examining the value creation poten-
context of virtual markets. For example, Arttial of e-businesses. In other words, our analysis
net.com, a European company that enables onlinalls for an integration of the various frameworks,
art auctions, reduces the asymmetry of infoiin particular for the linking of strategic man-
mation between the buyers and sellers of asgement and entrepreneurship theories of value
(traditionally a source of severe inefficienciesgreation (Hitt and Ireland, 2000; McGrath and
through maintaining and expanding a data badéacMillan, 2000). Scholars in both fields have
of transactions (including information on priceyecently made considerable progress in advancing
that is accessible to its clients. This informationhis idea. For example, Gulati (1999) and Afuah
service, which allows participants in auctions t¢2000) have successfully begun to integrate RBV
benchmark current transactions against historic amhd strategic network theory, emphasizing the
sales, is novel in the art auction business. inportance of resources and capabilities of net-
also increases transaction efficiency by reducingork partners for a firm's performance. Jones,
market failures that are due to informational probHesterly, and Borgatti (1997) have initiated the
lems. integration of transaction cost economics and net-
Table 1 illustrates, in summary form, thework theory, arguing that because they enable
results of our in-depth, case-based analyses ftéxibility, enhance cooperation, and create trust,
the sources of value creation of three of oumetworks arise under conditions of asset speci-
sample firms. The table depicts the specific waykity, demand uncertainty, and task complexity
in which novelty, lock-in, complementarities, andand frequency. These works are promising and
efficiency are manifested in these particular firmsmportant steps towards an improved theoretical
While some traditional strategy frameworks suchnderstanding of the phenomenon of wealth cre-
as RBV (e.g., Barney, 1991) focus on the comation. However, as our analysis shows, there are
petitive advantage of firms, and hence on valugbundant lessons to be learned from studies of
appropriation, our model, which emerged frone-businesses in action.
the analysis of the data, is concerned with total The second theoretical insight emanating from
value creation. We believe that value creatiothe preceding section refers to the inter-
strikes at the heart of the strategic managemet¢pendence of the sources of value and to the
and entrepreneurship fields, as it is an essentlatus of value creation in e-business. As we have
prerequisite for value appropriation (see alsseen, the presence of each value driver can
Porter, 1985; Brandenburger and Stuart, 1996).enhance the effectiveness of any other driver.
This gives even more weight to our call for an
improved integration of the various theories of
DISCUSSION value creation in order to yield a more complete
picture of the functioning of e-businesses and
Two major insights emerge from the precedingapture the various sources of value creation.
section. The first is that four potential sources of One stepping stone on the road towards an
value creation are present in e-businesses, namiltegrated theory of value creation would be the
efficiency, complementarities, lock-in, and novdefinition of a unit of analysis that captures the
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Table 1. Value sources attributes of selected e-business firms S
o

Efficiency Complementarities Lock-in Novelty
Autobytel.com (ABT) e Consumers benefit from e Complementary services ® Repeat purchases supported ® Introduced reverse on-line A
informed decisions enabled offered by business model by strong incentive schemes markets to auto retailing
(Automobile retailing) by rich online content, participants (cars, insurance, (reward points) e Compared with offline ]

valuation reports, photos of financing) °

(U.S. firm) vehicles, and inspection e Company combines the
reports for used vehicles reach and richness of virtual
e Dealers benefit from lower markets with the bricks-and-
inventory costs due to mortar necessities (viewing,
automated online order test drive, delivery, service)e
taking, higher volume, lower ® Hence, ABT achieves
selling costs, lower important vertical and
marketing, advertising, and horizontal complementarities
personnel costs
® Product research is faster
than with offline models
Cyberian Outpost e Customers can make ® Online presence has no °

informed decisions through
use of extensive information

‘shelf space’ constraints,

(Ordering PCs, software therefore a wide range of

solution) ® Online presence allows the complementary products is
company to offer a larger offered

(U.S. firm) range of products than e Large number of °
offline competitors (over participants and goods
170,000 products) and enable cross-selling
powerful search capabilities e Vertical and horizontal °

e Warehouse, shipping, complementarities are

purchasing, and order- important for this business
processing information are model (never achieved on
integrated in order to such scale in bricks-and
deliver ‘the next day’ mortar firms)

Ricardo.de e Transaction actors are either ® Participants in business °
identified or reviewed, model offer many °

(Auctions) therefore clients can make complementary products
informed decisions e Company sometimes takes

(European firm) e |nformation asymmetry possession of items offered

reduced through photo and
product descriptions

in auctions, thus provides e
complementary products

e Clients find online bidding itself
easier then the offline e Strong supply chain
bidding integration

Affiliated dealers have high
switching costs because of
investments in the Extranet

competitors, the quality and=
depth of links between 9
business model memb&_s is

connection and subscription novel o
contracts e Company is recognized as a -
Products and services pioneer—continuously N

implementing tailored andS,
innovative services (online
vehicles auctions)

offered to end-users are

personalized (click stream
analysis, cookies, targeted

emails, ‘Your Garage’)

® Business model enables
novel competencies division
(Outpost focus on client
acquisition, while suppliers
on product innovation and
competitive offerings)
® |ntegration of information
individual affiliates’ pages flows enables overnight and
Click Miles program is same-day delivery
offered: for each purchase Outpost picks product
subscriber receives points returns at the client’s
house/office

Customers can customize
products by comparing
product features and
choosing according to their
preferences
Affiliate programs enable
virtual store creation on

Offers loyalty program ® Online auction of low-cost
Partners promote transaction goods
safety and reliability thromgNew incentive for bidding
goods insurance, password, has been introduced (i.e.,
and encryption technologies entertainment)
Participant lock-in is created ® Continuous introduction of
through reputation, building innovative solutions and
upon transactions history, offerings (expansion into
and participant rating system B2B offerings, life auctions
pioneering)
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Table 2. Theoretical anchoring of sources of value creation in e-business

Efficiency Complementarities  Lock-in Novelty
Value chain analysis Medium Medium Low Medium
Schumpeterian innovation Low Low Low High
Resource-based view Low High Medium Medium
Theory of strategic networks Medium Medium High Medium
Transaction cost economics High Low Medium Low

Note: Table entries describe the degree to which the identified sources of value in e-business are viewed, directly or indirectly,
by different theoretical frameworks in strategic management and entrepreneurship as important for value creation.

various interdependent sources of value identifiexhism for enabling transactions. The choice of
in this paper. Note that the different theoreticaransaction structure influences the flexibility,
approaches reviewed above suggest distinct un@daptability, and scalability of the actual trans-
of analysis that are commensurate with thactions. Finally,transaction governanceefers to
alleged main locus of value creation. In the valuthe ways in which flows of information,
chain framework, it is the firm’s activities, inresources, and goods are controlled by the rel-
Schumpeter’s theory of economic development, @vant parties. It also refers to the legal form
is the firm (and in particular the entrepreneur)pf organization, and to the incentives for the
in RBV, it is the resources and capabilities thagparticipants in transactions.
constitute the firm, in strategic network theory, it This definition of a business model is consis-
is the network of firms, and in transaction costent with the importance of transaction efficiency
economics, it is the transaction that is both th@emphasized by transaction cost economics), nov-
unit of analysis and the presumed locus of valuglty in transaction content, structure and gover-
creation. Using any of these theoretical framezance (Schumpeterian innovation), complementari-
works in isolation would result in some crucialties among resources and capabilities (advocated
aspects of value creation in e-business eithby RBV), and network effects (inherent in stra-
being ignored or not being given due importanceéegic networks). It captures the sources of value
The question thus arises as to the appropriate e-businesses identified in this paper and is
unit of analysis for understanding how e-businedsence applicable in virtual markets in general
firms create wealth. (see Table 3). We believe that the business-model
Based on our analysis of the sources of valusonstruct is useful because it explains and predicts
creation in e-business, and drawing on than empirical phenomenon (hamely, value creation
received theories of strategy and entrepreneurship, e-business) that is not fully explained or pre-
we propose thebusiness models a unit of dicted by conceptual frameworks already in exis-
analysis. tence (Shane and Venkatraman, 2000).
The business model construct builds on ideas
Definition: A business model depicts the coradvocated by the main theoretical frameworks of
tent, structure, and governance of transactionstrategic management and entrepreneurship
designed so as to create value through theesearch. First, it is consistent with Schumpeter’s
exploitation of business opportunities. (1942) idea that innovation is an act of ‘creative
destruction.’” In the context of the business model,
Transaction contentrefers to the goods orinnovation refers not only to products, production
information that are being exchanged, and to th@ocesses, distribution channels, and markets, but
resources and capabilities that are required &so to exchange mechanisms and transaction
enable the exchang@&ransaction structurgefers architectures. Innovative business models such as
to the parties that participate in the exchangde ones adopted by Priceline.com (with its pa-
and the ways in which these parties are linkedented ‘name your own price’ exchange
Transaction structure also includes the order imechanism) or Autobytel.com (with its innovative
which exchanges take place (i.e., theiattempt at re-intermediating transactions among
sequencing), and the adopted exchange medar buyers, car dealers, service and information
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Table 3. Source

of value creation and the business model construct

Efficiency Complementarities

Lock-in

Novelty

Business
model
structure

Business
model
content

Business
model
governance

Exchange mechanism
Transaction speed
Bargaining costs

Costs for marketing, sales,
transaction processing,
communication

Access to large number of
products, services,
information

Inventory costs of
participating firms
Transaction simplicity
Demand aggregation
Supply aggregation
Scalability of transaction
volume

e Cross-selling

supply chain integration
e Combination of on-line and
off-line transactions

Combination of on-line and
off-line resources and
capabilities

Access to complementary

products, services, and
information

® From firm

e From partner firms

Information made available e
as a basis for decision-
making; reduces asymmetry
of information U
e About goods
e About participants
Transparency of transactions,
i.e., information that is
provided about flows of ® From customers
goods e Vertical products/services
e Horizontal products/services
e Technologies of participants

® |ncentives to develop co-
specialized resources

e Alliance capabilities of
partners

e Activities of participants, e.g.,

Transaction reliability

Affiliate programs L

Direct network externalities

Indirect network externalities e

Transaction safety mechanism

Learning investments made e
by participants

Promotion of trust through °
third party
Participants deploy
specialized assets (e.g.,
software)
Dominant design
Customized and/or
personalized offerings and
features

Loyalty programs °
Information flow security and
control processes

Customers control use of
personal information
Importance of community
concept

New participants
Unprecedented number of
participants and/or goods
New links between
participants
Unprecedented richness
(quality and depth) of
linkages
Patents applied for or
accorded on business
methods
Business model structure
relies on trade secrets and
copy rights
First to introduce business
model

New (combinations of)

products, services,
information

New incentives (e.g.,

¢1S

ROZ "D pue jwy 'y

customers can create content)
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providers, and car manufacturers) have the potelarger customer base (von Hippel, 1986). In fact,
tial to disrupt existing industry structures andy electronically supplying information in real
thereby pose a serious threat to incumbents. time, customers can even ‘co-create value’
Second, the notion of the business model dravjBrahalad and Ramaswamy, 2000), as vendors
on arguments that are central to the value chagan better tailor their offerings to the customer.
framework (Porter, 1985), in particular on theThis is why business models, while anchored on
ideas that processes (e.g., activity chains) amdparticular firm that exploits a business oppor-
multiple sources of value (e.g., cost leadershijpinity, are often customer-centric in their design.
and differentiation) matter. However, because @uch business models can be hypothesized to
the conceptual difficulties that arise in the contexdreate more value for and with the help of cus-
of virtual markets with processes that are centerédmers. Further, the customer-centric view of a
on product flows (Rayport and Sviokla, 1995business model also helps in sharpening the
Stabell and Fjeldstad, 1998), we propose to corboundaries of the network. Within the Gulat
plement the value chain perspective by conceal. (2000) view of a network, the strategically
trating on processes that enable transactions. Tiaportant ties are those which would contribute
is, a business model does not follow the flow oih some way to satisfy the customer’'s needs.
a product from creation to sale, but describes the Table 4 illustrates how the business model
steps that are performed in order to completeonstruct relates to strategic network theory. We
transactions. view the business model as an extension of a
Third, the business model perspective offerestrategic network. It draws on network theory by
herein builds on the resource-based view of tHauilding on the insight that unique combinations
firm (Wernerfelt, 1984; Barney, 1991; Peterafof interfirm cooperative arrangements such as
1993; Amit and Schoemaker, 1993). Clearly, thstrategic alliances and joint ventures can create
value embedded in the business model increasedue (Doz and Hamel, 1998; Dyer and Singh,
as the bundle of resources and capabilities 1998). While the strategic alliance and joint ven-
encompasses becomes more difficult to imitateyre perspectives suggest that these are usually
less transferable, less substitutable, more compkrategic choices made as extensions to a firm’s
mentary, and more productive with use (rathexore competencies, the business model perspec-
than less productive with use, as is the case witlve views interfirm cooperative arrangements
capital assets). The business model perspectifvehich might include equity investments in part-
therefore takes into consideration the ways iner firms) as necessary elements to the firm’'s
which resources can be valuable, and is consistetiility to enable profitable transactioffs.
with the VRIO framework offered by Barney Lastly, we build on Williamson's (1975) focus
(1997). on the efficiency of alternative governance struc-
Fourth, from strategic network theory we adoptures that mediate transactions, to suggest that
the central ideas that there is a link betweeim addition to efficiency enhancements there are
network configuration and value creation (e.gadditional factors that contribute to value creation,
Burt, 1992) and that the locus of value creationamely: novelty, lock-in of customers, and com-
may be the network rather than the firm. Thelementarities. Also, value can be created through
spectrum of potential alliance  partnerany combination of transactions within a firm and
encompasses suppliers, complementors, and ctlgough the market.
tomers with which the firm must cooperate or Note that each business model is centered on
compete. Brandenburger and Nalebuff (1996 particular firm. In other words, a particular firm
refer to the latter idea as a ‘value net,” whereas
in the context of alliance formation within the
strategic management literature, it is commonly This is not to say that e-business firms solely rely on

referred to as the ‘relatlonal VleW, (eg Dyerlntel'fll'm coopel’ative arl’angements to Organize transactions.
’ he example of Amazon.com mentioned earlier shows that

and Singh, 1998). It is worth emphasizing that e firm made the strategic choice to organize warehousing

customers can play a critical role in value creatiointernally. However, at the same time, Amazon.com relies
(as lead users, for example). They may Workn_t_hot{sands of interfirm cooperative arrangements with its

ith the firm to better assess their needs. acti affiliate’ partners. We observe that this kind of external
wi ' Yyanization through interfirm cooperative arrangements is

as beta sites before the product is released tobé&oming increasingly important in virtual markets.
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Table 4. Sources of value addressed by strategic network theory and business-model construct

Content Structure Governance
Strategic network ® Resources that actors ® Network size ® Trust
theory can access e Network density ® Reputation
e Centrality of position
e Nature of ties (weak,
strong, bridging)
Business model e |nformation and goods e Network size e Locus of control of
construct that are being exchanged Ways in which parties flows of information,
® Resources and are linked and goods, and finances
capabilities required to exchanges are execute® Nature of control
enable exchanges e Order and timing of mechanism, e.g.
exchanges ® trust
® Market mechanism ® incentives

® Flexibility and
adaptability of
transaction structure

is the business model’'s main reference point. Thengage in a transaction by downloading a virtual
is why one can refer to a particular businessar lot and filling in an online purchase order.
model as ‘firm x's business model.” However[Following that, an Autobytel.com sales consultant
the business model as a unit of analysis hascantacts the consumer within 24 hours to review
wider scope than does the firm, since ivarious options such as at-home test drives
encompasses the capabilities of multiple firms i(provided by a partner, Enterprise Rent-A-Car),
multiple industries. A business model perspectiver at-home delivery (provided by another partner,
on value creation in virtual markets thereforéovecars.com). In addition, Autobytel.com’s
seeks to answer the following questions: (1) HoW€ustomer Care Center will suggest possible
do the participants to a transaction, especially theshicle financing, leasing, and insurance options.
firm, which is the reference point of a businesBuyers interested in obtaining credit may apply
model, enable transactions? and (2) How is valudirectly through the web site. Autobytel.com
created in the process of enabling transactionpasses their request on to a financing partner
We believe that our definition of a business modésuch as Chase Manhattan) who will contact the
is applicable to firms doing business in virtuatonsumer and eventually grant a credit. In the
markets as well as to more conventional buslast step, the customer will either pick up the car
nesses. at the dealership, or it will be delivered to her
As an illustration of the concept outlinedor his home. This rounds off the one-stop car-
above, we give the example of Autobytel.com, aurchasing process, which is the opportunity that
company listed on NASDAQ, which providesAutobytel.com’s business model addresses. In this
consumers with automotive solutions. In one linprocess, the full set of transactions in which the
of business, Autobytel.com (through its Autobytetompany is involved is important, including the
DIRECT unit) acts as a broker on behalf ofmaking of a customer’'s decision as well as the
its affiliated car dealers, finance companies, arder fulfilment, namely the implementation
insurance companies who, among others, consietions required for that decision to be satisfied.
tute important business model participants. Th&utobytel.com takes responsibility for transaction
architectural configuration of the business modélandling and closing, and for the coordination of
can be sketched as follows. Dealers upload infothe transaction with its business model partners.
mation on their inventory directly onto Autoby-However, important roles, activities, and capabili-
tel.com’s web site, providing information on pric-ties remain with the latter, for example order
ing and vehicle features. Potential auto buyefslfilment. Major sources of value created by
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Autobytel.com’s business model include speedyith a mode for generating revenues (e.g., Green,
convenience and ease of searching, evaluatit§99). In order to avoid further confusion, we
and choosing a vehicle (efficiency), reduced baoffer the following definition of ‘revenue model.’
gaining, marketing and sales costs (efficiency),
and provision of complementary products such as Definition: A revenue model refers to the speci-
financing and insurance (complementarities). fic modes in which a business model enables
With the theoretical foundations of the business revenue generation.
model construct anchored in the value chain
framework, Schumpeter's theory of innovation, E-business firms generate revenues through
the resource-based view of the firm, strategisubscription fees, advertising fees, and trans-
network theory and the transaction perspectivactional income (including fixed transaction fees,
we can now give a definition of the value thateferral fees, fixed or variable sales commissions,
is created through a business model. In doing sand mark-ups on direct sales of goods). They
we generalize from Brandenburger and Stuasbmetimes use variants of these basic revenue-
(1996). According to these authors, total valugenerating modes, and they often use them in
created can be expressed as the sum of the valgembination. As our definitions show, the busi-
appropriated by each party. We extend theitess model and the revenue model are comple-
approach by positing that total value createthentary yet distinct concepts. A business model
through a business model equals the sum of thefers primarily to value creation whereas a rev-
values appropriated by all the participants in anue model is primarily concerned with value
business model, over all transactions that theppropriation.
business model enables. To summarize this discussion, we believe that
The perspective of the business model is neartge business model concept may enable scholars
absent from the academic literature. There aref strategic management and entrepreneurship to
however, a few exceptions. Venkatraman anaddress a unique set of questions pertaining to
Henderson (1998) define a business model asvalue creation that cannot be sufficiently
coordinated plan to design strategy along thresddressed by prior frameworks. We also suggest
vectors: customer interaction, asset configuratiothat as a firm’s scope and its boundaries become
and knowledge leverage. Hamel (1999) relatdsss clear through the advent of virtual markets
the high capitalization of Silicon Valley firms toand through the impact of sophisticated infor-
a certain business model rather than to the talemtstion technology, strategic analyses of e-
of the entrepreneurs. Prahalad and Ramaswatysiness ventures will have to move beyond the
(2000): 81) state that ‘the unit of strategic analytraditional conception of the ‘firm’ as the unit
sis has moved from the single company to ... aof analysis. Scholars of strategic management
enhanced network of traditional suppliers, manuncreasingly recognize that the source of value
facturers, partners, investoasd customers.” And creation may lie in networks of firms (Bettis,
Timmers (1998): 4) defines a business mod&R98; Dyer and Nobeoka, 2000; Guladt al,
as an ‘architecture for the product, service an2000). We build on this line of reasoning to
information flows, including a description of thesuggest that value is created by the way in which
various business actors and their roles; a descripansactions are enabled. In e-businesses in parti-
tion of the potential benefits for the various busieular, enabling such transactions requires a net-
ness actors; and a description of the sourcesrk of capabilities drawn from multiple stake-
of revenues.’ holders including customers, suppliers, and
These authors offer interesting insights abowomplementors. Business models may thus span
business models, which broadly support oundustry and firm boundaries.
conceptualization of the term. However, the theo-
retical foundations of their business model con-
cept are not fully developed. The same can HEONCLUSIONS
said about business models in the nonacademic
literature, where ambiguity, contradiction, and’he rapid pace of technological developments
misconception about the concept prevail. Faroupled with the growth of e-businesses gives
example, a business model is often conflateite to enormous opportunities for the creation of
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new wealth. In this paper, we have attempted tater firm network$” and the importance of adapt-
contribute to theory development by investigatingng business models are increasingly acknow-
the theoretical foundations of value creation in dedged in the strategy and entrepreneurship fields,
business. The focus of this paper is on neWurther development of methodological approaches
wealth creation, which has occupied much of the the study of e-business dynamics and business
entrepreneurship literature. We draw on a widmodel design is needed.
body of literature in entrepreneurship and stra-
tegic management and use cross-case analysis of
a unique data set we developed, in order tACKNOWLEDGEMENTS
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APPENDIX 1: U.S. Firms

Company Core product/ Country Foundation IPO date No. of Where
business year employees traded
1-800- Flowers U.S.A. 1992 08/03/99 2100 NASDAQ
FLOWERS.COM
Alloy Online Portal U.S.A. 1996 05/14/99 120 NASDAQ
Amazon.com Books U.S.A. 1994 05/15/97 7600 NASDAQ
Ask Jeeves Search engine U.S.A. 1996 07/01/99 416 NASDAQ
Autobytel.com Automobiles U.S.A. 1995 03/26/99 255 NASDAQ
barnesandnoble.com Books U.S.A. 1997 05/25/99 1237 NASDAQ
Beyond.com Computer accessories  U.S.A. 1994 06/17/98 389 NASDAQ
CareerBuilder Job portal U.S.A. 1995 05/12/99 179 NASDAQ
Careinsite Healthcare portal U.S.A. 1996 06/16/99 160 NASDAQ
CBSsportsline Sports content U.S.A. 1994 11/13/97 453 NASDAQ
Cyberian Outpost Hardware, software U.S.A. 1995 08/05/98 234 NASDAQ
retailing
ExTRADE Online brokerage U.S.A. 1982 08/16/96 1735 NASDAQ
eBay Auctions U.S.A. 1995 09/24/98 138 NASDAQ
eToys Toys U.S.A. 1996 05/20/99 940 NASDAQ
fashionmall.com Clothing and U.S.A. 1994 05/21/99 43 NASDAQ
accessories
Fatbrain.com Books and U.S.A. 1995 11/20/98 315 NASDAQ
information
Healtheon Healthcare portal U.S.A. 1995 02/11/99 1825 NASDAQ
iTurf Community/retail for U.S.A. 1995 04/09/99 153 NASDAQ
youth
Log On America ISP U.S.A. 1992 04/22/99 13 NASDAQ
MapQuest.com Mapping U.S.A. 1996 05/04/99 335 NASDAQ
Medscape Medical portal U.S.A. 1996 09/28/99 298 NASDAQ
musicmaker.com Customized CDs U.S.A. 1997 07/07/99 73 NASDAQ
N2H2 Internet filtering U.S.A. 1995 07/30/99 179 NASDAQ
Net2Phone Internet telephony U.S.A. 1997 07/29/99 333 NASDAQ
NextCard Online credit U.S.A. 1996 05/14/99 287 NASDAQ
Priceline.com Reverse auction U.S.A. 1997 03/30/99 373 NASDAQ
Streamline.com Delivery goods U.S.A. 1993 06/18/99 350 NASDAQ
Talk City Communities U.S.A 1996 07/20/99 197 NASDAQ
VerticalNet Trade communities U.S.A. 1995 02/11/99 669 NASDAQ
Xoom.com Retail/auction/advertising U.S.A. 1996 12/09/98 92 NASDAQ
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APPENDIX 1 (Continued): E.U. firms

Company Core product/ Country  Foundation  IPO date No. of  Where traded
business year employees
AB Soft Communications France 1987 12/03/97 69 Nouveau
software Marche

Amadeus Airline tickets Spain 1987 10/19/99 2,860 Madrid

Artnet.com Art Germany 1989 05/17/99 97 Neuer Markt

Beate Uhse Erotic goods Germany 1946 05/27/99 706  Frankfurt

Boursedirect Online brokerage France 1996 11/10/99 22 Nouveau
Marche

Buecher.de Books Germany 1996 07/05/99 45  Neuer Markt

Commtouch E-mail Israel 1991 07/13/99 214 NASDAQ
NM

Consodata Consumer data France 1995 10/07/99 220 Nouveau
Marche

Cryo-interactive Computer games France 1992 12/08/98 218 Nouveau
Marche

e-bookers Travel booking U.K. 1999 11/11/99 160 NASDAQ
NM/Neuer
Markt

Fortunecity Community Germany 1996 03/19/99 164 Neuer Markt

Freeserve ISP U.K. 1998 07/26/99 16 NASDAQ
NM

Gameplay.com Computer games U.K. 1999 08/02/99 37 LSE

i:FAO Travel booking Germany 1977 03/01/99 112 Neuer Markt

Iceland Group Grocery K. 1970 10/16/84 11,895 LSE

ID Media Community/software  Germany 1988 06/17/99 99 Neuer Markt

Infonie/Infosources ISP France 1995 03/20/96 450 Nouveau
Marche

Lernout & Hauspie  Speech-related Belgium 1987 06/23/97 2,500 EASDAQ/

software NASDAQ

NM

QXL.com Auctions U.K. 1997 10/07/99 105 LSE/NASDAQ
NM

Ricardo.de Auctions Germany 1998 07/21/99 73  Neuer Markt

Scoot.com Directory services U.K. 1993 03/10/97 1,000 NASDAQ
NM

Sportingbet Online betting U.K. 1998 02/22/99 33 OFEX

Terra Networks ISP Spain 1998 10/29/99 928 Madrid/NASDAQ
NM

The eXchange Financial services U.K. 1991 08/06/99 235 LSE

Tiscali ISP Italy 1997 10/27/99 178 Nuovo
Mercato

Topjobs.net Job portal U.K. 1996 04/28/99 64 NASDAQ
NM

Town Pages Directory services U.K. 1995 05/05/99 270 AMEX

Vocaltec Internet telephony Israel 1994 02/07/96 343 NASDAQ
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