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Preface

Companiesinvest in e-business and its supporting technology for their e-busi-
nessinitiatives. E-business applications such as supply chain management and
customer relationship management improve transaction efficiency and scope
economies, as well as promote new product and service offerings and close
customer relationships. However, it is difficult for companies to capture these
benefits as economic value or profits. Many companies launching e-businesses
have not been successful at creating economic value. A survey done by AMR
Research Inc. (2001) showed that companies would increase their e-business
spending even during an economic downturn. However, the return on these
investments has been mixed at best.

According to DMR Consulting Group Inc. (2002), 62% of companiesthat have
implemented customer relationship management (CRM) products are not get-
ting much benefit from their investments, which can run into millions of dollars.
Tojustify continued expenditures, it may be necessary for I'T managersto move
beyond simply demonstrating the benefits of technology and objectively demon-
strate the increase in economic value these technologies can produce. To cre-
ate value from e-business, companies may have to develop appropriate strate-
gies or unique value propositions to complement their e-business investments.
Thisbook presentsagroup of studiesthat yield significant new insightsinto the
creation of e-business value.

The first chapter, by Madeja and Schoder, investigates empirically the impact
of CRM on corporate success in e-commerce at the firm level. The authors
find that a skill-set based on accumulating and exploiting customer knowledge
for e-commerce is a critical success factor in e-commerce. This is especially
true for B2C and small companies. The study is based on 469 companiesin the
German-speaking area of Europe, specifically Germany, Austria, and Switzer-
land.



vii

Gurau’'s chapter analyzes the implementation process of a customer relation-
ship management (CRM) system in online retailing and the challenges of trans-
forming a product-focused business into a customer-centric organization. The
author arguesthat the implementation of CRM systemsin online organizations
determines a complex restructuring of the organizational elements and pro-
cesses to adapt to new customer-centric procedures.

The chapter by Evans presents Customer Relationship Operational Systems
Integrated Technologies (CROSIT) and Customer Process Reference (CPR)
models to assist e-businesses in articulating eCRM through a combination of
system, application, and process activities. According to the author, the CROSIT
model provides a five-layered approach to integrate technologies, resources,
strategy, and manageability of an eCRM system. The CPR model is an exten-
sion of CROSIT, which is used to gauge the readiness of the eCRM system,
including its applications, interrelated processes and sub-systems, and their in-
tegration into the e-business environment.

Kim, Im, and Kang's chapter introduces the concept of electronic supply chain
design (eSCD) and develops a model that shows the effects of eSCD on the
customization capability of companies. The model identifiesthree major effects
of eSCD—electronic linkage effect, supply chain coordination effect, and co-
engineering effect. The authors empirically test the model using data collected
from the automobile industry in Korea.

The chapter by Mclvor and Humphreys examines the strategic implications of
B2B commerce for the buyer-supplier interface. The authorsidentify a number
of areas where Internet technol ogies can make a contribution to the creation of
competitive advantage. They argue that closed-network problems and the na-
ture of buyer-supplier relations present major impedi ments to companies achiev-
ing the full strategic potential of Internet technologies at the buyer-supplier
interface.

Analyzing the relationship between purchasing strategies and e-procurement
solutions in handling different steps in the purchasing processes, Rehme,
Kindstrom, and Brege propose a model based on purchasing strategies that
identify appropriate e-procurement solutionsto be considered for different types
of purchased items. They argue that the model can be used to evaluate pur-
chasing initiatives from both academic and practical perspectives.

Recognizing that minority-owned firms are excellent trading partnersthat offer
competitive prices and high-quality products and services, Young examines how
large corporations use their public websites to communicate with small, minor-
ity-owned, and women-owned businesses. Based on findingsfrom alarge-scale
study of publicly available corporate websites, the author identifies common
practices for Web-based supplier diversity efforts and proposes a framework
for using the Web to initiate minority supplier contacts.
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Lan and Yen's chapter investigates the impacts of the digital transition process
in Alaska by systematically examining Internet usage in the state. The authors
find that Alaskais very committed to taking advantage of digital opportunities
and that the transition to digital technologiesisat various stages of implementa-
tion throughout the state. This research can help policy makers and enterprises
within Alaskato realize the potential of the current digital revolution and enter-
prises outside Alaska to target this market more effectively.

Based on the practical experience gained from numerous e-commerce consult-
ing projects in Europe and the United States, Butscher, Luby, and Hofer pro-
vide an overview of strategic success factors for sustainable and profitable
businesses with online content. The authors explore the practical implications
of the strategic success factors they identify through a case study of a business
selling music online. Thisleadsthem to a set of concrete action guidelinesto be
considered when starting a content-selling business on the Internet.

The chapter by Glandon and Haynes uses a modified form of the theory of
planned behavior to examine the impact of past online purchasing behavior on
intentions to purchase online in the future. The authors find that in addition to
thetheory’soriginal constructs such as attitude, subjective norm, and perceived
behavioral control, past purchasing behavior is directly related to intentions to
shop online in the future. Their results indicate that the challenge to Web ven-
dorsisto entice potential customersto try online shopping, since they quickly
gain control and confidence from the experience.

Dillon and Reif’s chapter examines empirically how consumers' perception of
purchases influences their Internet buying practices. Building upon existing
knowledge of pre-Internet buying motivations, the authors identify 16 factors.
These can be divided into four general categories: product perception, shopping
experience, customer service, and consumer risk. The authors argue that suc-
cessful e-businesses and e-commerce system devel opers must understand and
acknowledge that consumers' perceptions about the marketplace in general,
and about each vendor’s website in particular, affect consumers’ decisions to
buy.

The chapter by Rupp and Smith examines strategic aspects of e-commerce
that have a direct bearing on the complexities of the e-banking/e-lending indus-
try. They argue that management must understand these complexities in order
to leverage the power of the Internet and achieve sustainable competitive ad-
vantage. The authors use diffusion theory to help understand the practitioner’s
viewpoint of the many changes within the e-banking/e-lending industry.

Ghahramani’s chapter proposes an Internet-based systems development and
modernization model (SDMM) that can be used to develop new systems, to
modernize legacy systems, and to increase the net present worth of current
systems. The model uses online modules to develop products that are fully



capable of bridging the design to the system development lifecycle phases. Itis
a structured approach through which system designers and devel opers can in-
teract with users before the system is designed.

The chapter by Sotiriades and Economou introduces the premises, the imple-
mentation, and performance evaluation of atele-working platform that was put
into operation in the Public Bureaus of Thessaly’s rural county in Hellas. Ac-
cording to the authors, this platform complies with various telecommuni cations
service providers' specificationsand isbuilt on adistributed computing basis.
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Chapter |

Customer Relationship

M anagement —

A Strategy for Success in
Electronic Commerce

Nils Madeja
WHU, Germany

Detlef Schoder
WHU, Germany

Abstract

Customer relationship management (CRM) is a concept for increasing
companies’ profitability by enabling them to identify and concentrate on
their profitable customers. The term “electronic commerce customer
relationship management” (ECCRM) refers to the application of CRM in
electronic commerce, i.e., when business relationships are maintained via
the Internet or World Wide Web. Previous studies on the effectiveness of
ECCRM have often focused on the process level, technical aspects, or on
marketing issues. Yet only little evidence has been reported for the impact
of ECCRM on the company level. In this chapter we present the results from
a large-scale empirical study investigating the impact of ECCRM on

Copyright © 2005, Idea Group Inc. Copying or distributing in print or electronic forms without written
permission of Idea Group Inc. is prohibited.



2 Madeja & Schoder

corporate success in electronic commerce. The study comprises 469 cases
of general companies in the German-speaking market. We find that ECCRM
is a critical success factor in electronic commerce, independent of
companies’ time on the Web. It is especially critical for B2C and small
companies.

| ntroduction

Customer relationship management (CRM) is a strategic concept enabling
companiesto systematically build up and extend the knowledge of their custom-
ers, thus empowering companiesto actively conduct, i.e., manage, the business
relationships with their customers. CRM can be understood as a revolving
process during which companiesinteract with their customers, thereby generat-
ing, aggregating, and analyzing customer data obtained from all channels, and
employingtheresultsfor serviceand marketing activities(Seybold, 2001; Strauf3
& Schoder, 2002, p. 81f).

Companies may pursue several goals when employing CRM to manage their
customer relationships. An economic goal which companies seek to achieve by
theuse of CRM istoincrease profitability by concentrating on the economically
valuable customers, thus increasing revenue (“share of wallet”) from them,
whilepossibly “de-marketing” and discontinuing the businessrel ationship with
non-profitable customers. Strategic consi derati onsrepresent another motivation
for companiesto employ CRM: By providing customized products and services
to them, companies can increase their customer satisfaction, which islikely to
lead to higher customer loyalty and longer customer retention. This, in turn,
makes it |ess probable that their customerswill defect to other companies (i.e.,
it lowers the churn rate).

Electronic commerce customer relationship management or ECCRM (Kundisch,
Wofersberger, Calamis, & Kloeper, 2001; Romano & Fjermestad, 2001a)
strongly relies on Internet or Web-based interaction of companies with their
customers, yet also includes customer data obtai ned through the other channels
(such as phone or fax). Astheterm suggests, ECCRM isakey element of CRM
by specifically aiming at supporting el ectronic commerce, which we understand
astheactivitiesrelated toinitiating, negotiating, and executing busi nesstransac-
tionsonline. Sincethebeginning of the commercial use of theWeb, ECCRM has
received increasing attention from both practitioners (Adams, 2000; Holden,
2001; Malis, 2000; Orr, 2001) and researchers (Romano & Fjermestad, 2001b).

Copyright © 2005, Idea Group Inc. Copying or distributing in print or electronic forms without written
permission of ldea Group Inc. is prohibited.
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The same as for conventional CRM, companies have invested large sums in
ECCRM implementations, lured by the prospect of higher profitability. Yet, it
seems that the resulting business value or benefit often fails to emerge, putting
managers under high pressure to justify their investments. AMR Research
(2002) finds disastrous evidence for the lacking effectiveness of CRM imple-
mentations in practice, stating that only “16% of [all CRM] projects reach the
promised land and measurably influence business performance,” whileafraction
12% of implementations already “fail to go live,” and business change and
adoption fail in another 47%.

So far, research has not been able to contribute much guidance for managerial
practice on thisissue (Malis, 2000). Especially, the question of central interest
to decision makers—If and to what extent do the high investmentsin ECCRM
translate into bottom-line benefits at the corporate level, such as increased
profitability or abetter competitive standing?—hasreceived only littleattention
(Tan, Yen, & Fang, 2002). As can be seen from a recent overview of existing
ECCRM research (Romano & Fjermestad, 2001b), previous studies have
frequently focused on technical aspects of corporate Web presences (e.g.,
design, usability, features, and the acceptance of Web pages) or on marketing
issues (e.g., customer behavior, satisfaction, and retention, as well as trust).
Further, past ECCRM studies have often concentrated on specific industries
(e.g., the financial industry) or business models (e.g., Web-centric business
models). Additionally, to the best of theauthors’ knowledge, there have been no
comprehensive studiescomparing the effectiveness of ECCRM for business-to-
business (B2B) and business-to-consumer (B2C) companies or for different
company sizes.

The objective of this chapter is to present broad empirical evidence on the
effectiveness of ECCRM at the corporate level, thus addressing the gap in
existing research and providing guidance for managerial practice at the same
time. We summarize and discuss the results of an empirical study based on 469
cases from a representative survey comprising 1,308 cases in the German-
speaking market, one of the key international electronic commerce markets.

Theremainder of thischapter isstructured asfollows: We begin the next section
by discussing the relevant aspects of ECCRM, i.e., itsinstruments and some of
the related issues. Then, we explain the research approach and, reviewing
related literature, show the development of hypotheses leading to the research
model. In the following section, the survey is presented and the results of the
statistical analysis are summarized and discussed. We then sketch future
research opportunitiesand derive someimplicationsfor practice. Finally, thekey
findings of this chapter are summarized in the conclusion.

Copyright © 2005, Idea Group Inc. Copying or distributing in print or electronic forms without written
permission of Idea Group Inc. is prohibited.



4 Madeja & Schoder

Backgr ound

The Concept of ECCRM—Instruments and |ssues

Inorder to enabletherevolving (EC)CRM processasdefinedintheintroduction,
a number of instruments must be implemented. They comprise a technical
infrastructure as a base, as well as a number of business processes conducted
on top. The instruments can be grouped into the following categories, each
representing a step in the revolving process:

1. DataCollection. To generate customer information, customer data should
first be collected across all available channels. In electronic commerce,
thesearetypically acompany’ swebsite, but also email, interactionwiththe
(Web) call center, and the of fline channel s. Customer datacan be collected
either actively, i.e., with the knowledge of the customers, e.g., through
interactive questionnaires on the Web, or passively, i.e., without the
knowledge of the customers, e.g., through clickstream analyses or by
otherwise logging customers' surfing behavior while on the company’s
website. Correspondingly, the type of the data collected may range from
personal information, preferences, or purchase histories, to rather intimate
behavioral data which the customers themselves might even be uncon-
scious of .

2. Data Aggregation. In this step, customer data is first pooled from all
sources (channels) and then “distilled” (i.e., concentrated) to customer
information. Depending on theindustry and customer type, aconsiderable
amount of business intelligence is necessary in order to recognize certain
patterns within the customer information, i.e., typical profiles. While
collecting all kinds of customer datamay berelatively simple, condensing
it and making proper senseof it, i.e., asthefinal consequence, drawing the
right conclusionwith respect to the profitability of acustomer, isalot more
difficult. Over the Internet and World Wide Web, most competitorsin a
market (segment) may have access to the same customer base, especially
assearch and switching coststendto bevery low. Thereforeitisthequality
of customer information and its evaluation with which companies can
secure their competitive advantage.

3. Customer Interaction. With this step, one cycle of the revolving ECCRM
process is closed. Companies can react to their customers based on the
customer information they have. They can provide positive feedback to,
i.e., actively market to their customers, thus intensifying the revolving

Copyright © 2005, Idea Group Inc. Copying or distributing in print or electronic forms without written
permission of ldea Group Inc. is prohibited.
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ECCRM process, or they can providenegative feedback totheir customers,
i.e., de-market and terminate the business relationship with them.

For example, they can make individualized product and service offerings with
respect to the price in order to fully capture a customer’sindividual valuation.
Typically, related e-business concepts such as mass customi zation or one-to-one
marketing can be employed in this step. Y et companies can also maintain the
dialogue with their customers if they offer certain features designed to affect
customer retention. Also, they can offer individualized information serviceson
their websites (“ my-xyz.com”) or viaemail (newsl etters), or they can offer other
value-added services (e.g., stock quotes or small applications like a currency
converter). All of these features are designed to keep the customer interacting
with the company, thus providing new customer data, leading to the next data
collection step and to the next revolution of the ECCRM cycle.

Ideally, an ECCRM system constitutes an information system with which the
instruments from all of these three categories can be managed and which
constitutes a single interface to all relevant customer data. An ideal ECCRM
system can be characterized as an intraorganizational knowledge management
platform: It should allow all employeesin acompany with customer contact and
who areinvolvedinthesal esprocess—comprising the salesforce, themarketing
department, the billing department, the customer service department, and
others—to accessand contributeto the customer database. Y et, thefunctionalities
and the view of the customer datawhich an ECCRM system providestoitsusers
usually depend on the role the users fulfill inside the company. For example,
salesmen are most involved in gathering and accessing data that isrelevant “in
the field”—a customer’s contact information, personal information, prefer-
ences, order history, etc. On the other hand, marketers are concerned with
analyzing customer data, profiling customers, and determining their valuefor the
company. Therefore, to usersfrom the marketing department, the system should
offer data analysis tools such as a rule engine that allows one to define and
implement a set of rules, with which patterns in the customer database can be
identified and individual customers can be classified. Further, an ECCRM
system should enable marketers to run campaigns based on the customer data
(e.g., newsletters, email) and control the instruments for interacting with the
customersindividually (e.g., through personalized Web pages).

Companies that master the revolving (EC)CRM process and have already
accumul ated asufficient base of customer information canjudgetheir customers
accordingto economic criteria. They know who of their customersareprofitable
and who are not. Consequently, these companies can classify the customersthat
areimportant to them and provide economically efficientindividual service. We
summarize companies’ skill sets resulting from all of these abilities into one

Copyright © 2005, Idea Group Inc. Copying or distributing in print or electronic forms without written
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6 Madeja & Schoder

central concept that we term “companies ECCRM-capability.” As a positive
side effect, by collecting and aggregating customer data across different
departments, companies can also capture a considerable amount of tacit or
implicit customer knowledgefromitsemployeesand retain it within the organi-
zation, which may reduce their dependence on certain individuals (e.g., highly
paid star salesmen).

For initializing the (EC)CRM cycle and keeping it in motion, acertain extent of
process knowledge or process competence is necessary, as a number of issues
may arise, spanning thefollowing multipledimensions:

1. Technical Issues. The right ECCRM software package that fits specific
company needs may be hard to choose. Even if it is eventually found, its
functionalities might not be sufficient to meet the respective company
requirements, and additional development may become necessary.

2. Integration Issues. The existing IT infrastructure of the respective
company may fit the system requirements of ECCRM software only very
poorly. For example, customer data might be distributed across different
information systems, not allowing for a unified view of the customer.
Therefore, the integration of ECCRM software might be very costly and
might even require additional reorganization. In addition, external service
providers for ECCRM systems might be able to provide only limited
assistance.

3. Organizational Issues. The implementation of an ECCRM system may
require considerable effort for training affected staff. An additional effort
may become necessary to persuade those who resist the accompanying
process and organizational changes.

4. Management Issues. Once implemented after all, how can the benefits
arising from the ECCRM implementation be measured adequately?

The Research Approach

As the objective of the empirical study isto find firm-level evidence for the
effectiveness of ECCRM, an integrated perspective must be assumed. For
example, the corporate level is chosen as the level of analysis and the whole
company as the object under study. For the same reason, we must also take a
comprehensive view of the dependent factors, not only concentrating on single
facets such as customer loyalty, retention, and brand awareness. We therefore
employ the broad concept of corporate success in electronic commerce as the
dependent construct.

Copyright © 2005, Idea Group Inc. Copying or distributing in print or electronic forms without written
permission of ldea Group Inc. is prohibited.



Customer Relationship Management 7

Further, we concentrate on the business benefit from ECCRM as a specific
concept. Consequently, we use only directly ECCRM-related concepts as
independent constructsin our model and obtainapartial, rather than atotal model
for corporate success in electronic commerce. The model structure consisting
of independent constructs, their interrel ations, and their impact on the dependent
construct is obtained from formalizing the above discussion on the concept of
ECCRM, asdeveloped in the following.

Literature Review and Derivation of Model Hypotheses

Thecentral hypothesisfollowsdirectly fromtheintroductory literatureand from
numerous case studies (e.g., Kannan, Tan, Handfield, & Ghosh, 1998; Strauz,
2002, p. 79ff). Companies that are able to manage their customer relationships
and, thus, focus mainly on profitable customers are more successful than
companies which, in an economic sense, waste their resources serving unprof-
itable customers:

Hypothesis H,: Corporate success in electronic commerce increases with
increasing ECCRM-capability.

It is evident from our initial definition that companies that strive to actively
manage the relationships with their customers must first of all know their
customers and therefore need to collect customer data. As shown in studies of
website usability and user interaction, the most effective way of collecting
customer dataisonline, in an interactive, feature-rich environment, in order to
meet customers’ expectations of acompany’ swebsite, thereby increasing their
convenience and loyalty (Breitenbach & Van Doren, 1998; Jutla, Craig, &
Bodoik, 2001; Kuk & Yeung, 2002). In 2000, Adams recommends subsidized
electronic commerce functionalities (online trading in the case of the banking
industry) asameasure for retaining customers. Asanintermediate step between
interacting with customers and analyzing customer data based on individual
profiles, acompany should attainaunified view of itscustomers. Thisisachieved
by aggregating and condensing customer data (Y u, 2001). To summarize these
considerations, the collection of indicator variabl esrepresenting ECCRM instru-
mentsin our model should comprisethe collection and aggregation of customer
data, as well as website features designed for increasing customer loyalty.

Aswith every other electronic commerce concept, ECCRM may not be suitable
for every company, and there may be many companiesthat resist theimplemen-
tation of ECCRM. Some companiesmight resist simply because of the necessary
up-frontinvestment. Y et, particularly in the B2C segment, some companiesmay

Copyright © 2005, Idea Group Inc. Copying or distributing in print or electronic forms without written
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8 Madeja & Schoder

resist theimplementation of ECCRM because they might fear, for example, that
certain legal issues concerning customers' privacy may not have been resolved
yet, which would make the collection and aggregation of customer data for
ECCRM alegal risk. Also, typically, consumers are very sensitive to infringe-
ments on their privacy and are concerned that profiles based on their personal
data, surfing habits, and shopping behavior may be abused. If they feel that a
company violates their personal rights, they are likely to turn away from that
company and take their business elsewhere. Or, in an even worse scenario, they
might rai se protests, causing other consumersto turn away from that company,
too.

On the one hand, it is obvious that companies which opt against implementing
ECCRM will have a lower ability to address and serve their customers
individually than companieswhich decideinfavor of implementing ECCRM. On
the other hand, if companies have made an active and informed decision against
theimplementation of ECCRM, we propose that the expertise gained during the
underlying process of information gathering and analysis may save them from
making a futile investment in ECCRM and should be a driver for corporate
success in electronic commerce:

HypothesisH, : Companies’ refusal to implement ECCRM based on an active
and informed decision negatively impactstheir ECCRM-capability.

HypothesisH,,: Companies’ refusal to implement ECCRM based on an active
and informed decision positively impacts their successin electronic com-
merce.

Theissuesand difficultiesin planning and implementing ECCRM have become
the subject of numerous articlesin scientific research (Gefen & Ridings, 2002;
Wilson, Daniel, & McDonald, 2002) and practitioners' literature (Holden, 2001;
Malis, 2000; Orr, 2001). As explained above, an ECCRM system must be
selected (or built), configured, and integrated with existing systems. Moreover,
it must be implemented into the business processes of the respective company,
i.e., theemployeesneedto beableto usethe system and be motivated to actually
do so (Davis, 2002). Therefore, decision makers competent in managing these
issuesand difficultiesare key factorsin determining their company’ ssuccessin
ECCRM. Asthese executives should al so be able successfully to manage other
electronic commerce or electronic businessinitiatives, they can be regarded as
akey factor for their company’ ssuccessin el ectronic commerceingeneral. This
leads us to our final pair of hypotheses:
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HypothesisH.,_: The more managerial competencein planning and implement-
ing ECCRM is present in a company, the more its ECCRM-capability
increases.

HypothesisH,, : The more managerial competencein planning and implement-
ing ECCRM is present in a company, the more its success in electronic
commerce increases.

Conceptualizing Corporate Success in Electronic
Commer ce

We choose to focus our view of the concept of corporate success in electronic
commerce on the shareholders’ perspective. The concept is viewed and
implemented asacomplex construct comprising several theoretical subdimensions
so as to accommodate the major theories on competitive advantage, value
creation, and firm performance (Amit & Zott, 2001). Further, corresponding to
the research hypotheses derived above, a potential positive impact on every
subdimension can be motivated from companies’ use of ECCRM:

1. HardFactors. Thisreflectseconomic performanceindicated by economic
guantitiesor coefficients, e.g., revenue and profit growth. Companiesthat
haveachieved acertain ECCRM-capability can concentratetheir activities
on serving their profitable customers. Asthey no longer incur losses from
wasting resourceson their non-profitable customers, their profitincreases.
Further, when acompany intensifiesitssalesefforts, e.g., cross-selling, up-
selling, and repeat selling, towardsitsvaluable customers, itssal esfigures,
revenues, and, depending onthecompetition, itsmarket sharearealsolikely
torise.

2.  Soft Factors. Thisaccountsfor acompany’sachievement(s) inrelation to,
or by perception of, its customers, e.g., increased loyalty, improvement of
the corporate image, or increased customer satisfaction. As a company
actively manages the business relationships with its customers and, espe-
cially, discontinuestherelationshipswithitsnon-profitable customers, the
service level experienced by their remaining valuable customers will
probably increase. Consequently, their satisfaction with and loyalty to-
wards that company will probably also increase.

3. Cost Reduction. This indicates a company’s improvement(s) in process
efficiency aswell as procurement conditions, e.g., reduced purchasing or
marketing costs, therefore covering firm performance from atransaction-
cost economical perspective. As a company implements ECCRM and
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10 Madeja & Schoder

develops a certain ECCRM -capability, customer knowledge can be cap-
tured and exchanged more easily insideitsown organi zation, whichislikely
to make the sales process more efficient.

Innovation. This measures the extent by which a company has strength-
ened itscompetitive positionfromthe perspective of Schumpeteriantheory,
i.e., by beinginnovative—by offering new servicesand by devel oping new
markets. A company’s ECCRM-capability also reflectsits level of indi-
vidual understanding of its customers’ needs and preferences. As this
understandingincreases, thecompany’ sability to successfully develop and
offer new products and services can be expected to rise as well.

Corporate Value. A company’s valuation not only depends on its eco-
nomic or overall performance, but also (mostly) ontheway it isperceived
by third parties, such asinvestors. Therefore, thisfinal subdimensionisthe

Figure 1. Research model
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broadest and most susceptible to external influential factors (micro and
macroeconomic, psychological, etc.). As acompany improves its perfor-
mance in the other subdimensions of corporate success in electronic
commerce due to the use of ECCRM, the valuation it receives from its
investors, analysts, and customersislikely to increase.

The Resulting Model Structure

Figure 1 illustrates the structure of the resulting research model. Companies’
ECCRM-capability isthe central construct. It servesasamoderating construct,
aggregating the effect that several ECCRM instruments, the decision against
implementing ECCRM, and managerial competencein planning and implement-
ing ECCRM have on corporate success in electronic commerce, which is the
dependent construct. The paths between the central constructs depicted in
Figure 1 represent the research hypotheses derived above. Further, the instru-
mentsconstituting companies ECCRM -capability, theissuesrequiring manage-
rial competence during planning and implementation, aswell asthe dimensions
reflecting corporate success in electronic commerce have been integrated into
the research model.

Empirical Investigation and Statistical
Analysis

The research model is implemented as a structural equation model (SEM) or,
more specifically, as a covariance structure model (also known as a LISREL
model). This model is tested with numerical data obtained from a large-scale
survey. The numerical results are summarized and eval uated to establish if they
give support to the research hypotheses.

The Survey

The numerical data used in the statistical analysis of this model were collected
in alarge survey that was conducted from May to June 2000, and which was
published as the “e-Reality 2000 Study” in September 2000, including an
extensive descriptive analysis (Strau? & Schoder, 2000). This survey was
targeted at decision makers of companies in the German-speaking area of
Europe, specifically Germany, Austria, and Switzerland. All datawas gathered
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12 Madeja & Schoder

in personal interviews, which market research professionals conducted with
upper- to top-level executives from 1,308 companies.

The executives were questioned about the implementation of ECCRM in their
companies, among other e-business concepts and initiatives. Specifically, they
were asked to assess the success that their companies had achieved with their
el ectronic commerceactivities, using abroad set of measures. Thereby, all of the
datacollectedinour survey wasrecorded with self-reported measures. Although
the data is thereby subject to information and response biases, self-reported
measures have been employed for two important reasons: First, the concepts of
interest, namely companies’ internal activities and resources as well as the
success of their electronic commerce activities, can hardly be measured, if not
by self-reported measures, becausethe desired information may not beavailable
from external sources (outsiders). Second, in order to limit the administrative
effort for conducting a large-scale survey, it is desirable to obtain all relevant
information for each company from one interviewee as a single source of
information.

Aggregation of Survey Data

Prior to the statistical analysis, the gathered raw datais reduced and condensed
to an essential subset as follows: First, the data from companies that were not
actively participating in electronic commerce at the time of the survey and that
were not planning to enter electronic commerce within six months, are elimi-
nated, reducing the original data set to 901 cases. Second, we reject those
respondents who specified that they had not yet gained sufficient online
experienceto provideinformation on the success of their company’s electronic
commerce activities, leaving a total of 469 valid cases as the base for our
numerical analyses.

Descriptive Analysis

As in the original survey, the remaining cases constitute a heterogeneous
selection of companies from all industry backgrounds, company sizes, and
business models. Grouped according to the U.S. Standard Industrial Classifica-
tion (SIC), the 469 companiesin our numerical base are structured as follows:
23.1% (108, as an absolute figure) of the remaining companies operate in the
manufacturing sector; 5.8% (27) in transportation, communication, and utilities;
and 9.8% (46) in construction. A large percentage (25.3%/119) are activein the
trade sector, and 12% (56) arein finance, insurance, or real estate. Further, 18%
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(89) belong to the service industry. Finally, 1.1% (5) of businesses are in the
public administration segment.

Of the 469 companies examined in our study, 215 (45.8%) mainly serve
businesses, and thus operate in the B2B segment, while 224 (47.8%) consider
themselves belonging to the B2C segment. (Possibly remaining cases or frac-
tionsinthissubsection cannot be classified dueto missing valuesintherespective
structural variable.) Thereare 101 companies (21.5%) with 50 or more employ-
ees, 203 companies (43.3%) with between 20 and 49 employees, and 142
companies (30.3%) with fewer than 20 employees. These latter three groups of
companies are referred to as large, medium or medium-sized, and small
companies, respectively, inthefollowing analysis. To conclude the grouping of
the companies, 225 (48.0%) had up to two years of experience ontheWeb at the
time of the survey, while 241 (51.4%) had been on the Web for two years or
more.

Concerning the use of ECCRM techniques, 23% (108) of the companies either
actively or passively collect and 28% (131) aggregate customer data. A total of
46.1% (216) feel that, on the basis of their customer data, they can either
economically provideindividual servicetotheir customersor classify their most
important customers. Finally, 64 companies (13.6%) refuse to use ECCRM
techniques because they fear that either legal issues or consumer protests might
arise.

Statistical Analysis

Thenumerical estimationisperformed simultaneously for several analyses, each
consisting of the same structural model, but differing in the numerical base.
Thereby, model validity istested for the general case aswell asfor the case of
specific categories of companies, and the interrelations between the hypoth-
esized constructs (i.e., model parameters) can be compared between different
categoriesof companies. A full discussion of thestatistical analysis, includingthe
operationalization of constructs, the wording and scaling of the indicator vari-
ables, typical fit measuresfor the numerical estimation, aswell asthe numerical
results, can be found in Schoder and Madeja (2004). The numerical estimation
is conducted asfollows:

1. Inthefirst analysis, the general set of all 469 companiesis employed.

2. Asanextensionof previousstudies(Romano & Fjermestad, 2001a), and as
an issue which has been raised for further research (Madeja & Schoder,
2003), the second and third analyses are performed on the subsets of 215
B2B and 224 B2C companies only.
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14 Madeja & Schoder

3. Thefourththroughsixth analysesare based onthe subsetsof 101 large, 202
medium-sized, and 142 small companies, and areintended to providecontrol
for company size. In the case of the subset of 101 large companies, the
construct for rejecting ECCRM (H,, and H,,) must be excluded from the
numerical analysis, since it causes convergence problems. A look at the
data set reveals that only six (5.9%) of the 101 large companies refuse to
implement ECCRM, rendering this construct irrelevant for the group of
large companies.

4. The seventh and eighth analyses use the group of 225 companies with up
to two years and the group of 241 companies with more than two years of
experience on the Web at the time of the survey. With this step, we intend
to control for the effect that companies’ experience on the Web may have
on their ability to benefit from ECCRM, which can also be understood as
controling for lag effects (Madeja& Schoder, 2003). Companiesthat were
new to the Web (and, thus, to ECCRM) at the time of the survey may have
been employing ECCRM already, but may have been unable to increase
their corporate success in electronic commerce.

Summary and Discussion of the Results

Thenumerical resultsfor our research model are summarizedin Table 1. While
we have obtained empirical evidence backing some of our hypotheses, some of
the findings need to be discussed.

First of all, our central hypothesishasbeen that companies’ ECCRM-capability,
defined as companies’ ability to identify their important customers and to
economically provide individual service, is asuccess factor in electronic com-
merce. Our analyses have provided strong numerical support for thishypothesis
in the general case, as well as for all subsets obtained from different cross-
sections through a broad base of companies.

Second, the numerical results of our analyses suggest that, in general and for all
subsets of companies (except for the medium-sized companies), the active
decision not to implement ECCRM does not significantly reduce companies’
ECCRM-capability, yet tends to increase corporate success in electronic
commerce, as we have hypothesized. The second half of this statement is not
surprising; it correspondsto our research hypothesisH,, . Thefirst half, however,
is: Why isit that the active decision not toimplement ECCRM hasno significant
negative impact on companies ECCRM-capability? Maybe those companies
which stated that they refuse to implement ECCRM already have a sufficient
understanding of their customers? Or maybethey arejust better at avoiding | egal
issuesand adverse consumer reactions(increasingtheir success), whilethey still
implement the ECCRM instruments to a certain extent?
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Table 1. Numerical results for the research hypotheses

Main Y ear s of
i Customer Company Size Experience
mg)s ?%n:;:l Segment on the Web
medi- more
B2B | B2C | large um small |upto2 than 2
H; ++ ++ ++ ++ ++ ++ ++ ++
Hoa . . . n. a + ° ° °
Hop + . + n. a ] + . +
Haz, + + ] + (] (] + + ] +
Hazp ° . - . . - . .

‘+ +’ indicates strong support, ‘+’ indicates support, ‘ ' indicates no support,
‘~" indicates no support, empirical evidence suggesting the opposite,
‘— —" indicates no support, empirical evidence strongly suggesting the opposite

Third, managerial competencein planning and implementing ECCRM has been
found to increase their companies’ ECCRM-capability (in the general case and
for some of the subsets of companies), while it does not increase their
companies’ successin electronic commerce. Seemingly, companies are unable
to leverage their managers’ competence in ECCRM in order to increase their
success in electronic commerce. This may be due to the fact that usually, the
managerial competencein ECCRM that isbuilt up inside acompany isnot used
in the planning and implementation of other el ectronic business concepts, e.g.,
because different teams work on different electronic business projects or even
external consultantsareinvolved who taketheir competence with them oncethe
implementation isfinished. Or maybe the managerial competencein ECCRM is
just not transferabl e to other electronic business concepts or management areas.

Our separate analyses for companies operating in the B2B and B2C segments
provide evidencethat the ECCRM concept—itsinstruments and accompanying
know-how—is a significantly more important success factor for B2C than it is
for B2B companies. This finding can be understood from comparing the
customer structure in each segment. First of all, in the B2C segment, the
customer isalwaysan individual consumer, whereas aB2B customer isusually
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an organization comprising several persons. Therefore, aB2B company typically
has to interact with several persons on every customer’s site. Secondly,
corporate buyers are usually subjected to purchasing guidelines determined by
their organization and are less flexible in their buying decisions than B2C
customers. Thirdly, B2B companiesuseavariety of selling mechanismsthat may
include, for example, participation in auctions and marketplaces, making it
impossibletointeract directly and personally with customers as can be donevia
aWeb storefront. For all of these reasons, atypical B2B customer may be more
difficult to target individually than aB2C customer. Consequently, the benefits
arising from the use of the ECCRM concept are probably more difficult for the
seller to achieve. For the same reasons, privacy issues and potential consumer
protests can be expected to be an issue far more critical to successin electronic
commerce when selling to consumers than when selling to businesses. The
findings for H_ and H, may be interpreted as reflecting a learning process.
Companiesbuild up their ECCRM -competence, whichincreasestheir ECCRM-
capability. However, thisinvolvesmaking mistakes, to acertain extent, resulting
in anegative impact on successin electronic commerce. As successin the B2C
segment is more sensitively linked to the ECCRM concept than in the B2B
segment, the support for H,_ and H_, can be found in the analysis of the group
of B2C companiesonly.

Our three model analyses controlling for company size show great differences
between the results for large and medium-sized companies on the one hand and
small companies on the other hand. The construct for rejecting ECCRM
(corresponding to H,, and H,,) cannot be included in the analysis for large
companies, which means that rejecting ECCRM is just not an issue for large
companies (cf. above). For medium companies, rejecting ECCRM clearly
diminishes ECCRM-capability (i.e., medium companies strongly depend on
ECCRM in order to have an understanding of their customers) and does not
contribute to their success in electronic commerce (i.e., the savings from
refusing to implement ECCRM lead to no net benefit for medium companies).
These results hint at the fact that ECCRM is also a “must” for medium
companies. Thenwhy isit that for large and medium-sized companies, manage-
rial ECCRM-competence has no significant effect either on ECCRM-capability
or on corporate success in electronic commerce? Maybe large and medium-
sized companies rely on external consultants and system vendors for their
ECCRM implementations so that their internal competence becomesrelatively
unimportant. Onthecontrary, our findingsfor small companiessuggest that their
successisvery dependent on ECCRM issues: ECCRM-capability isfound to be
avery strong success driver for small companies. Y et, while rejecting ECCRM
has no effect on their ECCRM -capability (i.e., does not diminish their under-
standing of their customers), it obviously leadsto great benefits (e.g., by saving
the costsof the ECCRM implementation or by avoiding legal issuesand conflicts

Copyright © 2005, Idea Group Inc. Copying or distributing in print or electronic forms without written
permission of ldea Group Inc. is prohibited.



Customer Relationship Management 17

with their customers). In addition, small companies significantly increase their
ECCRM-capability from building up internal ECCRM competence, while the
necessary expenses for building up this competence decreases their successin
electronic commerce.

Our last two analyses for companieswith up to and more than two years of Web
experience, respectively, reveal only minor differences between these groups.
Inparticular, theimpact of companies’ ECCRM-capability on corporate success
in electronic commerce is almost the same for both groups. This observation
suggests that the effect of the ECCRM concept does not depend on the length
of acompany’stime on the Web. In both cases, companies do not significantly
decrease their ECCRM -capability by refusing to implement ECCRM, and they
cannot leverage their ECCRM-specific managerial competence in order to
increase their successin electronic commerce. Y et, only companies with more
than two years of Web experience can increase their success in electronic
commerce by refusing to implement ECCRM and increase their ECCRM-
capability by building up internal ECCRM competence. Perhapsthe companies
with longer Web experience have reached a certain state of maturity, such that
the deliberate decision not to implement ECCRM becomes a differentiating
criterion for success in electronic commerce? Similarly, it may take a certain
experience before managerial ECCRM competence significantly improves
companies’ ECCRM-capability.

Future Trends

Research Opportunities

Although our study produces some useful insights, it leaves a number of issues
open for future empirical research. Some suggestions are as follows:

1. The survey should be repeated in a similar manner in order to eliminate
possible lag problems and assess how the identified interrelations change
with time, as the integrated business concept ECCRM and the market
environment mature.

2. It should beinvestigated whether the findings vary in different markets or
industries.

3. Dataaggregationand analysisin ECCRM implementations, aswell ashow
theknowledgethat companieshave gained about their customerstransl ates
into action, should be studied in more detail.
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4. Finally, one moreissue for future research should be the role of ECCRM
as an enabler for other integrated electronic commerce concepts, such as
one-to-one-marketing and mass customization.

Implications for Practice

Companies ECCRM-capability, which we have described as their ability to
identify important customers and economically provide individual service, has
proved to be akey success factor in electronic commerce. Although companies
must usually employ a set of instruments in order to achieve this capability,
decision makers should al so consider the option not to implement theintegrated
electronic commerce concept of ECCRM. Thereby, they might save their
companies a mgjor investment for achieving a level of understanding of their
customers which they already have. Furthermore, as integrating the concept of
ECCRM implies operating on customers’ personal data and profiles, managers
should consider therisk that their customer rel ationshipsmight actually deterio-
rateor resultinlegal claimsor protestsfrom afeeling that their privacy hasbeen
infringed upon. Moreover, decision makers should build up competence in
planning and implementing ECCRM in order to increase their companies
ECCRM-capability, although apparently, this effect takes time to achieve,
becauseit requires acertain experience on the Web. All of these considerations
are especially important for companies with very close customer or consumer
interaction, withtypically few customersand with limited financial resources, as
is often the case with B2C or small companies.

Conclusion

In this chapter, we have presented broad empirical evidence on the general
effectiveness of ECCRM at the corporate level. We have thus contributed to
closing a gap in existing research, and we were able to derive relevant
implications for practice at the same time. The central message of this chapter
is that a skill set based on accumulating and exploiting customer knowledge,
which we term companies ECCRM-capability, is a key success factor in
electronic commerce. Y et for thetime being, it must beleft up to every company
to decide how they can attain a sufficient level of ECCRM-capability. While
some companies may have already built up their ECCRM -capability through
their regular business processes, others might require the implementation of an
ECCRM system.
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Endnote

Anearlier version of thisbook chapter was accepted for publication in the
Journal of Electronic Commerce Research, 5(1).
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Chapter I 1

Customer -centric

| Nnter net Strategies:
Achieving Competitive
Advantage through CRM

Calin Gurau
Heriot-Watt University, UK

Abstract

This chapter analyzes the implementation process of a CRM system in
online retailing and the challenges of transforming a product-focused
business into a customer-centric organization. Customer relationship
management (CRM) is increasingly found at the top of corporate agendas.
Online companies in particular are embracing CRM as a major element of
corporate strategy, because online technological applications permit a
precise segmentation, profiling, and targeting of customers, and the
competitive pressures of the digital markets require a customer-centric
corporate culture. The chapter argues that the implementation of CRM
systems in online organization determines a complex restructuring of the
organizational elements and processes to adapt to new customer-centric
procedures. The proper understanding of the benefits and challenges of
implementing an online CRM system may help professional organizations to
plan, design, and manage more effectively this major organizational re-
structuring.
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I ntroduction

The World Wide Web has allowed companiesto reach customersin previously
inaccessible markets, and to compete efficiently with thetraditional store-based
retailers (De Kare-Silver, 1998). However, the low entry barriers, the market
size, and the relatively low costs of online business activities have created a
situation of intense competition. An effective answer to thissituationisto build
a strong brand name and to enhance customers’ long-term loyalty (Novo,
20014). The strategic planning process needs to adapt to the challenges of this
new marketing channel, in which the customer is no more atarget, but a partner
(Chaffey, Mayer, Johnston, & Ellis-Chadwick, 2000).

The adoption of a customer-oriented strategy is referred to as customer
relationship management (CRM). Companiesareincreasingly embracing CRM
as a major element of corporate strategy for two important reasons. New
technol ogies now enable companies to target chosen market segments, micro-
segments, or individual customers more precisely; and new marketing thinking
hasrecognized thelimitationsof traditional marketing and the potential of more
customer-focused, process-oriented perspectives (Payne, 2002).

Table 1. A new business organization (Adapted from Pétrissans, 1999)

Organizational | Before 2000 After 2000
Elements
Enterprise Short-term Long-term
Vision Product-focused Customer-focused
Organization Hierarchical New business
structure processes and
organi zation to take
advantage of IT
opportunities
Sales Little customer High customer
knowledge knowledge

Face-to-face selling | Mass-customization
Multiple channel

selling
E-commerce
After sales and Reactive Proactive
services Separate processes | Integrated processes
and organization and organi zation
Slow High responsiveness
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Thevalue chain of the customer-focused enterprise now followsthe * sell-build-
redesign’ principlein contrast withtheformer oneof ‘ design-build-sell’. Inother
terms, the enterprise has to be organized with a customer-focused vision rather
than a product-centered one (Pétrissans, 1999).

In the online environment the introduction and maintenance of CRM requires a
complex processof planning, analysis, strategy design, andimplementation. This
conceptual chapter presents a model for the implementation of a customer-
centric approach in online retail businesses, discussing the advantages and the
challenges of thisnew system, and comparing it with aproduct-oriented model.
After considering the present importance of the customer relationship manage-
ment in online markets, the chapter presents the main stages of implementing a
customer-centric approach: (1) implementing the tools of the CRM system
withinthe operational structure of thefirm, and (2) introducing customer-centric
values, objectives, and proceduresintheorganizational culture. Thedifferences
between product-focused and customer-centric organization are discussed, and
the conclusions summarize the advantages of the customer-centric approach in
the new e-business environment.

Customer Relationship Management in
Online Markets

CRM is a comprehensive business and marketing strategy that integrates
technology, process, and all business activities around the customer (Anton,
1996; Anton & Hoeck, 2002). Itismostly defined intermsof the acquisition and
retention of customers, and theresulting profitability (Menconi, 2000; Nykamp,
2001). Effective CRM is assumed to lead to bottom-line benefits for the
organization (Anton & Hoeck, 2002; Cusack, 1998; Rust & Zahorik, 1993; Swift,
2001; Tschohl, 2001). According to Bain and Company (Feinberg & Kadam,
2002), profits increase by 25-80% when customer retention rates increase by
fivepoints. Thelnternet hasprovided aplatformtodeliver CRM functionsonthe
Web (eCRM), thus as business moves to the Web, eCRM will move to center
stage.

The Internet represents anew media, with specific characteristics (see Table 2).
The Internet is characterized by (Chaston, 2001):

1. quick access and transfer of information;
2. lack of space and time barriers;
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3. ease of comparison between various objects, events, or organizations;
4. interactivity andflexibility.

Also, it has to be taken into consideration that in most cases, the e-service
represents a one-to-one experience (company-customer).

Table 2. An interpretation of the differences between the old communication
channels and the Internet (Adapted from Chaffey et al., 2000)

Old Media

I nternet

Comment

One-to-many
communication
model

One-to-one or
many-to-many
communication
model

Theoreticaly the Internet is
amany-to-many medium,
but for company-to-
customers communication,
it is best considered as one-
to-one

Mass Individualized Personalization possible
marketing marketing or because of technology to
marketing monitor preferences and
customization tailor content
Monologue Diaogue Indicates the interactive
nature of the World Wide
Web, with the facility for
feedback
Branding Communication | Increased involvement of
customer in defining brand
characteristics
Opportunities for adding
value to brand
Supply-side Demand-side Customer pull becomes
thinking thinking more important

Customer as a
target

Customer as a
partner

Customer provides more
input into products and
services required

Segmentation

Communities

Aggregation of like-minded
consumers rather than
arbitrarily defined target
markets
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In this specific environment, the customer will therefore be able to access the
company’s website from any place in the world (as long as it has a working
Internet connection), to compare the company’s offer and to interact with the
organization on a one-to-one basis. On the other hand, the company is capable
of attracting and developing relationships with customers located anywhere in
the world, to make an ongoing competitors' analysis, and to personalize its
interaction with the customer.

Balancing the two sides of the experience (company/customer), an online
service provider will have to define and select its target customers (focus) to
analyzethe specific competition for that parti cular market segment (competitive
analysis), and to design its long-term interaction with the customer in order to
achieve sustained customer satisfaction (strategic planning and implementa-
tion).

eCRM can be therefore defined as an interactive, content-centered, and
Internet-based customer process, driven by the customer and integrated with
related organizational customer support processes and technologies, with the
goal of strengthening the customer-service provider relationship.

The Internet empowersthe customer (Chaston, 2001). The Internet user hasthe
opportunity to switch the suppliers with several mouse clicks, to compare price
and products on aworldwide basis, and to select without external pressure the
best available of fer. Thewinning combination of |ow-price/high-quality product
does not work properly on the I nternet because the same offer may be available
to hundreds of other onlineretailers (Wundermann, 2001). The only possibility
to increase the competitive advantage of online retailing is to create not only
product-related satisfaction, but al so customer-firm relationship satisfaction.

The eLoyalty Matrix (Figure 1), an economic model developed at el oyalty
(Conway & Fitzpatrick, 1999), shows that turnover is greatest with customers
who are dissatisfied with the relationship they have with the company. By
coupling relationship and product strategies, organi zations can effectively create
customer loyalty (Lindstrom & Andersen, 2000).

e  Customer A was satisfied with the product purchased, but dissatisfied
with hisrelationship withthe company. Thiscustomer typeisvulnerableto
switching. The customer/company relationship profoundly affects how a
product or company is viewed and affects customer behavior. Properly
managed and serviced, this category of customer can become asignificant
source of future transactions and move into the loyalty quadrant.

e Customer Bisthetype of customer every company desires: very satisfied
with the product and the rel ationship with the company. The company can
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count on his repeat purchase, and will most likely benefit from referral
businessvia positive word-of-mouth.

J Customer C is most undesirable, being seen as a saboteur to the
organization. A bad experience with the product and the relationship with
the company guarantees that he/she will never buy from the company
again. Thiscategory of customer will bad-mouth the company becausethey
feel wronged, which compoundsthe problem, asthey tell othersabout their
bad experience and discourage potential customers from ever interacting
with the company.

e Customer D wasnot satisfied with the product, but ishopeful that the next
purchase will be satisfactory. A good relationship creates a reservoir of
goodwill uponwhichthecustomer iswillingto givethecompany or product
another chance.

Theel oyalty Matrix providesaframework for better understanding the problem
of customer turnover and shows direction about whereto look for opportunities
for improvement. The key is to focus on the customer’s relationship with the
company. Even though Customers C and D both had poor product experiences,
Customer D’ swillingnessto continue arelationship with the company dramati-
cally differs from the behavior of the saboteur.

Figure 1. The eLoyalty matrix (Adapted from Conway & Fitzpatrick, 1999)

Satisfied with Product

Customer A Customer B
Vulnerable Loyd
Dissatisfied Satisfied
with with
relationship relationship
Customer C Customer D
Saboteur Hopeful

Dissatisfied with product
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The implementation of customer relationship management (CRM) represents
the key to increasing customer loyalty in the digital environment. Despite
widespread agreement that CRM and eCRM have a direct and indirect impact
on customer satisfaction, sales, profit, and loyalty (Anton & Hoeck, 2002;
Cusack, 1998; Rust & Zahorik, 1993; Sterne, 1996; Swift, 2001; Tschohl, 2001),
70% of onlineretailerslack operational strategiesfor cultivating their customer
relationships. This was the finding of a “Customer Development Survey”
conducted among a cross-section of online retailers by FollowUp.Net (1999).
The study found that 26% of online retailers have no customer relationship
development plan. Almost half (45%) perform their customer development
programs on an ad-hoc basis. That leaves 29% that are actively pursuing
consistent, multi-step programsfor devel oping customer rel ationships. “Virtual
stores have asignificant opportunity to develop targeted customer communica-
tions,” said FollowUp.Net CEO Chris Woods (Pastore, 1999). “Those online
retailerswho swiftly integrate segmentation and targeting capabilitiesinto their
day-to-day operationswill enjoy astrategi c advantageversustheir competitors.”

Besides the necessity of CRM systems in online businesses, the Internet also
offers the possibility of implementing effective customer management opera-
tions through the use of complex IT applications (e.g., database software,
customer management applications). For thefirst timein marketing history, itis
now possibleto track some end-user activities (Mabley, 2000) and use thisdata
to maximizecustomer’ sprofitability andloyalty throughout the entirelifecycle,
from customer acquisition to retention (Cody, 2000).

Theultimate purpose of e€CRM productsand servicesisto help firmsbuild better
customer relationships and maximize a customer’s lifetime value (Taylor &
Hunter, 2002). Infact, Kalakotaand Robinson (2001, p. 171) statethat withinthe
context of eCRM, “thetimely delivery of excellent serviceiscustomer relation-
ship management.” The growing focus on eCRM underscores the relationship
marketing foundations of e-service practices, an important area of recent
academic inquiry. Parvatiyar and Sheth (2000, p. 9) review theliteratureto date
and conclude with an overall definition of relationship marketing as: “...the
ongoing process of engaging in cooperative and collaborative activities and
programs with immediate end-user customers to create or enhance mutual
economic value at areduced cost.” At present, a relationship-based behavioral
model can be assessed within the eCRM industry that focuses on the customer-
centriclong-term orientation.

In order to implement and use successfully eCRM systems and procedures, the
strategic planning process and the architecture of an e-business organization
need to be adjusted to the needs of a customer-centric culture (Kotorov, 2002).
This adjustment has two major stages:
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1. Implementingthetoolsof the CRM systemwithintheoperational structure
of the firm.

2. Introducing customer-centric values, objectives, and procedures in the
organizational culture.

Recent studies (Taylor & Hunter, 2002; Adebanjo, 2003) have pointed out the
danger of considering theimplementation of an eCRM system asonly aproblem
of finding and buying the most efficient eCRM software applications. In an
analysisof CRM failures, Trembly (2002) noted that many organizationsfoster
a false expectation that simply buying a piece of software will lead to CRM
benefits. Withtheavailability of hundredsof commercial softwareapplications,
the selection of the appropriate application can pose a major challenge. This
difficulty isfacilitated by the fact that CRM means different thingsto different
people, with a scope ranging from direct emails to mass customization to call
centers (Winer, 2001).

April and Harreld (2002) found that most large companies tend to have five to
10 CRM applications running concurrently. They also found that these applica-
tions tend to be diverse in functionality and therefore create the need for
integration. Bradshaw and Brash (2001) further noted that CRM applications
must not only integrate functionally at the front office, but also integrate with
back office functions such as manufacturing and billing.

Consequently, the sel ection of CRM applicationsneedsto be strategic and based
on relevant criteria for implementation to stand a chance of success. These
criteriawill includefunctionality, company strategy, | egacy back officesystems,
and application architecture. Current classification of CRM applicationsidenti-
fiesthree groupings (Karimi, Somers, & Gupta, 2001):

1. Operational CRM products—for improving customer service, online
marketing, automating sales force, etc.

2. Analytical CRM products—for building data warehouses, improving
relationships, analyzing data, etc.

3. Caoallaborative CRM products—for building online communities, devel op-
ing business-to-business customer exchanges, personalizing services, etc.

The implementation of an efficient CRM strategy requiresthe introduction of a
customer-focused organizational culture (Kotorov, 2002). According to Levy
(2000), customer-centric organizations are defined as being very committed to
raising customer satisfaction levels, using customer data to increase sales,
improving customer dataquality, gaining adeeper knowledge of customers, and
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implementing customer-management systems. The key operations for building
an effective CRM strategy include (Conway & Fitzpatrick, 1999):

e identifying unique characteristics of each customer within the targeted
customer segments,

*  modeling the current and the potential value of each customer;

e creating proactive strategies and operational plans, or business rules that
will support the desired experience for the customer, starting with the
highest value customers;

*  redesigning theorganization, processes, technology, and reward system to
implement the relationship strategies.

| mplementing the Tools of the CRM
System

Before the strategic planning process can be applied to customer-centric
procedures, the firm needs to put in place the tools and procedures to collect
relevant information about itscustomers, to processefficiently thisinformation,
and to segment the market.

Organizations that adopt eCRM solutions would expect that the applications
improve their operational effectiveness and therefore deliver value to the
organization. Value can be gained in a number of ways including (Adebanjo,
2003):

a) Reducing the cost of contacting customers—by making customer details
readily available, customer contact personnel have better opportunitiesto
resolve customer enquiries in less time, thereby freeing them for other
productivework.

b) Transferring some responsibility to the customer (e.g., product configura-
tion, order tracking, online customer detail scollection) reducesadministra-
tiveand operational costsfor the organization and, therefore, increasesthe
valuethat an eCRM solution will deliver to the organi zation.

c) Integration of eCRM applications with back office systems such as
production, finance, and supply chains canimprove workflow and, conse-
guently, theefficiency of theorganization, thereby delivering cost savings.
For exampl e, field sal espeople could use handheld devicestoinitiate orders,
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check stock, track orders, request invoices, and check production status
with minimal effort and cost.

d eCRM applications have the potential to improve sales by customer
profiling, automated campai gn management, email marketing, etc., thereby
improving the bottom line for the organization. Improving the overall
interaction with customers would lead to better service and improve
customer satisfaction and loyalty, and ultimately customer lifetime value.
The importance of loyalty to commercial success has been identified by
many researchers (Reichheld & Schefter, 2000).

Theimplementation of customer-centric systems comprises anumber of essen-
tial stages:

J collect information about customers;
J calculate the customer lifetime value;

*  segment the customers in terms of value (profitability) and establish the
priority segments;

e establish operational proceduresfor day-to-day company-customer inter-
action, which can be supported and powered by automated campaign
management applications.

Each of these stages will be further discussed in detail .

CoIIecting Customer Information

Asthe CRM systemisbased on acustomer’ s profile and transaction history, the
company needsto collect information about its customers. The implementation
of CRM procedures requires the existence of historical data that is used to
identify the main market segmentsand create an accurate customer profile. This
dataisavailableeither though online automated systemsthat register the history
of customer-firm interaction (historical data) and/or buying the necessary data
from athird party (usually a specialized market research agency).

The implementation of an efficient profiling/segmentation methodol ogy hasto
addressthefollowing issues (Thearling, 1999; Wundermann, 2001):

1. robust transaction data, properly collected and updated;
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2. data warehousing capabilities for capturing and storing the data (data-
bases);

3. anassociated retrieval and data delivery system;
4. datamining toolsthat reflect the unique nature of the business;

5. detailed costing information, including the process cost, as well as the
physical product or service cost;

6. ameaningful businessmodel that representsclearly the company-customer
interaction and the fluctuation of customers' and business' lifecycle.

The collected data is stored in databases, and then accessed for processing.

Calculating the Customer L ifetime Value (CLV)

The CLV consists of taking into account the total financial contribution—i.e.,
revenues minus costs—of a customer over his or her entire life of a business
relationship with the company. Despiteits simplicity, the measurement of CLV
requiresgreat care. The cash flowsinvolved in the process haveto beidentified
and measured on avery detailed level, and allocated precisely to each customer
or type of customer. The diagram in Figure 2 represents a concise seven-step
approach to measure CLV (Bacuvier, 2001).

The calculation of the Customer Lifetime Valueisnot problem-free. However,
maost of these problemscan be successfully solved, takinginto considerationtwo
mainissues:

Figure 2. Seven-step process to measure customer lifetime value (Adapted
from Bacuvier, 2001)

1. Recurring
Revenues
> 3.Net

2. Recurring Margin
Costs » | 5. Cumulated

4. Lifespan of Margin

a Customer » 7. Customer

6. Acquisition Lifetime
Costs Vaue
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e thecompany applying thismethod hasto clearly definefrom the beginning
the purpose of using Customer Lifetime Value analysis and the expected
benefits;

*  the problems raised by the Customer Lifetime Value analysis are often
industry and company specific, and as a result the company has to select
the most appropriate way to apply this concept in its particular situation.

Defining a * Customer’

Thefirst challengeisto define the customer unit (Ness, Schroeck, Letendre, &
Willmar, 2001). Is it an individual, an account, a household, or a business
address? A second challenge is linking customer information into a single
customer record when they leave and return multipletimesduring their lifetime.

Theanswer tothese questionsisindustry specific. Thebusinessorganization has
to identify the characteristics of its customer relationship, and, on this basis,
define the customer unit and the customer lifetime cycle. In the present
marketplace, a company can be confronted with various situations determined
by the number of customers, number and frequency of transactions, and level of
customer-company involvement. For example, acompany with asmall number
of customers, which makes a small number of transactions that require a high
level of company-customer involvement, will probably definethe customer unit
as being single customers (individuals or organizations), and the customer
lifecycle depending on the business cycles specific for theindustry (production
cycle, investment cycles, consumption cycles). Onthe other hand, for acompany
dealing with alarge number of clients, with alarge number of transactions and
low involvement, it might be more appropriate to aggregate the individual
customersinto particular segments with homogeneous profiles and behavior.

Evaluating Costs

The measurement of cost to the customer level poses the greatest challenge to
customer lifetime value measurement (Smith & Dikolli, 1995). While revenue
can usually be collected by customer from the appropriate billing system, cost
information is aggregated into general ledger departments and accounts, and
requiresagood deal of analysisand disaggregation beforeit can meaningfully be
attached to individual customers or customer segments. The indirect costs are
especially difficult to be divided and all ocated.

In solving these problems, three key principles about costing should be applied
by the company (Connolly & Ashworth, 1994):
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e customer costs must be related to the revenues they generate;

e notall costswithintheorganization should beattributed downto acustomer
level;

*  itshould bemadeabsolutely clear who caninfluencedifferent typesof cost
and revenues.

Predicting the Business Lifetime of the Customer

One of the most difficult elements of CRM systems is to predict the business
lifetime of the customer (Forsyth, 2001). In order to obtain an accurate
estimation, athorough analysis of existing and past customers' behavior needs
to be conducted. Comparing the behavioral profile of the new customer with the
profile of the main targeted segments, the client can be integrated from the
beginning into the appropriate market segment.

Value Segmentation

Segmentation is the key to understanding the lifetime value of a specific
customer, and to apply the most appropriate customer management strategy
(Bacuvier, 2001). As aresult of the Customer Lifetime Value calculation, the
company’s clients can be segmented in terms of profitability. E-business
organizations should select segmentation dimensions that are discriminating
either ontherevenueside (e.g., usageintensity and behavior), or onthe cost side
(e.g., products purchased, channel used, intensity of customer care usage, and
servicelevels). Using thisanalysis, the company can have acomplete mapping
of the “wells” of value creation and “ pits” of value destruction of the business,
and an understanding of why they are such.

The segmentation is performed, creating customer profiles. Profiles can be
demographically or behaviorally based, and both these types of profiles are
important in their own ways (Novo, 2001b).

Thespecific culture of thelnternet encouragesdiversity and anonymity (Chaston,
2001). Thecustomersof adigital retail shop canbelocatedinvariousgeographi-
cal regions, with different cultural backgrounds. In these conditions the demo-
graphic dataabout a customer hasto beinterpreted in aspecific cultural context
that is often difficult to define and understand. Thereistherisk that customers
with asimilar demographic profile will have different needs and wants, deter-
mined by their cultural values. On the other hand, in adigital relationship, the
Internet user is usually reluctant to provide detailed and accurate personal
information that is absolutely necessary to create a demographic profile.
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However, the interactive behavior between the customer and the website of the
company can bethoroughly registered and analyzed with specialized automatic
software (data mining), providing adetailed behavioral profile (Mabley, 2000;
Peacock, 2001).

Theidentification and definition of customers’ profilesisimportant not only for
the existing market of the firm, but also for its future clients. Once the main
customer segmentshavebeenidentified andtheir behavioral profilesdefined, the
onlinebehavior of any new customer can be compared withthe existing profiles.
Thenew customer isintegrated into the most appropriate customer segment, and
focused, effective marketing strategies are applied from the very beginning of
firm-customer interaction.

To be effective, customer behavior profiling needs to be connected with the
segmentation of customerson different value categoriesusing CLV (Nessetal.,
2001). The connection between the Customer V alue and the Customer Behavior
can behighlighted creating aRel ationship Equity Matrix (Conway & Fitzpatrick,
1999).

Analyzing the segments represented in the matrix, the strategic priority of each
segmentiseasily identifiable:

e Customer E, high value but disloyal, represents a group that deservesthe
greatest amount of attention. The company is at risk of losing profitable,
influential customers.

Figure 3. The relationship equity matrix (Adapted from Conway &
Fitzpatrick, 1999)

High Value
Customer E Customer F
Atrisk Profitable
Didoyal Loyal
Customer G Customer H
Marginal value Over-service
Low Value
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e Customer Fiswhat makesthe company successful at present. Companies
must pay great attention to this group as away of expressing appreciation
for their ongoing business and recognizing their importance.

e Customer G, low valueanddisloyal, doesnot represent agroup withlong-
term potential. If they chooseto switch suppliers, the economiclosswill be
minimal for the company. Thiscustomer isusually opportunistic and price
oriented.

J Customer H, low value but loyal, can be over-serviced, and therefore
unprofitable for the company in the long term.

Theanalysisand thedefinition of each customer segment intermsof profitability
will depend onthefirm’ sprofileand strategic objectives. Thecustomer lifecycle
also needs to be taken into consideration. Sometimes the low value/loyal
customerscan becomeinthefuturehighly profitablecustomersfor the company,
either through increased purchase or through positive referrals.

Strategies for Profit Maximization

Considering the procedure of CLV calculation, in any business there are
essentially five levels of customer value creation (Bacuvier, 2001):

1. Conquer: Acquire new customers with positive customer values or who
contribute to spread the fixed costs over awider basis, thusincreasing the
value of existing customers as well.

2. Increase Revenues. Stimulate the usage of existing customersin order to
generate more revenues from them at each transaction.

3. Retain: Increasetheloyalty of customersinorder to extend their individual
lifetime with the company.

4. Reduce Recurring Costs: Improve the efficiency of operationsin order to
reduce the cost of serving each customer.

5. Reduce Acquisition Costs: Improve the process of attracting new cus-
tomers.

Table 3 shows the main customer-oriented strategies, with the corresponding
tactics and operational procedures.

These five strategies should be used differently for each customer segment, in
order to optimizethepotential of valuecreation. Table4 proposesdifferentiated
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Table 3. The main customer-oriented strategies based on customer lifetime

value analysis (Adapted from Gurau & Ranchhod, 2002)

Strategy Tactics Operation
Conguer— | - improvetheexisting | - improve:
increase offer in order to attract | - product
the number | the potential customers | - price
of closeto the existing - distribution
customers | customer segments - promotion
- diversify the offerin | - diversify the
order to attract new product/service portfolio
segments of customers
Increase - increase the volume - diversification
recurring of sales - stimulate the demand
revenues
- increasethevalueof | - upgrade the offer
sales
- increase both the - diversification
volume and the value - stimulate the demand
of sales - upgrade the offer
Reduce - reduce general costs | - increased efficiency
recurring (administration,
costs maintenance, etc.)
- reduce cost of: - cheaper supplies
- product/service - cheaper outsourcing
- distribution - increased efficiency
- communication
Retain— - increase customers’ - improve present offer
increase loyalty maintaining - better targeting
lifetime and/or increasing - score better than
customer satisfaction: competition
Reduce— | - better targeting of - improve offer
acquisition | potential customers - improve targeting
costs - use the same resources
more efficiently

combinationsof strategic approach for thefour customer segmentsdefinedinthe
Relationship Equity Matrix.

Themain goal of thisstagein the strategic planning processisto understand the
characteristics of customer segments and to identify the correct mix of opera-
tional activities, capable to optimize the value of each customer segment.
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Table 4. Differentiated combinations of strategic approach for various
customer segments

Value/Loyalty | High Value Low Value
Loyal Retain Conquer
Increase revenues

Reduce recurring costs
Reduce acquisition costs

Disloyal Retain Increase revenues
Reduce acquisition | Reduce recurring costs
costs

| mplementing a Customer-Centric Corporate Culture

Once the customer segments have been identified and prioritized in terms of
profitability, it is possible to redesign the corporate culture of the business
organization around acustomer-centric approach. Considering thecompl exity of
this transition process, there are many possible problems encountered by the
organi zationsimplementing CRM systems.

A study conducted by the Gartner Group evidenced that approximately 55% of
companies implementing CRM applications fail to achieve their ROI goals on
schedule (M. Polo Group, 2002). Typical challengesinclude:

e  organizations' lack of consistent executive support, and clarity on expec-
tations from staff;

e organizations' lack of resolve to change company culture and revise
internal processes;

e shifting organizational culture from a product focus to a customer focus,
where essential changesto day-to-day operations often determine success
or failure of CRM strategies (adequate change management support is
critical);

*  inadequate strategic marketing planning and tactical execution;

e  stalled implementation dueto budget or other reasons, resulting ininsuffi-
cient data integration to support CRM processes;
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e unrealistic expectations of the time required to begin implementation, to
achieve some small-scale successes, and then to continue incremental
implementation.

Moreover, deficiency inorganizations' valuepropositionto customers(what the
customer gets for what the customer pays, relative to competition) diminishes
overall business success, which can be confused with afailure of CRM to meet
expectations.

Therefore, the redesign of the corporate culture as customer-centric needs to
simultaneously transform and adjust: (1) the technological systems and proce-
dures used to deal with customers (information collection systems, customer
databases, customer segmentation, customer relationship strategies and their
implementation); (2) theinternal operations and processes within the organi za-
tion (hierarchical structure, linksand collaboration between different organiza-
tional departments, structure of managerial functions and responsibilities); and
(3) thevalues and the obj ectives of the organization (application of the customer
lifetime value concept, mass customization, pursuing an increase of customer
satisfaction in order to retain and increase the return value of each client,
differentiation through consistent customer service). On the other hand, the
implementation of acustomer-centric culturewill alsotransformtherelationship
of thefirmwithitssuppliers, requiring flexibility and consistent quality.

Considering the dynamism of customer segments and the level of details
involved, this process needs to be done at avery concrete and operational level
(Bacuvier, 2001). It is therefore important to create effective multi-functional
teamsthat are intimately involved in the day-to-day operations of the business.
The main success factors for the redesign of the corporate culture are project
management capabilities, ahighlevel of involvement of key operational staff, and
the ability to measure the impact of the action plans on value creation at the
customer segment level, or even for every individual customer.

The multi-functional teamswill work on plansto achieve value-creation objec-
tives, using the customer value measuring toolsto analyze the financial impact
of their action plans. A good example of a customer value creation plan is the
alignment of customer servicing costs to the level of customer lifetime value.
Usingthevalue/behavior profiling of the existing customers, specific objectives
can be established for each targeted segment, and then specific strategies can
be designed and applied in order to reach these objectives.
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Day-to-Day Management of Customer-Company
Interaction

Inlight of their professional experience, themarketing managerswill del egateto
operational managerstheresponsibility toimplement and coordinatethe market-
ing strategieson aday-to-day basis. In order to satisfy customers’ demands, the
operational manager must get involved in the resource management process.
The necessary resources can be varied, including core products and services, as
well assupporting operationssuch aslogistics, distribution, payment processing,
and servicing. These resources may be available internally or need to be
outsourced from external suppliers. Often the virtual company represents only
theintegrativeinterface between customers’ demandsand specialized suppliers,
most resources and assets being outsourced. In this case the business relation-
ship with these partners represents another complex process that has to be
integrated in the CRM system, since the availability of these resources has a
direct impact on customers' satisfaction.

The profiling of customer behavior does not have to stop at the level of main
customer segments. The capacity of specialized I nternet applicationsto register
and process large amounts of data in real-time procedures has created the
possibility to target specifically each individual customer and to automate the
customer-company interaction.

Integrating Data Mining and Campaign M anagement
Softwar e

Data mining software permits the automatic detection of relevant pattersin a
database. Integrated at an IT level, with the organized databases containing a
customer-firm transaction history, dataminingtoolswill identify effectively the
mai n customer segmentsusing the segmentation criteriadefined by top manage-
ment.

The company’s resources need to be differently allocated considering the
established marketing strategy for each customer segment. This is usually
coordinated on aday-to-day basis by the operational manager. Using Campaign
Management software, the process can be almost fully automated, the opera-
tional manager preserving asupervision role (Thearling, 1999).

Campaign Management software automates and integrates the planning, execu-
tion, assessment, and refinement of a large number of highly segmented
campaigns running continuously or intermittently. This software can also run
campaignsthat are triggered in response to customer behavior or milestones—
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Table 5. The alignment of corporate functions with eCRM software
applications (Adapted from Adebanjo, 2003)

Function CRM application | Comments
type

Sales Collaborative, Sales analysis, customer
analytical contact, field saes, call

centers, task allocation team
management, etc.

Marketing Collaborative, eMarketing, campaign
analytical analysis, historical anaysis,
enquiries, task allocation,
team management, etc.

Finance Anaytical Customer sales history,
cashflow management, etc.

Logistics/Supply | Collaborative, Order management, customer

chain operational order tracking, customer

contact, delivery
management, etc.

Customer Collaborative, Call centers, order

services/Desk operationa management, order tracking,

support troubleshooting, customer
contact, etc.

Business unit Anaytical Sales analysis, campaign

directors analysis, employee
productivity analysis, etc.

Operations Operational Order management

Product Collaborative, Collaborative devel opment,

development analytical market analysis, product
analysis, project management,
etc.

whichisanessential skill inonline CRM. Finally, theinformation about customer-
firminteractionwill beautomatically registered by specific online applications,
representing an input into the historical data archive of the firm.

The added value of automated eCRM systems cannot be achieved without the
proper alignment between the corporate functions and the eCRM applications
(seeTableb). Thisalignment can ultimately befacilitated by themulti-functional
teams created to implement and supervise the eCRM strategy, which will have
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toidentify possibleproblemsrelated with compatibility of systemsand fluidity of
information flows, and design appropriate solutionsto these challenges (K otorov,
2002).

Comparing Product-Oriented and
Customer-Centric Organizations

The design and implementation of a customer-oriented strategy, having as a
central concept the Customer Lifetime Value (CLV), represents a very good
example of acomplex operation which necessitates a radical reorganization of
the company. Such reorganization is not necessarily in terms of physical
structure, but rather in terms of philosophy and process management.

In a product-oriented organization, the firm studies the market and its own
resources, attempting to create a better marketing-mix offer than the competi-
tors. The company’ s knowledge about its customersis often vague and general .
Customers’ segmentation is not very precise, the company taking advantage of
the low cost of Internet communication to publish the offer online or to send
promotional messagesto its existing customers. The strategic objectives of the
firm are al so vague, since the company cannot predict accurately the customers’
behavior. Theresults of the marketing campaign are usually measured cal cul at-
ing the ratio between the number of website visitors and the number of
transactions concluded, or in the case of direct marketing, the number of offers
per number of transactions. The management supervisesthe process, attempting
to improve the offer in time and to stay ahead of competitors.

In the case of customer-centric online organizations, the integration of CRM
toolswithin the business operational structure offersthe possibility to identify,
assess, and define precisely the main customer segmentsintermsof profitability,
andto build predictive customer profiles. Thestrategic planning processinvolves
the collaboration of various specialists, who try to establish realistic strategic
objectives for each customer segment and to select the most appropriate
marketing strategy to achieve these objective. The planning process incorpo-
rates both the strategic and operational perspectives, creating continuity and
consistency among various strategic levels. The implementation process be-
comesmoreflexible, offering the possibility of aquick adjustment at thelevel of
individual customer campaign. Theintegration of customer databaseswith data
mining tools and customer management software permitsthe effective manage-
ment of customer interaction at an individual level. The customer-firm interac-
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Figure 4. Comparison between a product-oriented online firm and a
consumer-centric online business in terms of business procedures

Phase |: Market Reseaﬁ> | Phase I1: Planning Phase I11: Implementation
- Customer research - Establish objectives - Send marketing mix offer
- Assessing competitors - Select marketing mix - Process the demands
- Evaluating suppliers’ offers - Detailing operational plan - Supply the product
- Assessing company’s - Delegate responsibilities - Send afollow-up offer

resources and capabilities for implementation

The Business Proceduresin a Product-Oriented Online Business

Phase I: Introducing C@ Phase |I: Plann@ Phase I1I: Implement@

- Collection of historical data- Creating multi-functiona teams - Implementing operational
- CLV cdculation - Agreeing on redlistic objectives  CR procedures
- Customer segmentation for value creation - Measuring results
- Customer profiling - Designing CLV-based targeted - Collecting data
strategies - Adjusting operational plans

- Detailing implementation plan according to results
- Delegating responsibilities for obtained

day-to-day customer management

The Business Proceduresin a Customer-Centric Online Business

tionisregistered in thetransaction history, creating the basisfor the refinement
of customer targeting in future marketing campaigns.

Asaresult of implementing the CRM system, the firm-customer interaction will
be more effective, resulting in increased customer satisfaction, increased
customer loyalty, and increased profitability for the firm.
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Conclusion

Theflexibleand interactive nature of the Internet offersthe possibility to collect
a vast amount of data about online customers and their interaction with the
company. Processing this data provides a good basis to segment the market
precisely, to predict the behavior of customers, and to implement one-to-one
marketing campaigns.

Ontheother hand, thevolatility of onlinemarketsrequiresanincreased focuson
customer relationship and customer loyalty. Research showsthat a5% increase
in customer retention canincrease the company profitsby 20-100% (Reichheld,
Markey, & Hopton, 2000). Theloyalty-based model effectively explainssuccess
and failurein the digital businessworld.

Inthissituation, CRM processes become amajor element of corporate strategy
for many digital organizations. The adoption of CRM is being fuelled by the
recognition that long-term relationships with customers are one of the most
important assets of an organization and that information-enabled systems must
be developed to retain ‘ customer ownership’.

Theapplicability of thetraditional approach to marketing in the online business
environment hasbeenincreasingly questioned and criticizedinrecentyears. This
approach emphasized management of key marketing mix elements such as
product, price, promotion, and place within the functional context of the
marketing department in order to create a winning offer. The new CRM
approach, while recognizing the importance of the marketing mix elements,
reflectstheneed to create anintegrated cross-functional focuson customer-firm
interaction.

The implementation of the CRM model will re-structure the entire enterprise,
creating new procedures for market research, strategic planning, operational
implementation, and managerial control. Considering the magnitude of change,
an organization needs to assessits core business and consider the form of CRM
that ismore appropriatefor its structure and market. Then, having identified the
present and the future focus of CRM, the organization has to access and
implement the appropriate information architecture to enableits CRM strategy
(see Figure 5).

The implementation of a CRM system requires changes at organizational,
managerial, marketing, sales, and technical levels(Table6). In comparison with
the business process in a product-focused organization, the operational and
managerial procedures in a CRM environment need to preserve flexibility,
responsiveness, and adaptability to therequirementsof customers. An appropri-
atepolicy isdesigned specifically for eachtargeted customer segment, requiring
consistency and continuity between organi zational strategic goalsand marketing
campaign operational objectives.
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Table 6. The key changes triggered by CRM implementation (Adapted from
Forsyth, 1999)

Organizational | Managing Sales and Technical
Change Marketing
Incorporating Changingthe | Incorporating | Providing
‘customer’ into | boundariesof | ‘customer’ an evolving,
the business marketing, into user-
planning cycle | sales, and marketing friendly
communication | decisionand | CRM-
channels sales system
operations
Setting Changingthe | Centralizing | Building the
customer- company’s control of the | CRM
related culture to be sales and database
objectives customer- marketing from the
oriented rather | process operationa
than product- or ‘legacy’
focused systems
Multi-function | Implementing | Learning the | Providing a
teamsrequired | aprocess of new skillsof | cost-
to implement ‘continuous CRM-based | effective
customer change' marketing environment
relationship with good
programs performance

This chapter attempted to present, analyze, and assess the advantages and the
challenges of CRM system implementation, and to propose a model to redesign
the organizational structure in this context. This model can provide beneficial
information both for academics and practitioners:

1. Onthebasisof thistheoretical framework, future research projects can be
initiated to analyzethe specific procedureof introducing acustomer-centric
culturein various CRM-based online organizations.

2. The model can be used by managers and business practitioners to reflect
on the advantages/problems of implementing a CRM system in their
organization, and to identify the main aspects regarding the adaptation of
the business process to the new organizational structure.
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Figure 5. The CRM journey—Realizing full value (Adapted from Forsyth,
1999)

Customer

A new customer experience

A changein the customer’ s perception of your company
A different type of relationship with the customer

A differencein the way acustomer interacts with you

Organization and Procedures

Right segmentation, incorporating value and preferences
Right channd, processes, and structure

Right people, skills, and culture

Measures that drive desired behavior ”

CUSTOMER-CENTRIC
ORGANIZATION

Systems

Robust CRM applications

Adaptive architecture

Access to the right technical capabilities
Integrated channel s/touch points

Effective customer information management

Ultimately, theorganization’ ssuccessin CRM will involve creating an appropri-
ate strategic vision of the future, making the appropriate choice of applications,
creatively using appropriate anal ytical techniquesto exploit thedata, and finally,
incorporating the customer-centric procedures into a flexible organizational
process at the corporate level (Payne, 2001).

Refer ences

Adebanjo, D. (2003). Classifying and selecting eCRM applications: Ananalysis-
based proposal. Management Decision, 41(6), 570-577.

Copyright © 2005, Idea Group Inc. Copying or distributing in print or electronic forms without written
permission of Idea Group Inc. is prohibited.



46 Gurau

Anton, J. (1996). Customer relationship management. New York: Prentice-
Hall.

Anton, J., & Hoeck, M. (2002). e-Business customer service. Santa Monica,
CA: The Anton Press.

April, C., & Harreld, H. (2002). Seeking CRM integration. Infoworld, 24(35),
35.

Bacuvier, G. (2001). Customer LifetimeValue: Powerful insightsintoacompany’s
businessand activities. Retrieved February 2003 from: http://www.bah.com/
viewpoints/insights/cmt_clv_2.html.

Bradshaw, D., & Brash, C. (2001). Managing customer relationshipsin the e-
business world: How to personalize computer relationships for increased
profitability. International Journal of Retail and Distribution Manage-
ment, 29(12), 520-530.

Chaffey, D., Mayer, R., Johnston, K.,& Ellis-Chadwick, F. (2000). Internet
marketing. Harlow: Prentice-Hall.

Chaston, 1. (2001). E-marketing strategies. Maidenhead: McGraw-Hill.

Cody, D. (2000). Analytical CRM: Increasing lifetime customer value through
prediction. ServeWorld Magazine. Retrieved February 2003 from: http:/
/www.serveworldmagazine.com/sunserver/2/2000/12/anal ytical .shtml ?

Connolly, T., & Ashworth, G. (1994). Managing customer for profit. Manage-
ment Accounting, 72(4), 34-40.

Conway, D.K., & Fitzpatrick, J.M. (1999). The customer relationship revolu-
tion—a methodology for creating golden customers. CRM-Forum. Re-
trieved February 2003 from: http://www.crm-forum.com/crm_vp/crr/
sldO1.htm.

Cusack, M. (1998). Online customer care. Milwaukee, WI: ASQ Quality
Press.

De Kare-Silver, M. (1998). E-shock. London: Macmillan Business.

Feinberg, R., & Kadam, R. (2002). eCRM Web service attributes as determi-
nants of customer satisfaction with retail websites. International Journal
of Service Industry Management, 13(5), 432-451.

FollowUp.Net. (1999). Customer development survey. Available online at:
http://www.followup.net/press/press.html.

Forsyth, R. (1999). Implementing a successful marketing strategy based on
CRM. CRM-Forum. Retrieved February 2003 from: http://www.crm-
forum.com/library/pre/pre-007/brandframe.html.

Forsyth, R. (2001). Re-evaluating CRM clichés: Customer Lifetime Value.
CRM-Forum. Retrieved February 2003 from: http://www.crm-forum.com/
cgi-bin/framemaker.cgi?url=/ppv/crmlibrary/ed/cliches/index.html.

Copyright © 2005, Idea Group Inc. Copying or distributing in print or electronic forms without written
permission of ldea Group Inc. is prohibited.



Customer-centric Internet Strategies 47

Gurau, C., & Ranchhod, A. (2002). M easuring customer satisfaction: A platform
for cal culating, predicting andincreasing customer profitability. Journal of
Targeting, Measurement and Analysis for Marketing, 10(3), 203-219.

Kalakota, R., & Robinson, M. (2001). E-business 2.0: Roadmap for success.
Boston, MA: Addison-Wesley.

Karimi, J., Somers, T.M., & Gupta, Y. (2001). Impact of information technol ogy
management practices on customer services. Journal of Management
Information Systems, 17(4), 125-158.

Kotorov, R.P. (2002). Ubiquitousorganization: Organi zational designfor eCRM.
Business Process Management Journal, 8(3), 218-232.

Levy, M. (2000). Trend predictions: Customer-centric corporate restructuring.
Worldwide E-Commerce Developments, 2(4). Retrieved February 2003
from: http://ecmgt.com/A pr2000/management.perspective.htm.

Lindstrém, M., & Andersen, T.F. (2000). Brand building on the Internet.
London: Kogan Page.

M. Polo Group. (2002). Customer relationship management. Problems compa-
nies face. Retrieved February 2003 from: http://www.mpologroup.com/
CRM%20Filessf CRM%20Challenges.html.

Mabley, K. (2000). Privacy vs. personalization. Cyber Dialogue. Retrieved
February 2003 from: http://www.cyberdial ogue.com/library/pdfs/wp-cd-
2000-privacy.pdf.

Menconi, P. (2000). CRM 101: Building agreat customer relationship manage-
ment strategy. In D.H. Renner (Ed.), Defying the limits: Reaching new
heights in customer relationship management (pp. 31-33). San Fran-
cisco, CA: Montgomery Research.

Ness, A.J., Schroeck, JM., Letendre, A.R., & Willmar, J.D. (2001). The role
of ABM in measuring customer value. Strategic Finance. Retrieved
February 2003 from: http://www.mamag.com/strategicfinance/2001/
03f.htm.

Novo, J. (2001a). Customer loyalty. Retrieved February 2003 from: http://
www.jimnovo.com/Customer-L oyalty-more.htm.

Novo, J. (2001b). A model of future customer value. Retrieved February 2003
from: http://www.digitrends.net/ebiz/13644 14931.html.

Nykamp, M. (2001). The customer differential: The complete guide to
implementing customer relationship management. Chicago: American
Management Association.

Pastore, M. (1999). E-tailers lack customer relationship plans. Retrieved
February 2003 from: http://cyberatlas.internet.com/markets/retailing/print/
0,,6061_153571,00.html.

Copyright © 2005, Idea Group Inc. Copying or distributing in print or electronic forms without written
permission of Idea Group Inc. is prohibited.



48 Gurau

Payne, A.(2001). CRM: Delivering improved customer profitability. Journal of
Customer Loyalty. Retrieved February 2003 from: http://www.eloyaltyco.
com/journal/lssuel5Article6.htm.

Payne, A. (2002). A strategic framework for customer relationship manage-
ment. BT Insight Interactive. Retrieved February 2003 from: http://
www.bt.com/insight-interactive/browse/ii_content.jsp?contentK ey=00352.

Parvatiyar, A., & Sheth, J. (2000). The domain and conceptual foundations of
relationship marketing. In J. Sheth & A. Parvatiyar (Eds.), Handbook of
relationship marketing (pp. 3-38). London: Sage Publications.

Peacock, P.R. (2001). Data mining in marketing. In J.N. Shath, A. Eshghi, &
B.C. Krishnan (Eds.), Internet marketing (pp. 163-190). Fort Worth, TX:
Harcourt College Publishers.

Pétrissans, A. (1999). Customer relationship management: The changing
economics of customer relationship. White Paper prepared jointly by
Cap Gemini and International Data Corporation. Retrieved February 2003
from: http://www.ie.cgey.com/services/crm_reports.html.

Reichheld, F.F., & Schefter, P. (2000). E-loyalty—your secret weapon on the
Web. Harvard Business Review, 78(4), 105-113.

Reichheld, F.F., Markey, R.G. Jr., & Hopton, C. (2000). Theloyalty effect—the
relationship between loyalty and profits. European Business Journal,
12(3), 134-141.

Rust, R., & Zahorik, A. (1993). Customer satisfaction, customer retention and
market share. Journal of Retailing, 69(2), 193-215.

Smith, M., & Dikoalli, S. (1995). Customer profitability analysis: An activity-
based costing approach. Managerial Auditing Journal, 10(7), 3-7.

Sterne, J. (1996). Customer service on the Internet: Building relationships,

increasing loyalty, and staying competitive. New Y ork: John Wiley &
Sons.

Swift, R.S. (2001). Accelerating customer relationships using CRM and
relationship technologies. Englewood Cliffs, NJ: Prentice-Hall.

Taylor, S.A., & Hunter, G.L. (2002). Theimpact of loyalty with eCRM software
and e-services. International Journal of Service Industry Manage-
ment, 13(5), 452-474.

Thearling, K. (1999). Increasing customer val ue by integrating datamining and
campaign management software. Retrieved February 2003 from: http://
www 3primushost.com/~kht/text/integration/integration.htm.

Trembly, A. (2002). Why has CRM failed in insurance? National Underwriter,
106(26), 25.

Copyright © 2005, Idea Group Inc. Copying or distributing in print or electronic forms without written
permission of ldea Group Inc. is prohibited.



Customer-centric Internet Strategies 49

Tschohl, J. (2001). E-service. Minneapolis, MN: Best Sellers Publishing.

Winer, R.S. (2001). A framework for customer relationship management.
California Management Review, 43(4), 89-105.

Wundermann, C.J. (2001). Unlocking the true value of customer relationship
management. CRM-Forum. Retrieved February 2003 from: http://
www.crm-forum.com/crm_vp/utv/sid01.htm.

Copyright © 2005, Idea Group Inc. Copying or distributing in print or electronic forms without written
permission of Idea Group Inc. is prohibited.



50 Evans

Chapter |11

eCRM Integrationin
E-Busness:

First Line of Offense to

Competitive Advantage

Cain Evans
University of Central England in Birmingham, UK

Abstract

Integrating an eCRM system in today's business world is increasingly
becoming the standard setting to the successful building of robust customer
retention programs. However, integrating eCRM systems requires not only
a technological perspective but a process perspective too. Developed in
this work are several key phases that are integrated into the development
of the CROSIT and CPR models. These two distinct models are developed
to assist e-businesses in articulating eCRM through a combination of
system, application, and process activities. The CROSIT model encompasses
two central themes, with the centrifugal being the engine of the model.
These attributes relate to the input and output of information flows: the
customer and the e-business's response to the eCustomer or traditional
customer. The CROSIT model encapsulates a five-layered dimensional
approach to integrating technologies, resources, strategy, and manageability
of an eCRM system. The extension of CROSIT is the CPR model is used to
gauge the readiness of the eCRM system, its applications, interrelated
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processes, and sub-systems and their integration into the e-business
environment.

Backgr ound

E-business success in today’ s economic climate is becoming more dependent
upon customer retention programs than on achieving fully aligned business
systems. E-businesses are continuing to endeavor to compete in the new, rich,
andvibrant electronic markets, only tofind that their CRM systemsdo not always
match the expectations of online customers. Achieving competitive advantage
requires a strong focus on internal value chains and the sustainability of an e-
business’ information technologies (Porter, 1980, 1985, 2001).

Successintoday’ scustomer-driven marketsisbased upon therealization that e-
businessesrequireamethodol ogical approachto handling customer information
and data. Once an e-business has acquired customer data from its channels,
there is a need to process it. The question is what information needs to be
processed and how isit to be done (Ward, Griffiths, & Whitmore, 1993).

Operationswithin an e-businessrely heavily oninformationtechnologies(I Ts),
so it is valuable to understand exactly what IT is. Information technologies
invariably include hardware, software, database systems, and telecommunica-
tionsystems(Turban, McLean, & Wetherbe, 2001). Furthermore, ashighlighted
by Evans (2001), e-businesses require a structure to develop IT and the
peripheral services needed to operate an e-business: this structure is known as
the E-Business InfoNet. The E-Business InfoNet is a flexible approach to
integrating various types of technologies with one another, either physical or
organic components being expanded as and when the e-business demands
changes. Theneed e-businesshasfor information systems (I Ss), initially, iswith
the capture, transmission, retrieval, and manipulation of information used by an
e-business, with one or more processes taking part in the transaction (Alter,
2002).

eCRM/CRM System Interactions

E-businessestoday require eCRM/CRM systemsto beinteractive not only with
acompany’ sfield engineersand salesmen, but moreimportantly with customers,
both those coming through traditional routesand those coming throughtheWorld
Wide Web (WWW). Online customers need to be focused upon without thefirm
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having to extend itself beyond its capabilities and investment opportunities. So,
then, what should an interactive eCRM/CRM system do?

There are a myriad of methods that can be used by managers to ascertain
customer intelligence or improveretention ratios. For instance, mail campaigns
areagreat way to inform long-standing customers, aswell as new and potential
customers, of the great offersthat are available. Mail campaigns are agreat way
toreach awideaudiencewithout ahugeoutlay: technology providesasimplebut
effectivemethod of targeting specific customerswithinformation about particu-
lar products and brands.

The integration of front-end and back-office technologies has created awealth
of customer information that isavailableto beanalyzed and formulated into data
that is readily understood by managers and salesmen alike. Front-end systems
invariably include arobust website that has a high impact visually, as well as
dynamic content that attracts new and existing online customers to either
purchase products or to acquire pertinent information. Websites are agreat way
to understand your customers better by improving the communication channels
used and extending existing channels.

eCRM integration invariably includes Computer Telephony Integration (CTI)
technologies which aim to improve the customer experience and processual
efficiency. However, managing and using CTI is not always an easy task, given
the complexity and continuing investment needed to keep the technology up to
date. It isimportant to e-businesses to understand that to use an eCRM system
without thinking about customer driverswill not createthe harmoniousenviron-
ment needed to sustain customer-retention programs developed by either
marketing or sales managers. Customer driversinvariably include the need for
an eCRM/CRM system to be made available at any time and anywhere to its
valued customer base. Failure to create conditions whereby online customers
can reliably login or search an e-business’ products or literature is not creating
the best environment at all, and may even be pushing away potential online
customers. Another key point with online CRM systemsis that they do need to
be made available without any latency affecting the services offered, or online
customerswill buy from acompetitor. Asregardsthisissue of serviceefficiency
and zero latency, an e-business needsto make surethat its services are of ahigh
standard, with expediency given top priority when dealing with individual
customers.

E-business and their eCRM system(s) require constant updating to ensure that
seamless service is guaranteed to online customers, even if this means that
managers need to extend budgets or cut ‘ other’ expenditures so that customers
are given a priority, i.e., that the organization is focused purely on customer-
centricity.
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| mplementing eCRM/CRM _Programs

Any form of e-business implementation of eCRM requires a determined
approach to ensure that there are no misadventures with either the budget being
over-stretched or the management system not being fully integrated with ongoing
organi zational -wide office systems. Thereisaneed for aformal approachto any
type of eECRM/CRM implementation, given the considerabl e expense of human
capital and the need to ensure that customer information is accurate and timely
when managers need it.

Although there are many aspectsto a CRM/eCRM implementation, the foll ow-
ing factors could be seen as generic in nature. They are:

. Human Capital

e Customer Information [data]
. Financial Constraints

. E-Business Infrastructure

A CRM/eCRM project rollout needs to be successful, and human capital is a
very important aspect of that success. The humanistic need for a CRM project
is greatest when there is an organizational-wide fusion of disparate systems. It
isimportant that a corporate stakeholder accepts overall responsibility for the
wholeproject and not just for one aspect of it: thelatter approach will only result
in aproject either failing or going over budget and outside project milestones.
What isneeded to facilitate vision, direction, and the completion of asuccessful
project? Judging by the experiences of many project managers and marketing
managers, it is clear that there is a distinct need for a senior executive to get
involved fromday one, rather than |eavethe project management to operational -
level supervisors, who may not always have a visionary perspective of the
organization’ s actual needs.

Specialist resources that are very familiar with both the technology and the
processesinvolved with CRM/eCRM arealso essential. Why isthisanimportant
feature of a project rollout and implementation? There are several reasons.
Firstly, given the special nature of eCRM and the need an e-business has for
storing, manipulating, and propagating sensibleinformation about itscustomers,
there is a need to utilize human resources who actually have first-hand
knowledge and experience of such systems. Such resourceswill usually bewell
versed in eCRM management and online customer interfacing.

More importantly, as well as the need for specialist resources, there is amore
demanding need for a dedicated project manager who will oversee the day-to-
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day operations of the project and who will be able to coordinate as well as
interface with clients successfully, and motivate project staff to complete the
implementation on time and within budget.

Data and Online Customer Systems

E-businesses need to hold and store accurate and up-to-date information, both
for themselves and for their online customer, otherwise marketing campaigns
will be carried out with information that is unusable. The need to store accurate
information isparamount, and any manager requiring customer dataneedsto be
able to have complete faith in the data they are provided with. It is useless for
any manager to operate campaigns with inadequate and redundant data that is
retrieved from the World Wide Web. The e-business frontline, the website, is
present for a purpose, and thisisto offer atrading portal and at the same time
to collect customer information.

Online data needs to be consistent and needs to be complete: incomplete and
inconsistent datawill not help e-businesses and their management to gain atrue
picture of what is going on with their online interfacing site.

I mplementation and Budgetary Control

The project manager of an eCRM/CRM rollout needs to ensure that the
parameters to which the organization adheres are observed, or project and
system failure may result. Key variables that are important ingredients are
milestones. Why do milestones always need to be observed? One explanationis
that without keeping to, for instance, thefirst milestone, then any other milestone
will never be attained. It is necessary to reign in budgetary constraints early on
S0 as not to debilitate the project at a later stage.

There is also a need for consideration when discussing return on investment
(RQI), giventhat the CRM/eCRM initiativeistoimprove boththe organizational
structure and the customer experience. At the end of the project, the client will
ask for somereturnfor theinvestment that ismade at the beginning of the project
lifecycle. Failure to bear thisin mind will create in the long run poor decision
making on the part of the senior executive management, as well as create a
condition whereby the organizational-wide systems are neither aligned nor
efficient.
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eCRM/CRM and Synchronized | mplementation

Theimplementation of eCRM/CRM rollouts does require some form of method
as opposed to leaving it to ad-hoc decision-making processes. According to
Forrester thefollowing are seen askey components of asuccessful eCRM/CRM
implementation (Temkinet al., 2003):

. Define a strategy

e  Setobjectives

*  Select the best technology

. Implement the acquired technol ogy
. Define new business processes

. Driveadoption

Most difficultiesarisewhenaCRM/eCRM projectisinitiated. At the beginning
of anew project, there is adistinct need to ensure that the client requirements
areincluded and adhered to meticulously.

Barriers to Successful eCRM/CRM
| mplementations

According to aresearch study by Pushkalain January 2002, a range of issues
was raised that affected the successful implementation of an eCRM/CRM
rollout:

. Inter-departmental conflict
e Systemfunctionality
. Resources

Organizationsincluded in the survey said that the number of disparate systems
created a condition whereby there were issues with aligning and integrating
customer data effectively. Systems that are classed either as sub-systems or
back-end systemsdo need to be comprehensively aligned andintegrated, or there
islittleto be gained from organizing eCRM/CRM systems.
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Sharing of Customer Data

Some organizationsin the survey carried out by Pushkala (2002) felt that there
was already an emerging problem of sharing customer data with other depart-
ments. The question of boundaries being placed at each end of a department
creates alot of redundancy and management issues, such asthe cost of creating
entirely new customer systems and databases to store customers' data that is,
in effect, already in place in another department.

The business case for sharing customer data and distributing it internally is
unguestionable, both in terms of economics and of business sense. Inter-
departmental cooperation and inter-departmental facilitation of informationisa
necessary ingredient to successfully aligning and integrating departmental
systems—eCRM/CRM systems. Failureto share dataand customer information
will only, inthe long run, create serious problems for an e-business, especially
when forming campaigns and mail-shots.

System Functionality and Customer Data

Where eCRM/CRM rollouts are decidedly late and poor performance is the
result of alack of control, then thiswill hit the budget significantly. Allowing
milestonesto be missed, allowing implementationsto run over on costs, and not
communicating changes to all concerned will create a complete project failure
and, more importantly, the ‘client’ will lose out in terms of the lateness of the
implementation and the manageability of itsinternal systemsand data.

Important to asuccessful implementation and a successful eECRM/CRM project
isthe accuracy of the datathat istruncated to respective managers. Data quality
isof paramount importance when using asystem that is seen asthe engine of the
organization. E-businessesin today’ s global markets depend not only upon the
accuracy of front-end systems, but also on the quality and accuracy of customer
data. Quality of dataisimportant, but integrity should not be downgraded against
efficiency drives. Data integrity supports the business value assigned to cus-
tomer data and, without integrity of data and information, the value of the
information diminishesandislessuseful to management in either their marketing
campaigns or online targeting of customers (Pushkala, 2002).

eCRM Implementation and Performance

E-businesses and their eCRM/CRM system(s) areimplemented with onesingle
goal—to serve their customer base (Gronroo & Powell, 2000). Rather than
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provide an eCRM/CRM system to support the optimization of a department,
eCRM is atool that encompasses the functionality required to permeate the
whole organization. The interesting point with eCRM implementations is that
only athird of them are attributed to asuccessful project implementation (Dickie,
1988). Many eCRM/CRM implementations have been shown to have been
poorly carried out, only 25-30% of implementations being wholly successful.

Steps to eCRM  Success

Initiating an eCRM project requires not only financial investment, but also a
mixture of people skills, software selection, and an attention to detail. Without
any of these key drivers, an implementation will not be as successful asit ought
to be, given the extent of damagethat can be done by not clearly defining project
and management goals. The extent to which success is achieved could be
measured by the eCRM/CRM’s ability to add value to the already systems-
oriented e-business. The concept behind eCRM/CRM isnot just about interact-
ing with customersonline, but about improving the method and effectiveness of
managing customer data.

It is suggested that there are four implementation steps that affect the viability
of aproject (Lee, 2003):

. Developing customer-centric strategies

. Redesigning workflow management systems
. Re-engineering work processes

*  Supporting with theright technologies

However, Kimberley Hill of CRMDaily.com suggests that deploying eCRM
modulesoneat atimeismore productive and financially sound where businesses
have strict budgets (Hill, 2003). Barton Goldenburg (2003) of eWeek.com
suggests that to reduce costs, it is not always prudent to engage external
implementation experts without qualifying the expense involved. Delivering
internal implementations with support from an external specialist is better than
completely outsourcing a project, saving sometimes more than 70% of costs,
according to Goldenburg.
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CROSIT and Alignment | ssues

The CROSIT (Customer Relationship Operational Systems Integrated Tech-
nologies) model is developed based on previous works by Henderson and
Venkatraman (1999) and their Strategic Alignment Model. Also, asareference,
the developments made by Curtin (1996), Alter (2002), and Earl (1992) have
each played an important role in the development of the CROSIT and CPR
(Customer Process Reference) models.

The CROSIT model is based on various models that relate to businesses either
aligning systems or applications, or integrating processes across the organiza-
tion. In particular, Henderson's (1999) model revolved around internal and
external domains within the business context. The CROSIT model includes
several different business perspectives, domains, and needs of an e-business’
eCRM function. The CROSIT model is layered with five key elements that
enable successful integration of eCRM processes and application technologies.

The CROSIT model isbased on the generic input, process, and output model to
keep the complexity to a minimum. The only input to the model is the online
customer, also known asthe eCustomer, whose actionsrequire processing by the
e-business. The online customer may be ordering products or possibly just
‘browsing’ a business’ website. The response made by the e-business will
entirely depend upon the efficiency of its eCRM function and the inter-
organi zational systems (1OSs) that are needed to support the online experience.

Theintention with the CPR model, on the other hand, isto apply the model after
the CROSIT model has matured. The CPR model isamechanism for measuring
the progression of the eCRM system and its cross-functional integration within
the e-business.

The phases are illustrated as:

. Initial Phase: E-businesses to quantify the state of play
. Metrics: Process proficiency

e System Integration: Competency of the eCRM and organizational-wide
systems

e CPR: Encapsulates all known states and competencies

The CPR model, as suggested, is applied once the CROSIT model has had
sufficient time to mature and develop into afully integrated eCRM enterprise-
wide system. eCRM is not meant to be a stand-alone customer management
system, but onethat isfully integrated, with enterprise-wide systemsthat cross
all aspects of the value chain (Porter, 1985) .The CPR model is not appropriate
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for use before all efforts have been afforded to the CROSIT model, i.e., before
asatisfactory conclusion has been achieved with the integration and alignment
of eCRM systems and applications.

eCRM/CRM and Market Developments

The growth of the Internet over the last few years has afforded businesses a
tremendous opportunity to adopt new technology and to integrate it with their
internal functions. The Internet has swept across all types of businesses, brick
and mortar as well as newly established dot.com firms, and with it brought
forward the need to focus on providing the most efficient method of service,
delivery, and performance of internal functional systems. This technological
development hasled CEOs, ClOs, CTOs, and managers to become more aware
of the needs of the business and of both itstraditional and its online customers.
Businesses seem to be finding particular difficulties with integrating I nternet-
enabled technologies and are concerned about how to best apply new-wave
technology to real business solutions (Grove, 1996; Porter, 1985).

Thegrowth of the I nternet has opened up opportunitiesto enable more and more
traditional customers to access online services and products. CyberAtlas
estimated in 2002 that theworldwide population of I nternet userswas580 million,
whereas eM arketer estimated total worldwide population with accessto online
servicesand productsto beapproximately 709 million users(CyberAtlas, 2003).
Global trends, with the growth of Internet users becoming more interested in
accessing servicesand productsonline, hasincreased significantly in most parts
of the world today. Nielsen NetRating in their study found that Germany has
achieved, so far, 35.6 million users online, whereas the UK has achieved 29
millionInternet users, and Italy, 22.7 million (Nielsen, 2003). Niel sen’ sstudy al so
highlighted that the most matured markets are:

Sweden

Hong Kong

The Netherlands
Australia

A w DN PE

Further, the global Internet market iscurrently being led by America, with 29%
of the total Internet market, followed by Europe (23%), Asia (13%), and Latin
America (2%) (Hill, 2003).
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As the increase in Internet users becomes greater, the need for businesses to
improve their Internet-enabled systems becomes more and more apparent.
Increasing the scope of online servicesis only part of the solution to business
demands from Internet users (Mougayer, 1998). Developing new commerce
channelsisavailableto every business. This can be an advantageif the business
lookstointegrate and aligninternal systemswith Internet-enabled technologies
(Jones & Kochtanek, 2002; Granger, 1994). However, creating advantage with
the Internet is not necessarily based on improving front-end systems alone, and
onproviding anopportunity for new customer channel sto flourish (Porter, 1980,
1985, 2001). As highlighted by Porter’s (2001) paper on Internet strategy,
business activities are being linked together through toolslike CRM to improve
efficiency, control, and customer servicing. However, businesses cannot afford
tointegratel nternet-enabled technol ogieswithout the compl ete support of senior
managers, CEOs, and ClOs alike. Supporting new wave technologies is a
requirement of the whole business and not just of individual business functions
that are a part of the value chain mechanism (Porter, 1985). The opportunity
provided for businesses to integrate front-end and back-end technologies with
theInternet isonethat can only be attained with the full support of management
and where appropriate, with restructuring.

Sincethedot.com‘boom’ nbust’ several yearsago, businesseshavebeen quietly
planning what to do next with I nternet-enabl ed technol ogi esand considering how
best to absorb their power. Businesses have, although slowly, made concerted
efforts to embrace the Internet by integrating internal functional systems with
traditional and newly created channels, using the Internet to supplement tradi-
tional channels of commerce and servicing of its customers (Steinfield et al.,
2002).

A new wave of commerce has evolved, and businesses have seen fit to re-focus
attention fromthe busi ness-centric view of commercetowards customer-centric
models and tools. With this new wave of commerce, the need has grown for
businessesto be more conscious of high-tech customersand their preferencefor
onlineservicing, rather than for traditional channels. Biz Report (2002)foundin
their study that two-thirdsof customer servicingisconducted onlineor viaemail.

This phenomenon, whereby customers are choosing online servicing in prefer-
enceto traditional channels, has made it more important that businesses ensure
that their internal systems, whether front/back-end, are both integrated and
aligned inter-organizationally (10S). More than half of businessesin the UK
have embarked on ajourney to integrate Internet technologies to enable their
customersto either order products online or be serviced online (DTI, 2002).

Therearemany definitionsof e-businessto-date. To help withthe understanding
of e-business and the integration of new wave technologies, several of these
definitions are presented. IBM (2003) defines e-business as:
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“...The transformation of key business processes through the use of
Internet technologies....”

The Department of Trade and Industry (DTI-UK) describes e-business as:

“...Fully integrated information and integrated communications
technologies (ICTs) into its operations...integration of all these
activities with internal processes of a business through ICT.” (DTI,
2000)

Weill and Vitale (2001), in their book Place to Space, define e-business as:

“Marketing, buying, selling, delivering, servicing, and paying for
products, services, and information across networks linking an
enterprise and its prospects, customers, agents, suppliers, competi-
tors, allies, and complementors.”

And, finaly:

“E-business is a cluster of features and techniques which are
needed to support the business engagement in commerce as well as
e-commerce with online and offline customers. Further, this en-
gagement includes the interaction between other businesses and
organizations that utilize computers, the Internet, and networking
generally. Encompassing this business format are the rules and
processes that combine many functions such as eCRM, eBRM,
eERM, eSCM, eERP, eMRPII, and EAI.” (Evans, 2001)

eCRM: What is it?

eCustomer Relationship Management, simply stated, isanew strategy to assist
businesses in providing highly effective and efficient customer service by
utilizing management to concentrate on customersin order to acquire, develop,
and retain the company’s most valuable asset—its customers. The potential
market for eECRM/CRM products is estimated to grow to $10 billion by 2005
(Pastore, 2003).
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eCRM, based on the utilization of the Internet (Daniel & Wilson, 2002), is an
informationindustry termfor methodol ogies, software, and capabilitiesthat help
a business manage eCustomers’' relationships in a structured and methodical
way. For exampl e, businessesinvariably needto collate, dissect, manipul ate, and
disseminate customer information that usually requires the use of a formal
approach to storing raw data. This raw data, known as click-stream data, is
truncated downstream through various processes until the datareachesastoring
location that is normally alarge database—RDBMS. In most cases, managers
invariably need up-to-date customer information to make a decision and there-
foreretrievetherelevant information, using techniquessuch asslicingand dicing
to make the most appropriate decision for the business. Online customers now
have the ability to access products and services anywhere and at anytime.
Nowadays, businesses are able to keep customers informed of new services,
products, and promotionsin real time.

Today, businessesarerequiredto, initially, understand the new dynamics of the
el ectronic marketsand moreimportantly tolearn how to adapt to and acquirethis
new technology for business advantage.

E-businesses areinvestigating methods of improving the business and customer
relationship by building streamlined techniques and tools. One of the most
prominent tool sto dateisthe use of personalizationtechnol ogies. Personalization
technol ogi es enabl e businesses to personalize the ongoing relationshiponal:1
basis. The philosophy behind businesses utilizing personalization technol ogies
includes concerns with improving business efficiencies, but also a desire to
improve customer satisfaction and retention programs. However, none of these
new approaches are viable unless e-businesses take advantage of the new and
extremely pervasive technology. However, harnessing this technology does
have somedrawbacks. Some exampl es of the perilsof implementing eCRM with
the business are: not creating a comprehensive customer strategy, rolling out
CRM before organizational changes have been made, thinking that an increase
in CRM technology isgoodinitself, and poor investment in customers (Rigby et
al., 2002).

Internet. World Wide Web. Electronic commerce. eCRM. These terms and
technol ogies encapsulate the possibility of improved relationships between a
business and its most important asset—its customers. Nevertheless, manage-
ment of these technologies is only a small part of the complete eCRM system
(Cox, 2000).

Even when the technology is in place, there is also a need for complete
integration, bothintermsof 1S/IT and the platformsin which these systemswill
operate. Withtheadvent of global integration and cooperation between alliances,
competition between markets has increased and products have had to differen-
tiate between one another (Porter, 1989).
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Further, e-businesses have understood that business-centricity is no longer
sustainable and a shift in business practice has moved towards customer-
centricity (Evans, 2001).

In addition, technology has evolved to the point where a business has the
opportunity to store details of customersin asingle location, thereby enabling
centralizationto beadopted to ensure efficiency, dataupdates, dataintegrity, and
the added ability to create data markets from data warehousing systems.

Given this, what are the benefits?

*  theability to provide faster responses to customer enquiries,

*  increased efficiency through automation and acquiring adeeper knowledge
of customers,

e attaining moremarketing or cross-selling opportunities,
* identifying the most profitable customers, and

e obtaininginformationthat can be shared among bothinternal functionsand
external alliances (Winer, 2001).

As with data-warehousing systems, the eCRM/CRM system within a business
environment is a combination of various sub-systems that amalgamate to form
a concise, effective, and more importantly from the business perspective, an
efficient means to collate, communicate, analyze, store, and disperse pertinent
information about a business customer. Karapetrovic (2002) suggests that a
system isacomposite of inter-linked processes that function harmoniously and
share the same resources that come together to achieve a set of business goals
or objectives.

Intoday’ sdynamic businessenvironment, an eCRM/CRM system cannot solely
partake onitsown in adisjointed way, but must interrelate with ‘ other’ systems
that arein operation within the business environment. Whether they are systems
or functions, the business relies upon the cohesiveness of itsinternal systems.

Businessesintoday’ sdevel oping and dynamic marketsrely heavily onthesupply
of market-driven information, which encapsul atesnumerousdimensionsrelating
to spatial customer information (SCI) needed by businesses to drive eCRM/
CRM sub-systems, either within the marketing function or related business
functions. Rigby (2002) suggeststhat asuccessful eECRM/CRM system depends
more on strategy than on the amount a business invests on its technologies.
Kalakota (1999) defines CRM as an integrated sales, marketing, and services
strategy that depends on coordinated enterprise-wide activities. Furthermore,
CRM aligns business processes with customer strategies to build customer
loyalty and thus increases revenue, albeit over time (Rigby et al., 2002).
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Figure 1. eCRM and its functional neighbors
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By extrapolating this trend whereby eCRM/CRM is not purely a sole function
alone in its marketing environment, businesses can see that eECRM/CRM is a
wholly integrated system linked, but not exclusively, to accounting, production,
sales, marketing, and manufacturing. Figure Lillustratestheintegrationissue of
eCRM/CRM with neighboring functions within an e-business.

Integrating eCRM

Nowadays, e-businesses are frequently using customer relationship tools to
improvetheoverall performance handling of each online/offline customer. Inthe
past, customers were restricted to traditional channels such as contacting
customer call centers or using the postal service. The days of ‘snail-mail’ have
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long since dissipated and been replaced by efficient, effective CRM tools like
personalization. Personalization technologies have seen a dramatic rise in
demand during thelast few years, asthey have become more and moreimportant
in handling customerswith their individual needs (DataM onitor, 2001; Peppers
& Rogers, 1993). Furthermore, according to DataM onitor (2001), personaliza-
tiontechnol ogy istoreach apeak of $2.1 billion by 2006. E-businesseshavefully
grasped the need to improve their internal CRM systems with ‘other’ inter-
organi zational systems such as supply chain management (SCM) and enterprise
applicationintegration (EAI). The MetaGroup (2001) conducted astudy of B2C
and B2B firms, and found that there was an increase in online businesses using
CRM and itstechnologies. Furthermore, IDC Research highlighted in its study
that more than 50% of European businesses agreed that CRM/eCRM and its
tools were critical to business operations (IDC, 2001). However, integrating
CRM toolsand applicationsisnot alwaysan easy option to choose, according to
the Gartner Group (2001), which found that e-businesses were more likely to
underestimate the costs of CRM/eCRM integration by as much as 40-50% by
2006 (Winer, 2001). The expected market share of CRM/eCRM-related tech-
nologies could reach as much as $16.5 billion by 2006, according to Jupiter
Research (2002). The study by Jupiter Research expectsthe marketsintheretail
and financial industries to be as much as:

. Retail Sector, $3.2 billion by 2006
. Financial Sector, $5.4 billion by 2006

The driving force behind e-businesses and their eCustomers pursuing the
readjustment of their approach to online business is the development of new
eMarketing technologies such as personalization and integrated customer man-
agement systems.

Within eMarketing, a number of definitions have evolved, for instance that of
Chaffey, Mayer, Johnston, and Ellis-Chadwich (2001):

“...The application of the internet and related digital technologies
to achieve marketing objectives....”

Dibb, Simkin, Pride, and Ferrell (2000) write that eMarketing:

“...consists of individual and organizational activities that facili-
tate and expedite...exchange relationships...in a dynamic environ-
ment....”
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In particular, meeting customer needs, either 1:1 or otherwise, requires coordi-
nated activitiesto ensurethat they are content withtheir individual serviceeither
online or offline (Jaworski & Kohli, 1993).

Nevertheless, although it is all well and good that e-businesses are asked to
implement new eCRM/CRM paradigms, one aspect will be at the center of the
CEOQO’s as well as the CTO and CIO’s mind, and that is cost. Acquiring
eCustomersis not, in the short term, inexpensive (Reicheld & Schefter, 2000).
E-businesses need to be reminded that there is a method involved in acquiring
customers and that improving retention rates requires financial support for the
acquisition, retention, and extension programs (O’ Malley & Tynan, 2001).

Internet-enabled technol ogies have driven the need for e-business functions to
work closer together to meet the needs of their customers. Furthermore, withthe
drive for integration of front/back-end technologies and the upstream/down-
stream processes, marketing and I T functions need to ‘ pull-together’ to enable
e-businesses to maximize impact in the electronic markets (Wellset al ., 1999).

Utilizing eCRM systems has enabled managers to make clear decisions on
market segmentations, channels, demographics, and process efficiencieswithin
the customer center management (Nasi, 1999). Also, the development of
eCRM and integrated customer management systems has enabled inter-
organizational systemsto shareinformation about specific target groups, as
well asproducts’ share of the market (Papazoglou, Ribbers, & Tsalgatidou,
2000).

Slicing and dicing data, asisoftenrequired by key decision makers, isinvaluable,
especially when deciding on which servicesto offer to ‘ selected’ customersand
markets (Feelders, Daniels, & Holsheimer, 2000). Generally, data mining and
datawarehousing have become key toolsin the demand for quality information
that has been derived from integrating eCRM systems within an e-business
enterprise-wideenvironment.

eCRM/CRM and Integration in a Horizontal
Organization

Businesseshavetraditionally beenfounded upon turn-of-the-century principles,
with the Taylorist approach to the management of a business. The pillars that
businesses were built on, until recently, embodied division of labor, functional
processes, structure, and span of control.
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However, these traditional methods of work do not tally with the new working
environment nor with businessneeds. Thereisagrowingtrendin businesstoday
toshift fromavertical organizational structureto amuch morepervasiveorganic
structurethat isflattened—horizontally.

A horizontal organizationisprimarily structured around anumber of key business
processesor workflowsthat ‘ link’ activitiesand capabilitiestogether toimprove
business and operational performances. Where businesses continue down the
vertical organization path, it isargued that performance will only be negligible
(Ostrof & Smith, 1992).

The attributes of atypical horizontal organization are characterized by Ostrof
and Smith (1992) asfollows:

J organized around processes, not tasks;
J a flattened hierarchical structure;
e assigned ownership of processes and process performance.

Furthermore, there are several instances where e-businesses have moved away
from the traditional Theory X style of management that has been pervasive for
most of thetwentieth century. Nevertheless, e-businesses these days are less
concerned with traditional power bases, and more focused on horizontal pro-
cessesand applications (EAI and EI S) and on creating apervasi ve organi zational
structure.

For instance, Fed Ex adapted itsinternal businesssystemsfor morethan 20 years
using acentralized computer system called COSM OS (Farhoomand et al ., 2000).
Thefunction that COSMOS carried out wasto track all packageshandled by the
business. When a Fed Ex Corporation customer/e-customer entered new
information via FedEX’ s website, internal systems were updated with the new
informationinreal time.

By reviewing current business practices of functional units, to being less
paramatized and becoming more' trans-zontal’, businesseswould have agreater
leverage of enabling theintegration processto take place. Thefallacy liesinthe
fact that businesses view eCRM/CRM as a stand-al one set of systems—itisan
interrelated system made up of complex channeling and processes.
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eCRM/CRM Integration with
E-Business Systems

Inthe new Internet business age, technology has driven the need for businesses
tore-focustheir philosophiestowards satisfying customersand shifting centric-
ity from business-centricity to customer-centricity.

There have been instances where businesses have not had a successful eCRM/
CRM integration program (Curtin, 1996). Where there has been a ‘lack of
understanding’ with the eCRM/CRM system relating to architecture, system
integration, infrastructure requirements, effective program management, or
following awell-defined life cycle, the business has suffered poor performance
and poor investment in business technology and customer retention.

With any new challenge, like the implementation of eCRM/CRM, there is a
distinct need for leadership. However, at the operational and the strategic level,
literature suggests that one reason for the failure of e€CRM/CRM initiativesis
poor judgment on the part of senior management and executives.

Furthermore, the desire businesses have to move from the planning phase
directly totheimplementation phase hasprovento drivethe proposed system of f
therails. One further point that requires highlighting is the need a business has
to align technologies, whether front-end or back-end, with customer-driven
systems that can affect the relationship with online customers or traditional
customers alike (Rigby et al., 2002).

Thisrelationshipthatiseither nurtured or attained through different opportunity
channels requires substance and meaning. This ‘substance’ encapsulates five
facets of workable and, more importantly, sustainable customer relationship
management (Peppers & Rogers, 1997):

. Identification: Learn as much as you can about the customer.
. Individualization: Tailor the approach to each customer.
. Interaction: Continue to learn more about the customer.

. Integration: Extend the relationship with the customer throughout the
organization.

. Integrity: Maintain the trust of the customer.

Two key aspects of Peppers and Rogers' (1997) work integration and integrity
highlight the significance of an organizational-wide eCRM/CRM system. Pro-
posed hereisthat business cannot have one without the other: Businesses must
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integratetheir customer systemsand must ingrainintegrity at every phase of the
eCRM/CRM system or sub-system, regardless of the function or stakeholder of
the process.

Historically, businesses often felt that customer services were part of the back-
end processes and tied-up loose ends that had not been dealt with by the sales
process. |n essence, customer service requiresintegration at the front end of the
business, but not as alast resort to attainment of the company’ s customer base.
Therelationship that a business nurtures needsto betreated accordingly, not by
salespeoplealone, but by aresponsive, integrated, efficient eECRM/CRM system
(Kotler & Stonich, 1991).

Retooling eCRM/CRM Implementations

Implementation is not only concerned with working with current business
practices and current business processes; consideration should also be given to
redefining and retooling businesses with the best technologies and efficient
processes that actually improve performance.

One example in which processes and legacy systems were fully aligned can be
seen with the AlliedSignal Aerospace company, now a division of Honeywell
International. AlliedSignal had four distinct business unitsthat had difficulties
with sharing information about sales opportunities, the status of maintenance
requests, or the products customers had on their aircraft (CIO.Com, 2002).

A new system was implemented to counteract the number of complaints
AlliedSignal received from its customers by introducing an entirely new CRM
system. Atlas included a Sales Force Automation (SFA) tool from Siebel,
although therewere somedifficultiesin getting employeesof AlliedSignal to use
the new tool. In the end, AlliedSignal assigned a new manager of business
processes to implement the new CRM tool and to work with each sales unit to
develop a new, single sales process tied into Atlas.

AlliedSignal overcameitsdifficultiesof legacy loyalty by transferring datafrom
existing databases into Atlas and then closing down old databases that its
salespeoplehad used previously. Today, Atlasiswidely used at AlliedSignal, and
efficiency hasincreased and been attributed to the doubling of aftermarket sales
(CI0.Com, 2002).

DHL isanother international company that hasimproved its CRM processes by
introducing a planning strategy to improve its efficiency drive and workflow
practices (Wrenden, 2003). However, as with any new organizational-wide
system, thereisresistanceto change, and DHL wasno different. Thecompany’s
planning initiatives encountered some resistance from sales forces as they felt
that they were being undermined. This scenario typifies the growing canyon
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between what is best for the company and what the sales forces expect.
Although salesforcesare experiencedindealing with customersonadaily basis,
this does not and cannot imply that salesforces can operate independently of an
organizational system that isin place to improve customers’ experiences.

Itisinterestingto seethat the need for changeisalwaysmet with resistancefrom
one foe or another. However, in the end it is evident that change isinevitable,
given the demands that are made upon all businesses every day of every month
of every year.

eCRM/CRM Integrated Technologies

The traditional forms of coordinating customer services, relationships, and the
development of a heavy reliance on disparate processes and applications have
created an incomplete system view of eCRM.

Furthermore, thetechnol ogies used to support the customer experiencefailed to
justify the means by which a business operated, i.e., alack of integration and
integrity with the eCRM/CRM systems throughout the organization.

Thetechnologiesthat support theinternal infrastructureand architecturerequire
alignment with functions and their respective systems. The alignment factor is
generally where businesses fail to appreciate the initial complexity associated
with the planning and i mplementation of aninteroperabl e, scalableeCRM/CRM
program.

As proposed in Figure 2, to leverage an advantage over a competitor and
leverage internal systems with the retention and attainment of customers, each
component must be solidly, coherently, and seamlessly integrated with all
businessfunctions.

This seamlessintegration is not to be misunderstood in the sense that it relates
purely to marketing or sales, but should become a part of awholesale overhaul
of the business offerings.

It’ sworth noting that businessesthat fail to counteract their deficiencieswill find,
if notintheimmediate future, that the task of maintaining and maximizing their
leverage in the market will become more demanding than first realized or
understood.

For businesses, quickly integrating components of eCRM/CRM should not be a
priority. The priority should be to integrate sub-systems that are essentially
mission-critical, e.g., customer servicesand support (CSS) and call centers. This
form of businessphilosophy toimplementati on programming of stagingtherollout
will provideinvestment returns by reducing overheads and by shifting practices
onlinein relation to business needs.
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Figure 2. eCRM component technologies
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Where the overall business investment required is seen as ‘worthwhile’, and
where the integral components are indeed integrated with existing or newly
created processes, e€CRM could be seen as integrated. Figure 3 illustrates the
interrelatedness of eCRM/CRM and business functions throughout the organi-
zation.

As can be seen in Figure 3, there are two streams that require interoperability
withintheorganization. The high-level posture of theeCRM/CRM system, with
its indispensable sub-systems (low-level posture) and their interrelatedness
towards other aspects of an e-business, requires the support of the business as
awhole and leadership by the CEO to make the eCRM system a success.

Functions A, B, and C highlight the necessity of managing integration of one
system and its particular sub-systems to functions within the business that
require comprehensive integration with eCRM/CRM. However, this concept of
interrelating sub-systems with each other must not be seen as an excuse to
overload business with next-generation technologies and applications. Never-
theless, to introduce layering of sub-systems upon sub-systems without the
proper coordination, i.e., withtheinterrelation activity not being fulfilled, would
mean that there was no real advantage to implementing such a program. Why?
The benefit of layering technologies, applications, and transactions will not
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Figure 3. eCRM/CRM sub-system interrelatedness
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create the environment needed to nurture either the high-level posture of a
system interface or the low-level sub-system interface with different systems
that e-businesses have.

Alignment and Integration of eCRM/CRM with the
E-Business Environment

The issues surrounding eCRM and alignment are more to do with a lack of
understanding of how to manage customer information and the relationship of
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online/offline customer interaction. For instance, online customers require
accessto online business services, i.e., front-end systems, to browse through an
electronic catalog of products that is available to Internet and traditional users
alike. Now, if online users are experiencing or seem to be experiencing
difficultiesin getting accessto such information, then it isreasonabl e to assume
that thereissomedifficulty withtheinternal mechanismsthat support thisaspect
of the business operation. Furthermore, let’s say a customer has browsed a list
of products on offer, and chooses a selection and then performs operations that
generate payment transactions, but instead of taking the online customer to the
rightful conclusion, the customer is taken to an error screen or worse still, to
“...sorry, we do not have stock at the moment..."; that customer will inevitably
look elsewhere.

Figure4illustrates an example eCRM workflow for online customerswith both
internal and external processesand associationswith internal componentsof the
system—usedtoillustrate processand functional integration. Further, theeCRM
workflow diagram will be of interest to those who will face the inevitable
guestion, “What can we do to compete in the highly changeable environment?”
Thesimpleanswer, although not so simplein practice, istointegrateall business
processes at a micro-level, and at the macro-level all functions of the business.
AlthoughthefocusiseCRM/CRM, nevertheless, thereisstill aneed to develop
an overall model integrating the eCRM function into the business operation.

eCRM/CRM and its effectiveness within an e-business environment is depen-
dent upon theclarification of the desire and need to fully align anintegrated and
organizational-wide customer system. E-businesses have the opportunity to
receive from operational convergence of eCRM—with traditional business
functional systems—andwill not only achievealeverageof internal efficiencies,
but advantageinthe marketplaceby aligning customer-related systemstogether.
However, successfully implementing customer services is not a haphazard
mechanism for fashionable change, which could leave open the possibility that
the change could be more detrimental to the e-business and its success.

These experiences by some dot.coms should be seen as caveats rather than a
hindrance to successful customer relationship integration (Pinker et al., 2002).
For example, with the online grocer marketplace, itisn’t the dot.com e-business
that is spearheading successful integration of Internet technologies, but solid
businesses—traditional brick-and-mortar businesses like Tesco.com which are
actually leading the way forward by integrating systems holistically.

In cases where e-businesses have neither anticipated customer needs and
requirements nor integrated eCRM/CRM synergistically with the application
backbone of the organization, efficiency losses reduce operational efficiency
and moreimportantly customer retention. Twenty-first century businessisnot to
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be paralleled with twentieth century ideologies and philosophies, given the
complexities that are bound by carrying out restructuring of businesstoday. E-
businesses must be able to adapt and be more responsive, as well asto develop
the ability to anticipate and act upon customer needs (Rowley, 2002).

Thediffusion of functional boundaries providesopportunitiesfor ECRM/CRM to
be an integrated and fully aligned system that is coupled together with Web-
based information systems (WBI S) and back-end processes (Jones & K ochtanek,
2002). The need e-businesses have to ensure suitability of eCRM is to adapt
current systems and sub-systems, by coupling with eCRM/CRM as part of the
backbone information system (BBIS) to business operations. An integrated
eCRM/CRM system must capitalize on the capabilities provided by the e-
business’ sub-systemswith organizational-wide functions (Mejabi, 1994).

Customer Process Reference (CPR)
M odel

E-businesses, intheir pursuit of excellence and efficiency drives, need to adopt
an approach that enables managersto qualify each stage of the implementation,
as well as to assess the effectiveness of its e€CRM/CRM system. The CPR
model is developed on the basis that e-businesses need a way to measure the
performanceand state of animplementation, not only during theimplementation,
but afterwards as well. The model could be used as a way of evaluating the
successof aneCRM/CRM implementation against aset of criteriathat highlights
the added value of the system.

The CPR model, asshownin Figure5, isused asatool associated witheCRM’ s
state of play with the e-business. The customer process relates to the transition
from one process to another and the value attached to each process of the end-
to-end cycle, whereas the customer metric aspect of the processis qualified by
a set of fixed benchmarks so that added value can be assessed or monitored
against targets—whatever is attributed to the e-business needs of the
eCRM system. The system integration aspect of the CPR model directly
refers to the competencies attributed to system operations of eCRM in the
e-business.

The CPR model illustrates the significance of aligning eCRM with related e-
business systems, and ascertaining their ‘ state of play’ and the challenges that
are faced when dealing with an integrated eCRM system. Although an eCRM
program can take up to 18-24 monthsto produce any real results, thetwo distinct
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Figure 5. CPR model
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models (CROSIT and CPR) are developed to assist the evolution of a wholly
integrated eCRM program to extend the rationale for a comprehensive cross-
functional and process-integrated customer system.

As indicated in the model, the four distinct areas are customer processes,
customer metrics, systemsintegration, and thefinal variable—theoverall model
behavior. At each stage of the implementation, the benchmark can be applied to
measure overall effectiveness of the CRM system and whether or not it is
meeting the objectives that had been set at the beginning of the rollout.

CPR and eCRM

Developing and implementing an efficient eCRM system does require a phased
approach to fulfilling a comprehensive customer relationship management
programthat alignsitself withinter-organizational systems(10Ss). Formalizing
and adopting a phased approach is|ess problematic than switching or adapting
acomplete specification using current normsand systems. Why? Given the need
to re-assess front-end and back-end office technologies and applications, a
business should look to re-scope its needs with internal business processes,
systems, and functions, and external demands made by the online customer.
However, the balance between integration and performance, and external
demandsfor efficient, timely, and responsive customer management is one that
continues to create much debate. In support of this debate, the CPR model

Copyright © 2005, Idea Group Inc. Copying or distributing in print or electronic forms without written
permission of ldea Group Inc. is prohibited.



eCRM Integration in E-Business 77

extendsthe implementation and performanceissues by defining a set of metrics
ranging from alow-level posture (process) to a high-level posture—complete
inter-organizational integrationwith cross-functional application, processes, and
systems.

CROSIT and the E-Business
Environment

The Customer Relationship Operational Systems|ntegrated Technology model,
brings together the essential building blocks that are important to eCRM/CRM
becoming not just aviable leverage, but away of providing the balance needed
in abusinessto improve the response times to customers as well as e-business’
own internal demands that are made upon its systems. CROSI T’ s five interre-
lated building blocks provide a backbone enabling eCRM/CRM to become
entwined with cross-functional processes.

Figure 6. E-business eCRM environment—CROSIT model

Architecture & Infrastructure

Shared Resources

Interrelated Systems & Sub-Systems

Response

v

Customer Managing Integration

Business Strateay
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Architecture and Infrastructure

E-businessesintheir endeavor to sustaintheir onlineoperations; cross-functional
demands on eCRM; service portfolio and competitiveness, need to encompass
integrity, not to mention timeliness of each business system. There are two
configured aspects that play a prominent role in the fusion of services, organic
and physical components of an e-business—known as the e-business InfoNet
(Evans, 2001).

An e-business’ architecture and infrastructure rely almost entirely on organic
and physical components of abusiness, and when these components are applied
across the organization, they support the operations needed to perform not only
eCRM/CRM, but a multitude of invaluable support systems too. Technical
infrastructure such as intranets, extranets, and the World Wide Web (WWW)
are requirements to supporting organic components such as ERP, ERM, MRP,
SCM, and so forth.

Shared Resour ces

eCRM/CRM in an e-business environment is not about retaining data and
monitoring customer behavior; it's also about business continuity and the
dissemination of dataacrossthe spectrum of systems and functionsthat operate
within the business environment, given that there are a number of sub-systems
involved with eCRM, such as:

e Customer services and support (CSS)
e Customer billing

. Loyalty programs

*  Salesforce automation (SFA)

. Field sales and service

. Marketing and fulfillment campaigns
. Contact management

*  Online management

These components of eCRM/CRM are not the compl ete spectrum of the system
and its capabilities. Extending eCRM/CRM isintheinterests of e-businessesin
order to become more aware of the leverages that are available to develop
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competitiveness progressively in the marketplace. These cross-function sys-
temsinclude, but not exclusively:

. M anufacturing—demand to order
e Accounting—billing and account management
. L ogistics—distribution

Towhat endwill couplingeCRM/CRM with sub-systemswithinthe organization
be an advantage? In e-business today, more so than with the bricks-and-mortar
era, the hybrid nature of business mixing electronic information and processes
with traditional methods of work has found a place in the twenty-first century.
Thishybrid approach producesaneed to decentralize resources so that Business
Intelligence (BI) and Business Continuity (BC) areat theforefront of supporting
the needs of both the business and its customer base.

Interrelated Systems and Sub-Systems

Asillustrated in Figure 6, theinterrel atedness of one system or sub-system with
another isachievablethrough planning and transitioning. However, thequestion
arises as to how thisisto be carried out. There islittle benefit to e-businesses
incommitting half-heartily to becoming anintegrated business, if only half of the
operationsareinteroperable. The purpose of businessestransitioningtowards e-
businessisthat all of the transactions, processes, systems, and sub-systems are
interchangeabl e, interrelated, interoperabl e, and—moreimportantly—invested
in.

Managing I ntegration and Business Strategy

Integration is a precarious entity, although when dealt with correctly, it will
provide an abundance of positive returns. When e-businesses become fully
aware of theintricacies of eECRM/CRM, for example, coupling sub-systemsand
channelstogether, then the customer experiencewill achievethedesired results.
Furthermore, customer information provided by a Web presence must be fully
integrated with ‘ other’ databases of customer information, regardless of where
the database is located.

To begin any form of integration or transitioning, asolid strategy needsto bein
place that works alongside business strategy to accommodate the changes that
are necessary to integrate e€CRM into the business environment. The ability of
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the e-business to adapt and respond is just as important as is the ability the
business has in formulating a strategy. It is proposed here that eCRM impacts
upon business strategy to such an extent that arevision isneeded to re-focusthe
attention toward customer-centricity.

However, this does not mean that business strategy alone can do this: Thereis
significant attention required by the corporate strategy, marketing strategy, | S/
IT strategy, and operations strategy to make eCRM asuccess (Papazoglou et al .,
2000).

As highlighted by the AlliedSignal and DHL case studies, the need to share
customer dataand the need to integrate across an organization holistically isfar
too important to not appreciate. The CROSIT model’s aim isto bring together
the necessary componentsthat will hel p managersto think carefully about what
needsto be donerather than to see eCRM as a stand-al one application deployed
only in one department. It is clear that to deploy eCRM/CRM without aligning
an organizational-wide system will not invoke the performance and efficiency
gains needed to sustain competitive advantage.

CROSIT and eCRM Component Technologies

Creating a seamless alignment and integrated eCRM system cannot occur
without systemsand applications being managed to support the online customer
experience. Nowadays, customer rel ationship management tools and technol o-
gies have developed to an extent where they can be seen as ubiquitous and
holistic, depending onthetechnol ogiesand program to beimplemented withina
business. The broad range of technologies on the market encompasses: Sales
Force Automation (SFA) tools, Customer Analytical tools, personalization
technol ogies, customer behavior applications, and modul e extensionsfor specific
business needs.

The layering and integration of components represent integral elements of
CROSIT, asthe model is designed in away that enables a horizontal approach
to complete system alignment and i ntegration. Furthermore, the need businesses
have to access data from different areas of business has raised the stakes
between one function and another as regards sharing data, information, and
knowledge about customers.

Sharing hasbecome akey milestonein whether or not an e-businesshas evolved
to astagewherethereare no barriers, or formalized departmental structuresand
cross-functional applications, aswith Enterprise Application Integration (EAI)
and Enterprise Information Systems (EISs).

It is essential in today’s business climate that customers and the needs of
customers are taken on board when evaluating the best method of bringing
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together front-end and back-end technologies. Thereis no real advantage to an
e-business devel oping, or purchasing, afront-end website that failsto integrate
with back-end technol ogiesand processes: no advantage and leverageisgained.

Conclusion

Arriving at an integrated and robust eCRM system cannot be seen purely as a
trial-and-error approach to business performance, but a systematic endeavor to
committing to re-defining the approach to integrating eCRM’ s systemsin an e-
business environment. For example, connecting theinformation flowsfrom one
eCRM sub-system to an e-business’ functional sub-system will increase the
effectiveness of customer relationships and eCRM program expansions.

Integrating afully aligned eCRM system can have its drawbacks, as discussed,
but there are also many positive aspects to integrating eCRM with organiza-
tional-wide systems. Adapting new technol ogiesto e-business needswill, inthe
long run, produce benefits for both the online customer and business by
streamlining and improving performance of responsetimesto onlinetransactions
andenquiries.

Competitiveness in today’ s economic climate requires e-businesses to embark
on a journey into unknown territories. However, once e-businesses have
acclimatizedtotheneedtointegrateand align disparate CRM systemswithinthe
organization, then the foundation will be laid down for future expansion and
retention programs.

Finally, the application of CROSIT and CPR modelsisto be seen as a holistic
approachto redefining therel ationship between eCRM and itsneighboringinter-
organizational systems (10OSs) to enhance the customer experience.

Future Work

A case-based study is needed to assess the appropriateness of the CROSIT and
CPR models with an e-business environment.

The am of the study is to clarify and compare the needs of the customer
relationship management system with the components of each model to evaluate
where improvementsto the metricsand |S/IT at each stage of the model can be
refined, enabling businesses to integrate and align eCRM systems more effi-
ciently and in amore timely way.
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Abstract

This chapter introduces the concept of electronic supply chain design
(eSCD) and empirically examines the impacts of eSCD on supply chain
management. eSCD is a supply chain design that integrates and coordinates
suppliers, manufacturers, logistic channels, and customers using information
technology (IT). In this chapter, a model that shows the effects of eSCD on
the customization capability of companies was developed. From previous
studies, the model identifies three major effects of eSCD—electronic
linkage effect, supply chain coordination effect, and co-engineering
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effect. The model also shows a process through which an electronic supply
chain network is transformed from a simple infrastructure for data exchange
into a knowledge-sharing network for fast response and customization.
The model was tested using the data collected from the automobile industry
in Korea. It was shown that eSCD has significant effects on the supply
chain coordination and co-engineering. It was also shown that eSCD
affects the customization capability.

| ntroduction

Theuse of information technology in supply chainsisbecoming moreimportant
thaninthepast. Oneof thereasonsisbecause business environmentsare moving
from mass-production to customization. Supply chain combined with IT or
Electronic Supply Chain (eSC) isasupply chain that integrates and coordinates
suppliers, manufacturers, logistic channels, and customers using information
technology (IT) (Briant, 2000; Kim & Im, 2002). The e-supply chain makes it
easier and | esscostly to manage suppliers(Briant, 2000). I T canlink all activities
in a supply chain into an integrated and coordinated system that is fast,
responsive, flexible, and able to produce a high volume of customized products
at low cost.

eSCsaremaking alot of impacts on the performance of supply chainsin various
industries(Fine, 1998). Moreover, eSCsare expected to bring morefundamental
effects—from a simple network for information exchange to a network for
knowledge creation and sharing (Kim & Im, 2002). However, not many studies
have conceptualized various effects of eSC or empirically measured those
effects. In this chapter, a new model is proposed to explain how an electronic
network evolves from a network for simple data exchange into a space for
knowledge creation and supply chain coordination. This model is empirically
tested using the data collected from the companies in the Korean automobile
industry.

Background

Electronic supply chain design (eSCD) is a process to build an electronic
information network for transactions among supplier-manufacturer-retailer-
customer invirtual spaceusing IT (Kim & Im, 2002). eSCD has several aspects
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that are di stinguished fromtraditional supply chain management andinformation
systemsfor individual firms.

First, as Pine (1993) pointed out, customization cannot be achieved at an
individual firmlevel. Every company inalarge supply chainor distribution chain
is dependent on each other. Thus, the unit of value creation has shifted from
individual firmsto value-networks that consist of partner firms and their close
collaboration (El Sawy, Malhotra, & Gosain, 1999).

Second, supply chain design (SCD) focuses more on dynamic flow and interac-
tions. SCD consists of choosing what work to outsource to suppliers (make vs.
buy), selecting suppliersto useand negotiating contracts—boththelegalitiesand
the culture of the supply chain relationships. Fine (1998) noted that more
emphases had been on the “static” material inventory management than on the
“dynamic” flow within a supply chain. In the 1990s, many companies in
competitive high-technology industries such as automobile, semiconductor,
computer, and softwarefailed eventhough they had highlevel of capabilities. On
the other hand, some companies such as Dell Corporation accomplished com-
petitive advantages based on anew supply chain designthat enabled the partners
inasupply chainto dynamically adapt themsel vesto changing technol ogies and
markets. These successesand failuresimply that the“ dynamic capability” —the
capability to rapidly integrate, design, and coordinate internal and external
capabilitiesinresponseto the changesintechnology and market environments—
isbecoming morecritical incompetition (Eisenhardt & Martin, 2000; Galunic &
Eisenhardt, 2001; Teece, Pisano, & Shuen, 1997).

Third, for the optimization of a supply chain, it is critical to coordinate and
integrate thewhole supply chaininvirtual space through information exchange,
sharing, andintegration. Gurbaxani and Whang (1991) posit that I T canfacilitate
the coordination necessary between business partners by nurturing cooperative
relationships, which reduce market transaction costs. eSCD integrates physical
supply chainwithinformation systems, and optimizestheactivitiesof participants
to overcome physical and geographical constraints. It has become possible
because I T enables information exchange and interaction simultaneously.

eSCD in the Automobile Industry

A car is a system product that on average consists of 20,000 parts. Thus, the
automobile industry has a long and hierarchical supply chain. A hierarchical
supply chain is one that has several levels of suppliers—the manufacturer
outsources part modules(e.g., dashboard, seat, etc.) from primary supplierswho
outsourcethe sub-partsfrom secondary suppliers, and so forth. Inahierarchical
supply chain, information exchangetakesalong time and causesfrequent errors
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ifitisdonethroughfax or paper documents. Moreover, thehierarchical structure
hasthe“bull-whip” effect—thefluctuationininventory level isamplified along
the supply chain (Fine, 1998; L ee, Padmanabhan, & Whang, 1997). Asaresult,
the long and hierarchical supply chain in the automobile industry causes
inefficienciesinvariousareas—design, devel opment, procurement, manufactur-
ing, and logi stics—throughout the supply chain.

Thus, theautomobileindustry hasahigh potential for business-to-business(B2B)
electronic business (e-business). Inthe U.S., the automobileindustry was one of
the first industries to adopt B2B electronic supply chain networks. We define
electronic supply chain network (here called eSCN) as*“anetwork structurethat
enables, using ITs, electronic transactions and information exchange between
manufacturers and suppliers in a virtual space.” Through B2B eSCNs, the
participantsof asupply chain can exchange and shareinformation thatiscritical
for the efficiencies of the supply chain.

B2B Network Infrastructure in the Automobile Industry

For acertain type of eSCNs, new e-businessinfrastructureisnecessary because
of thesecurity and reliability problems of the Internet, and the compatibility and
accessi bility problem of proprietary networks. IntheU.S., anew B2B e-business
infrastructure, ANX (Automotive Network exchange), is being built for the
electronic marketplace, for procurement and part supply. ANX is a TCP/IP-
based e-business network infrastructure that has high security, reliability, and
stability. Since January 1999, US ANX has initiated a Global ANX (GNX)
project that would be a global standard network in the automobile industry.

Table 1. B2B electronic supply chain networks in automobile industry

Y ear
Country Name Project Service Start
Started
. November 1998
us. ANX (Automotive | g4, (about 500
Network eXchange) .
suppliers)
EU (Germany, .
France, England, ENX (European 1999 August 1999 in
: ANX) Germany
Spain)
Japan JINX (Japan ANX) | 1998 November 2000
KNX (Korean
Korea ANX) 1999 2001
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Similar regional networksareal so emerging—for example, ENX in Europe, INX
in Japan, and KNX in Korea (KAMA, 2000).

B2B E-Business in the Automobile Industry

In 1999, General Motors and Ford built their e-marketplace separately on their
own Internet-based procurement networks. GM, allied with Commerce One,
developed TradeX change, and Ford, partnered with Oracle, developed Auto-
Xchange. However, their suppliers had problems because of theincompatibility
between the two e-marketplaces. In February 2000, the Big Three—GM, Ford,
and Chrysler—agreed to build a unified e-marketplace based on ANX. The
result was Covisint, the biggest e-marketplaceintheworld. In Covisint, various
types of services—auction, quoting, demand forecasting, production planning,
automated transaction, financial services, payment, and | ogistics—are provided.
The transaction volume by the Big Threeis expected to be about $240 billion a
year.

The Effects of IT in the Supply Chain

Gurbaxani and Whang (1991) arguethat | T in an organi zation hasmultipleroles:
a) it increases scale efficiencies of the firm’s operations; b) it processes basic
business transactions; c) it collects and providesinformation relevant to mana-
gerial decisions and even makes decisions; d) it monitors and records the
performance of employees and function units; €) it maintains records of status
of and changesinthefundamental businessfunctionswithintheorganizationand
mai ntains communication channels. Although these roles are in the context of
organization, it is expected that IT will also affect supply chainsin a similar
fashion. From the work by Gurbaxani and Whang (1991), the effects of IT in
eSCs can be conceptualized along three dimensions—Ilinkage effect, brokerage
effect, and integration effect as shown in Figure 1.

These effects are expected to change the capability and performance of asupply
chain. In the figure, ‘ customization’ is shown as the eSC performance because
the focus of the empirical study at the end of this chapter is customization.
However there are other important aspects of eSC performance such as speed
and cost that are affected by IT.

The three effects of | T—linkage, brokerage, and integration effects—and also
corresponding knowledgecreation processesby Nonaka(1994)—externalization,
combination, internalization/sociali zation—create competenciesof supply chains.
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Figure 1. A conceptual model for the impact of IT on supply chain
performance
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If those processesdo not take placein asupply chainfor somereason, alow level
of involvement for example, the supply chain will not be able to create
competencies. It may remain as a network just for data exchange. Once those
processes are performed well, the supply chain will be ableto create competen-
ciesthrough thethree effects—el ectronic linkage effect, supply chain coordina-
tion effect, and co-engineering effect. Through these three effects, the
competences created in the ‘ competence creation process are realized.

Inthefollowing sections, the three effects of eSC are discussed further, and we
explore how they are related to the framework for knowledge creation.

Linkage Effect of eSCD

Thelinkage effect of eSC isaninstant gain dueto the el ectronic transaction and
electronic information sharing. Once a network for B2B transactions takes
place, the efficiencies between manufacturers and suppliers increase instantly
because they can exchangeinformation and processtransactionselectronically.
The cost savings by direct linkage such as EDI have been shown in past studies
(Mukhopadhyay, Kekre, & Kalathur, 1995). Another short-term effect is the
new competition among the suppliers. The network will enablethe manufacturer
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to search for alternativesto current suppliers, which will intensify the competi-
tionamongthesuppliers. The competitionwill pressdownthe procurement costs
of the manufacturer in the short term.

I nvolvement of Suppliers

Customized investments of the supplierstransform the eSC from a network for
simple information exchange into a network for customized product devel op-
ment. The customi zed investment meansthe customi zation in site, physical, and
human assets (Dyer, 1996b). The customized investment is an indicator of
involvement. Involvement refersto“theimplicit or explicit pledgeto continuethe
relationship between the transaction parties” (Heide & John, 1992). Dyer
(1996a) showed that the customized investments of Japanese automobile
suppliersincreased their involvement because of theincreased switching costs.

The importance of ‘site asset specification’ (physical location) has generally
decreased due to the advancement of communication technologies. However,
the physical location is still important for customized product design and
production process engineering. Especially, when the product is a system
product that requirescontinuouscoordinationin design phase, it ismost efficient
when engineers are collocated (Fine, 1998; lansiti, 1993). An empirical study
(Clark & Fujimoto, 1991) found that information distortion was decreased when
the engineers from manufacturers and suppliers design the product together,
increasing the quality of the product. As the customized investment and
suppliers’ involvement increases, the eSCs will evolve from a network for
el ectronic dataexchangeinto anetwork for information sharing and integration.
The latter was referred to as “knowledge-sharing network” by Dyer and
Nobeoka (2000). The knowledge-sharing network enables the coordination of
the network at a whole supply chain level.

From a Network for Data Exchange to a Space for
Knowledge Creation

eSCD will have more profound effects in the mid to long term. The more an
eSCD isutilized, the morethe participantsinvest and get involved in the supply
chain, sharing more knowledge and coordinating more of their activities to
optimize the whole supply chain. This will have more fundamental effectsin
those industries—such as the automobile industry—where ‘tightly coupled’
product devel opment and manufacturing among the firmsin the supply chainis
critical for success.
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Knowledge Creation Cycle in Supply Chains

The electronic linkage makes it possible to overcome time, space, and relation-
ship limitations in a network through electronic communication and electronic
informationintegration. Malone, Y ates, and Benjamin (1987) suggest that there
arethree main effects of el ectronic market—el ectronic communication, broker-
age, and integration. Electronic communication effect refers to the fact that IT
allows faster and cheaper communication. Electronic brokerage effect means
that el ectronic marketsplay, by connecting el ectronically many different poten-
tial suppliers quickly, the role of broker—reducing the need for buyers and
suppliers to contact a large number of alternative partners individually. Elec-
tronic integration effect refersto tighter coupling of the processes of informa-
tion creation and use. In other words, buyers and suppliers can create common
information or common interpretation of data(Malone et al., 1987).

Inanother stream of research, Nonaka (1994) coined the concept of “knowledge
creation cycle,” which shows how information transfer in an organization
evolvesinto information sharing/integration and ultimately into knowledge for
coordinating value chain activities. They posit that there are two types of
knowledge—knowledgethat can be explained and documented (explicit knowl-
edge) and knowledge that is difficult to explain or document (tacit knowledge).
According to Nonaka' s knowledge-creation cycle, people in an organization
maketheir tacit knowledge explicit (externalization), combinetacit knowledge
to create new knowledge (combination), learn and acquire knowledge (inter-
nalization), and sometimes they acquire tacit knowledge directly from the
person who has it by hanging around with him/her (socialization) (Nonaka,
1994). Nonaka' s framework implies that the knowledge in an organization can
be effectively transferred and leveraged when those four types of knowledge-
transfer processes are actively taking place.

. Information exchange—Malone et al.’s three main effects of electronic
market have similarities with Nonaka's four processes of knowledge
creation. Networking provides a mechanism for transferring information,
knowledge, and technology (Hagedoom & Schakenraad, 1994). The elec-
tronic communication effect refersto easier information exchange due to
IT. Easier information exchange will enable peoplein an eSCN to codify
more information in order to communicate with others. For example, as
companies utilize the Internet more and more, probably they will have to
convert more and more information into electronic files or databases to
share it with people outside their organizations. In this case, eSCN
promotes codification and documentation of the information that has been
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considered as ‘tacit’ in the past. This process is similar to Nonaka's
‘externalization.’

. Information brokerage—The information transferred through eSCNs is
stored in databases and becomes availabl e to the parti cipants of the supply
chain. Asmoreinformationisavailable, peopleinorganizationswill beable
to combine and merge it to create more value. This is the “electronic
brokerage effect” (Maloneet al., 1987) and also Nonaka' s“combination”
processthrough which explicit knowledge is combined with other explicit
knowledge (Nonaka, 1994).

J Information integration—n the network, the transferred/combined in-
formation is integrated through dynamic learning processes. This is the
“electronicintegration” and also Nonaka's“internalization” and “social-
ization” processes (Nonaka, 1994). Internalization refers to the process
through which explicit knowledgeistransmitted to othersand they learn it
to create their own tacit knowledge. Socialization is the process through
which tacit knowledgeistransmitted to others and becomestheir own tacit
knowledge. In the information integration process, some “datamining” is
usually done on the collected datato find and create val uable information,
whichisaprocessof convertinginformationinto knowledge. AsMaloneet
al. (1987) argued, buyers and suppliers work together in the ‘integration’
process to create common understandings or interpretations on the data.

The Effect of a “ Knowledge-Sharing Network” on Supply Chain
Coordination

Toyota has a system to increase its suppliers' involvement, share valuable
knowledge, and prevent freeridersinitssupply chain (Dyer & Nobeoka, 2000).
Itwasfoundthat inthe Toyotasystem, the suppliersweredeveloping a“ dynamic
learning capability” that improved their competitive capabilities. This type of
network—a network where manufacturers and suppliers are highly involved in
theinteractionsand learning—isreferred to asa“ knowledge-sharing network.”
The effects of a knowledge-sharing network on the coordination of a supply
chain and product customization are as follows.

* Savings in procurement and transaction costs—Technology, know-
how, and human resources integrated through eSCNs increase efficiency
(alignment effect). The alignment effect is the efficiency increase by
aligning material specification, low-cost suppliers, and leveraged volume
scale. The information integration effect also saves costs of information

Copyright © 2005, Idea Group Inc. Copying or distributing in print or electronic forms without written
permission of ldea Group Inc. is prohibited.



The Effects of IT on Supply Chain Management 95

search, evaluation, transaction, and administration (Malone et al., 1987).
Despite the required investment in specialized assets for B2B eSCNs
(Williamson, 1985), savingsin transaction cost can be obtained. Studieson
the U.S. and Japanese automobile companies found that Japanese compa-
nieshad lower transaction costsin spite of their higher rel ationship-specific
investments (Dyer, 1997). The lower transaction costs of Japanese com-
panieswere because of the economies of scale and economies of scope due
to the repeated transactions with a small number of suppliers, wide range
of information exchange/sharing to reduce the information asymmetry,
long-term performance orientation, and investmentsin the co-specialized
assets. Therefore, if eSCNs lead to a similar transaction relationship,
transaction cost savings will be possible.

e Alleviation of the “ bull-whip effect” and lower inventory—The “bull-
whip effect” occursdueto thetimelag between demand and order, and the
differences of the demand and order amount (Lee et al., 1997). The bull-
whip effectisamplified asit goesupstream of the supply chainfarther from
the market (Fine, 1998). Electronic information integration can reducethe
“bull-whip effect” becausethe participants can accessdemand information
faster, and information distortion or delay is reduced.

e The effect of R&D support and co-engineering—As e-businesses in
eSCNsevolve, co-engineering for modul arization and customized product
development advances, and the cost savings become larger. Specialized
investment andinvolvement will push co-design and co-engineering further
in the network. The co-engineering infrastructures enable the firmsin the
supply chainto provide customized products, without significant sacrifice
of costs and efficiency, based on customers’ characteristics, needs, and
requests.

A Case—The Korean Automobile
| ndustry

The conceptual model in Figure 1 is a comprehensive model for long-term
research. To test the entire model, however, would take a huge dataset and a
series of studies. In thischapter, we' d rather exploreif the conceptual model in
Figure 1liscorrect in general and how much effect the three effects of IT in the
figure have on eSC performance, ‘ customization’ in particular. Thus, the model
in Figure 1 was simplified for empirical test as shown in Figure 2.
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Figure 2. A test model for the impact of IT on supply chain performance
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The model in Figure 2 was tested using data collected from suppliers in the
automobileindustry in Korea. A questionnairewasdevel oped based on previous
studies and in-depth interviews with 10 experts in the Korean automobile
industry. Thedevel oped questionnairewasvalidated through apil ot test with 50
respondents.

Data Collection

The data were collected from major suppliers of five automobile companiesin
Korea. A total of 250 questionnaires were mailed out and some responses were
collected through face-to-face interviews. The number of final responses was
177 (response rate = 70.8%). The researchers checked the collected question-
nairesto filter out any invalid responses. A total of 150 responses were used in
the final data analysis after discarding questionnaires containing invalid re-
sponses. Therespondents’ primary client companiesaresummarizedin Table2.

Table 2. Respondents’ primary client automobile companies

Primary Client Frequency %

Hyundai 65 36.7
Kia 21 11.9
GM-Daewoo 55 31.0
SsangYong 15 8.5
Renault-Samsung 21 11.9
Total 177 100
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M ethodology

The operational variables for the constructs of the model in Figure 2 were
developed based on the previous studies (Kim & Im, 2002) and after in-depth
interviews with experts. A ‘1to 7' Likert-type scale system was used for the
operational variables. The reliability of the operational variables was tested by
Cronbach’s alpha (a) coefficients. The final operational variables of the con-
structs are shown in Table 3.

Although supply chain performance can be defined and measured in numerous
ways, themaininterest of thisstudy is* customization.” Although customization
is not easy to measure, how much the parts are modularized and systemized is
agood indicator of customi zation capability. Product ‘ modularization’ refersto
the extent to which suppliers assemble the products before they supply them.
Product modularization is an important indicator of how much an automobile
manufacturer is ready for customization. If the products of an automobile
manufacturer are not modularized enough, customi zation will require asignifi-
cant increase in cost and delivery time. If highly modularized, the automobile
manufacturer can easily customize the final products by simply changing the
assembl ed partsfromitssuppliers—e.g., alargeengineinstead of asmall engine.

Table 3. Operational variables of the model

Constructs Operational Variables Crongach s
Extent of information exchange on sales
Electronic Extent of information exchange on inventory 0.814
Communication Effect | Extent of information exchange on new '
product
Improved material flow using the shared
Electronic Information information — —
Sharing Improved coordination of activitiesin supply 0.906
chain
Faster response to emergencies
Documentation of knowledge and experience
. . during project
H ectronétf:flellttegranon Documentation of knowledge and experience 0.866
after project
Sharing knowledge with other departments
. Coordination of product spec/design
Electronic Brokerage Coordination of transaction conditions 0.867
Effect — -
Coordination of customer service
Supply Chain Modul arization of product
(CF:JesttfggiTgtlicoen) Systemization of product 0878
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Product ‘systemization’ is similar to modularization, but it is about product
design. Product systemization refers to the extent to which the suppliers
independently designtheir products(parts). Higher systemization meansthat the
suppliers design a larger module independently when a new car is devel oped.
Systemization usually requires supplier empowerment and suppliers’ highlevel
of involvement in the earlier stages of new car development. High level of
systemization means that the suppliers designed larger modules and tested
different configurations within a module to make sure everything works fine.
Likemodularization, itisvery likely that ahigher level of systemizationwill lead
to an easier customization. Therefore, supply chain performance was measured
by modul arization and systemization of product.

A structural equation modeling method was employed to test the model pre-
sented in Figure 2. The statistical package used for the analysiswas AMOS 4.0
from SPSS Inc.

Analysis Results

After several roundsof model identification andfitting, thefinal model in Figure
3wasidentified. In general, astructural equation model is considered adequate

Figure 3. Summary of test results
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3 Sandar dized parameter; * Unstandardized parameter; " p< .05, p< .01, p< .001

x? = 89.805 (p=0.076, df=72), GFI = 0.903, AGFI=0.858, NFI=0.911, CFI = 0.981,
RMSEA = 0.047
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if the p valuefor x?is greater than 0.05, RMSEA issmaller than 0.05, and GFl,
AGFI, NFI, and CFI are greater than 0.9. As shown in the figure, most indices,
except for AGFI which is slightly below 0.9, are acceptable.

Theresults show that once the playersin asupply chain are connected using I T,
they use it for more electronic communication and that, in turn, it affects
electronicinformation sharing. No direct effect from el ectronic communication
and supply chain performance was found. Electronic information sharing
increases electronic integration and supply chain coordination (electronic bro-
kerage). Electronic brokerage and electronic integration together improve
supply chain performancein customization.

Conclusions

This study provides a theoretical framework and empirical evidence of the
impacts of IT on supply chain. From a theoretical point of view, this study
integrated two theories from different research streams—impact of IT and
knowledgecreation—to explain how I T affect the performance of supply chains.
Those theories imply that IT, if implemented and used properly, helps the
partners in a supply chain share information and create knowledge. There are
several necessary conditions such asinvolvement and shared database to make
this happen. The integration of two theories provides a better theoretical
foundation for understanding theimpactsof I T in supply chain. For researchers,
it would be interesting to further refine and test thisintegrated theory in supply
chain and other contexts.

From practical point of view, thisstudy showed that eSCD hassignificant effects
on supply chain coordination and performance. Thisimplies that eSCD can be
an effective management tool to deliver customized products with the right
timing and price. The result of this study has two main implications for future
electronic supply chain research. First, theimpact of I T on supply chainismore
on knowledge sharing and supply chain coordination rather than on cost savings
through electronic data exchange. This implies that the real impact of IT on
supply chain performanceisrealized when the el ectronic supply chain network
(eSCN) evolves from a network for data exchange into a knowledge-sharing
space. When making decisions on I T for supply chain, managers will have to
consider more indirect but fundamental effects such as knowledge sharing and
coordination rather than direct cost savings. Second, electronic supply chain
network affects supply chain performance in modularization and systemization
capability. Although modularization and systemization are just two of the bases
for customization in the automobile industry, it was shown that I T increases
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modul arization and sy stemization capability of an automobilesupply chain. Itis
therefore expected that IT will play a critical role in realizing customized
automobiles, which would become common in the near future.
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Abstract

This chapter examines the implications of business-to-business (B2B)
commerce for the buyer-supplier interface. Innovations in electronic
commerce have a key role to play in managing inter-organizational
networks of supply chain members. The evidence presented in this chapter
illustrates that the Internet represents a powerful technology for commerce
and communication at the buyer-supplier interface. Internet technologies
are having a considerable impact on the communication patterns at the
buyer-supplier interface. It is shown how electronic commerce technologies
have the potential to create competitive advantage through radically
changing the structure and interaction patterns at the buyer-supplier
interface. The chapter identifies a number of areas where electronic
commer ce technol ogies can make a contribution to the creation of competitive
advantage. While the Internet offers ways for organizations to communicate
and trade more effectively with their suppliers, and gives consumers higher
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levels of service and sophistication, it also poses major challenges to those
within organizations who have to manage it. It is argued that closed
network problems and the nature of buyer-supplier relations present major
impediments to electronic commerce achieving its full strategic potential at
the buyer-supplier interface.

| ntroduction

Theobjectiveof thischapter isto examinethestrategicimplicationsof business-
to-business (B2B) commerce for the buyer-supplier interface. In the past few
decades, |CTs have deeply affected the way businessis performed and the way
that organizations compete (Porter, 2001). I n the business-to-business environ-
ment, inter-organizational information systems (10Ss) have been used sincethe
1970sto link one or more organi zationsto their customers or suppliersthrough
private value added networks such as Electronic Data Interchange (EDI)
(Archer & Y uan, 2000). Significant interest hasgrowninthe potential use of the
Internet at the buyer-supplier interface due to the potential benefits associated
with the open systems protocol. By bringing together large numbers of buyers
and suppliersand automating transactions, | nternet-enabled marketsexpand the
choicesavailableto buyers, give suppliers accessto new customers, and reduce
transaction costsfor all participants(Kaplan & Sawhney, 2000). Goldman Sachs
estimates that online purchasing could save firms anything from 2% in the coal
industry to perhaps 40% in electronic components. As a result of such cost
savings, Goldman Sachs estimates, B2B commerce could increase the level of
output in the devel oped economies by an average of 5% over time. More than
half of that increase would come through within 10 years, an increase of 0.25%
ayear in the rate of growth over the next decade. Therefore, the importance of
B2B commerceisincreasing dramatically, either asprivate networksconnecting
cooperating organizations, or as networks linked through the Internet (Segev,
Porra, & Roldan, 1997).

Innovations in electronic commerce have akey role to play in managing inter-
organi zational networks of supply chain members. The evolution of electronic
commerce technologies is having a considerable impact on the communi cation
patterns in supplier networks in many industries. Electronic commerce can
reduce the costs of closely integrating buyers and suppliers, and through
electronic networks firms can achieve an integration effect by tightly coupling
processes at theinterface between stages of the value chain (Benjamin, Malone,
& Y ates, 1986). Business-to-business e-commerce can reducean organi zation' s
costsinanumber of ways. It reduces procurement costs, both by making it easier
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to find the lowest priced supplier and through efficiency gains. It is much less
costly to place an order online, and there are likely to be fewer errorsin orders
and invoicing. Cisco Systems reports that a quarter of itsorders used to haveto
be reworked because of errorsin telephone and fax ordering systems. When it
switched to online ordering, the error rate fell to 2%, saving the company $500
million. Research carried out by Aberdeen (1999) has shown that B2B e-
commerce can lead to average 5-10% pricereductionsfor products and services
through lower material and service costs, reductions in acquisition and order
fulfillment cycletimes of 50-70%, reductionsin requisition processing costs of
70% per order, and improved inventory management practices. Much of the
early literature on management information systems has examined the link
between information technol ogy and competitiveadvantage (Weill, 1992; Porter
& Millar, 1985; McFarlan, 1984). Thisarticlefocuseson how Internet technol o-
gies represent a powerful force in the evolution of the development of inter-
organizational communication and trading. Itisshown how el ectronic commerce
technologies radically change the interaction patterns at the buyer-supplier
interface by identifying a number of areas where Internet technol ogies can act
as a source of competitive advantage. The effectiveness of electronic com-
merce implementations at the buyer-supplier interface is assessed. It is argued
that closed network problems and the nature of buyer-supplier relations present
maj or impedi mentsto companiesachievingthefull potential of I nternet technol o-
gies at the buyer-supplier interface.

The Evolution of B2B Commerce

Electronic business-to-business commerce has progressed through anumber of
phases of development based upon aseries of changesin technology: Electronic
Data Interchange, area networks (Value Added Networks), and the Internet
(Croom, 2000). Inthe 1960sand 1970s, mainframe sol utionsfocusedinitially on
internal automation and proprietary EDI links with suppliers. EDI has been
primarily used in the subcontracting areaand has been proven most effectivein
supporting operational-level applications, mainly due to its limited technical
capabilities and the existence of multiple technical standards (Li & Williams,
2000). In order to support more complex and strategically more important
applications and processes, some organi zations have maintained dedicated data
links between their computer systems by themselves, using various interfaces
and communication protocols capable of handling more sophisticated forms of
information exchange (Borman & Williams, 1996). While considerabl e benefits
were achieved by those companies that implemented EDI effectively, it tended
to be only large companies and their suppliers that applied EDI due to the
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significant costs associated with implementation. EDI requires significant in-
vestmentsin systemsand organi zational infrastructure, aswell asalargevolume
of transactionsto justify thelevel of investment. In the 1980sto the mid-1990s,
client-server solutions broadened the scope of participantsinthe supply chain by
focusing on applications, such assupply chain management, enterpriseresource
planning (ERP), and customer relationship management (CRM). These ap-
proacheswereoftenvery expensiveto purchase, difficult toimplement, complex
to use, and costly to maintain (Perry, 2000). Also, these approaches only
improved thecompany’ sinternal processeswhilenot addressing the needsof the
entire supply chain.

In the categories already discussed, all partiesinvolved are predetermined and
have agreed to trade or exchange other information electronically. However, in
the mid-1990s the advent of the Internet has led to an explosion in connectivity
that allows companies of different sizes and resource bases to interact. The
Internet is a public network that is connected and routed over gateways. The
Internet evolved from a software convention for computer networking devel-
oped by the U.S. Army’s Advanced Research Projects Agency—termed the
Transmission Control/Internet Protocol (TCP/IP). This open standard was
adopted by awiderange of research, education, and public sector organizations.
In the late '80s, a point-and-click hypertext interface was developed for the
Internet which was called the World Wide Web. This development led to the
explosionininterest in Internet usage, with organizationsand individual s being
ableto easily accessand usethe Internet. The Internet hasled to the redefinition
of economies of scale and scope, and the reduction of transaction costs |eading
to the emergence of virtual markets (Rayport & Sviokla, 1995). Virtual markets
refer to business transactions that are conduced over open networks based on
fixed and wireless Internet infrastructure. These markets are characterized by
highlevelsof connectivity (Dutta& Segev, 1999), theimportance of information
products and networks (Shapiro & Varian, 1999), and high reach and richness
of information (Evans& Wurster, 1999). Reach refersto the number of products
and services that are reachable in virtual markets, while richness refers to the
depth and detail of information that can be collected, exchanged, and analyzed
by the market participants. In fact, information itself becomes a source of
competitive advantage in virtual markets (Weiber & Kollmann, 1998).

The connectivity associated with the Internet has the potential to bring an
industry’s customers and suppliers in a unified and economically perfect
marketplace. For example, an organization offering a range of products and
services can now create an electronic catalog on itswebsite in order to achieve
global reach. With the advent of Internet-enabled communications, it is now
possible for an organization to establish links with other organizations at
significantly lower costs than with previous technologies. The emergence of
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virtual markets clearly provides ways for organizations to create value for
customers (Amit & Zott, 2001). Zahra (1999) argues that an organization’'s
routines and processes are unique capabilitiesthat allow organizationsto make
strategic changesthat givethemtheflexibility to operatein dynamic markets. For
example, asignificant devel opment frominnovationsin I nternet technol ogieshas
been the growth of electronic intermediaries. It is now possible to offer an
intermediary service, developed around a sophisticated I T platform. The inter-
mediary has a Web front-end, allowing buyersto order from supplier catal ogs,
participatein auctions, or conduct tendering online (John, 2000). Thisissignifi-
cantly different from EDI, which tended to be based on a ‘hub and spoke’
arrangement—with one large company acting as a hub and suppliers trading
electronically. Incontrast, an electronicintermediary can act asasinglegateway
to arange of products or servicesthat are provided by anumber of suppliers. It
is designed to allow a number of suppliersto interact with a number of buyers
through one connection.

M odels of B2B Commerce

Although the exploitation of Internet technologies at the business-to-business
level isin itsinfancy, a number of models have begun to emerge that manage
transactions between buyers and suppliers:

1. Established Buyer-Supplier Relationship

Thisis apre-determined one-to-one relationship between abuyer and supplier
that is supported by electronic commerce technologies. Due to the aforemen-
tioned limitations associated with EDI, companies have now turned their
attention towards the Internet to support these types of buyer-supplier relation-
ships. Companiesarenow pursuing amoreintensiveandinteractiverelationship
withtheir suppliers, impacting upon the buyer-supplier relationship in anumber
of areas, including the integration of manufacturing systems and supplier
involvementinnew product development. Exchanginginformation viaextranets
costs less and is more effective than through older traditional methods such as
faxesand voicemail. For example, NEC hasdevel oped an advanced information
system to carry out a large part of its procurement activities, ranging from
procurement notices to settlement on the Internet (Nakamoto, 1997).

Copyright © 2005, Idea Group Inc. Copying or distributing in print or electronic forms without written
permission of ldea Group Inc. is prohibited.



The Potential of B2B Commerce for Competitive Advantage 107

2. Supplier-Oriented Marketplace

In this model, both organizations and consumers use the supplier-provided
marketplace. Thisisthe most common type of B2B model. In this model, both
business buyers and individual consumers use the same supplier-provided
marketplace. An example of this model is RS Components (rswww.com). RS
Components is a leading distributor of electronic, electrical, and mechanical
components, instruments, and tools in Europe. The marketplace provides fast
search and retrieval of 100,000 products, combined with personalized customer
promotions based on the buying profiles of its major customers. A supplier-
oriented marketplace may also provide an auctioning facility to offload surplus
inventory or offer discounts to customers.

3. Buyer-Oriented Marketplace

Under this model, a buyer opens an electronic market on its own server and
invites potential suppliers to bid on the announced Requests for Quotation
(RFQs) (Turban, Lee, King, & Chung, 2000). One company that has success-
fully exploited this model is GE Lighting. The purchasing department receives
electronic requisitions from internal customers that are then sent to potential
suppliers over the Internet. Within two hours of the purchasing department
starting theprocess, suppliersarenotified of incoming RFQsand aregiven seven
days to prepare bids and send them back over the extranet to GE. With the
transaction handled electronically, the procurement function has been able to
concentrate on more strategic activities rather than clerical and administration
tasks.

4. Business-to-Business Intermediary

This model is sometimes referred to asa‘hub’ or ‘exchange’. It is established
by an electronic intermediary that runs a marketplace where suppliers and
buyers have a central point to come together. These B2B hubs tend to focus
mainly on non-core items that may range from stationery and computers to
catering services and travel. There are two types of hubs:

e Vertical—focus on an industry and provide content that is specific to the
industry’s value system of buyers and suppliers (Afuah & Tucci, 2001).
Examples include e-Steel that acts as an intermediary between steel-
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makers and customers, and VerticalNet that provides intermediaries for
many industries including electronics, process, telecommunications, and
utilities.

. Horizontal—provide the same function for a variety of industries. An
exampleisiMark.com, which acts as an intermediary between buyers and
suppliers of used capital equipment in different industries.

An intermediary may be closed—where members and trading partners are
vetted for legal and financial probity—or open to all-comers, with the market-
place itself acting as a trusted intermediary. It is important to note that
intermediaries may be biased towards either buyers or suppliers. Supply-side
intermediaries may be run by consortia of manufacturers such as Chemdex that
actsasanintermediary for supplierstothelifesciencesindustry. Similarly, buy-
side intermediaries may be run by aconsortiaof customers such as Covisint for
car makers or by independent organizations such as Achillesfor utilities (Bray,
2000). These intermediaries may attempt to aggregate demand for buyers in
order to obtain reduced prices and more favorable terms from suppliers. In
relation to payment, some intermediaries may charge a flat fee per transaction
to both the buyer and suppliers. Alternatively, a percentage may be charged in

Figure 1. Customer-supplier life cycle (C-SLC): Following the e-touchpoints
(Hackbarth & Kettinger, 2000)
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the case of value-added services such asauctions. I nthe case of large, repetitive
transactions, to achieve maximum benefit the intermediary should be linked
seamlessly tothebuyer’ spurchasing andthesuppliers’ systemssothat theentire
purchasing process can be executed electronically.

In the context of competitive advantage and the influence of the Internet,
Hackbarth and K ettinger’ s (2000) customer/supplier lifecycleisauseful frame-
work for understanding an organi zation’ sbusiness processes, aswell asthose of
their customers, suppliers, and competitors. This framework provides away of
distinguishing between buying and selling activities to better understand the
interrelationships between customers and suppliers’ business processes, and
what they term ‘ TouchPoints’ in the company. Thisis shown in Figure 1. The
buying-supplying processimpactsthree magjor areas, including the nature of the
products being bought and sold; the type of value being exchanged between
buyers, suppliers, and other members of the value chain; and the definition of a
buyer or a supplier. Hackbarth and Kettinger (2000) argue that a successful
electronic business strategy will alter the nature of the product or service being
offered, its value in the marketplace, or the buyer-supplier relationship.

The Strategic Implications of B2B
Commerce Streamlining the Order
M anagement Process

A key requirement for the effective implementation of an effective delivery
management system is a high frequency of information sharing between the
supply chain partners (Yasin, Small, & Wafa, 1997). Thisis a crucial areain
which Internet technologies are having a major impact. Timely and accurate
information sharingiscrucial inthisprocess. Theinformation sharing strategies
of thetrading partnersisrelated to supplier performance (Walton & Marucheck,
1997). Effective use of electronic commerce has the potential to improve the
materials management process of both the buyer and supplier in areas such as
inventory reduction, delivery lot size reduction, and purchase order and invoice
reduction. A key success factor in ensuring collaborative relations between
trading partnersisaccurate customer demand forecasting. Thisisan areawhere
electronic commerce technologies are having a major impact. One industry
where supplier reliability and effective forecasting iscrucial isthe supermarket
industry, dueto the perishable nature of most of theitemson sale. For example,
over-supply means the supermarket is reducing cashflow, while under-supply
means gaps on the shelves and poor customer service. Traditionally, the
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supermarkets operated EDI with their larger suppliers, while traditional paper-
based approaches have been used to manage smaller suppliers. However, large
supermarket chains are now linking with smaller suppliers viathe Web, taking
advantage of the open standardstechnol ogy of the Internet (Hewson, 1999). For
example, Tesco hasenabled remote suppliersto accesseverything frommanuals
on how to deliver goods to particular stores to a directory of Tesco staff and
locations, news, and servicelevels. Such ‘links' allow suppliersto see how stocks
stand within the different stores through exactly the same database as Tesco
staff use. Such innovationsimpact the performance of both the customer and the
supplier. For example, when Sainsbury set up an extranet link with Nestlé,
availability ontheshelvesroseby 2%t097%, whileoverstocking fell by aquarter
(Hewson, 2000). Chrysler has also used information technology to improve
relationships with its suppliers by using a computerized online system that
transfersdelivery and quality to suppliersin real time (Anonymous, 1995). The
implications of thisevidenceis that electronic commerce not only benefitsthe
customer, but there can be benefits to the supply chain aswell. Such asituation
createsahigher level of dependency intherelationship, with both partnersbeing
more willing to make shared investmentsin information technology in order to
reduce costs.

The implementation of electronic commerce not only occurs at the buyer-
supplier interface, but can also enable the trading partners to build a closer
relationship with theend-consumer. For example, intheretail industry informa-
tion technologies are enabling retailers to identify trends and target individual
consumers. Using relational databases and data mining techniques, retailersare
abletoidentify customer requirements and shopping habits(Taylor, 1997). One
company that hassuccessfully employed thistechnology isWal-Mart. Wal-Mart
stores data on point of sale, inventory, products in transit, market statistics,
customer demographics finance, product returns, and supplier performance
(Turban et al., 2000). The datais used for three broad areas of decision support:
analyzingtrends, managinginventory, and understanding customers. In particu-
lar, Wal-Mart has been able to build up ‘ personality traits’ of each customer by
analyzing relationships and patterns in customer purchases. Such innovations
provide greater forward demand visibility throughout the supply chain by
knowing which consumer buys which products where and at what time of the
day. Milgrom and Roberts(1992) arguethat i nformation technol ogy can enhance
the customer’ sinformation management capabilitiesand transaction processing
efficiency, which in turn can be used to foster closer relations with suppliers.
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Building a More Intensive and
| nter active Buyer-Supplier Relationship

Electronic linkages in the supply chain have been fundamentally changing the
nature of inter-organizational relationships (Roberts & Mackay, 1998). Elec-
tronic commerce technol ogies have supported more collaborative relationships
by changing the multi-functional interactions between customers and their
suppliers. For example, Grover and Malhotra (1997) have argued that innova-
tionsin Internet technologies such as ‘intranets’ and ‘ extranets' are critical in
integrating and coordinating cross-functional teamsacrossorgani zational bound-
aries. The trend towards more collaborative relations has led organizations to
reduce the number of suppliers, while at the sametime fundamentally changing
the way in which they do business with their remaining suppliers (Mclvor,
Humphreys, & McAleer, 1997). Oneof themost prominent indicatorsfor amove
towardspartnershipsistherationalization and consolidation of the supplier base
(Matthyssens& VandenBuilte, 1994). Organizations cannot devel op successful
collaborativerelationshipswith alargesupply base. Theunderlying reasonisthat
reducing the number of suppliersis a prerequisite for improved and deepened
supplier relationships. Reducing theimmediate supply chain hasled to achanging
of the structure of the chain and the number of tiersin it. In a manufacturing
context, OEMs are buying assembled systems or complete sub-assemblies
rather thanindividual components, thusintroducing another level intothe supply
chain. Sincetheintroduction of thesepolicies, subcontractorsarenow commonly
referred to asbelongingto aparticular level or tier of the supply chain. Thefirst-
tier supplier will supply the assembled system and islikely to beresponsiblefor
investment in product design and process development. The first-tier supplier
will then be responsible for coordinating the required supply of inputsfrom the
second-tier suppliers. First-tier supplierstake onthe mainburden of coordinating
the activities of second-tier suppliers.

Information technology has played a key role in managing such an inter-
organizational network of supply chain members. Electronic commerce can
reduce the costs of closely integrating buyers and suppliers, and through
electronic networks, firms can achieve greater integration at the buyer-supplier
interface. The evolution of electronic commerce technologies is having a
considerable impact on the communication patterns between the supply chain
members. Traditional electronic commerce such as EDI transactions have been
conducted over proprietary value-added networks (VANS) between the OEMs
and tier one suppliers. However, Internet-based electronic communication is
facilitating increased information sharing between members at lower levelsin
the inter-organizational network. For example, in an analysis of the buyer-

Copyright © 2005, Idea Group Inc. Copying or distributing in print or electronic forms without written
permission of Idea Group Inc. is prohibited.



112 Mclvor & Humphreys

supplier relationsinthe European automobile component industry, Hyun (1994)
found increasing communicati on exchange between thevariouspartiesinvolved
likethe OEMSs, the sub-assembl ers, and the sub-suppliers. Theinformationflows
aremulti-directional withinthissupplier network. The degree of communication
linkage between the three parties could vary depending upon the nature of
collaboration.

A crucial areaof collaboration between the customer and supplier supported by
Internet technologies is integrated product development. This involves using
multi-functional teams from both the customer and supplier organizations. It is
important to have all the customer representatives—such as research and
devel opment, engineering, purchasing, production, andlogistics—involvedinthe
process. Caterpillar has adopted such an approach with its key suppliersin the
design process. Caterpillar has adopted an ‘open’ standards approach with its
suppliers which enables partners to access spreadsheets, charts, documents,
scheduling charts, databases, and computer-generated drawings electronically
(Houlder, 1997). Such an approach isvital for Caterpillar, with large and small
suppliers having instant access to mutually shared information. This reduces
time-to-market and creates alot of value that can be shared between the buyer
and supplier.

Enhancing the Role of Intermediaries

Many of the intermediaries that have been established have attempted to create
commodity-like markets for everything from chemicalsto steel. A lot of these
operations have been start-up companies that have been expected to replace
traditional distributorshby brokering transactions el ectronically between buyers
and supplierswithout being involved in fulfillment. These companies are estab-
lished on IT platforms providing standard services, such as online auctions,
typically earning acommission on the transaction volume generated. However,
it must be stressed that most items within a company’s purchasing portfolio
cannot be purchased through auctions. Typically, 80% of acompany’s purchas-
ing portfolio aretraded through negotiated contractsthat may last for morethan
ayear. Therefore, these types of items are inappropriate to ‘ spot’ sourcing. By
focusing onthesetypesof items, many of theseintermediarieshave not achieved
the necessary liquidity to survive. In effect, these B2B operations have been
attempting to replicate eBay’'s business-to-consumer business model in a
business-to-business environment. Therefore, thismodel has struggled dueto a
proliferation of new entrantsinto the marketplace that has led to the squeezing
of margins. For example, AMR Research in the U.S. found that not asingle one
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of the 600 B2B intermediaries studies had reached even 1% of overall trading
volumeintheindustry (Anonymous, 2000).

It is clear that these intermediaries will have to provide more sophisticated
servicesto potential usersrather than purely transaction and auction facilities.
For example, Freemarkets has devel oped to providefar morethan an auctioning
service. It now assists customers in the collection and analysis of information
required in purchasing more complex products and services online. It creates
valuefor the customer through identifying and qualifying bidders, and creating
detailed, standardized requests for proposal s that enable the bidders to provide
comparable quotes even on highly specialized products. Due to the ease with
which start-up companies can replicate the auctioning process, it has now
becomeacommodity service. Wiseand Morrison (2000) arguethat asFreemarkets
handlesmoretransactions, itsproduct descriptionswill becomemorerefined and
standardized, reducing theinvestment it hasto makein subsequent auctionsand
expanding the range of auctionableitems. Inthisway, theseintermediarieswill
take on some of therolestraditionally undertaken by the purchasing functionin
the customer organization. For exampl e, they will providetheonline capability to
identify product features that best meet a particular buyer’s needs. Another
feature emerging on these intermediaries is online communities that allow
members to participate in discussions on common issues. Intermediaries are
using communitiesto add valuetothe serviceson offer. For example, Medoxline
was set up to allow buyers and suppliers to interact and carry out transactions
in the healthcare sector. A key feature of this site is an online community that
replicates the sharing of ideas and the discussion of problems normally carried
out at conferences (Prigg, 2000).

The greater liquidity and transparency that flow from e-marketplaces have
enabled more efficient pricing and more effective matching of customers and
suppliers, and most important, value has shifted from the product itself to
information about the product. Therefore, value resides in the information
management rather than the processing of transactions. While the transfer of
physical products will remain the end result of a business transaction, the
information that shapesthe transaction—price, availability, quality, quantity—
can now be separated and exchanged el ectronically. Thisdistinction betweenthe
Internet and the physical purchasing processisasignificant factor. For example,
atrading firmin Hong Kong, which dealsdirectly withretailersinthe U.S., has
created an intermediary to link retailers with suppliers as a means of achieving
competitive advantage (Humphreys, Lai, & Sculli, 2001). The intermediary,
known asFactory Network, suppliesretailersinthe U.S. with simple commodity-
type products, such as toys, clocks, and Chinese porcelain. A network of
approximately 50 small to medium-sized companiesin Southern Chinaprovide
these products. The intermediary facilitates the creation, storage, transforma-
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tion, and transmission of information across the organizational boundaries,
betweenthepartiesinvolvedintherelationship. It allowstheretailersto shop for
products and to place order requests, and at the sametimeto check on the status
of orders. Thesystemal so providesinformation on product suggestions, delivery,
and pricing options, and promotes special items. Theintermediary transfersthe
order requests to the relevant enterprises based on an analysis of current
production schedul esand available capacity, in order to meet the customer lead-
time requests. This intermediary enables retailers to gain access to detailed
information on potential supply sources. Under the traditional purchasing pro-
cess, thistype of information would have been very difficult to obtain. In effect,
access to this information can be as valuable to the retailers as the physical
product.

Empowering the Participants at the
Buyer-Supplier Interface

The application of electronic commerce technologiesis blurring the traditional
boundaries in the value chain between suppliers, manufacturers, retailers, and
end-customers. A key capability of electronic commerce is the automation of
routine and clerical tasks at both the buyer and supplier interfaces. Electronic
commercetechnologiesareeliminating activitiestraditionally carried out by the
relevant participants in both the customer and supplier. Electronic commerce
technologies can provide facilities such as Web-based interfaces, integration
with supplier catalogs and internal information systems, and built-in business
transaction rules based on purchase limits or negotiated contracts. These
facilitiesallow end-usersto order productsand servicesonlinewithout interven-
tion by the purchasing department, including automatic fulfillment by the supplier
and payment viaelectronic fundstransfer or purchasing cards. Also, inrelation
tointermediariesthe customer isoutsourcing procurement activitiestraditionally
carried out internally. These developments provide both a challenge and an
opportunity totherelevant partici pants. With el ectronic commercetechnol ogies
automating the transaction type activities, the participants at both the buyer and
supplier interfacearenow abletofocuson ‘valueadding activities', asillustrated
inthefollowing areas:

*  Onthecustomer side, theroleof the purchasing professional ismoving from
being involved in clerical type activities, such as invoice processing and
expediting, toincludeactivitiessuch asintegrating suppliersinto their new
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product devel opment processesand jointinvolvementintotal cost analysis.
For example, Mclvor, Humphreys, and Huang (2000) have found that the
successful implementation of I T at the buyer-supplier interface can reduce
costs and allow purchasing personnel to have greater time and ability to
engage in more sophisticated vendor evaluation programs and value
analyses, build closer relationshipswith key suppliers, and rationalizetheir
supply bases. Inthisway, itispossiblefor the purchasing function to make
the transition from being atransaction-oriented operation to onethat hasa
strategic focus.

e On the supply side, with the customer service function having limited
involvement in handling routine order queries, they are able to focus more
of their time on activities such as managing and building the relationship
with their key customers. For example, the use of electronic commerce has
enabled Nortel, astrategic supplier of BT, to devote moretimeto improve-
mentsin the product launch process, and in dealing with queriesto enable
faster provision and product installation. This provides Nortel with the
opportunity to add valueas part of collaboration by increasing end customer
service and product utilization (Roberts & Mackay, 1998).

Such changes have considerabl e behavioral implications. For example, withthe
participants at both the buyer and supplier interface performing a more value-
addingrole, therearetraining and development implications. Related tothisisthe
fact that the partici pants are being empowered to make moreinformed decisions
through greater access to information.

Barriers to Achieving the Potential of
B2B Commerce

However, there are considerable barriers to B2B commerce achieving its full
strategic potential as outlined below.

Seamless Integration?

Much of the evidence presented has shown how companies can exploit the open
standards technology of the Internet to link up with suppliers that they have
traditionally traded with manually or to access new suppliers. The Internet has
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made a communication medium similar to EDI available universally, so that
adding or deleting trading partners is a much more straightforward process
(Tyler, 1999). With better linkages, transaction costs will be reduced, and the
relationship between the buyer and supplier will be more efficient and effective.
Tapscott, Ticoll, and Lowy (2000) argue that “pervasive, elegant, and cheap
I nternet technol ogiesenabl etrue end-to-endintegration, fusing enterpriseswith
one another and bringing the customer inside the value chain.” However, there
is still the significant problem of incompatibility of the systems of the trading
partners. There is evidence to suggest that closed network problems can also
affect the Internet with business-to-business electronic commerce running up
against application interfaces that inhibit the operation of a fully transparent
environment between trading partners. For example, with an e-procurement
system, itisimportant to ensure consistency of purchase, andthat the purchasing
professional has control of the system with the necessary authorization proce-
dures established. The system should have to be integrated with the internal
systems of the customer organization. Also, externally, order information from
this system should be easily transferable to the systems of suppliers. Therefore,
standards would have to be agreed on so that the systems of the customer and
suppliers would be directly interfacing with each other.

In the case of intermediaries, this problem is further exacerbated due to the
number of buyers and suppliers that are brought together. Ideally, it should be
possible for the participants involved to access the appropriate information to
support the relationship. Information is sent and received for a number of
purposes, including product and pricing information in an electronic catalog,
placing orders, and managing inventory. To ensureintegration it is necessary to
get all the participantsinvolved to agree to acommon set of rules. However, it
isvery difficult to ensureintegrationfrom order placement to payment duetothe
range of systemsinvolved that cut acrossbothinternal and external systems. For
example, Wheatley (2000) hasfoundthat digital linksto corefinancial functions,
such asgeneral ledger and paymentssystems, do not exist in many organizations.
Asaresult, companiesarebuying and selling online, but are settlinginvoiceswith
devices such as purchasing cards, and thisis still standard practice with many
intermediaries. Therefore, in many circumstances it may be of no advantage to
become involved with an intermediary to source or sell items due to problems
associated with systems integration. For example, a buyer may use an auction
processto obtain lower pricesfor commodity-typeitems. However, the savings
obtained asaresult of thereductionintheprice of theitemsmay be of f set against
the costs associated with upgrading and adapting the systemsto ensure efficient
and effective integration in the order management process. The Chartered
Institute of Purchasing and Supply (CIPS) hasfound that priceisonly about one-
third of the cost of incorporating the goods and services into the final product
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(Newing, 2000). Also, suppliers may be unwilling to become involved with
intermediaries. Although suppliers may have more access to customers with a
reduction in marketing costs, the consequent downward pressure on price will
seriously underminethose potential benefits. Suppliersarelikely tobeunwilling
to become anonymous participantsin ruthless price bidding wars.

This evidence would appear to contradict the argument of Benjamin and Y ates
(1991) that “innovationsin information technology will enable the unit costs of
coordination transactionsto approach zero, thusenabling thedesign of innovative
coordination transactionsto fit new businessneeds.” Although commodity-type
itemsare conduciveto electronictrading throughintermediaries, thedifficulties
associated with integrating systems across organizational boundaries pose
enormous challenges. Al so, thisevidence showsthat with theimplementation of
information technology at the buyer-supplier interface, it is very difficult to
eliminate the human element. Also, recent evidence suggeststhat the barriersto
the successful exploitation of Internet technologies at the buyer-supplier inter-
face do not lie primarily with the technology, but with the business processes
(Taylor, 1997). The perception is growing that the real benefits of electronic
linkageswill not comefrom*streamlining’ the supply chain management process
electronically, but from re-defining it completely. Seamless integration of
buyers' and suppliers' key systems across the total purchasing portfolio, rather
than commodity-typeitems, should be the key objective, rather than attempting
to reduce price or administration costs. Even in the most successful companies,
there are few processes that are fully integrated horizontally. Effective imple-
mentation of electronic commerce to support supplier relationships and to
optimize the supply chain requires that electronic commerceisfully integrated
into both the business architecture and technology infrastructure of both the
customer and the supplier. The redesign of processes must not only include
internal organizational processes, but must include the wider business network.
An organization isjust one entity in avalue system carrying out processes that
extend beyond the boundaries of the organization into both its customers and
suppliers. While companies may havefocused onindividual processes, systems,
and departments, and optimized such activities, they have not considered the
wholechainandidentified activitiesand linksthat areaddingmost value. MIT’ s
‘Management in the 1990s’ research project has shown that a clear distinction
exists between business process re-engineering (BPR) and what is usually
referred to asbusiness network redesign (BNR) (V enkatraman, 1994). BPR has
clearly focused on the redesign of internal organizational processes. BNR is
concerned with the wider business network. The underlying premiseisthat the
firmisjust one entity in an industry value system. Business network processes
are those processes that extend beyond the boundaries of the organization into
suppliers, customers, regulators, and alliance partners.
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Collaborative Buyer-Supplier Relations?

Inthe case of established buyer-supplier relationships, itisimportant to consider
the nature of the buyer-supplier relationship on the exploitation of Internet
technol ogies. Successful implementation of electronic commerce at the buyer-
supplier interface requires collaboration among customers and their suppliers
(Roberts & Mackay, 1988). However, both customers and suppliers have had
extreme difficulties with embracing this new ethos of openness, trust, and
collaboration. Collaborative buyer-supplier relations are often perceived asthe
optimum approach to achieving supply chainimprovement through the devel op-
ment of more effective customer-supplier relationships. Evidence has shown
that this is an area where rhetoric seems to be moving well ahead of reality
(Mclvor et al., 1997; Burnes & New, 1996; Lamming, 1994). It iscertainly true
that partnership is described in simplistic terms, thus making the potential
benefits appear easier to achieve thanisthe case. In addition, the distribution of
the benefits that can be achieved through customer-supplier improvement
activitiesisamore contentious issue than much of theliterature acknowledges.
New and Burnes(1997) conducted an empirical study of thebenefitstobegained
from collaborativebuyer-supplier rel ationships. They found that the distribution
of the costs of improvement activities was biased towards suppliers rather than
customers. Mclvor, Humphreys, and McAleer (1996) present evidence to
suggest that procurement personnel have found it difficult to adapt to the new
ethos of opennesswith suppliers. In addition, suppliersare expected to embrace
acollaborative relationship, after many years of operating in asysteminwhich
trust was the last thing they expected. This evidence poses problems in the
following areas:

*  Onthesupplier side, theremay bean unwillingnessto shareinformation on
prices or costs, fearing that the customer might use such information to
erode marginsor disclose coststo competitors. For example, the sharing of
cost information is an area which customers may use to obtain increased
power over suppliers. In many cases, cost informationisnot used for mutual
benefit, thus gaining a poor reputation because of its use as “just another
weapon in the customer’s arsenal” (Lamming, 1996).

J On the customer side, in aretail environment the retailer may not wish to
discloseinformationto suppliers concerning sal es promotionsand product
sales, fearing that the supplier might disclose such information to competi-
tors. Clearly, if electronic commerceistoleadtothe’ seamlessintegration’
of supply chain partners, then a culture changeisrequired to establish real
partnerships in which information can be exchanged on aregular basisin
an environment of trust.
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Conclusion

This chapter has shown that the Internet represents a powerful technology for
commerce and communication at the buyer-supplier interface. It hasbeen shown
how Internet technologies can have a considerable impact in anumber of ways
at the buyer-supplier interface. Effective use of electronic commerce has the
potential to improve the materials management process of both the buyer and
supplier in areas such as inventory reduction, delivery lot-size reduction, and
purchase order and invoice reduction. Electronic commerce can reduce the
costs of closely integrating buyers and suppliers, and through electronic net-
worksfirms can achieve greater integration at the buyer-supplier interface. For
example, electronic commerce technol ogies can enhance the customer’ sinfor-
mation management and transaction processing efficiency that in turnimproves
customer demand forecasting and fosters closer relationships with suppliers.
The evidence presented in this paper supports Porter’s (2001) view that the
Internet providesopportunitiesfor organizationsto establish distinctivestrategic
positionings than previous information technologies. It is essential for top
management to understand that the Internet ismorethan atool or technique, but
rather something that isintegral to the strategic devel opment of the organization
andtherelationship withitsenvironment. Adopting such an approach represents
adrastic changefrom traditional management thinking and, moreimportantly, for
management’ s behavior. The availability of information through the Internet
allows organizations to overcome traditionally cost-prohibitive infrastructure
barriers and establish a global presence.

It must be pointed out that the Internet is in its infancy, with the underlying
infrastructure having some way to go before full development. For example,
Internet search tools will become more sophisticated. Advances in the Exten-
sible Markup Language (XML) will make it possible to identify products,
features, and prices with far greater precision. Buyers will be able to set much
more detailed search criteria, which givesthem immediate accessto evenricher
sources of information. In particular, innovationsin technology will dictate the
paceat whichintermediarieswill evolveto add moreval ue and encapsul ateitems
of greater complexity. Currently thecoreskillsof intermediariesareinformation
technology, commodity management, and an understanding of point-to-point
buyer-supplier interactions. It is quite clear that intermediaries must redefine
their roles and functions if they are take on a strategic role for buyers and
suppliers. In the main, these intermediaries provide commodity-type items and
act as a ‘meeting’ facility for buyers and suppliers. At the moment, the
advantages are not clear for buyers and suppliers to embrace these intermedi-
ariesasachannel for commerce. Inthe case of intermediaries, it has been shown
that it is necessary that the buyer and supplier adopt the same standards and
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invest in the infrastructure to enable seamless integration. However, adopting
thisapproachismore akinto pursuing single sourcing rather than embracing the
concept of an electronic marketplace. In order to develop further, these
intermediaries will have to develop services such as greater intelligence in the
product search processand richer information, and facilitateintegration between
buyers and suppliers.

While Internet technology offers ways for organizations to communicate and
trade moreeffectively withtheir suppliers, and givesconsumershigher level s of
service and sophistication, it also poses major challenges to those within
organizationswho haveto manageit. For example, the greater transparency that
flows from an organization trading on the Internet will lead to a greater
reluctanceto pay full pricesand further emphasison cost reduction. Inthisway,
the Internet may no longer be perceived as an opportunity, but a threat to
organizations. A culture change must occur to establish relationships between
buyers and suppliersin which information can be exchanged on aregular basis
in an environment of trust. Such a change is essential to creating a ‘ seamless
integration’ of supply chain members. Considerable efforts must be made in
ensuring the compatibility of systems between the trading partners. Closed
network problems can also affect the Internet, with business-to-business el ec-
tronic commerce running up against application interfaces that inhibit the
operation of afully transparent environment between trading partners. |mportant
to further research and investigation are the change management i mplications of
these new technol ogies. Processesthat extend across organizational boundaries
need to be jointly designed and managed. Electronic commerce facilitates
information exchange and enhanced communicati ons between organi zations; it
can reduce costs, risk, and uncertainty, while also increasing interdependency
and joint investment. The level of adaptation and cooperation that is becoming
necessary in the supply chain means that electronic commerce takes on an
increasingly critical role. An understanding of how electronic commerce can be
deployed by firmsto exchangeinformationand to maintain and build rel ationships
isimportant, asit may impact on their ability to participatein aparticular supply
chain. Therefore, electronic commerce needs to be viewed in the context of its
wider impact in enabling business processredesign, theopportunitiesit offersfor
exploitinginformation, thechallenge of integration withinternal systems, andits
implementation through supporting technol ogiesand applications.
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Abstract

This chapter uses traditional marketing and purchasing strategy models to
forward a model for e-procurement. It maintains that there are two major
classes of e-procurement solutions used in industry, both deriving from
traditional marketing models: e-procurement solutions that focus on
enhancing relationships to enable integration between buyer and seller,
and solutions that are transaction-oriented and have their primary function
in strengthening market forces, thus making industrial markets more
competitive. It is argued that the e-procurement solutions used should be
related to the purchasing strategies employed and the different steps of the
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purchasing process. We propose a model based on purchasing strategies
that identify appropriate e-procurement solutions to be considered for
different types of purchased items. This model can be used to evaluate
purchasing initiatives, both from an academic and a practical perspective.

I ntroduction

Procurement is becoming a strategic function (Kraljic, 1983; McGinnis &
McCarty, 1998), contributing to the overall company success. Procurement is
also one of the business processes where e-commerce solutions have the
greatest potential for cost reductions and to increase efficiency. Thisis partly
due to the fact that EDI has been used in procurement for a long time and
thereforethereisahighlevel of understanding of the benefitsinvolved in doing
businesselectronically.

Another interesting aspect is the importance of procurement as adriving force
for e-commerce development. In B2B settings this mirrors the overall power
balance in most value chains. Large customers' purchasing clout is a major
rationalefor cost reductionsin corporations(and valuechains). Thelargesystem
integrators and/or end-user companies are increasingly exercising their buying
power upstreaminthevalue chain (cf. Brege & Brehmer, 2002). E-procurement
is a powerful tool for industrial companies to reduce prices and costs for
purchased goods.

As we can see, the focus of e-commerce solutions is more and more leaning
towards procurement and not sales, and therefore needs to be adapted to the
purchasing strategies and procurement processes employed. It can be argued
that e-commerce plays different roles depending on the purchasing situation
(Bhatt & Emdad, 2001; Rayport & Sviokla, 1995). Thereforethereisaneed for
adifferentiated approach to the inclusion of e-commerce into the procurement
function. For selling companies it is also important to understand the driving
forces and priorities that their customers have, in order to better adapt their e-
commerce solution to their customer base.

The purpose of this chapter isto describe and analyze the relationship between
purchasing strategies and e-commerce solutions handling different stepsin the
purchasing processes. Our analysis is empirically based on the experience
gained by Swedish multinational companies between 1998 and 2003—where
these examples are primarily used asillustrations.
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Procurement and E-Commer ce

Inthewake of current SCM thinking, procurement isbecoming an increasingly
important function for overall operations (Spekman, Kamauff & Myhr, 1994).
Purchasing managers have moved from being transaction accountants to
information brokers, and from being the primary point of contact with suppliers
to managers of external manufacturing (Spekman, Kamauff, & Myhr, 1994).
More often than not, procurement involves other organizational units, such as
production and engineering, making thefunction complex. Therefore, toimprove
buyer/seller interaction in complex procurement situations, issues regarding
technical, commercial, logistical, and social/communication elementsand activi-
ties need to be handled in a relational approach (cf. Hakansson, 1982; 1993;
Rehme, 2001). At the same time, for less complex types of procurement (e.g.,
commodity type products), there may not be aneed for establishing long-lasting
relationships. Instead it may be desirable to keep suppliers at arm’s length.
Inevitably, there are large discrepancies between different strategic and
processual considerations depending on the various types of purchased goods.
Thus there is a need to direct appropriate purchasing measures and tools for
different types of goods purchased and for different steps in the procurement
process. Van Weele (1997), for instance, emphasizes the need for different
purchasing strategies. He forwards a multitude of variables that affect the
purchasing process, such as product characteristics, strategic importance of the
purchase, financial impact of the purchase, market characteristics, relativerisk,
effects on existing routines and processes, and the role of the purchasing
department. These variables can in many ways affect the different tools and
solutions that are needed in procurement.

An e-commerce survey conducted in 1998 reported that purchasing managers
expected that Web-based solutions would enable tighter and cheaper supplier
relationships and thus reduce the length of the supply chain (Segev, Gebauer et
al., 1998). Moreover (in the same report) purchasing managers stated that e-
procurement would provide them with cost-reduction means through, e.g.,
bidding modelsviathelnternet. These perceived benefits of e-commerce appear
to be contradictory, since employing market forces (i.e., bidding models) in
buyer/supplier relati onships often meansretorting to arm’ slength rel ationships
not compatiblewithtighter supplier relationships. They alsoindicatethe purchas-
ing manager’s goal: to attain the best of two worlds, i.e., to improve supplier
relationships while still exercising market forces. In summary, the purchasing
managers saw e-commerce as beneficial when it comesto reducing buying and
transaction costs (Segev, Gebauer et al., 1998). In addition, according to a
purchasing director at Volvo Cars (the car manufacturer), suppliersthat do not

Copyright © 2005, Idea Group Inc. Copying or distributing in print or electronic forms without written
permission of Idea Group Inc. is prohibited.



128 Rehme, Kindstrom & Brege

utilize the opportunities for rationalizations that e-commerce can provide will
face the risk of losing business (NyTeknik, 2001). Most of these benefits and
value-adds can be attributed to the automation of various processes, enhancing
speed and improving correctness of information.

E-Procurement: Strategy and Process
Contingencies

Many of the e-procurement initiatives have been geared towards process
automation. For instance, when Ericsson (the telecom company) and ABB (the
power and automation company) introduced their more comprehensive e-
commerce sol utions, they focused on automating parts of the purchasing process
forindirect material, with their solutions Click-to-Buy and Easy-to-Buy, in order
to cut costs. Other companies, such asDell or Cisco, attempted, throughtheir use
of e-commerce, to increase efficiency in logistics and marketing processes in
order to achieve cost reductions and improve the competitive situation, e.g., in
theform of decreased TTC (Time-To-Customer), TTM (Time-To-Market), and
lower inventory levels. Another example of e-commerce for reducing costsis
Pipe-Chain, an Internet-based solution for VMI (Vendor Managed Inventory),
which is used by Ericsson and a number of their suppliers.

It is clear that strategic considerations in purchasing have great impact on the
requirementsof e-procurement solutions. The predominant purchasing effortsin
e-commerce have been directed towards indirect material, where the items are
often non-strategic and low in value. As mentioned above, the first and largest
e-procurement investmentsin ABB and Ericsson, for instance, werefor indirect
material. These e-procurement sol utionsare often solely aimed at reducing costs
of the procurement process rather than focusing on price negotiations and
supplier rel ationshipimprovements.

In Figure 1 theimportance of procurement denotesthe overall impact of the cost
of purchased goods on business performance (cost of material/total costs, etc.),
and the complexity of the market marks the degree of logistics costs and
complexity, monopoly or oligopoly conditions, technol ogical development, etc.
(Kraljic, 1983). This means that purchased items are classified based on their
overall businessimpact, on the one hand, and how difficult they areto come by,
on the other. Kraljic's matrix illustrates the difference between purchasing
strategies when handling different sets of items (goods), i.e., non-critical,
leverage, bottleneck, and strategic items. This classification of items purchased
ranges from a market situation where suppliers are kept at arm’s length, to a
situation whereit is necessary to adopt policiesto support tight integration with
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Figure 1. E-procurement solutions for different purchased items (Adapted

from Kraljic, 1983, p. 111)
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suppliers. Furthermore, the matrix denotestheway that purchasing decisionsare
authorized, i.e., the degree of centralized decision making in the purchasing
process. The Kraljic classification scheme is quite often used in industry (for
instance, in ABB and Ericsson). From a supply strategy perspective, it is
important to understand the different strategiesfor which different e-commerce
solutions are appropriate. In order to evaluate different solutions and make
suggestions for appropriateness, as well as to investigate the usefulness of
different e-procurement solutions, we use the matrix in Figure 1.

Non-Critical Items

For non-critical items, i.e., standard products and commodities with a large
number of suppliers being able to supply the goods, e-procurement solutions
ought to be aimed primarily at cost reductions. Products purchased do not
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significantly burden overall cost. Instead, the process cost is, in comparison to
the purchased goods, high. Therefore, the automation of processesin order to cut
costsis adesirable function for an e-procurement solution.

Many e-commerce solutions for purchasing have had their focus on this group
of materials. ABB and Ericsson, among others, have come up with their most
comprehensive solutions for this type of purchase, where contracts have been
established at the corporate centers along with electronic catalogs. Ericsson’s
solution handles goods such as stationery, hand tools, and other items that are
indirect by nature. The e-procurement solution is organized as an electronic
catalog where the corporate purchasing department arranges the contractual
agreementsand the suppliersneed to meet certain criteriain order to beincluded
in the catalog. The solution is operated by a third party, who updates and
mai ntains the catal og.

There are several reasons why non-critical items have been among the first to
be handled by e-commerce solutions. First, as these materials are non-critical,
purchasing managerstake lessrisk inintroducing this new purchasing measure,
since afailure does not affect overall operationsto any great extent. Therefore,
managerscan be proactivewithout risking any major operations. Second, for this
type of material, the cost of the purchasing processitself isasubstantial part of
the overall cost, and since one of the more obvious upsides of e-procurement is
process cost reduction, an investment in this group can provide a fairly easy
return-on-investment. E-procurement leadsto acentrali zation of contracting and
the upholding of product databases whereas purchasing decisions remain
decentralized. Thisway of doing businessisal so away for the purchasing center
to reduce maverick buying. In thelong run, the e-catalog can be expanded with
moresupplierstoimprove“ onlinecompetition,” thusreducing prices. However,
thisaim has so far been secondary (at best). Finally, it isinteresting to note that
catal og services are one of thefew applications of e-marketplacesthat suppliers
have a positive attitude towards as compared to, e.g., Internet auctions where
they are forced to underbid each other (NyTeknik, 2001).

Bottleneck Items

For bottleneck items, it isimportant to “ control” the supplier in order to secure
deliveries(cf.Kraljic, 1983). Theseproductsarenot soimportant fromanoverall
cost perspective, whereas to ensure deliveries is. Price should therefore be of
secondary importance. Sincethe material in questionismainly specified, itisnot
easy to swap suppliers. Instead it will be important for the buyer to be able to
efficiently provide technical datato the supplier, and in turn be provided with
current production and inventory information from the supplier. Information
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exchange on product and production is therefore important, whereas the actual
ordering is less so. Furthermore, in along-term perspective, the possibility to
search for future suppliers may be one of the largest benefits.

For instance, acompany inthe Swedish food industry incorporated new I nternet-
based search routinesin order to find new or alternate suppliersfor maintenance
and repair type of products. Each buying situation is similar to a hew-buy
situation. Company or business search engines and directories, such as
Business.com and Manufacturing.com, are designed to aid users in finding
companies, products, services, and informationwith regardsto wanted products.
Still, the most common way to search for suppliers is through general search
engines such as Google, Yahoo, or Alta Vista. To be able to search for new
suppliersin order to ensure deliveriesin afairly cost-efficient way means that
the buyer is ableto reduce his dependency on supplierswith limited production
capacity, thusreducing the complexity of the supply market and creating higher
flexibility. Correctly designed e-procurement initiatives enable the buyer to
better manage (or control) this supplier base.

Strategic [tems

From an e-procurement perspective, strategic materials are highly interesting.
They have agreat impact on overall cost and functionality of thefinal products.
L ong-term relationships that are controlled from a corporate purchasing center
are seen as the (viable) way to ensure the supply of goods, whereas bargaining
isnotanoption (cf. Kraljic, 1983). Furthermore, theseitemsofteninvolvehighly
technical exchange of information, particularly in the product development
stages, such as CAD-drawings and specification. The e-procurement systemis
thusableto cater for the exchange of technical information. Infact, itisimportant
that the system aid the participants in all relationship-enhancing activities
concerning issues such as commercial agreements, logistical arrangements, as
well as any interpersonal relationships between the two parties. Thisis particu-
larly crucial sinceitisnot easy tofind alternative suppliers, and moreimportantly,
the products are often developed in cooperation between buyer and seller
(Hakansson, 1982, 1993). Due to the importance of the products in this group,
investments in solutions to improve the buyer/seller process ought to be fairly
defendable. Although there are clearly benefits that could be drawn from
employing e-procurement initiativesinthisarea, itishard to comeby successful
cases (cf. Ohrwall-Rénnback, 2002).

SAAB Aerospace, a manufacturer of military airplanes, put alot of effort in
adopting Internet solutions with a number of key suppliers. This was done to
makejoint devel opment projects moreefficient and effective. However, caused,
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for instance, by thetechnical complexities of the products and high demands on
security inthetransfer of information, the Internet solutions were never used or
developed to their full potential (Ohrwall-Rénnbéack, 2002).

L ever age Items

Theseitemsare very important for the overall business cost (seeKraljic, 1983).
They consist of amix of commoditiesand specified material's, and have probably
the greatest potential for e-commerce solutions. For these products, two
strategies related to e-procurement can be seen. Thefirst strategy isto enhance
the relationship in order to create a more efficient way for the operations.
Comprehensive supply-chain management (SCM) solutionsareviable, whilethe
volume-value is large enough and the business is characterized by a high level
of re-buy. The potential savings are often quite large and affect a range of
operations in both the buying and selling firm (e.g., Ericsson & Pipe-Chain).
Ericsson’ sPipe-Chain solutioninvolvedfirst-tier suppliersthat, with the help of
Internet-based software, delivered products to the Ericsson assembly line. The
software highlights product requirements and results in a transparent buyer/
supplier interface, in so much asthe supplierscan see Ericsson’ sstock statusand
deliver accordingly.

The second strategy is to exercise the purchasing clout that is available. This
leads to a more market-oriented approach and is, consequently, quite different
initsfunctionality from arelationship-enhancing one. The savings that may be
generated from increased competition are also potentially large, but then
predominantly based on the purchasing price (e.g., e-auctions). Both solutions,
however, are quite comprehensive and affect activities in the purchasing
department. E-procurement solutions of the SCM type are even more compre-
hensive and have major effects on other operational units as well.

Process and E-Procurement

Industrial procurement isacomplex process, especially in anew-buy situation
(seeFigure2) that involvesseveral stepsall theway fromthe search of suppliers
totheresulting delivery andinvoicing of goods(VanWeele, 1997). It canbevery
time consuming (up to several months) (see, e.g., Emiliani, 2000). For instance,
for scarce or strategic items, there are normally a limited number of suppliers
available, and the procurement process involves building up personal relation-
shipsbetween representativesnot only inthe procurement departments, but also
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with representatives from quality, product support, production, design, and
corporate management. On the other hand for non-critical items, which aremore
transaction oriented, it might not be necessary to establishrelationshipsat all, but
rely on market forces. It is obvious that depending on the step of the process,
different skills and support are necessary.

The process perspective states that there are discrepancies between the e-
commerce solutionsthat are pertinent, useful, and value adding to an organiza-
tion, where these discrepancies depend on what the procurement process |ooks
like and on what steps process emphasis is placed. A procurement process
differs with what kind of product is purchased, but is generally long and
structured from tender to delivery, and involves many parties and requirements
within the buying organization (see e.g., Van Weele, 1997; cf. Figure 2). E-
procurement must cater for thelength, theinvolvement of many parties on both
the buying and selling sides, and the negotiation complexities that come with
technical and commercial agendas. This means that the whole process may not
bewell suited to e-commerceinitiatives. Rather, stepsin the purchasing process
will be performed with e-commerce depending on the situation. The extent to
which the process can be computerized differs depending on the complexity of
the product and the value, volume, and frequency with which it is purchased.
New-buy and one-off complex purchasesarelesslikely to be performed through
e-commerce if compared to standard products purchased in large volumes.

We claim that the nature of the product flow, i.e., volume and value, and the
business complexity of the individual process are related to the degree of
automation in the e-procurement process. High degrees of automation are
therefore expected to be associated with high volume/frequency, low variety of
goods, and predictable environments. Thisis seen in the discussions regarding

Figure 2. The procurement process and some examples of associated
functionality needed by an e-commerce solution (Adapted from Van Weele,
1997)
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the e-ification of the procurement process which have been heavily geared
towards cost reductions mostly associated with, e.g., economies-of-scal e ben-
efits and increased competition between suppliers.

By analyzing the procurement process, we can determine what functionality is
in focusin what steps of the process (see Figure 2). Since different stepsin the
process demand different skills and different support, it is obvious that an e-
procurement system ought to supply functionality depending on what isneeded,;
e.g., the searching capabilities needed when selecting a supplier are not needed
when performing evaluation and follow-up activitiesand viceversa. In addition,
there is the dimension of what good is to be purchased (as seen earlier). There
are also great differences in how the steps are executed depending on the
product, e.g., buying commaoditiesor engagingin astrategic partnership with co-
devel opment.

In the earliest step, i.e., determining specifications, when engaging in co-
development and/or closerelationshipsfor complex products, e-commerce and
IT solutions often include the exchange of sensitive information, such as CAD
files and ERP data, as well as various platforms for real-time, multi-user
environments. With standard products (commaodities) inan arm’ slength rel ation-
ship with a comparable short time-horizon, transaction efficiency and price
agentsbecomeapriority. Inthisareathereisgreat potential for integrativetools
that enable companies to take advantage of the virtual dimension in the
procurement process (cf. Bhatt & Emdad, 2001; Rayport & Sviokla, 1995).

The second and third steps of the general model of the purchasing process used,
selecting supplier and contracting, in combination with the fourth, ordering,
are what most commercia e-commerce solutions to date cater for, notably the
e-marketplaces. The number of orders placed plays an important role in these
process steps, since the more orders, the larger the cost reduction potential.
These solutions are geared towards the purchasing of standard productsand raw
material's, such asthe automotiveindustry portal Covisint. On Internet auctions
with Covisint, some companies claim to have lowered the price by up to 20%
percent, but at the same time many suppliers are hesitant about taking part in
auctions (NyTeknik, 2001). Economies of scal e and scope, and efficiency are of
pivotal interest when discussing standard products (commodities). For strategic,
high-value. items the solutions are more specific, and utilized as well as
implemented on a case-by-case basis, and hence a complete different set of
needs are present. Another interesting feature in these stepsisthe possibility to
searchfor suppliersin order to, e.g., increaseflexibility. An example of astand-
alone e-marketplace is Endorsia, a e-marketplace that was started with the aid
of SKF, theball-bearing manufacturer, andinvolvesindustrial buyersand sellers,
primarily largeinternational corporations.
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After asupplier is selected and contracted, during the steps of expediting and
evaluation and after care and evaluation, e-commerce solutions become
more and more specialized, depending on the relationship needed and wanted
between the supplier and the buyer. They can, e.g., include ERP systems and
direct linksinto each other’ sfunctional IT systemsand inventory systems. Toa
great extent it becomes a question of the degree of integration sought after (and
the level of trust present between the involved parties). However, if the goods
purchased are acquired on a spot-market (typically standardized products such
as raw materials), with little or no contact between seller and buyer, these last
phases become less important.

A Model for E-Procurement

M erging the procurement process model with the procurement strategies matrix
(see Figure 3) makes it possible to identify—depending on the strategy em-
ployed—what phases of the process are most important, and subsequently what
e-procurement solutions and models are pertinent. Table 1 summarizes the
Kraljicmatrix, processfocus, and the e-procurement models. It also exemplifies
some solutionsin use.

In the category “ Purchasing Management,” e-procurement has been “used” to
afairly great extent. Sincetherearefew risksinvolved, itisrelatively easy to set
up these kinds of solutions. At the same time however, the impact on total

Table 1. Summary of the discussion and identifying e-procurement models
Purchasing | Goods Supplied | Purchasing | Supply E-Purchasing | E-Model Process Focus Solution Examples
Type Importance | Market Strategy Solution

Complexity
Purchasing Non-Critical, Low Low Corporate E-Catalog Order Focus Ericsson’s Click-to-
Management | Standard, Assortment of Buy
Commodities Goods
Sourcing Mainly Low High Relationship | Information Information Manufac-
Management | Specified but Searching | Exchange Exchange Search turing.com, Google,
Materials New and/or E-Agent | and Select Supplier |Yahoo
Suppliers
Supply Strategic Items | High High Tight Resource Strategic SAAB Aerospace
Management Relationship | Network. Information
Stable Exchange (Incl.
Members Sensitive
Information)
Materials Leverage Items, | High Low Tight E-SCM, Comprehensiveness | Ericsson Pipe-
Management | Commodities Relationship, | E-Marketplace Chain,
and Specified or GE TPN
Marketplace
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businessislimited, although there are cost savingsto be generated by adopting
lean processes. From a process perspective, e-procurement initiatives are
predominantly appropriate for the ordering process, where the actual order,
payment authorization, and invoicing are sub-processes that can be automated
fairly easily (e.g., self-billing, etc.), and thuslower the transaction costsfor this
material. One exampleisEricsson’ s Click-to Buy solution, which holdsindirect
material in a purchasing catalog, such as hand tools, etc. Their solution has
resulted in fewer suppliers that subsequently become more important.

E-procurement initiatives in the category “ Sourcing Management” are some-
what difficult to extract large-cost savings from. The investments should be
directed towards information exchange in the areas of product and production,
for the short term, and searching alternate suppliers for the long term. Aswith
purchasing management, however, theimpact on the overall operationsremains
low, and does not contribute significantly to total business. For this type of
product, the e-procurement sol ution should aid in the procurement processrather
than automate it, e.g., in terms of search engines and/or solutions that help
transfer product and production information. On the one hand resource coordi-
nation for order fulfillment isvital, and on the other hand supporting the search
for suppliersisimportant. One exampl e of structured search enginesto helpfind
suppliers is Manufacturing.com, which lists suppliers in different industrial
segments, and includes product descriptions and contact information.

Thecategory “ Supply Management” involvesstrategic considerationson ahigh
level intheorganization. E-procurement investments shoul d be designed prima-
rily to cater for the exchange of technical and commercial information. Aswith
sourcing management, the e-procurement sol ution should support the ongoing
process, rather than automate parts of it. Since the exchange involves sensitive
information, the sol ution needsto be as secure aspossible, and requireslong-term
relationships based on trust. Effects on the buyer’ sbusiness may be substantial,
particularly with regards to product development and innovation. As for the
impact of e-procurement on the purchasing process, e-procurement does not
need to be connected to the ordering per se. Instead it is important that the
solutions contribute to tight integration and resource coordination between the
parties, since close cooperation in, e.g., product development efforts are of
interest. With SAAB Aerospace the solution exemplifies the difficulty in
adopting Internet solutions for this group of materials.

The category “Materials Management” is the most interesting group of pur-
chasesinrelationto e-procurement. Thisisduetothelarge effectsontheoverall
business that can be aresult of efficiencies and price pressures for this type of
material. However, to be meaningful for e-procurement, this “ strategic group”
needs to be divided into two subgroups. One is for materials that ought to be
handledintight relationships, such asspecified materials, or materialswith high
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technical content or high volume-value that benefit from an SCM type of
efficiency effort. Thisis exemplified by the Ericsson/Pipe-Chain solution that
was particularly aimed at improving the logistics processes. The other is made
up of the productsthat can be supplied adequately on amore open market, where
purchasing clout can be exercised in order to benefit from price negotiations.
One example is the early GE TPN that was aimed at cutting costs, but also at
providing abetter market for the supply of goods, for instancein auctions. Also,
the early intentions of Covisint can be attributed to improving the market.

Clearly, the division between the two groupsisastrategic decisioninitself and
resultsintwo new distinct groupsof materials. Itisimportant to maintain that the
division means that the segmentation needs to be done in order to define the
different e-procurement functionalities required. However, the productsin the
two groupscanvary over time, andit requiresdeliberateactioninorder to change
a product from a relationship focus to a market focus. Despite their different
forms, e-models for these product groups are quite comprehensive, regardless
of focus, though they are fairly different from each other. One model needs to
cater for SCM functionality or VMI approaches, which means that the focusis
aimed at logistics issues. The other approach is directed towards commercial
content with RFQ and bidding functionalities, which also includes contracting
and ordering. Since the functionality for these two strategic decisions is
comprehensive, the resulting investments are therefore large. In particular, for
relationship/SCM focus, other departments and operations than purchasing are
highly affected. Process-wise comprehensiveness is of importance. In both
casesit is amatter of being able to work through the entire process and utilize
e-procurement models in many steps.

A Contingency Model for
E-Procurement

The e-procurement model in Figure 3 shows the various strategies and the
corresponding importance in the purchasing process. It implies that different
strategic considerations have a great impact on the corresponding e-procure-
ment solution. Themodel alsoimpliesthat there arelarge discrepanciesbetween
therequired functionality for different types of goods purchased. For acompany
engaging in e-procurement solutions, itisthereforevery important to determine
the type of goods that should be handled electronically. We maintain that a
fruitful way to define the purchased goods is to assess the importance of the
purchasing to overall business performance, as well as by assessing the
complexity in supply market—that is, to find out how difficult the goods are to
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comeby (Kraljic, 1983). When the complexity of the supply market ishigh sothat
the logistics are complex and/or the goods hard to come by, e-procurement
solutionsappear to belesscommon. However, for e-sourcing, (bottleneck items,
see Figure 3), solutions such as search engines may contribute to make the
available market larger (larger number of suppliersand moreinternational) and
thus less complex. This implicates that the e-commerce solution as such may
contribute to making the items easier to come by, thusin the long term enabling
are-classification of the items.

For purchased itemswith alow level of complexity in the supply market, the e-
commerce solutions are both more integrated with the purchasing process and
more comprehensive. Furthermore, for goodsthat have alow impact on overall
business, i.e., e-purchasingin Figure 3, e-procurement initiativesarefairly risk-
free to engage in, and the purchasing process cost savings are fairly large in
comparison with the value of the purchased goods. Therefore the diffusion of
these solutionsis quite large. However, the businessimpact islow and does not

Figure 3. A synthesis of strategy and process in e-procurement
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change any major operations. For the long term, initiatives in this group of
materials appear to be reducing the number of suppliers, making the remaining
suppliers more important, whereas the individual items do not necessarily
become more critical.

For itemswith low to medium supply risk and high businessimpact, i.e., e-market
ande-chainin Figure 3, wemaintai nthat the cost-saving potential ismuchlarger,
that the process impact is bigger, and that the e-solution is required to be more
comprehensiveand thusmoreexpensive. Inadditionwe proposethat theseitems
aredividedintotwo groupshbased on thestrategic choice betweentighter supplier
relationships (SCM system, VMI solutions, etc.) or a more “open” market
(bidding, auction, e-marketplace).

E-Supply, with high supply risk and high businessimpact, is probably the most
difficult solution to maintain. We proposethat the potential benefitsare high, as
is the business risk. There are high demands for information exchange of
sensitive information for items belonging to this group. The predominant
functionalities include solutions adapted to CAD drawings and technological
databases, where the demand for security is high.

E-Procurement Dynamics and
Development

Over time, e-commerce appears to have changed from focusing on business
opportunities, to price and cost reductions (see, e.g., Kraljic, 1983). Since
procurement costs can represent up to 75% of the total cost of goods sold, cost
initiativesin businessrelationshipsare moreoften than not initiated and managed
by the buyer (see, e.g., Emiliani, 2000). Electronic marketplaces (Brehmer &
Johansson, 2001; Kaplan & Sawhney, 2000) increasingly focus on lowering
prices and reducing costs in procurement. Also, within established supplier
relationships, e-commerce development is very much focused on the cost
aspectsand on establishing transacti on cost-effective extranet sol utions (Brehmer,
2002). Consequently, many e-procurement solutions are thus aimed at rational -
izing and strengthening established relationships rather than focusing on pur-
chasing price alone (Clemons & Reddi, 1993; Stump & Sriram, 1997).

We argue that different purchasing situations call for different strategies when
employing e-commerce solutions. Recent supply chain research states that a
moveto closer relationshipsisanecessity if competitivenessisto be preserved.
However, much of the activity in the purchasing area gives evidencethat thisis
not alwaysthe case; instead, many of the solutions and ideas are heavily geared
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towards arm’ slength relationships. We do not claim that thisisthe solution for
all situations, but we do not agree with many SCM researchers that everything
must go towards close integration between parties involved. Instead, e-com-
merce solutionsfor procurement enabl e different strategic choicesdepending on
the market situation, the e-commerce solutions at hand, and the strategic focus
of the firm. In light of this, it is argued that the degree of integration and the
particularities of the used sol utions depend on avariety of contingenciessuch as
the purchasing strategy employed, items purchased, and the layout of the
purchasing process.

Differencesinadesired buyer/supplier relationship influencewhat e-commerce
solutionsare pertinent. Inasituation with closerel ationshipsandtight integration,
ERPintegration and information exchange will be of the essence. When market
characteristics are present, e-marketplaces and bidding models are interesting.
Facing asituation with low supply complexity and high purchasing importance,
itismoredifficultto evaluatewhat e-commercesolutionispertinent, and amore
careful analysis of the contingencies might be called for, i.e., whether tight
relationshipswith suppliersareimportant or not. Duetothisandthefact that here
theimpact of procurement ontotal operationsishigh, wearguethat thisiswhere
companies have the most to gain if they analyze their purchasing situation
carefully and adopting the correct e-commerce solutions. Our proposed model
can help companies in this endeavor.

We believe that there are a number of interesting areas where the inclusion of
e-solutions will alter the way in which procurement is carried out, which offer
both academic challenges as well as practical opportunities. For example, e-
supply type of goods (see Figure 3 above) can be transferred to e-chain type of
goods when the situation so allows (such as when the products have been
developed and the rel ationship movesinto an operational phase). The dynamics
of purchased items are therefore crucial to addressin the evaluation of suitable
e-procurement solutions. Another important aspect is that for certain type of
goods, the e-procurement solution can change the buyer from buying items to
buying from suppliers. For instance, for non-critical itemsin the e-purchasing
category, theinclusion of electronic catalogs makes an addition of anitemtothe
catalog easier to do if it comes from the same supplier. This also meansthat the
employed e-procurement sol utioninfluencesstrategy, thuscreating possibilities
for engaging in new strategies for the purchase of goods. In order to better
understand the appropriate e-procurement solution, we believeitisimportant to
analyze the above-mentioned model with regards to the linkages between
strategy, process, and e-procurement solutions.
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Chapter VI I

A Framework for
AddresssngMinority
Suppliersasan
E-BusnessSirategy

Dale Young
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Abstract

Financial returns from a corporate website are improved by broadening
the site’s audience to include minority (e.g., small and women-owned)
suppliers. Firms believe that it is good for business if their supplier base has
the same racial and gender composition as their customer base. This
chapter directly addresses supply chain relationships, diverse suppliers,
and investment returns by examining how large corporations use their
public websites to communicate with small, minority-owned and women-
owned trading partners. The chapter is based on findings from a large-
scale study of corporate, public websites. The researcher visited all of the
public websites of the Fortune 500 to understand Web-based supplier
communications, and analyze how large firms use their public website to
communicate with minority suppliers.
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I ntroduction

Businesses are using the Web to communicate with a variety of audiences,
including consumersand other businesses. Onestrategy forimproving thereturn
on investment from either a transactional or an informational website is to
broaden the target audience for the site to include as many participants as
possible. Corporations are now using outlets such as websites to communicate
with and attract minority groups because of the growing importance of minority
populationsintheU.S. (Fields, 2001; Krause, Ragatz, & Hughley, 1999; Milken,
2000).

The number of minority-owned firms is growing at a faster rate than non-
minority firms, and sal esper employeegrow morequickly at minority businesses
than at Fortune 500 firms(Milken, 2000). Theseminority-owned firmsareonthe
Web; nearly half of thelargest minority-owned firmsin the U.S. have awebsite
(Hernandez, 2002). One way firmslearn about these minority populationsis by
building relationshipswith minority suppliers. Firmsareconvincedthat itisgood
for business—and thus adriver of investment return—for their supplier baseto
have the same racial and gender composition as their customer base (Carter,
Auskalnis, & Ketchum, 1999; Morgan, 2002; Reese, 2001). Creating firmsthat
are representative of all Americans, in turn, creates value for all Americans
(Fraser, 2002). Women- and minority-owned enterprises makeexcellent trading
partners because they offer competitive prices and high-quality products and
services (Carter, Auskalnis, & Ketchum, 1999; Weaver, Stovell, & Romney,
2003). Thus, minority supplier programsare properly viewedintermsof business
development rather than social advancement (Morgan, 2002).

Thischapter directly addressestheissues of supply chain relationships, diverse
audiences, and investment returns by examining how large corporationsusetheir
publicwebsitesto communicatewith small, minority-owned and women-owned
trading partners. The chapter is based on findings from a large-scale study of
corporate, public websites. The researcher visited all of the public websites of
the Fortune 500 to better understand Web-based supplier communications, and
analyze how largefirmsusetheir public website to communicate with minority
suppliers.

The objectivesof thischapter areto review related studies, describethe Fortune
500 website study and explain its results, identify common practices for Web-
based supplier diversity efforts, and propose a framework for using the Web to
initiate minority supplier contacts. The research described here is distinctive
becauseit focusesonthe minority supplier content of corporate public websites.
This chapter describes the supplier diversity items that appear on corporate
public websites, and analyzes the role of these websites in identifying and
attracting minority supplier prospects from whom these firms may purchase.
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Backgr ound

The Web is an important channel for business-to-business (B2B) commerce.
There are significant time and cost savings associated with online sourcing
(Crockett, 2002). Most electronic commerce investments have been in cus-
tomer-facing systems, with procurement and supplier relationships slow to
develop (META Group, 2000). This chapter focuses on a single aspect of the
emerging Web-based B2B marketplace—how largefirmsare using their public
websites to communicate with and attract a more diverse set of suppliers. A
diverse supplier baseincludes small or disadvantaged firmsdirected by minori-
ties, and/or women, or disabled veterans. Using the Web to address minority- and
women-owned firms is a productive strategy because the gender and racial
composition of Web users approximatesthe race and gender composition of the
overall U.S. population (Thompson, 2000a, 2000b). Corporationswant toinsure
that their supplier base is as diverse as the many different types of customers
they deal with; devel oping purchasing rel ationshipswith minority suppliershel ps
to achievethisgoal and strengthen the minority business sector (Dollinger, Enz,
& Daily, 1991).

Several studieshaveinventoried the content of corporate publicwebsites. Y oung
and Benamati (2000) found that Fortune 500 websites include four key content
categories: product salesor financial transactions, customer service(e.g., check
order status), communication (e.g., email), and information publishing (e.g.,
financials, product descriptions). Intheir study just over one-third of thesiteshad
Web-based supplier content. Earlier, Liu, Arnett, Capella, and Beatty (1997)
found that approximately one-quarter of the Fortune 500 conducted business
through their website. A review of 250 of the Fortune 500 websites found that
the sites were used for online sales and customer service (Palmer & Griffith,
1998). A survey among Fortune 500 Webmasters found key site content to be
publicity, customer support, and revenue generation (Gardner, 1998). These
studies find that corporate public websites include both customer-facing and
supplier-facing content.

The trading partner content of corporate public websites includes Web-based
B2B forms and processes for procurement, such as ordering, confirmation,
invoicing, and payments (Baron, Shaw, & Bailey, 2000). These categories
overlap Internet applicationssuch aspurchasing, order processing, andrelations
with vendors that are used for supply chain management (Lancioni, Smith, &
Oliva, 2000). These studies categorize corporate website content related to the
types of transactions carried out with both suppliers and customers. The most
common usage of corporate websites for trading partner communication is
publishingtechnical or operational informationtomajority/largesuppliers(Y oung,
2001). Noticeably missing from most of these prior studies of corporate public
websitesisthe supplier diversity or minority supplier content on the sites.
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Prior literature reviews of minority supplier research find that few academic
studies deal with the topic (Carter, Auskalnis, & Ketchum, 1999; Krause,
Ragatz, & Hughley, 1999). However, some common themesdo emergefromthe
minority supplier studies completed to date. Components of minority supplier
programsthat improvetheir chances of successinclude: assisting supplierswith
bidding procedures, buying-firm participationintradefairs, and the devel opment
of performance metricsand minority supplier spending targets (Dollinger, Enz,
& Daily, 1991). Top management support and setting performance goals for
minority supplier programs are critically important components of program
success (Carter, Auskalnis, & Ketchum, 1999). Supplier development—efforts
toimprovethe performanceor capabilitiesof asupplier—isprimarily performed
by large firms and can include certification programs, supplier site visits, and
awards programs (Krause, 1997). Minority suppliers must be able to compete
against larger firmsintheareasof quality, timely delivery, and competitiveprice
(Krause, Ragatz, & Hughley, 1999) without the aid of set asides, price prefer-
ences, or acceptance of late delivery (Carter, Auskalnis, & Ketchum, 1999).

Thenumber of women-owned firmsisgrowing in every major ethnic group, and
women in advanced-market economies own a quarter of all businesses (Fraser,
2002). Women-owned businessesare especially reliant onlarge corporationsfor
much of their business (Weaver, Stovell, & Romney, 2003). Those women-
owned businesses are challenged by current purchasing practices such as
contract bundling and the reduction in the number of key suppliers that are
maintained by the buying firms. Buying firms are reducing the size of their
supplier base (Krause, 1997). Small minority firmsare especially challenged by
supply base reductions of buying firms (Krause, Ragatz, & Hughley, 1999).
Bundling and preferred supplier programs increase the importance of second-
tier supplier programs in which that second-tier supplier to the large buyer
generates much of the minority- and women-owned business opportunity
(Morgan, 2002; Munk, 2003; Weaver, Stovell, & Romney, 2003).

Few supply chain studiesto date havetried to link supplier diversity issues and
publicwebsites. I nterviewswith Fortune 500 diversity managersfound minority
supplier usageto be one component of diversity evaluation, but the study did not
cover the respondent’s public websites (Wentling & Palma-Rivas, 2000). No
single industry seems to be dominant in using the Web for supplier contacts
(Young, 2001). Obstacles to supplier diversity include: alack of management
support, failure to educate internal customers, and implementation problems
(Anonymous, 1998) —but there is no mention of Web accessissuesin thislist
of obstacles. The Krause (1997) study only makes one brief mention of minority
suppliers, and those suppliers were not considered separately during the data
analysis.

Using the Web to communicate with diverse suppliers can be viewed as an
innovation. An innovation is an idea or practice that is new to an adoption
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organization or is the first/early usage of an idea by an organization (Nord &
Tucker, 1987; Rogers, 1995). Innovation diffusion theory has been used to
explaintheadoption and implementation of information technology inanumber
of studies, including studies of EDI (Ramamurthy & Premkumar, 1995), inter-
organizational systems (Grover, 1993), and telecommunications (Grover &
Goslar, 1993). The rate of adoption focuses on the presence or absence of an
innovation within an adopting unit—here the presence or absence of supplier
diversity content on a corporate website—across a fixed set of potential
adopters, 500 large corporations. This present study uses diffusion theory asthe
basis for evaluating the rate or percentage of occurrences of supplier diversity
content on corporate public websites.

Examining Corporate Websites

The researcher visited each one of the public websites of all Fortune 500 firms
to collect data for this study. The Fortune 500 were used because of their
resources and thelikelihood of having a public website, and the assumption that
these firms would mention supplier diversity or minority supplier issues as part
of majority or primary (i.e., large corporate trading partner) supplier programs.
The site content relating to supplier diversity and majority suppliers was
identified and cataloged. Both content areas were included because they were
expected to appear together on these websites. The homepage, site index, and
site search functions were used to identify references to diversity and to
suppliers. When availabl e, the site’ s search engine was used to search for terms
related tothisstudy: diversity, supplier, vendor, minority, women-owned, small
business, and procurement.

All pages on these sites relating to suppliers were printed. Printing the pages
created a fixed record of site content to control for page changes and updates
during data collection. The printed pages were content analyzed by identifying
and cataloging items regarding supplier diversity and majority suppliers. The
catal oging allowed theresearcher toidentify common or recurring topicsrelating
to supplier diversity as the topics appeared on these Web pages. The data
analysis process follows the methodology of Strauss (1987) in which data are
collected and systematically analyzed to develop categories by identifying
similarities and differences (in this case across Web pages), the categories are
named (the categories that emerged during this study are described in the
framework at the end of this chapter), data are reexamined as new categories
arise, and theresults are integrated together. Findings are presented as percent-
ages of the total number of sites visited during the study because the data are
simply categorical.
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The public website of a corporation is one component of electronic trading
partner systemsthat may alsoincludeexistingtransactional privatenetwork links
such asone-to-oneor partner-to-partner electronic datainterchange (EDI), one-
to-many (i.e., onebuyer to many sellers) value-added network connections, and
Web-based extranets. This chapter focuses on supplier diversity content,
specifically how a public website is used to identify and attract a diverse set of
suppliers. Giventhat EDI and extranet systems presuppose an existing relation-
ship between trading partners, focusing on public websites for identifying
prospectivesuppliersisvery reasonable. If afirmwantsto attract amorediverse
supplier base, itspublic websiteisan extremely logical placeto accomplish that
goal, along with other offline diversity efforts.

Web-Based Minority Supplier
Communication

A critical finding from the study being reported in thischapter isthat the number
of corporations using a public website for communicating with potential or
existing suppliersislow, consideringthelevel of attention giventotrading partner
interactionsin general, and more specifically to electronic supply chaininterac-
tions. Only 27.1% of Fortune 500 firms mention supplier diversity and/or
majority/primary supplierson their public website. The most common acronym
for diverse suppliersis“MWBE”—minority and women-owned busi ness enter-
prises; disabled veterans and small or disadvantaged businesses are also
MWBEs. Fortune 500 websites define MWBE as a minority- and/or women-
owned business enterprise that is at least 51% owned, controlled, and operated
by men and women who are African Americans, Hispanic Americans, Asian
Americans, Native Americans, or non-minority women.

Of the Fortune 500 public websites with supplier content, a greater percentage
discussmajority/primary supplierswithout discussing supplier diversity (40.3%)
than discuss supplier diversity exclusively (25.4%). Some sites discuss both
(20.9%), and afew (13.4%) briefly mention one or the other topics, but provide
no specific detail such as an MWBE contact name. For all of the Fortune 500
public websites, just 12.5% contain MWBE content and only 16.6% have
maj ority/primary supplier content.

Thelow rate of MWBE content on Fortune 500 public websitesisnot completely
surprising given the present level of corporate spending with minority firms.
Minority businesses currently receive only 3.5% of total corporate purchasing
expenditures (Hernandez, 2002). In addition, women business enterprises re-
ceivelessthan 3% of total purchasing by Fortune 500 firms(div2000.com; Munk,
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2003). The rate of MWBE content on Fortune 500 public websites actually
exceeds the level of purchasing those firms have with minority suppliers. The
U.S. government record for minority spendingissimilar to corporateefforts. For
example, the General Accounting Office found that the Department of Defense
awarded less that 2.5% of its contracts to women-owned firms (Fields, 2001).

MWBE Content Placement

These firms place MWBE materials in several areas on their public websites.
Supplier diversity materials may be in a firm's Web-based purchasing or
procurement instructions to all suppliers. LTV, for example, views MWBE
activitiesaspart of purchasing: “ Theuse of (MWBES) isafunction of our normal
purchasing procedures, just asequal employment opportunity isanintegral part
of normal personnel policy.” Other firms mention supplier diversity when
discussing overall corporate diversity efforts. Pitney Bowes' strategic plan for
diversity coversworkplace diversity, business partner diversity, strengthening
communities, and becoming a global firm. PPL says, “The value PP&L Inc.
placesondiversity initsemployees, communities, and customerscarriesover to
the peopl e from which the company purchases goods and services.” Somefirms
includediversity statementsor pledgesin thediversity segment of their website;
these diversity statements always mention employees, but may or may not
mention suppliers. A few organizationspublishontheir websiteadiversity report
covering MWBE supplier issues. For example, Monsanto’s Web-based corpo-
rate diversity report includes a supplier diversity segment.

Supplier Diversity Content Categories

There are three primary categories of supplier diversity content on corporate
public websites—requirements, reaching the firm, and rationale. These
categories emerged during the content analysis of the pages of each websitethat
had supplier diversity content. Corporate websites are used to describe the
requirements for creating a business relationship, to explain how to reach the
firm, and tojustify thefirm’sinvolvement in supplier diversity.

Requirements for establishing a business relationship cover various issues
(Tablel). Over athird of the buying firmsrequire prospect certificationto prove
MWBE status as a prerequisite to doing business. Some of the sites provide
written definitions for each category of MWBE business—small, minority- or
women-owned. A few sites provide links to the certifying agencies. These
websites discuss MWBE certification. Firms don’'t allow self-certification;
suppliersmust provecertification by acertifying agency. The organi zationsmost
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Table 1. Requirements for minority supplier participation

Supplier Diversity Content Item (N =134) | # (%)
Sites
Require third-party certification 50 (37.3)
Financia statements 34 (25.4)
Define MWBE categories 33(24.6)
Operational requirements 26 (19.4)
Linksto MWBE certifying agencies 22 (16.4)

commonly mentioned for MWBE certificationarethe National Minority Supplier
Development Council (NMSDC), the Women’s Business Enterprise National
Council (WBENC), and the Small Business Administration (SBA). Both the
NMSDC andthe WBENC haverigorouscertification procedures, and both offer
anational database of certified minority- or women-owned firms.

A number of the firms use the supplier diversity section to mention financial
requirements such as a D&B number and past year’'s sales. Others mention
operational requirements such as bar coding or EDI. Financial submissionsthat
are required from prospective MWBEs include financial statements (e.g.,
income, balance sheet, cash flow, prior years' sales), D& B number, evidence of
product liability insurance, and marketing budgets. Prospective suppliers must
demonstrate their financial stability, and not simply prove they are a small,
disadvantaged, or minority business.

Operational requirementsfor existing or prospective MWBEs cover mainframe
access, EDI, UPC labeling and bar coding, product safety, labor law compliance,
ISO certification, geographic coverage, and the importance of quality, price,
service, on-timedelivery, and cycletimeimprovement. Applicants must have a
certain level of technical sophistication, and be price and quality competitive,
before consideration.

Prospects can use a variety of methods for reaching the buying firm (Table 2).
Application proceduresinclude electronic application forms. Contact informa-

Table 2. Methods for minority suppliers to reach buying firm

Supplier Diversity Content Item (N = 134) #(%)
Sites
Electronic application form 40 (29.9)
Contact information: name, address, phone, email | 35 (26.1)
Contact information without a contact name 25 (18.7)
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Table 3. Rationale for minority supplier programs

Supplier Diversity Content Item (N =134) | # (%)
Sites
Explain MWBE involvement 39(29.1)
MWABE program metrics (e.g., spendingw/ MWBES) | 32 (23.9)
Diversity letter on website from corporate officer 21 (15.7)
MWBE awards or case studies documented 18 (13.4)
Second-tier program 16 (11.9)
MWBE mentoring 13(9.7)

tion includes an internal contact name, and their email, phone number, and
address. Somesitesprovide contact information by jobtitleonly, without giving
a hame.

Regarding rationale (Table 3), afew sites display aletter from an officer, such
as the chairman or CEO, to publicize the importance of the firm's supplier
diversity efforts. Some firms list MWBE awards received or case studies of
successful MWBEs. They measure the success of MWBE programs. Second-
tier supplier programs are mentioned infrequently. Formal mentoring programs
assist MWBEs in devel oping their businesses.

Firms cite both business and humanitarian reasons for their involvement in
supplier diversity. MWBESs are potential customers, and supplier diversity
enablesthefirm to be amore compelling placeto shop and invest. By attracting
minority suppliersthefirm can better understand and attract diverse customers.
MWBE programs provide competitive advantage and make good business
sense. The programs are required for government contractors. They support
continuousimprovement of productsand processes, and giveevidenceof ahigh-
performance, value-driven culture. Thesitescite supplier diversity programsas
away toinvest in and help grow the communities operated in; they are one way
to insure community growth. The firms state that supplier diversity isaway to
express concern for the public good, it's the right thing to do, and a healthy
company and society depend on enabling all to share in the national economic
growth.

Firms track MWBE progress through metrics such as the percentage increase
in thetotal number of minority suppliersinagiventime period, specific number
of firmsin the MWBE program database, dollar amount spent or the percentage
of total procurement given to MWBES each year, and stated corporate annual
goal—asdollars or a percentage—for MWBE spending. Firmslist the program
start date and note MWBE contribution to cost reductions.
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Closely related to MWBE program metrics are avariety of non-Web initiatives
to support contactswith prospective MWBES, or to recogni ze existing MWBES.
Buying firms participate in forums, trade fairs, procurement conferences, and
they host small business open houses. Some firms give a“small business of the
year” or a “best MWBE” award.

L ettersfrom the CEO/Chairman introduce some of the MWBE sectionson these
websites. The letters discuss forming partnerships with suppliers, using the
words “alliances” and “collaboration,” equal or fair business opportunities,
reasons for MWBE programs (e.g., reflect the communities served, strategic
advantage, gain new customers), and how supplier diversity helps accomplish
corporate objectives. Some mention metrics such as awards received, dollars
spent with MWBES, or the number of yearsthe firm has had aformal program.
Othersstress ethical conduct for suppliers, and note theimportance of price and
quality for goodsand servicesdelivered. Theselettersexpresscommitment from
the top of the organization for MWBE programs and suggest issues that are
important to the buying firm.

Somefirmsencourage majority/primary supplierstoincludeMWBEsas second-
tier suppliers by asking those suppliers to include MWBESs in contracting and
procurement. Quaker says: “All suppliers as a condition of seeking new or
continued business...agreeto...carry out Quaker’s policy of supplier diversity
through...awarding subcontracts wherever such subcontracting would be con-
sistent with the efficient performance of the contract.” Lucent asks its own
MWBEsto*“ exerciseinternal MWBE initiativesand present adiverseworkforce.”
When an MWBE isunableto do businesswith aFortune 500 firm, the buyer may
try to match it with one of its existing majority or primary suppliers. Firmshave
subcontracting programsto link second-tier MWBE supplierswiththeir primary
suppliers, while others link prospective suppliers and current vendors if the
MWBE cannot meet its purchasing criteria.

These firms ask majority/primary suppliers to report their second-tier MWBE
efforts. They require contractors to show how they will subcontract work to
MWBEs and monitor MWBE participation during supplier performance eval u-
ations. Firms may give atarget dollar value for reporting on contracts, or give
targetsfor second-tier MWBE purchases. They ask for monitoring and reporting
from primary suppliers. They ask a primary supplier liaison officer to report
second-tier MWBE activity, or they give dollar value credits for spending with
second-tier MWBESs toward the expected annual cost reductions from those
majority suppliers.

These large firms mentor MWBEs. Quaker says: “Our (MWBE) success is
based on...mentoring...that teaches participants how large corporations can
work with small business and hel p strengthen businessrel ationships. [MWBES]
develop skills necessary to service Quaker and other companies. Quaker
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builds...well-trained, service-oriented [MWBES] prepared to adhere to the
samerigid standards...of quality as majority suppliers.” Frequently used terms
includelocating resources, guidance, and consultation. Othersmention “techni-
cal assistance” or support without discussing a formal MWBE mentoring
program. PepsiCo, for example, saysitsMWBE program s purchasing focused,
and it does not emphasize start-up support or business development. Some
provide technical assistance and professional coaching, so underrepresented
businesses can become suppliers. These corporations emphasize the value of
mentoring. Cardinal Health's program is “designed to help businesses
align...resourcestoincreasetheir overall equity, and to understand the require-
ments for establishing a business relationship.” U.S. Department of Defense
contractors participate in the DOD’ s mentor-protégé program. Raytheon uses
the program to “strengthen small business participation.” Ball Aerospace,
Unisys' Federal Systems Division, and Science Applications International also
participate. These firms have programs for small/disadvantaged businesses on
federal contracts, and mentor small businesses regarding procurement proce-
dures, quality requirements, and internal processes.

These Web-based items—requirements, reaching the firm, and rationale—are
important supplier diversity issues that are supported by the content of off-line
or non-Web programs. A recent supplier diversity survey by the WBENC also
identified CEO involvement, formal measures for supplier diversity program
success (e.g., the percentage of outside vendor/supplier spending to women
enterprises), and certification requirements as key practices of successful
diverse corporate purchasing efforts (div2000.com). The websitesin this study
very closely mirror that critical supplier diversity program content.

Becoming a Certified Minority Supplier

Fortune 500 firms have formal processes that begin after a prospective MWBE
has submitted an application and provided evidence of certification fromathird
party, such as the NMSDC. The procurement office or supplier diversity
program office evaluates the application, determines the need for the products
or services of the prospective MWBE, and passes the information to abuyer. If
a need exists, the MWBE may be invited to a face-to-face meeting with
procurement personnel to learn the firm’s expectations. Approved MWBEs are
entered into the corporate purchasing database and given accessto the supplier
extranet—the private, Web-based system accessed by selected trading part-
ners.

Most firms tell the prospect, “We'll call you if we are interested.” Some,
however, use their public website to inform prospective MWBEs of their
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responsibility in pursuing a business relationship. They encourage potential
MWBEsto call back, be persistent, and look for waysto differentiate their firm
fromthe many othersthat aretryingto devel op atrading rel ationship. Thebuying
firmsencouragefollow-up visitswith thedirector/manager of minority business
to devel op personal contactsand rel ationshipsby emphasizing theimportance of
follow-upwith key contacts. They tell prospectsto submit an application andthen
call. First-time bidders may meet with purchasing officers prior to bidding to
learn procedures and specifications. Firms note that the competition is extreme
and the process requires perseverance over a period of several years. MWBESs
must check with procurement for potential business and follow-up to determine
upcoming opportunities, especially if the prospect has new products to sell.
MWBEs translate their capabilities into purchaser needs by converting those
needs into problems that the products/services of the MWBE can solve, thus
becoming“ solution-oriented” and taking a“ val ue-added approach.” Procedures
such as follow-up and persistence are common sales activities, but they tell
MWBEs they are entering alengthy and difficult process. They are not simply
going through theformality of aquestionnairethat guarantees business because
of their certified status as an MWBE.

Strategic Aspects of Web-Based
Minority Supplier Communication

Thestudy discussedinthischapter hasidentified anumber of strategicissuesfor
generating additional returns on e-business investments. These issues relate
specifically to the usage of apublic websiteto initiate trading rel ationshipswith
minority businesses. A few large firms are using the Web to attract minority
suppliers. These firmsrely on external agenciesto certify prospective minority
suppliers. The programs are important enough that the firms have developed
specific metricsto track the success of reaching minority suppliers. The content
of these Web-based programs parallel existing, off-line supplier diversity
programs.

Web-based minority supplier communicationsareincluded with either procure-
ment or with corporate diversity materials. The site placement of Web-based
supplier diversity material suggests these programs are either part of a narrow
purchasing effort or a broader corporate diversity program. Supplier diversity
programs should ook beyond procurement. The stated reasons for involvement
insupplier diversity, such ascommunity support and common good, suggest that
some firmsalready hold this broader, more strategic view of supplier diversity.
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The key strategic reason for outreach programs to minority suppliers is eco-
nomic. The employees of these businesses represent potential or existing
customers for the buying firm’s products/services. Improving the economic
well-being of minority firms helps build loyalty for what the buying firm hasto
sell. Thiseconomic benefit not only servesthe buying firm, but the communities
in which the minority firms are located through increased job opportunities.
Second-tier program requirements “spread” the economic benefit beyond the
primary buyer and minority seller to other firmsin that same supply chain.

However, supplier communications from public websites are not widespread.
Only oneout of eight Fortune 500 public websitesmention supplier diversity; they
more frequently use these sites—one out of six firms—to publish majority
supplier information. These low rates of adoption show that pubic websitesare
slowly emerging as an outlet for communicating with either diverse suppliersor
with primary suppliers. Public websitesare barely used for communicating with
either existing or prospective diverse and majority suppliers. Diverse suppliers
tendto besmaller than majority/primary suppliers, sothe Web could significantly
improve communicationswith existing MWBE suppliersbecauseit avoidscostly
EDI or proprietary linkages, and should be an important way, along with trade
fairsand procurement conferences, for reaching prospective minority suppliers.

Firmswith off-linesupplier diversity programsmay beunderutilizingtheWeb as
a component of those programs. Web-based supplier diversity efforts seem to
parallel the slow rate of adoption of the Web for supplier interactions. Thislow
rate of usage is less a supplier diversity issue than it is an issue of choosing
between customer-facing and back-facing systems. In addition, the relatively
low rate of Web-based communicationsto diverse suppliersreflectsthe general
level of business that is given to these types of suppliers across the entire
economy.

Web-based supplier diversity doesnotimply special treatment for MWBES. The
number of firms that have operational requirements such as price, quality, and
geographic coverage, and that request financials, shows there is no special
treatment for minority suppliers. Althoughthe percentagesof firmsthat publicize
specific requirementsarelow (e.g., only 25.4% ask for salesand financial data),
other statements about expectations concerning price and quality on these sites
show how prospective MWBES must compete against majority suppliers that
have previously established relationships with these large buying firms. These
Web-based supplier diversity initiatives place the responsibility on the prospect
for certification, for follow-up contactswith thebuying firm, and for meeting the
buyer’ s requirements for electronic linkages and financial stability.

The economic objectives for creating supplier diversity programs, such as
gaining new customers and supporting continuous improvement, also argue
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against altruistic motivesfor these large, buying firms. The corporate diversity
statements of these firms reveal that they view diversity more broadly than
gender or race. Firms see sound business reasons for developing a diverse
supplier base; reasons include gaining competitive advantage through lower
operating costs and gaining a better understanding their customer’s needs.
Supplier diversity is one way firms understand and sell to avery diverse set of
customers in an increasingly diverse marketplace. Unfortunately, the current
low number of public, Web-based supplier diversity programs contrasts sharply
with these stated goals for selling to diverse markets.

Web-based supplier diversity content enablesinformation publishing and pros-
pect screening. These supplier diversity segments are used to publish materials
such as contact information and MWBE definitions. The segments are also
useful forinitial screening of applicantsby providing el ectronic applicationforms
and linksto certifying agencies.

Electronic forms and certification are the most frequently appearing supplier
diversity content. Given the generally low percentagesfor all supplier diversity
content, most Fortune 500 firms with supplier diversity content on their public
websitearecurrently inthepublishing stage—thesiteissimply used to publicize
some of the firm’s MWBE activities or interests. There is some consensus
regarding supplier diversity content, but a low level of interest in using the
transactional capabilities of these sites to support screening of prospective
diversesuppliers.

Several contentitemsrel ateto minority supplier certification. Firmswith supplier
diversity content tell applicants they must have external certification, the sites
define the MWBE categories, and a few provide links out to the certifying
agencies. This emphasis on certification suggests a concern for regulatory or
federal compliance and equal treatment for all MWBE applicants. An MWBE
cannot begintheprocess of developing aformal trading partner relationship with
the buyer without certification. However, the majority of these websites don’t
tell prospectsthis, suggesting they either use other channelsto inform prospects
of the certification requirement or operate under the assumption that MWBES
are already aware of it.

Web-Based Supplier Diversity Practices

The corporate sites described here represent the earliest adopters of Web-based
supplier diversity initiatives. The key component categories of these MWBE
Web pages include: giving evidence of commitment, describing expectations,
assi sting with the certification process, measuring and publicly reporting pro-
gram success, and creating a user-friendly environment to encourage applica-
tionsfrom prospective minority suppliers.
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Firms give evidence of commitment in the form of aletter from atop officer of
the firm, participation in non-Web MWBE recruiting activities such as open
houses and associations, second-tier requirements, and minority supplier devel-
opment or small business mentoring programs. They use these websites to
describe expectations regarding product or service prices, on-time delivery,
quality, financial stability, and technological capabilities. They provide assis-
tance with the certification and screening process by giving process help such
as directions about certification, electronic forms, names and email contact
information, product/servicelists, and selling opportunitiesin specificareas(e.g.,
MRO, production, and support functions). These firms publish success mea-
sures, including case studiesof existing MWBEsand formal metrics(e.g., annual
purchases from MWBES) for charting the growth in MWBE activity. A user-
friendly site meansthe MWBE materials are easy to find on the public website,
and thetone of the material encourages prospective MWBEsto apply. Tone can
be set with statements such as, “We actively look for and hel p develop adiverse
supplier base.” Unfortunately, only aquarter of the siteslist the contact officer
names and phone numbers.

Although supplier diversity segments are not widely used on corporate public
websites, several critical content items for these segments emerge from this
study. Firmsthat aredevel oping Web-based linksto prospective MWBE trading
partners should consider these key content areas—commitment, expectations,
process, measures, and tone—as they modify their public websites. Placing
these content categories on a firm’'s public website suggests they are already
part of that firm's off-line MWBE efforts.

A Framework for Web-Based Minority
Supplier Communication

Thisstudy findsthat public websitesareacomponent inthe processof identifying
and devel oping relationshipswith minority suppliers. Thecritical components of
a process for working with diverse suppliers are identified in the MWBE
Framework (Figure 1) that emerged during the analysis of these findings. The
categories that emerge from the website content analysisin this study indicate
that corporate, public websites are currently assisting in the execution of three
distinct activities related to MWBE programs:. identification of prospective
suppliers, screening and certification of those prospects, and building trading
relationships with those MWBEsS.

The objectives for including minority suppliers have been well documented in
prior studies. For example, the opening arguments in this chapter note that
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Figure 1. Creating Web-based MWBE relationships

I dentification of Minority Suppliers
Web application forms for prospective suppliers
Contact information listed on the website
o Phone, email, mailing address, title(s)
Web “Promotional” material on MWBE programs
o Chairman’s letter
o MWBE awards and activities
o Website stories of successful MWBE firms

Screening and Certifying Prospective Diverse Suppliers
Links to certifying agencies from the buyer’ s site
List financial & operational requirements on MWBE
Web pages
Evaluation of application and determination of
product/service “fit”
o Described onsite but executed off-line

Development of MWBE Trading Relationships
Web posting of business opportunities
Web access to procurement extranet
Mentoring and second-tier programs
o Described onsite but executed off-line

MWBE: Minority & Women-Owned Business Enterprise

MWBE programsareinstituted for businessand competitivereasons, not simply
for altruistic or social reasons. The framework presented here explains how the
three MWBE aspects of a public website facilitate or carry forward an MWBE
program. (Other studies have explained “why”; thisisthefirst study to examine
“how” regarding Web-based MWBE.) As such, adopting Web-based MWBE
content isavital component of building an e-commerce strategy.

A publicwebsite hel psdescribethe buying firmto prospective MWBE suppliers
by publishing diversity reports, contact information, successstories, and awards
received. These sites augment related MWBE prospect identification activities
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such as open houses and trade fairs. After prospect identification, these sites
assist with prospect screening through publication of electronic application
forms, which supplement tel ephone and personal interviews. Following certifi-
cation and other application procedures, the supplier begins to develop a
relationship with the buying firm by accessing the buyer’ swebsite to check for
business opportunities. Ongoing relationships with MWBES can be enhanced
through avariety of methods, including publicand private (e.g., extranet) website
access.

The websites described in this chapter have implemented these features for
identifying and screening prospective MWBES, and then devel oping and maintain-
ingrelationshipswiththem. However, giventhe small number of corporatepublic
websites that mention supplier diversity, and the small nhumber with specific
supplier diversity content, much remainsto bedoneregarding publicwebsitesas
acomponent of MWBE rel ationship development.

The Future of Web-Based Supplier
Diversity Initiatives

Web-based MWBE programs reflect the current state of two significant
influences: the general state of minority firm participation in the economy, and
the current level of adoption of the Web for B2B communications and transac-
tions. Corporate public websiteshavegreat potential asanoutlet for linkingwith
diverse suppliers, but the external influencesjust identified will act to retard the
rapid adoption of Web-based supplier diversity initiatives. In short, thefirmsmost
likely to use the Web for attracting and connecting to diverse suppliers are the
firms with active, off-line diversity efforts. The rapid adoption of the Web by
small to mid-sized minority firms will provide them with an outlet for easily
accessing the Web-based supplier diversity initiatives of the firms that have
made the commitment to minority suppliers.

More generally, Web-based MWBE programs are a component of a firm’s
broader e-commerce strategy. That corporate-level e-commerce strategy—in
order to be most successful—must be directly linked to corporate-wide strategic
and marketing objectives. In other words, firms don’t have separate corporate
strategic plans and Web strategies; the Web is rapidly becoming a key compo-
nent of competitive strategy as firms provide multiple channels for trading
partners such as suppliers and customers to execute business processes. This
chapter concludes that the Web can support multiple aspects of MWBE
programs, which in turn are a part of broader e-commerce strategies.
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MWBEswill beaided, in part, by government effortsto support minority-owned
firms. For example, the U.S. Department of Commerce Minority Business
Development Agency (www.mbda.gov) has a number of Web-based resources
for small firms. The U.S. Chamber of Commerce offers links from its website
(www.uschamber.com/access/resources/default) to minority business organi-
zations, such as the National Minority Supplier Development Council (http://
www.nmsdc.org), which providecertification servicesto minority-owned firms.
MWABEs have access to a number of Web resources to search for U.S. federal
and state government contracting opportunities (see for example, http://
www.ethnicmajority.com/mbecontracts.htm). Other Web-based resources for
MWRBEs include the Women’'s Business Enterprise National Council
(www.wbenc.org), the Small Business Administration (www.sba.gov), the
DiversityBusinesssite (div2000.com), and MWBE.com. These government and
private initiatives aid in the growth of MWBES so they are better prepared to
compete for corporate procurement contracts.

Conclusion

Large-firm, public websites are largely underutilized for encouraging supplier
diversity. Given the growing access to the Web, and itsinherent value in terms
of both costs and speed in linking to small and mid-si zed trading partners, large
organi zationswith established supplier diversity programs should strongly con-
sider the Web as one more outlet for implementing these efforts. Web-based
B2B commerce provides a number of strategic benefits to adopting organiza-
tions. Thischapter showshow the Web can be successfully applied to attract and
screenminority suppliers, and how thisprocess provideseconomic benefittothe
adopting organization. The chapter presents a framework for successfully
managing the MWBE process. The framework is based on observations of
programs currently in existence and operating among some of the largest
corporationsin the world.
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Abstract

There have been a very limited number of systematic studies of how a region
is turning digital opportunities into a development force. In theory, major
advances in information and communication technology (ICT) have
successfully transformed traditional businesses and markets, revolutionized
learning and knowledge-sharing, generated global information flows, and
empowered citizens and communities in new ways to redefine governance
(Afuah, 2003; Mullaney et al., 2003). At a regional level, this “digital
revolution” could offer enormous opportunities to support sustainable
local prosperity, and thus help to achieve the broader development goals
(DOT Force, 2001). Alaska is one state that can be positioned to take
advantage of Internet and e-commerce technologies. Isolated from the U.S.
main economic centers and heavily reliant on the export of commodities in
its economy, e-commerce or business via the Internet is an ideal choice for
Alaska. However, the available statistics do not support this claim. Most
economic indicators show a downward trend in Alaska since 1995, in spite
of the fact that the federal government expenditure has been increasing
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(ASTF, 2002). This chapter is dedicated to measuring the usage of the
Internet in Alaska. It hypothesizes that geographical limitations help a
region like Alaska embrace ICT and its applications without much hesitation,
but also hinders the region to fully exploit the potential of ICT due to the
limitations of resources. A large-scale survey was conducted to reveal the
characteristics of Internet usage among individuals, government agencies,
local communities, and private firms in Alaska. This research is of interest
in two aspects: It could offer help for policymakers and enterprises within
Alaska to realize the potential development brought about by the current
digital revolution, and it could help enterprises outside Alaska to target this
market more effectively. Theoretically, it could shed light on issues related
to technology adoption and local innovation. Besides that, the platform-
dependent approach used in this research can be applied in a broader
context.

Background: The Alaska Context and
a Digital Platform

Turning digital opportunities into a development force in Alaska involves
collective efforts made by Alaska governments, enterprises, and individuals. It
is basically the results from the interaction of the current digital platform and
resources which can be used by Alaskans. The former indicates that develop-
mentis* platform-dependent.” With adifferent platform, different activitiescan
be performed or the same activities can be conducted in different ways
(Rosenberg, 1976, 1982; Sawhney, 2001). Thelatter suggeststhat devel opment
is“resource-dependent.” Any given development is affected directly by previ-
ous conditions or status.

Thissectionwill briefly describe the structure and characteristics of the current
digital platform. Thenit will analyzetheeconomic development statusin Alaska.
Finaly,itwill presenttheDigital Task Force’ srecommendation for deployingthe
digital platform for followers or latecomers.

A Digital Platform

Much has been written on the characteristics of the current new digital platform
by using different metaphors. For example, Turban et al (1999) suggest that the
wholestructureof e-businesslookslikeahouse. Theroof isvariousapplications.
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The basement is e-business management. The pillars are people, public policy,
technical standards, and organizations. The infrastructure consists of common
business service infrastructure, messaging and information distribution infra-
structure, multimedia content and network publishing infrastructure, network
infrastructure, and interfacing infrastructure. Kalakota and Robinson (2001)
suggest that e-business is analogizing to aterrace, which is made up of three
interlocking layers. The top layer is E-Business Design, which plans business
applications. The middle is E-Business Infrastructure, which includes various
software tools for realizing the applications. The bottom layer is E-Business
InfoStructure, which includes Web servers, databases, middleware, application
servers, and application supply providers (ASPs). Fingar, Kumar, and Sharma
(2000) present aBall model. It showshow e-businessisbecoming aninfrastruc-
ture for changing a company’ s inward-focused business processes.

Synthesizing the previous research, a three-dimensional framework of the
current digital platform can be identified. It consists of: 1) technological
foundation or special technology capacities, 2) major applications for directly
exploiting the technological capacities, and 3) deploying characteristics, i.e.,
uniquefeaturesassociated with further devel oping, deploying, and disrupting the
technology foundation. Theinteraction among thethreedimensionsof thedigital
platform displaysthenovelty, diversity, and dynamic nature of the new platform
(Lan, 2002).

The current technological foundation consists of several sets of technologies
such asdigitizing technology, networkingtechnology, and authoring technology.
The development of digitizing technol ogies dramatically increases computing
power and offers possibilitiesfor shifting business operationsfrom amaterials-
based paradigm to an information-based paradigm (Shapiro & Varian, 1999;
Lan, 2000). The development of networking technol ogies enables information
exchange to enjoy unimaginable freedom, judged by bandwidth, connectivity,
accessibility, and diversity. Thedevel opment of authoring technol ogiesprovides
solutionsfor changing interactions between an organization and itsstakehol ders
by adding avirtual dimension, so that mass creation and decoupling of the front
end and back end of an operation can berealized. These technol ogies determine
either the capacity of the platform or the way it is functioning.

Theapplicationsof the new technol ogy capacitiesdisplay aspectrum. Withinthis
spectrum, three usagesare pervasive: digital messaging, digital transactions, and
digital integration. All three are information oriented and can be measured by
indicatorssuch asscalability, reliability, hosting, storage, and security. Onedirect
role of digital messaging is to reduce the existing asymmetry of information
between buyers and sellers (Zott et al., 2000; Huizingh, 2002). Another roleis
to improve efficiency of coordinating activities and reduce operation costs
(Clark & Fujimoto, 1991). The third role of digital messaging is to change
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peoples’ behaviors towardsinformation (Sawhney, 2001a) and decouple many
traditionally bounded activities (Sawhney, 2001b).

Digital transactions are characterized by electronic payments and related
informationflows. Thesimplicity of theapplication either diminishesthe spatial
and temporal gaps in conducting transactions, or intensifies the battle for
securing the transaction channel. Digital integration is reflected in structuring
andrestructuring activities, functions, and organi zations. Thevertical integration
showsthe changesof linkagesalong avalue chain (Afuah, 2003). Thehorizontal
integration shows the convergence of traditionally separated activities such as
cultural activities and commercial activities (Mitchell, Inouye, & Blumenthal,
2003).

The realization of technological capacities and pervasive employment of these
capacities bring new realities to the world such as virtuality, intelligence, and
globalization. Virtuality means that products, services, or the delivery of these
objects are not confined to their physical dimensions or material existence.
Virtuality resultsfrom thedigitization of activitiesand processes, and it follows
a different set of rules in creation, exchange, delivery, and consumption of
products and services (Shapiro & Varian, 1999; Gulati & Garino, 2000).
Intelligence means that the operations of many activities can be conducted in a
distributed, synchronized, or flexibleway through capturing, retrieving, convey-
ing, creating, processing, and distributing information. Intelligence is created
through various decoupling processes, such as the decoupling of product and
product information, delivery and delivery information, and the front end and
back end of operations. Intelligence becomesfluid and no longer staysnecessar-
ily inwhereit was generated. It ismobile, modular, and processabl e (Sawhney,
2001b).

Globalization is one of network externalities exhibited. It means that the
operational reach of aninterfaceinthedigital platformiswithout boundariesin
the world. Global connections and unified networking protocols or standards
make information distribution spontaneous. Easy access and the virtuality of
operations enable interactions between different players continuously and
ubiquitously. Thesefacel ess, statel ess, and round-the-clock interactions, on one
hand, are forcesfor homogeneity or scale economy by linking scattered niches.
On the other hand, they are catalysts for creating or increasing conflicts by
releasing variousintrusions.

The Alaska Context

Alaska’'s economy is comparatively simple and small, as shown in Table 1.
Petroleum has boosted Alaska’' s economy since the 1970s, peaked in 1988, and
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Table 1. Alaska’s gross state product 1988 and 1998 (ASTF, 2002)

Year Total GSP Government Infrastructure/ Other Basic Petroleum
Millionin % Support % Industries % %
1998 $
1988 23,000 23 35 7 35
1998 22,500 24 42 13 21

hassincebeenindecline. Other basicindustries—e.g., seafood, tourism, logging,
mining, air cargo, and agriculture—have contributed lessto gross state product
(GSP) than petroleum, but have created more jobs. Infrastructure and support
industries—e.g., utilities, communications, trade, and service industry—have
grown rapidly as Alaska s population has grown and its economy has matured.
Government remains a large contributor to GSP. During the last decade,
Alaska’ sgrowth in GSP has been low due to declinesin the petroleum, fishing,
and forest products industries. Alaska's average annual growth in real gross
state product from 1993-2000 was negative 0.8%. Alaska’ sdeclineinreal terms
isattributedto declining oil production, theoil priceslumpinthelate 1990s, and
adecline in paper products due to pulp mill closures. Alaska’ s economy relies
heavily on oil, and therefore fluctuations of oil price impacts Alaska’'s GSP
significantly (most data used in this section comes from ASTF 2002).

Alaska is the biggest state by area in the United States of America, yet it has
almost the smallest population, ranked 48 out of 50 statesin 2001. In spite of its
low population density, in 2000 Alaska was 74% urban (places with more than
2,500 people). Alaska's relatively stable population is aging and has been
impacted by military personnel losses and less migration of young people to
Alaska. With the overall population increasing by 14% over the 10-year period,
Alaska's 25- to 34-year-old population declined by over 24,000 or 21%.
Downsizingandrestructurewithinthemilitary, oil, fishing, andloggingindustries
have also contributed to net emigration.

In 2001, Alaskaranked first out of 50 statesin per capitafederal expenditures,
receiving $6.4 billionintotal. Thegrowthinfederal spending from about $4 billion
in 1992 to $6.4 billion in 2001 has helped offset declining petroleum revenues.
Alaska was ranked fourth in the nation in median household income in 2000.
Within Alaska, the Bristol Bay Borough had the highest per capita personal
income ($42,238) due to commercial fishing; villages in the Wade Hampton
Census Area had the lowest ($13,974). The state average is $29,642.

In2001, Alaska’ sinternational export commoditieswere dominated by seaf ood
($1,190million), minerals($329million), oil and gas($297 million), fertilizer ($190
million), wood ($155million), and other ($257 million). Overall exportsareonthe
declinefrom $2,800 millionin 1996 tolessthan $2,500 millionin2001. Thesharp
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drop in manufactured commoditieswas primarily forest products. In contrast to
the 1960-1990 period, Alaska’' s wage and salary employment growth in 1990-
2000 lagged behind therest of the nation. In 1995-2000, annual growth wasonly
61% of thenational average. Governmentistheleading employer in Alaska, with
16,800 federal employees including military, 22,900 state, and 38,800 local
government jobs (accountsfor 27% in 2001). Services rank second with 73,000
employees, and tradeisthird with 58,200. Over the 1996-2001 period, Alaska’'s
employment increased overall by about 26,400jobs. Thelower-paid servicesand
miscellaneous sector had the largest increase (38%). The only bright spot in
employment isthe growth rate of technology industry jobs (36%). From 1994 to
2001, Alaska’ stechnology jobsandtotal jobsincreased from9,050to0 12,353 and
from 256, 829 to 287,938 respectively.

Another feature of Alaska' s economy isthat it does not follow the trend of the
national economy. During the 1996-2001 time period, Alaskahad only one new
company (Alaska Communications Systems Group), andit heldaninitial public
offering that raised $140 million. Only one company, livepostcard.com of
Anchorage, received $3.5 million venture capital investment in 2000. Whilethe
national economy suffers from the crash of technology stocks, Alaska's
economy continues to grow steadily.

Action Agenda for Followers

The Digital Opportunities Task Force (DOT Force), an international organiza-
tion for promoting digital evolution in underdeveloped countries and regions,
offers specific guidelines for followers and latecomers (DOT Force, 2001).
According to the guidelines, strategy formation, access improvement, local
content generation, and knowledge sharing are key elementsin an action agenda
for taking advantages of digital revolution.

In terms of strategy formation, the ideal model suggested by the DOT Force
shows the following features:

1) It should be the result of a consultative process involving all relevant
interested partiesin the region, including the private sector and non-profit
organizations.

2) Digital strategy should beregularly reviewed and updated, and benchmarked
internationally.

3) It should bereinforced by regional and sub-regional coordination efforts,
notably in the context of economic integration.
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Digital strategy formation should commit to the establishment of an enabling and
pro-competitive regulatory policy framework. In addition, digital strategies
should distinguish and recognize the importance of eGovernment for internal
efficiency and effectivenesswithin agovernment. At the sametime, eGovernance
for institutional capacity building, transparent organizational structure, opera-
tional accountability, and the capability to enhance the demacratic governance
should be encouraged.

In terms of access improvement, the following items are important:

1)

2)

3

4)

Multiple technol ogies should be allowed to compete for communications
networks and services and access terminals.

The establishment of public and community ICT access points should be
supported as a key means to facilitate timely, broad, affordable, and
sustainable access to ICT.

Approaches that promote universal access for rural and remote areas
should be pursued.

R& D efforts for the development and adaptation of cost-effective tech-
nologies suitable to meet local challenges should be encouraged.

Intermsof supporting thecreation of local content and applications, thefollowing
measures are recommended by DOT Force (2001):

1)

2)

3)

4)

5)

to encourage the software community to include the open source, and
commercial softwarecommunitiesto develop applicationsrelevant tolocal
context and localize software applications;

to encourage the growth of eGovernment asameans of achieving acritical
mass of online content, and encouraging governments to provide widely
available free-of-charge access to state-owned information and local
content;

to encourage local content development, to translate into and/or adapt to
local context tofulfill theneedsof variouslearners, scholars, professional s,
and citizensfor education, learning, training, and application devel opment;

to support national and international programs for digitizing and putting
public content online, focusing on multilingual applicationsandlocal heri-
tage;

to encourage networking of bodies which acquire, adapt, and distribute
content on a non-commercial basis;
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6) toencouragecommercial publisherstoexplorepossiblebusinessmodelsto
enhance greater accessibility for poor people to relevant content, support
university-based“ networked centersof excellence,” which arefocusing on
research and learning at the intersection of ICT and development;

7) tofoster enterprise and entrepreneurship for sustainable economic devel-
opment. includingincubation activities; and

8) toencourageprivate-public partnershipsinvolving companies, local entre-
preneurs, governments, non-profit organizations, and labor organizations.

Resear ch M ethodology

Combining the features of the digital platform, current status of Alaska's
economy, and actionsneeded for reaping digital opportunities, thisresearch aims
to examine the characteristics of Alaskain turning digital opportunitiesinto a
development force by exploring thelnternet usage among different stakeholders
in Alaska.

The research hypothesis is set up to display the linkage between the digital
platform and online operation in a given region. It states that geographical
limitations help Alaskaembrace ICT and its applications without much hesita-
tion, whiletheexploitation of full benefitsof ICT islimited by availableresources
inaregion like Alaska.

To test the hypothesis, a survey framework is developed with five measure-
ments: 1) the Internet usage of government agencies, 2) of local communities,
3) of technology providers, 4) of other private firms, and 5) of individualsin
Alaska. The measurement of the online usage of government agenciesand local
communitiesaimsto check eStrategy formation and implementation, sincethey
play important roles in setting infrastructure, improving access, and initiating
digital activities. The measurement of onlineusage of technology providersaims
to check either local roots of ICT technology, or the technological capacity of
local content creation. The measurement of the online usage of individuals and
private firms aims to examine the scope and depth of digital penetration in
Alaska. A generic picture of embracing anew digital platform in Alaskacan be
painted through these examinations.

The information collection was conducted in three ways. First was a literature
review, which collected and reviewed all available reports and government
documents. Another was an individual survey, which aimed to find out the
characteristics of online usage among Alaskans (about 200), such as usage in
daily life, aswell asthe changes and considerationsfor the usage. Thethird was
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alarge-scale Website analysis where more than 1,600 Alaskan websites were
checked based on their functionalities.

Alaska’s Online Operations

Technology Providers’ Online Operations

Asmentionedinthelast section, Alaska’ sgrowthin GSPhasdeclined duringthe
last decade. Among afew bright spotsisthe growth of the technology industry.
However, thistechnology platformisvery small. For example, total technology
jobsin Alaskawere only 12,353 in 2002. Upon examining the structure of the
technology industry, animbalance can be seen, i.e., most expertisein Alaskais
confined to the area of networking. Only 9% of jobs are directly related to
digitizingtechnology.

Starting from the fact that Alaska ICT technology dimension is short and
imbalanced; a survey was conducted to check the online activeness of ICT
technology providers. In order to understand who providesinformation technol -
ogy, what information technology isprovided, and how information technol ogy
is provided, eight sectors listed in Alaska Science & Technology Innovation
Index were selected. These include wireless phones, text messaging, online
transactions, and so forth. By using specific SIC codes to search the Alaskan
corporation database, 121 Alaska-based companies among the eight sectors

Table 2. Online activeness of Alaskan ICT technology providers

Sector No. No. of % of firmswith a
of firms websitein the
firms| witha sector
website
Cable & other pay television services 12 3 25
Computer & data processing 42 6 14
Computer data services 5 5 100
Miscellaneous communication services 11 3 27
Research & testing services 11 2 18
Telegraph & other message communications 11 0 0
Telephone communications 31 6 19
Utilities services 3 3 100
Total 121 28 23

Source: Alaskan corporation database and websites analysis
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were identified. After the company names were found, a systematic online
survey was conducted through search engines and site analysis. Table 2 shows
the sector distribution of these companies, aswell asthe Website usage among
these firms.

Itisapparent that computer and data processing, and tel ephone communications
sectors have the majority of firms. However, most of them did not even have a
Website. Added up, lessthan aquarter of ICT providersin Alaskahad aWebsite.
Amongthe 28 companieswithwebsites, 23 arelocated in Anchorage, thelargest
city in Alaska. The other five are located in five small cities. Most of those
websites only have adigital messaging function, and do not show much digital
transaction and digital integration functionalities.

This imbalance of the technology sector and the poor Website usage show
negative impacts on Alaskain two aspects. Oneisthat it makes Alaskarely on
outsourcing from other statesfor amajority of itsdigitizing services, andit limits
local content development.

Private Firms Usage of the Internet

Two measurements were carried out in the survey to understand the current
state of businessesuse of theelectronic medium. Thefirstisto examinethe depth
of the Internet usage among the top 100 private firmsin Alaska. The second is
to examine the width of the Internet usage among various firms, particularly
small firms.

In terms of the examination of the top 100 private firms, information on the
number of Web pages for each Website that businesses used to convey
information, the number of links that other companies had to these websites
(Googleand AltaVistawerethetool sused for carrying out theinvestigation), and
therecording of thesewebsites’ usage of messaging, transaction, and integration
were collected, as shown in Table 3.

Of the 100 companies studied, only 54 were based in Alaska and the rest were
based elsewhere throughout the country. The average size of Alaska-based
companies’ websites is much smaller than firms based in other states, and the
number of linksto designated websitesis also smaller. The average Web pages
per site for companies based in Alaskaare 258, whileit is 2,640 for firms based
outside Alaska. The average external links per sitebasedin Alaskaare 92, while
itis555for firmsbased outside Alaska. Thesizeof aWebsitereflectsitsrichness
in the content, and the number of external linkages is a good indicator for
measuring the exposure of a site on the World Wide Web.

In examining the Website usage of thetop 100 companiesin Alaska, messaging,
transaction, and integration functionalitieswere checked. Threetypesof indica-
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Table 3. Usage of Websites among the top 100 private companies in Alaska

Online marketing
No. |Onlineinteraction Online|Community|l ntranet & extranet
Industry of sale [formation |usage
firms|Customize|Search |Point {Other [Yes |Yes Intra [Extra [NongBoth
Health Care/
Social Servicg 17| 0% 3% 13% 1% 1% 12% 2% 2% 129 1%
Air Carrier/Bug/|
Shipping Servicgl 13 5% 199 5% 2% 8% 6% 2% 5% 6% 0%
Hotel/Eating
Servicg 13 5% 50 3% 0% 10% 6% 1% 1% 8% 3%
Oil/Gas
Extraction| 13 0% 3% 10% 0% 0% 5%| 2% 4% 7% 0%
Seafood|
Processing 9 0% 2% 7% 0% 0% 5% 1% 2% 6% 0%
Grocery/General
Merchandisg 8 3% 0% 3% 2% 5% 4% 0% 299 6% 0%
Hospital/Medical
Center| 6 1% 0% 5% 0% 0% 4% 0% 0% 5% 19
Communication/|
Public Utility| 5 1% 199 1% 2% 5% 3% 0% 0% 4% 19
Building/Facility|
Construction| 4 0% 199 2% 1% 1% 2% 0% 0% 4% 0%
Pine/Mining 4 0% 0% 4% 0% 0% 2% 1% 0% 3% 0%
Banking/Credit
Union 3 0% 2% 0% 1% 3% 2% 0% 299 1% 0%
Department]
Store 2 0% 2% 0% 0% 2% 0% 0% 0% 2% 0%
Otherg 3 1% 09 2% 0% 1% 1% 0% 1% 2% 0%
Total| 100| 16%| 20%] 55%)]| 9%]| 36% 52%| 9%)| 19%]66%| 6%

Source: Websites analysis.

torswereusedintheanalysisof onlinemessaging or marketing. “ Point and click”
isdesignated for websitesthat just havelinksto sort their information. It reflects
alow level of messaging capacity. “ Search and query” is labeled for websites
that allowed users to search for the information they want to know about. It
shows a medium level of messaging capacity and allows users to quickly find
information. “Product/service customization” describes companies like Dell,
where you can take their product and change it to fit your needs right on the
Website. It shows the highest level of messaging capacity, and provides a vast
guantity of information in a format that is easy to understand and navigate.
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Table 4. Usage of the Internet in Alaska's small firms

Program No. of firms Email usage Website usage
MIA 709 77.6% 31.5%
ASTF 31 46.4% 44.0%

Source: Alaskan corporation database and websites analysis.

Community formation, extranet, and intranet usage were used to measure the
integration tendency of a company to link with its customers, partners, and
employees.

The survey finds that high-end activities were used much less than low-end
activities among the 100 top private firms. For example, in terms of online
marketing, the percentage of websites that possessed high, medium, and low
messaging capacity were respectively 16%, 20%, and 55%.

In order to overcome the bias in analysis of the 100 top private firms, a much
larger scale examination on the usage of the Internet was undertaken, which
targeted two programs. Oneis“Madein Alaska’” (MIA). Theother istechnol ogy
sectors of certain importance to Alaska, listed by the Alaska Science &
Technology Foundation (ASTF).

As shown in Table 4, 709 firms wer e selected from the MIA grogram, which
consisted of 17 industries according to MIA’s statistics. In addition, 31 firms
wererandomly selected from the ASTF technol ogy sector listing, except sectors
which were regarded as ICT providers, because they were covered previously.

The data shows a big market gap in the usage of the Internet for small Alaska
firms. For example, in the arts & crafts industry of MIA, which accounts for
about 40% of all the samples of the survey, 89% have email access, 28% have
websites, and 22% have email and a Website. Out of the 28% of the websites,
35% have some sort of online marketing, and 28% have onlinetransactions. The
clothing & apparel industry (which has 192 small firmsand accountsfor 25% of
the total samples) is not much better: 25% have email access, 24% have a
Website, 70% of the 24% have online marketing, and only 7% have online
transactions. In the Alaskan novelty wood products industry (which ranks
number three and accountsfor 9.1% of thetotal MIA samples), 48% have email,
27% have websites, and 1% have both; and out of the 27% that have websites,
only 28% have online transaction functionality.
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Usage of Government Websites

The Alaskan government’ s Website includes about 150 state government Web
links. After the exploration of all thewebsites, 81 were selected in thisresearch.
Thereason for thisminimization wasdueto the unnecessary detail inwhich some
departments were sub-divided.

Toformulate aconsistent guidelinefor checking the contents of the government
websites, a simple five-criterium method was adopted in the survey. The five
criteriawere: 1) valuableinformation, which determinesif theinformationinthe
Websitegivesviewersaclear pictureof that department’ smain function, andthe
availability of that department’ sresources; 2) theamount of “filler” information,
which in this study was defined as information located on the site that was
invaluabletothecitizensintermsof thefunction of that department; 3) existence
of amission statement on the homepage, which shows viewers what they feel
is valuable and what services are provided; 4) the department’s contact
information on the homepage; and 5) theinformation orientation, which aimsto
find out if asiteis more community oriented or focused more along the lines of
aform of intranet for the department. If all of the criteria points were met, the
sitereceived ascore of 5, which isthe highest amount possible. Table 5 displays
theresultsof theranking of Alaskagovernment websitesbased onthesecriteria.

The office of the Lieutenant Governor Website, www.gov.state.ak.us/ltgov,
wasfilled with rel evant information about the main function of that department.
Therewasno “filler” information, and could be understood by the common man
or woman. Another site that received high rank was the Alaska Commission on
Judicial Conduct at www.agjc.state.ak.us’CONDUCT .htm. Not only did thissite
meet all five criteria, it added some additional factors. The amount of resource
information wasvast, ranging from what servicesthey offer to thetypes of cases
they can handle. This site included contact information for every court judge,
statutes and laws that are val uable to the community, and other good examples
of uses of the Internet. For example, the DMV's Website offers vehicle
registration online, aswell asallowing usersto purchasefishinglicensesover the
Internet. The Department of Law Website allows you to send them legal
guestions or concerns, and you will receive a response via email for free.

Table 5. User-friendly ranking of Alaska government’s Websites

Total sites Ranking: 1 lowest and 5 highest
1 2 3 4 5
81 3 15 27 19 17

Source: Alaska government websites analysis.
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On this grading scale, 18 sites scored below the average of 3, and three of the
18 sites received a score of 1, including The Department of Revenue/Tax
Division site at www.tax.state.ak.us/#top . Many people have questions about
their taxes on adaily basis, yet the Website is not user-friendly. The source of
informationisrather obscureand not rel evant to the department’ smain function,
which is not stated on the homepage.

Out of the 81 selected, only eight had onlinetransaction capability. Usersareable
to purchase avariety of thingsonline, such asfishing licenses, hunting licenses,
personalized driving plates, land leases, mining rentals, vessel licenses, and
Alaskarailroad gift items. Most of the departments’ websites allowed usersto
retrieve copies of applications or forms from their websites, but the user had to
mail in the form with a check or money order.

Community Usage of the I nternet

In order to obtain a complete picture of Internet usage in Alaska, a survey on
varied communitieswas conducted. Only 6% of communities have apopulation
of over 5,000 people, and of the 94% of small communities, 68% have a
populationthat islessthan 500 people. Considering the number of communities
in Alaska, 90 were selected, which included all the larger cities and randomly
selected smaller communities. The samplescovered all locationsand 95% of the
populationin Alaska.

In addition to checking the usage of community websitesin marketing, transac-
tion, and community formation for private firms and the government, special

Table 6. Online popularity and community size

Community size <100 100-499 500-999 1,000- >=5,000
Population 4,999

Community numbers 12 27 18 24 11
Average online name 2,555 2,301 13,615 23,768 29,504
search results
% of websiteswith
good online marketing 8 7 11 46 100
ranking*

* Good online marketing means that many services are available online such as
reservations, email contact information, visitor guest books, etc. The ranking is
divided into good, fair, and poor.

Source: Websites analysis.
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Table 7. Online popularity and community main business activity

Main business activity | Community Average % of websiteswith
no. community hame good online

sear ch hits marketing ranking*
Commercid fishing 23 11,648 13
Comprehensive 3 112,974 100
Fishing 5 7,606 80
Government 8 10,492 75
Local services 8 6,300 25
Logging 3 3,860 67
Military 2 806 50
Qil/gas/mining 11 19,262 33
Subsistence 10 1,602 0
Tourism 14 31,313 29
Transportation 6 4,033 0

* Good online marketing means that many services are available online such as
reservations, email contact information, visitor guest books, etc. The ranking is
divided into good, fair, and poor.

Source: Websites analysis.

attentionwaspaid to checking online popularity of different communities. It was
conducted by checking online search enginessuch as Googlefor full community
name search. Thenumber of hitswasused toindicateitsonlineexposure. Tables
6 and 7 summari ze therel ati onshi ps between the community size, main business
activities, and Website usage.

Itisapparent that thelarge communitiesinthe state have the best I nternet access
and online usage. For example, no community inthe statewith apopul ation over
1,000 got lower than agood grade on their online marketing, and every city over
5,000 received arating of excellent. Some smaller citiesdid very well, but most
of them received poor ratings. Some remote communities had no 1SPs and no
known Internet usage. In order to have Internet access, some have to dial long
distance and pay asmuch as$6.00 an hour. Other communitiesare ableto obtain
Internet access through satellite dishes.

A community’ smain businessdid influencetheir onlineactivities. Communities
that had the government as their major business usually had higher online
marketing scores. Communitiesthat listed subsistence as an economic resource
typically received a poor rating. Communities with a service-based economy
were shown to have better Internet usage than communitieswith afishing-based
economy. Asidefrom fishing communities, most communitiesfit nicely intothe
above patterns of Internet use in Alaska.
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Individual Usage of the Internet

To find the characteristics of online usage among Alaskans, various methods
including personal interviews and questionnaire surveys were used to collect
information. Some survey findings are presented in Table 8, which show some
interesting features.

First, about two-thirdsof responsesindicateanincreasein onlineshoppinginthe
last four years. Alaskans are supportive of both B2B and B2C e-business
enterprises. Individualsfrom rural areasindicated alarger increase in shopping
on the Internet than thosein the cities. The main reason quoted for thisincrease
isthat they are purchasing itemsthat they cannot get locally. Many people who
recently moved to Alaska shared the idea that a person in the continental U.S.
viewsthe Internet as a convenience, but a person who livesin Alaskaviewsthe
Internet as a necessity.

Secondly, the usage of the Internet among Alaskansis quite wide. The average
Alaskan isfamiliar with Internet use, shopping and conducting financial opera-
tions via the Internet. Most people are using the Internet for things like email,
checkingthelatest newsand information, and online shopping. However, only a
very small proportion of the interviewees used the Internet as a means of
entertainment. Another prominent observationisthat onlinejob searchingisnot

Table 8: Web usage among Alaskans

No. of | Age Onlineusage | Changes of Areas of Web Special
people| group hours per online usage (%) concerns
(%) week (%) shopping (%) (%)
Communications | No concerns
191 <18, (4) <7 (35) Increase (95%) (30%)
online Shopping (64%)
18-29 (36) | 7-14 (20) shopping last | Banking (35%) Security
4 years (65%) | Business 25% (42%)
30-39 (30) | 15-21 (10) Research and
Decrease or information Privacy and
40-49 (19) | >21(35) no change (25%) spam (63%)
online Advertising
50-59 (8) shopping last | (15%) Ddlivery and
4 years (35%) | News (15%) product
>=60 (3) Entertainment return
(10%) (23%)

Source: Individual surveys.
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popular. Itisreported by someintervieweesthat it might not befeasiblefor them
to research or apply for some jobs due to isolated location.

Thirdly, individual Web usage in Alaska shows an even distribution in terms of
time spent on the Internet. One-third of users spend less than one hour per day.
Another one-third spent oneto three hours per day, and the final one-third surfs
theInternet over three hours per day. Althoughthetime spent isdifferent, ahigh
loyalty to certain websites, such as eBay, Google, Amazon, CNN, and Y ahoo,
remains constant across categories.

Fourthly, there is not much hesitation for Alaskan buying online, although
Alaskansdo consider privacy and security to be anissue. About one-third of the
Alaskans surveyed had no complaints about using the Internet. However, most
of those surveyed stated that they hate getting spam mail and most of all hate pop-
up ads. Another special consideration for Alaskans was delivery and product
return, which ismost likely aresult of the geographical isolation.

Case Studies: Alaska’s Embrace of
Digital Opportunities

To support thediscussion above, theauthors providethreeinteresting caseshere
to reinforce Alaska’ s embrace of digital opportunities. The three cases intro-
duced below not only showed that Alaskan government and business took
advantage of the digital opportunities and have realized some substantial
benefits.

Case 1: Issue Licenses Electronically via US West/
NBTEL by Alaska’'s Department of Fish and Game
(www.state.ak.us/adfg/adfghome.htm, www.admin.adfg.state.ak.us/
license/, and www.sf.adfg.state.ak.us/statewide/html/sf_home.htm)

This case study places much of the emphasis on the new technology that
Alaska’'s Department of Fish and Game has recently put in place. This new
technology, acombination of “USWest e-Network platformandNBTel’ sGlobal
Multi-Channel Web Server,” will giveresidents and non-residentsthe ability to
apply, obtain, and pay for “fishing, hunting, trapping, or commercial crew
licenses,” either with the use of a touchtone phone or through access to the
Internet. Some of the advantages for both the agency and citizens of the state
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include, “theability to be more convenient and accessibleto thepublic” and “the
expedited processes for the department and enforcement.”

Case 2. Alaska Airlines Usage of Mainframe to Take

Advantage of the Digital Opportunities
(http://search.epnet.conVdirect.asp?an=2501504& db=buh, http://
www.cisco.com, and http://www.neonsys.com)

The problem focused on in this case study was “enabling Alaska Airlines
customersto access and manage mileage plan dataresiding in an IMS environ-
ment onthe corporate mainframe.” AlaskaAirlinesquickly jumpedintofrequent
flier mileswhenthey werefirstintroduced, but found therelay of information to
their customers difficult and were faced with extremely high volumes of calls.
Several major benefits and important effects to take advantage of digital
opportunities include items such as: the mileage plan page allows members to
check accounts, request mileage credits, redeem or debit mileage for tickets,
makereservationsfor AlaskaAirlinesand Horizon Air flights, upgradeflightsto
first class using mileage credits, and even donate mileage to the Red Cross. In
addition, new members can enroll via the site as well and locate information,
guidelines, and a Q& A about all aspects of the plan. By allowing customersto
access this information online, Alaska Airlines has reduced costs for the
company by reducing the number of calls on the frequent flier mile plans,
reducing the paperwork needed and allowing customers to determine the
benefits they receive.

Furthermore, AlaskaAirlineshas al so embarked on new programsthat improve
service and its relationships with customers and employees, while boosting
performance and cutting costs. It has made embracing the Internet and using it
to maximum advantage a priority. Alaska Airlines began using the Internet in
1995, established an e-commercedivisionin 1999, and wasthefirst U.S. carrier
to offer ticket purchase online. A multidisciplinary teamidentifiesand devel ops
Internet business opportunities. This company introduces online services for
customers and employees in phases, based on potential gains.

One of the biggest advantagesisits ability to allow the reader to see an overall
picture of the company. The reader has the unique opportunity to grasp where
the airline started technologically eight years ago, where they were two years
ago and thedepth of the servicesthey offered, and what they’ d liketo see happen
in the future with regards to e-commerce
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Case 3: State of Alaska’'s Usage of Internet Application
Form
(http: //www.businesswire.com)

Each year more than 500,000 residents in the state of Alaska fill out time-
consuming paperwork inorder to receive dividend checks, an opportunity for the
state to share some of the wealth that is generated through oil revenues.
However, beginning in 2000 the state had plans to place the application online
using PureEdgelnternetForms, allowing thestate’ scitizenstofileonline. Where
in the past, the process had required 35 full-time seasonal employees to
accomplish all the required work in four months, the new system would greatly
reduce the timeframe and labor force needed, creating in the end happier
citizens.

Several major benefitshighlightedinclude: half of all state dividend applications
will befiled onlinein thefuture, associated labor costs will be reduced by 50%,
incompl eteapplicationswill beeliminated, error-free submission process, prompt
acknowledgement of receipt, faster processing time, and the elimination of
duplicatesubmissions.

Discussion: Features of Alaska’'s
Responses to Digital Opportunities

The above usages of the Internet and /or digital opportunities are a snapshot of
the collective efforts committed by all stakeholders in Alaska to realize and
appreciate the digital opportunities. The survey finds that Alaska is very
committed to transforming digital opportunities into a development force.
However, thedigital transitionin Alaskaisat various stagesthroughout the state.
It is an ongoing process; three features of the process can be drawn from the
current use of the Internet in Alaska. First, it benefits consumers instead of
suppliers. Second, it is driven by the government instead of the private sector.
Third, it is strong at basic components or lower levels, instead of having a
balanced structure.

The current digital transition benefiting consumers instead of technological
suppliersisreflectedinthe combination of thefollowing facts: 1) broadindividual
usage of the Internet among Alaskans, 2) good operation of government
websites, and 3) low engagement of local technology providersinthedigitizing
process. The survey finds that households and individual consumers benefit
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greatly from digital messaging and digital transactions. By using the Internet,
Alaskansnot only increasetheir purchasing power and their choicefor products
and services, but al so obtain much more convenience and customer satisfaction.
The survey also finds that Alaskans can easily access various services offered
by the state and local governments through their websites. All of them directly
contribute to the improvement of the quality of lifein Alaska.

In contrast to the bright picture, technology providers' engagementinthedigital
transition in Alaska is very low. The Website analysis and literature review
reveals that the overall base of ICT technology foundation in Alaska is very
small, and its industrial structure is incomplete. Besides that, less than one-
guarter of ICT technology providers are active online. The resultsindicate that
local technology providersdo not benefit much fromthedigital transition dueto
their size and capacity, and resource limitations.

Thecurrent digital transition, driven by government instead of the private sector,
can be observed from their performances. The survey finds that thereis a huge
gap in Website usage among private firms, particularly small firms. Internet
business offers an ideal medium for export-oriented operationsto reach alarge
market. However, only 31.5% of surveyed firms have their own websites. The
cases in the top 100 private firms also show a large development gap in their
onlineoperations. Asshownin Table3, avery low adoption rateisshown across
many popular e-business practices. This limits the technology transfer from
private firmsto other identitiesin the digital transition process.

TheAlaskangovernment’ srolein promoting digital transitionisvery prominent.
Itsdedication and commitment go beyond the suggestion of DOT Force. Asearly
as 1996, the Alaskan government made its Telecommunications and Informa-
tion Technology Plan with a statewide consultation. In the plan, the following
goals and implementation timeline were set up: 1) improve public access to
government information; 2) maximize servicetothepublicthroughvoice, video,
and data systems; 3) increase government efficiency; 4) exploreinnovative and
cost-effective services that meet Alaska' s challenges; and 5) stimulate the
development of private and public services. Based on the achievements during
the previous several years, amore technical implementation-oriented plan was
formulated in 2002. This plan paid more attention to improving the overall
infrastructurefor maximizingdigital opportunity, particularly for thegovernment.

In addition to making aplan, Alaska has paid much more attention to building a
digital government for internal efficiency and effectiveness, as well as for
institutional capacity building, transparency, accountability, and its ability to
provide democratic governance. The previous online usage of the government
has proven that their efforts are productive. Alaska ranked third overall in the
2000 survey, up from ninth in 1998. In the 2001 survey, Alaska regained its
number one position in digital democracy. One of Alaska’ s significant accom-
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plishments was the passage of adigital signature law that updates state statutes
and codes to make digital signatures legally binding. In March 2002, the
ProgressivePolicy Instituteranked Alaskasixthinthenationintheir study, “ The
Best States for E-Commerce,” which examined how state governments make it
easy or difficult for their citizensto fully take advantage of the Internet to buy
things, engageinlegally binding transactions, and interact with government.

Animbalanced structureinthecurrent digital transition can be observed fromthe
factthat Alaskaenjoysahighlevel of onlineaccess, but showsalow level of local
content generation. Due to the infrastructure construction, Alaska enjoys a
higher level connection rate among all households, as shownin Table 9. Online
accessasawhole and online accessfor school studentsin Alaskaare both better
than the national average. The number of people online is probably the most
fundamental indication of astate’ sprogresstoward thedigital economy. In 2000
Alaska ranked second in the nation in terms of percentage of households with
Internet access, and second in the nation in terms of percentage of households
with computers. In addition to onlineaccess, basic onlineexistence, particularly
forlocal communities, iswell planned and well executed. Theanalysisonvarious
community websites showswide usage of messaging functionality of thedigital
platform and increasing publicity of the communities.

In contrast to the high level of online access, Alaska's achievements in
developing local contents and applications are very limited, which can be seen
from two perspectives. One is the lack of established local websites. Most
websites used are those of national or international companies. The other
perspectiveisthat most local websites do not show functionalitiesbeyond basic
marketing or “broucheware,” for which several reasons may be attributed. One
is Alaska's weakness in generating new knowledge as shown by patent
generation, a good indication of how active the idea creation process is. The
second isthelack of expertisein software development. Thirdly, the generation
of local application, the sharing of knowledge, and the facilitation of innovation
did not appear or did not get enough attention on the agendas of stakeholders.

Table 9. Online access rates in Alaska

Households with home Households with
[tems Internet access % Computers %
1998 2000 1998 2000
Alaska 44 56 62 65
U.S. average 26 42 42 51

Source: U.S. Department of Commerce.
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Given the features of Alaska’'s current digital transition, several issues have to
be dealt with carefully in order to effectively turn digital opportunities into a
development force. Firstly, itisimportant to accel eratetechnol ogy transfer from
thepublic sector to the private sector inthe areaof digital operations. The survey
displays that the Alaskan Government possesses the capacity and expertisein
developing applications, while the private sector is quite weak in this area.
Releasing the power of government agenciesin ICT would bridge thegap in a
cost-effective way. Secondly, it is important to run certain programs for
promoting theapplicationsof e-businessinthe Alaskan private sector. Giventhe
fact that two-thirds of small firms do not exist online, alarge-scale promotion
should be formulated. Thirdly, innovation has to be put into the agenda of
embracing digital opportunitieswith ahigher priority. The sound infrastructure
and high rate of Internet connection offer opportunitiesfor Alaskansto broadly
participatein national and international business. To adopt such anew platform,
both technological and managerial innovations are needed.

Conclusions

Great expectations for implementing and/or adopting e-business have grown at
an incredible pace in Alaska since the late 1990s. This rapid advancement has
led to significant progress in the development of the digitizing processes. This
chapter conductsapreliminary assessment of theimpactsof thisdigital transition
process in Alaska by systematically examining the usage of the Internet in
Alaska from five different players: 1) local information and communication
technology providers, 2) top 100 private firmsand alarge quantity of small-size
firms with different scopes of operations, 3) the state government, 4) local
communities, and 5) individuals. About 200 users and morethan 1,000 websites
were interviewed and analyzed in this study. The findings indicate that Alaska
is very committed to taking advantage of digital opportunities. Currently, the
digital transition and adoption in Alaska is at various implementation stages
throughout the state. Three features of the process can be identified. First, it
benefits consumersinstead of suppliers. Second, it isdriven by the government
instead of the private sector. Third, it is strong at basic components or lower
levels, instead of having abalanced structure. Based on the survey findings, this
research suggests handling the following issues in this manner: accelerating
technology transfer from government agencies to the private sector in the area
of digital operations, promoting e-business usagein small business, and setting
innovation as akey item in the development agenda.

Theassessment of the collective effortscommitted by major Alaskan stakehol d-
ers presented in this chapter is only a snapshot. When it displays the digital
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transition from one aspect—online usage—it fails to analyze the internal
mechanisms driving this transition due to the limited nature of research. To
further promote this transition, in-depth research on the linkage of different
componentsin the process is needed, in which the synergy of different factors
can be better understood.
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Abstract

In this chapter the authors provide an overview of strategic success factors
for sustainable and profitable business with online content. Based on the
practical experience of the authors gained in numerous consulting projects
in this field, the chapter reveals that business success will depend
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fundamentally on the providers’ ability to develop compelling and convenient
new content forms of high quality that are easy to find and to buy. Another
key factor is a sound integration of the product “ content” in the overall
business model, including realistic expectations regarding revenue streams.
Furthermore, the conquest of new target markets is essential. Finally, they
need to develop a sophisticated pricing strategy. The practical implications
of the identified strategic success factors are illustrated by means of the
case study, Selling Music Online, and are summarized in concrete action
guidelines.

| ntroduction

M ediacompanies, publishing houses, and portal s—currently struggling withthe
broad-based downturn in the market for advertising—would love nothing more
than to find a way to sell their content profitably to the vast online audience.
Music publishers, film producers, sports teams, game designers, and other
entertainers face the same challenge, though their situation is less precarious.
The task sounds so deceptively simple: Get the product right, and get peopleto
pay the right amount for it. But so few have succeeded in doing both, in part
because the answers to these questions are quite complex. A wide range of
psychological, technical, legal, creative, and marketing barrierscurrently hamper
attempts to make money from content on the Internet.

Curiously, Old Economy companies have become quite adept at overcoming the
same kinds of barriers. Just as the New Economy did not change the laws of
economics and the nature of financial markets, they have also not changed the
fundamental s of product development and marketing. This offers aglimmer of
hope, and a wealth of expertise to draw upon, for companies looking to sell
content online.

Over the past few years, we conducted numerous consulting projectsrelated to
theseissuesin Europe and the United States. The project work provided uswith
many opportunitiesto meet competitors, customers, and observerswho partici-
pateactively inamarket where I nternet communi cation, mobile communication,
and “premium content” are starting to meld together. As a result we gained
valuable insights and a thorough understanding of the difficulties in selling
content online.

Based on thisexperience, in thischapter we show concrete stepsthat companies
can taketo overcomethe numerous problemsand difficulties. Special focuswill
be put on business strategy and marketing issues. The chapter starts with an
overview of the status quo of the content selling business on the Internet. We
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then provide a general introduction to the strategic success factors for sustain-
able and profitable business when selling content online. This includes a
discussion of product characteristics to be considered, effective business
models, the approach of new target markets, and pricing issues. The findings
result from detailed anal yses of practical applicationsand numerousdiscussions
led in meetings with managers and marketers in the respective field. The
implications of the previously discussed factors are thenillustrated in detail by
means of the case study, Selling Music Online. The next section includes main
guidelines to be considered when starting a content selling business in the
Internet. Finally, the main results are summarized and concluding remarks are
made.

Difficulties of Selling Content Online
Today

Thefrustrating thing about “ premium content” isitssimplicity. Our livesrevolve
around the content we buy. The physical manifestations become keepsakes or
even collectibles with considerable emotional and monetary value. There are
three reasons why the Internet can’t do that.

First, the Internet has become synonymous with communication, not content.
Revenue generated by the activity of the Internet’s largest global content
provider, a species called Homo Contentus, dwarfs the revenues earned by
selling pre-packaged “premium content.” What used to be called “correspon-
dence” and “conversation” in simpler times is now referred to as “user-
generated content.” The Internet and the maobile phone have turned Homo
Contentusinto a publishing powerhouse. He writes countless emails and sends
over one billion SMSs every day. Like hisvery name, hiswritings show ahigh
tolerance for grammatical mistakes and word invention. He maintains his own
homepage, where he publishes his own photos, videos, jokes, art, and music for
thewhole world to see. He chatstirel essly and sends instant messagesto people
he'll never meet personally. He posts his personal opinions on message boards
and sends his criticisms to the websites of booksellers and auction houses. He
can’t remember thelast time helicked astamp. K eeping Homo Contentus happy
and empowered will always be a crucial revenue source for 1SPs and mobile
phone carriers. Their growth and in some cases their survival depends on him.

Second, thisfocus on communication has rel egated content to little more than a
loss leader, which has fed an “everything-for-free” mentality. The Wall Street
Journal, The Economist, Playboy, and Disney are high-profile exceptions,
because they have charged for proprietary content in various forms and with
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variousdegreesof success. Companiesin highly specialized and sensitiveareas,
such as personal dieting, have also entered the market. For most other compa-
nies, content has become their giveaway, available to all comers. This has
fostered an expectation and, even worse, an appetite for free content which will
take considerable time and effort to change.

Third, the market for premium content on the Internet is a vast, unexplored
territory. For thosewho daretotry, pricinginthemarket currently dependsmore
on gut feeling and guesswork than hard data. Product developmentisalsodriven
by trial-and-error. Both on the creative side and technical side, we experience
every day that the commercial Internet is still in its childhood. Television and
radio have had decadesto devel op, film and the phonograph awhol e century, and
modern print mediaevenlonger. Whilethey are capable of delivering highartin
their own way, the Internet is struggling with the media equivalent of cave
paintings and crude carvings.

To get online usersto buy content as well asto generate it, providers will need
to understand and meet a number of success factors.

Strategic Success Factors for Profitable
Business with Online Content

Sellability of Content

Compelling Forms

If we wanted to merge the sentiments from observersin Europe and the United
States into one sentence, it would sound like this: “ To charge afee for content,
you need new productswith entirely new content that istruly compelling, and that
means things people have never seen before, never expected, or never assumed
would be free.”

Theword “compelling” came up much more frequently in our discussions than
theword “exclusive,” which people generally consider to be the most important
success factor for premium content. To develop compelling content, providers
need to look well beyond the current spectrum of free content, and discover the
shades and wavel engths we have not yet seen: new formats, new programming
ideas, similar to CNN and MTV in the early days of cable television.

Much of this content can be drawn from forms of content we are already
accustomed to paying for, but which have not yet been adapted to the online
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world. Theseincludemusic concerts, which obviously losetheir “live” character
when shown on the Internet. The challengeisto use the clear advantages of the
I nternet—networking, nearly i nstantaneoustwo-way communication, low distri-
bution costs—to make the online concert a unique product, not just alame one-
to-one copy of thetransmission wewould haveseenon TV or inthearena. This
kind of content reflects one important aspect of compelling, namely, the “wow,
you’'ve got to see this” feeling.

This feeling is rare nowadays. Who gets goosebumps on the Internet? We
currently have as much emotional attachment to the open Internet as we do to
our encyclopedias or old school books. That will change when these new forms
emerge. Extrabandwidth will help, but thiswill remove only technical barriers,
not creative ones. Content providers need to take advantage of this extra power
to develop new forms and surprise us with compelling content, not just send
bigger files faster through bigger pipes.

Convenient Forms

Stephen King's failed attempt to sell anovel online as atext file demonstrates
why form matters as much as the actual content itself. When you only get Mr.
King' swords—asimple typed manuscript converted into aPDF file—you lose
the comfort and ease-of-use of a printed book, acommunication form perfected
over centuries. Without thisform, the novel isfor most people no longer worth
reading, much less paying for. The lesson in Stephen King's book is not that
people are unwilling to pay for premium content. Rather, thelesson isthat form
is essential and that compelling content forms on the Internet are rare things
indeed.

Form must also have a practical side. Premium content on the Internet must be
easy to find and easy to buy. Charging for content can still work even if the
content isnot exclusive and also available el sewhere on the Internet for free, as
long as the content provider can place that content prominently before the right
audience. Like people who drive 20 miles out of their way to buy gasoline
becausethe priceisafew cents cheaper, therewill alwaysbe I nternet userswho
bypass websites that charge them for content. Some enjoy the sport of surfing
for that very reason, because the free stuff isonly aclick away. This pervasive
“free-of-charge” culture will not disappear overnight. It will take time to teach
people to make the tradeoff of convenience and quality in exchange for money,
and perceive that surfing is more work than it’s worth.

How we access and pay for this content mattersaswell. Evenin the Google era,
surfing for contentiswork, and paying for it is often even more difficult. Oliver
Samwer, a successful German Internet entrepreneur who currently is in the
managing board of the company Jamba, estimates that at every time potential
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customers need to click on another icon or fill out another form on the Internet,
around 30% of them give up and go el sewhere. If you' re billing processrequires
lots of clicking and typing, you can be glad that anyone hasthe patience to make
ittotheend. Easy payment goeshand in hand with making content onthelnternet
a positive experience, which is easy to enjoy and easy to appreciate.

Effective Business Models

Thefirst step to arealistic approach to premium content isto determineitsrole
in your company’s business model. For most companies, this model invariably
involves some combination of access charges, usage, commissions, licensing,
advertising revenue, and content sales. The balance between these elementsis
always shifting. Some years ago AOL depended on access and usage for more
than 90% of itsrevenues. That amount has been reduced significantly. Despite
itsunrivaled accessto film, music, news, and other content forms, AOL actually
still realizes much of its revenue by helping Homo Contentus let his creative
juices flow, either through email or instant messaging. In contrast, Yahoo
traditionally earns more than 90% of itsrevenuesfrom advertising, and compa-
nies such as Earthlink or T-Online still depend on access and usage charges for
the bulk of their revenues, as do most mobile phone companies.

How the focus shifts can depend on a conscious decision or on external forces.
When the downturn in online advertising revenue intensified, portals and other
suppliersof content onthelnternet |earned something that their colleaguesinthe
ink-and-paper world have known for years: revenue from fees and subscriptions
tend to be more stable than revenues from advertising. The never-ending boom
in advertising that was promised by the forecast factoriestwo or three years ago
never materialized. Even America Online's cross-selling muscle through the
other AOL Time Warner properties was not enough to prevent their revenue
from advertising and e-commerce from falling. The pain was greater at Y ahoo!
and was fatal for The Industry Standard, Germany’s Net Business, and other
colorful commentators of the dot.com erawho have closed their doors because
the advertising money has dried up.

The upshot is that companies who want to survive need a broad revenue basis.
A company’ svulnerability isadirect function of itsdependence or narrow focus
on a small number of revenue sources.

New Tar get Markets

Before the companies can create a sound offer, they need to understand the
target segments and customi ze the benefits of their specific online content. The
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opportunitiesrest not only inthe ability to serve alarge number of customers at
low cost, but also in greater access to smaller segments, which can be better
cultivated and more economically served than currently possible. The potential
for customization opens up possibilities for a finer segmentation based on
customers' needs. In this context, content providers should not forget new
opportunitiesresulting from partnershipswith other media(l SPs, mobilephones,
etc.) which have started to melt together. Customers increasingly will buy
content following cross-promotions that in times of wireless I nternet access by
laptop and mobile phones are only clicks away.

A few conclusions about the market for premium content seem well supported.
Creating the market will not involve simply charging money for the exact same
content that used to be free. Restaurants would face a backlash if suddenly
charging afew cents apiece for napkins and straws. M ass circul ation magazines
havelearned that their websites serve as an effectivetrial subscription, and they
will likely continue offering high-quality content free of charge. Thismeansthat
topicswitha“mass’ following—general news, sports, weather, finance—will be
supported by alargeamount of familiar and free content. Earning money inthese
areaswithtoday’ scontent will be particularly difficult. But earning money with
content has never been easy, because interest in a particular theme or subject
ishardtotranslateinto cash. Although TheWall Street Journal or M ajor L eague
Baseball claim to have millions of visitors or sold paper versions, only asmall
fraction serves as paying customers for online services.

Another important point to state is that content providers must tap into a basic
customer motivation. The best way to get people to pay for content onlineisto
givethem aclear reason to do so. The main motivationsof Internet usersfall into
two categories: money and fun. Money itself encompasses two areas: saving it
and making it. While not directly offering content for money, AOL has already
worked these aspectsinto its communication to customers. The pop-up window
that described AOL’ s recent price increase for unlimited service in the United
States stressed that AOL plans to offer more “valuable benefits which help
members save time and money.” Right behind money on the list come “fun”
aspectssuch asplaying, laughing, and curiosity. NTT DoCoM o’ si-modeservice
demonstrates that content does not need to be sophisticated or broadband to
compel peopletoopentheir wallets. Simplegames, ring tones, wall paper or logos,
and silly jokes are all unsophisticated, cost little, but can generate significant
revenues. They are the ornaments that Homo Contentus uses to spice up his
own communications. Customers in i-mode generate higher revenues than
conventional mobile phone users, which can amount to a rather large pile of
money when you have 25 million customers under contract. Germany’s D2/
Vodafone has learned from this and has introduced a range of downloadable
games for mobile phones. Their high-profile advertising campaign shows they
mean business.
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A third but morenebul ousaspect iscommunity. Beforeitscommercializationthe
Internet was essentially a loose network of niche communities—largely aca-
demic ones—exchanging their own content. Today the Internet is ideal for
satisfying our basic need for interaction with other peopl e and hel ps us discover
otherswho share our interests. These niches can embrace many millions—such
aspeoplewhowant toloseweight—or thrivewell outsi dethe mai nstream—such
as people who collect snakes. The challenge isto define when such groups are
large enough to have commercial potential, and when managing the community
and providing its content generation is best left to the passions of Homo
Contentus, who does the job for free.

Sophisticated Pricing Strategy

Pricing Model

15$9.95 for 2,430 radio broadcasts an optimal price? Y ou can’t park your car at
aball park for $9.95, never mind watch a game or have ameal there. Even one
actual baseball itself costs more than $9.95.

The lesson is that compelling content in the right form requires more support
beforeit makesthe cash register ring. Y ou still need to determine how—and how
much—to charge people for that content. There is no clear-cut recipe in this
area. The choice of revenue model isboth astrategic question for theindividual
company, aswell asadirect result of customer input and reaction. In principle

Chart 1. Criteria of the successful revenue model

Billable

Profitable

Revenue/
Price M odél

Ensurelarge
user base
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Exploit full

Win media
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the revenue model must fulfill certain general criteriain order to be successful
(see Chart 1).

As we have said over the last year in many different forums, pricing is a
dangerouslever, and companieshavelittleroomfor mistakes. Thisencompasses
boththeformandthepricelevel. Intermsof form, thedimensionsare numerous.
Should companies offer a subscription model, pay-per-use, or a combination?
Should they offer a prepaid or postpaid model? Should they charge by time or
volume? Should they subsidize hardware purchases? Because the market for
premium content is so new, it lacksthe anchor points and benchmarksthat have
accumulated over time in more mature markets. This does not mean, however,
that content providers can feel free to ignore the knowledge from these mature
markets.

One such insight concerns when to offer subscriptions and when to offer
products on a per-use basis or with another kind of pricing model. While there
islikewise no strict rule in this area, experience and common sense show that
subscriptionsare better suited for experienced users, not for thosewho are either
beginning or who have had poor experiences in the past.

Price Structure

L et’ ssay you want to watch amovie or play video gamesin ahotel room. Hotels
will generally offer ateaser period of two to five minutes before asking you to
commit to paying for a certain period of usage, usually 24 hours. Some charge
for the period, others charge by the movie.

Now imagine that hotels abandoned their successful pay-per-use model and
optedtofollow the prevailing pricing wisdom for online premium content. I nstead
of ateaser and aone-time charge, we would be asked to commit to awhole year
of hotel-movie-watching. Does that make sense? No, it doesn’t. Nor would it
makesenseif sportsteamsoffered only seasontickets, but noticketstoindividual
games. But thisis exactly what online content providers do when they confront
their potential customerswith subscription-only deals.

To optimize pricing meansto optimizefirst the price structure and then the price
levels. Let usfocusfirst on the price structure, which offers many opportunities
for differentiation. Several aspects need to be understood: What pricing ele-
ments matter most in the perception of the customer? Wherewill the customer’s
eye bedrawnwhen he or she examinesthe offer?Would they pay more attention
to one-off charges, amonthly fee, aprice per download, a hardware subsidy, or
some other element?

Those elements in the customers’ focus require attractive prices to draw them
in, while those outside the customers’ main focus can be held at higher, less
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Chart 2. Alternative price structures

attractive levels. The colorful mix of pricing elements in mobile telephony—
which range from one-off installation charges to monthly fees to per minute
charges(peak, off-peak, weekend) to billinginterval s (full minutes, 10 seconds),
etc.—shows how many degrees of freedom such a complex pricing challenge
can present. In principle there are four alternative price structures, each with
certain advantages and disadvantages: a variable price per unit, a flat rate, a
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combination of the two, or a flat rate with capped usage to keep costs under
control (see Chart 2).

In many cases, neither per-download nor subscription—the two most obvious
pricing structures—isideal onitsown. Depending on multiple membershiptiers
or service levels, amore intelligent pricing structure is required. Both compo-
nents—subscription fee and pay-per-downl oad—coul d be combined into multi-
dimensional tariffsto avoid uneconomical usagewhilestrengtheningtherel ation-
ship with the customer. Other pricing alternatives include bundling, price
customization, and different typesof volumediscounts, all of whicharedesigned
to both manage and guide demand while optimizing profit.

Price Level

None of the pricing issues can be resolved without customer input. No matter
how glorified content may become as a potential or revolutionary revenue
source, it is still nothing more than a product. These products need prices that
reflect their full value in the customer’s eyes. Right now, pricing for online
content is extraordinarily difficult becauseit is unexplored territory. There are
few benchmarks, even fewer success stories, and hardly any empirical informa-
tion to build on. It does seem clear that consumers are reluctant to commit to a
subscription for online content before they have a positive experience with the
content on a pay-per-use basis. All other information must be acquired on a
product-by-product basis. In this constellation, input from customers—espe-
cialy their views on value and price—give companies a firm basis for pricing
decisions. Leavethat part out, and the only other available method istrial-and-
error.

Setting theright pricelevel involves understanding how the customers perceive
thefeaturesyou areoffering, and how muchthey arewillingto pay for them. The
benefits from many content forms we know disappear when they go online, as
the example of Mr. King's novel showed. The words are still there, but the
convenience and portability are gone. All of these features and benefits can be
described in money terms.

The important thing to consider is: Thereis no difference when car companies
determine whether and how much consumers will pay for more horsepower,
more comfortable seats, telematic services, or certain styling features; then
compare that information with the cost of developing them, and then the
challenge that companies like Major League Baseball, AOL Time Warner, or
Vivendi Universal face if they want to charge money for online content.
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Case Study: Selling Music Online

When Napster made the headlines some years ago, it turned online music
distribution into one of the most hotly debated issuesin the news. Primarily the
legal issuessurrounding Napster and M P3.com have been focused on by thefive
major record label sat the beginning. Although these have not beenfinally settled
yet, they worked on and tried to develop a workable online music distribution
ventureat thesametime. Apple’ siTunesMusic Storeand German Phonolineare
first solutions for downloading music or MP3 files.

According to astudy by Minneapolis-based | psos-Reid (see press rel ease dated
June 12, 2002), about one-fifth of the American population (aged 12 years and
above) have used peer-to-peer file sharing service (Morpheus, Napster,
AudioGalaxy, etc.) todownload music or MP3files. About four million usersper
day exchange 800 to 900 million pieces online—and that only using K azaa (see
FACTS, May 28, 2003).

But the market for online music distribution nonethelessremainsin itsinfancy.
The player who develops the keenest business model will have the best chance
of taking this baby out of intensive care, providing it anice home, and giving it
the future it deserves.

Differentiation as Basis for Competitive Advantages

Threedimensionswill determinetheultimate businessmodel sof theseventures:
technology, legal issues, and marketing. Theformer two have held the spotlight
over thelast few months, asthe Napsterites crusade on Capitol Hill showed. But
marketing is the only area in which the players have a real opportunity for
significant differentiation and for the creation of competitive advantages.

Technology will be standardized: Differentiation is nearly impossible, as all
important technical solutionsare currently availableto all players. MusicNet—
the platform created by RealNetworks, BMG, EMI, and Warner M usic—can be
licensed by any online outlet. Themainformat availablefor musicfilesis.MP3.
The (albeit slow) evolution of broadband will improve the possibilities of all
playersequally.

Legal issueswill convergeto universal licensing: Only afew ventures, namely
MP3.com and MTV, have reached agreements with all five major labels. Duet
(Sony and Universal’ s service) accountsfor only about 37% of theworld music
market, MusicNet for about 39%. But let's be serious. No venture will be
successful if it does not offer consumers access to the full range of music—and
the labels and listeners know that. Key playersin this market will need to offer
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very similar music catalogs to their customers, who often do not know or care
about which labels publish their favorite artists.

Marketing is still virgin territory: Ironically, marketing isthe only point where
differentiation can succeed. With technology and legal issues progressing on a
favorable path, at |east for now, the record companies—and any other contend-
ers for a piece of this market—must now invest the same level of energy and
intensity into segmenting the market, developing the right products, and con-
structing the right revenue models. Two fundamental questions need to be
answered: How do | bring value to the market, and how do | extract that value
back throughintelligent pricing?

Delivering Value to the Market

Thequestion“Where' sthevalue?’ isclosely linked to the question “What’ sthe
product?’ Isthe product really music? Is Tina Turner the real “product,” or is
it her studio recordings? What about the lyrics, the cover art, the song version,
the file size, the sound quality, etc.? Answering these questions means under-
standing that any product isreally abundle of features, withinthiscasethemusic
asone central element. The broad market of music listeners must be segmented
in order to ensure that the right product bundles—those which maximize the
perceived value for each segment—are created and offered.

A hardcorelLenny Kravitz fan will take advantage of the opportunity to download
not only thelatest Lenny Kravitz song, but also seek to download all upcoming
new versions (unplugged, live) of the same song. Previously unrel eased content
or newly released versions of songs from the artist’ s earliest days—which may
havetoo small an audienceto warrant pressing aCD in commercial quantities—
can be made availableto all comers at minimal marginal cost. If you know that
artistssuch asJohn Mellencamp record up to 25 new songsfor an album, but only
10 make it in the end, you can imagine the largely untapped monetary opportu-
nities these unreleased songs have within the Mellencamp fan community.

This desire among fans is nothing new, but it has remained largely outside the
record companies’ domains. Loyal fan communities of artists as diverse Bruce
Springsteen and the Grateful Dead have been swapping bootleg concert tapeson
the black market for nearly three decades, and fans of house music artists for
nearly two decades. But these fans would now have the opportunity to gain
access to more and better quality versions—all of it legal!

The sameappliesto nichemarketssuch asblues. Whilemost bluesartistsremain
outsidethemainstream, they all have hardcorefollowingswhofeel poorly served
by mainstream record stores and would be willing to take their money online.
Casual fans, in contrast, would appreciate a helping hand that guides them to
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certain songs and to other bands of the same genre. This segment may also
includethosewho want to find an out-of - print nugget, but lack thetimeto search
used record stores, cut-out bins, or flea markets.

The net benefit in all of these casesis nearly identical—someone gets adesired
song—but the differencesin perceived value are enormous. Thisleadsto nearly
endless opportunities for marketers to design relevant and exciting products.

Services Make the Real Difference

First things first: The online product has to provide high-quality downloads to
distinguishitself from many of today’ s peer-to-peer exchanges. They may offer
awiderange of files, but the sound quality and the compl eteness of the songsis
highly unpredictable. Usersonly know thetrue quality of the desired track after
they have downloaded and tested it. Thisisentirely unacceptablefor apremium
commercial offer from areputable record company.

Furthermore, the network must have enough capacity so that customerswill be
abletologin at any time, and be robust enough so that customers can download
fileswithout disruptionsor lost connections. Broadband connectionswill allevi-
atethisproblemto somedegree, but theresponsibility isprimarily withtheonline
venture.

But the real question concerns the “product” itself. Will all songs be available
separately, or will some be available only on complete albums? Does this make
thewhol e concept of thetraditional pop album—whichisreally just afew singles
andlotsof filler—obsol ete?Inthelnternet world, theonly meaningful constraints
are the capacity of the users’ hard drives, the quality of their connections, and
their ability to producetheir owntapesor CDs. Finally freed from the constraints
of vinyl and its successors, record companies can bundle music as they see fit
inorder toexploit customers' desires. Redefining these bundlesattractively will
be at the heart of any successful strategy for the online sale of music, because
thepossibilities—intermsof unit size, artists, genres, etc.—arenearly limitless.

In one sense, the vast file-sharing community has willingly taken on the
production and distribution of music for therecord companies, whether they like
it or not. They hijacked Humpty Dumpty on hisway to therecord store, dragged
him from the wall, and have swapped the fragments of egg shells ever since.
They have unbundled and re-bundled them to fit their own needs. Allowed to
thrive further, this trend will cement a major shift in power from suppliers to
consumers.

Why? Without the bundles, we have the extreme situation in which every song
is available as a separate unit. This creates a higher benefit for customers, for
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it allows them to fully customize their purchases. But it also effectively turns
every song into a“single” which needsto survive on its own. What happens if
just atiny fraction of the songsaccount for the bulk of sales? Will thisbethe end
of the ‘fillers’, which are, however, very popular with the true fan of an artist?
Will the overall output of an artist be dramatically reduced? In this case, the
Internet would prove adisaster for many. Therecord companiesand artistshave
to weigh the outcomes here: higher costs for new releases on one hand, and
higher benefits for customers on the other.

Onlinemusicventuresal so haveawiderangeof possibilitiesto createadditional
revenue streams through totally new products for their customers:

e Artist subscriptions: A true Don Henley fan could subscribe to a special
product that automatically sends new Don Henley songs or song versions
tohimviaemail. That way no timeisspent on fruitless searchesand thefan
never misses anything. Of course the labels and artists would have to
guaranteearegular flow of content, but especially for bandsthat have been
aroundfor several years, thefilesarefull of material . Similar subscriptions
could be offered for certain types of music (i.e., Latin American) or based
on other valuedimensions (i.e., #1 songsin Top 10 marketsworldwide are
automatically emailed). Thisalsoraisesanintriguing question: If | want to
subscribeto Don Henley, what role doestherecord company play? Do they
become Don Henley’ sM SP (music service provider)? Or do they offer Mr.
Henley’s fans an array of value-added services which he cannot provide
himself?

*  Taste matching: Several companies have started to develop and fine-tune
technology that helps to identify music tastes based on collaborative
filtering, pattern analysis, music evaluation, and other techniques, in order
to find out what other music could match a consumer’ s taste. While these
technologies are not yet perfect, the idea of incorporating them into an
onlinemusicdistributionwebsiteinorder toincreasethesite’ scross-selling
potential isvery intriguing.

. Mixing digital and physical: Although the future will see wireless music-
on-demand, current technologies such as the CD still have arole to play.
Why not offer the customers a service in which they buy—or perhaps
sample—individual tracks, decide how to compilethem onto an album, and
then have the CD produced and sent by the music company? Firs record
stores already started to compile and burn CDs individually. The value-
added isclear, in terms of time savings, quality control, and convenience.

. Exclusivity: A company could, for example, offer a special version of
Beethoven's Ninth Symphony, played at the Vienna Festival, exclusively
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onlineto further differentiate between the channels. Companiescould also
make special bonus tracks available only to online subscribers.

The possibility for other servicesand product enhancementsisnearly unlimited
compared to CDs or old vinyl records. These range from cover art files,
interviews (recorded and print), featured lyrics, previews of hew songs, up-to-
date notifications of tour dates, excerptsfrom tour magazines, the possibility to
buy concert tickets and merchandise (posters, t-shirts, etc.), to interactive
opportunities such as artist chats and review posting.

Theability to use other mediaasthe basis of aproduct offer isan unexplored but
potentially profitable territory for the record companies. From a technological
standpoint, we are not all that far away from having listeners be able to hear a
song on the radio, call their online music sales company on their Internet-
compatible mobile phones, and order the song from wherever they are. Thiscan
happen spontaneously, or be promoted through sponsorship or cross-promaotion.
When next-generation mobile phone systems are launched, the carriers will be
scrambling for high-traffic content. Working with them to promote onlinemusic
sales could help both sides build their businesses.

Pricing Music Online

Forget Obvious Solutions Like Smple Subscriptions

Pricingwill play amake-or-break role. If therecord industry seizestheinitiative
and anchors the prices for online music sales at acceptable, sustainable, and
profitablelevels, it will strike aknock-out blow against the renegade systemsand
drivethemtothemargins. After all, studiesby therecord companiesthemselves
and by independent sources such as Webnoize revealed that as many as three
out of four Napster-type users would be willing to pay for adownload offer in
exchange for the assurance that they were not violating any laws. However, the
danger isthat thefuture major onlinedistribution playerslike AOL Music, Duet,
etc. will try to fight it out on the price dimension rather than the product and
service dimension. Such a price war could ruin the profits of the entire music
industry. Pricing is a dangerous lever, and the industry has little room for
mistakes.

The two most discussed pricing elements for the record companies are a
straightforward pay-per-download system and a flat subscription fee. A pay-
per-download may hinder the companies in their efforts to gain a loyal user
community and collect some valid data about it. Buyers who make separate
purchases leave only a limited data trail. This makes Dell Computer an apt
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analogy for the record companies. One of the competitive advantagesin Dell’s
businessmodel isitsunrivalled customer database gained through yearsof direct
selling both on- and off-line.

A flat subscription fee might be more suitable, because it guarantees the record
companies a stream of customer information. But watch out: Experience with
pricing for Internet access shows that flat rates tend to attract heavy users who
make up a small percentage of all customers, but block a large part of the
available capacity. Inthe U.S., some 4% of AT& T’ s flat-rate users block 50%
of the network resources, according to a company source.

In order to avoid such uneconomical usage and strengthen the customer
relationship, a combination of subscription fee and pay-per-download, i.e., a
multi-dimensional tariff, could be applied. Other pricing alternatives with the
same objectiveinclude:

. Bundling, which fosters sales of products that might not seem too
attractive when sold separately. Example: Y ou can download Metallica's
“S&M” at $14, or you can download “S&M” and another, older album
together for $19.95. Or you buy the latest U2 single and receive future
versions—Ilive, unplugged, or maxi—automatically viaemail free of charge.

. Multi-step discounts, which encourage higher usage. Example: You can
purchase your first 10 rap singles at $0.99 apiece, the next 10 singles at
$0.79, and so on.

. Price customization, which isauseful tool to approach different segments
in different ways. Example: To attract new users, a tariff with a low
subscription and high per-download component makes sense, while heavy
users are better served by a high subscription fee and low per-download
fees. Once their usage surpasses a certain point, they are better off. The
fencing between the segments, however, hasto be supported by the product
structure.

*  Stretch discounts, which are designed to encourage a user to buy a
marginal number of additional unitsin order to receive a certain bonus or
discount. For example, if usage patternsreveal that someone buysthreeto
four albums per month onaregular basis, they could beenticed to “ stretch”
to five albums, by being offered album six for free.

. Bulk bundles, which means that the basic monthly subscription fee
includes the right to receive a certain number of songs or units automati-
cally. The user then pays only for the songs or albums purchased beyond
that basic amount. This model is common in mobile telephony in Europe,
where a subscriber receives a fixed block of minutes per month for a
regular fee, then pays only for minutes used beyond the fixed block.
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How to Find the Magic Numbers

No matter how the record companies plan to get their money from customers,
thebig question still remains: How muchwill they be ableto get? Good question.
The main battleground for determining this answer is not the board room or the
gut feeling of an experienced marketing executive, but in the field with the
customersthemselves. Therevenue and profit at stakeisnot trivial, and to miss
the optimal price levelsby even just afew dimes meansthat tens of millions of
dollarsin profit are lost forever.

We would like to emphasize a point we made previously: If the music industry
failsto act or setsthe price anchorstoo low, prices will degenerate and gut the
industry’ sprofitability and stability. Pricingisadangerouslever, and theindustry
has little room for mistakes.

One of the most important current trends working for the music industry is that
thereisastrong shift in nearly all online sectors away from giving content and
products away for free or at heavily subsidized prices. These first attempts at
business models have proven unsuccessful, and the remaining players are
fighting hard to change the consumers’ expectations and increase their willing-
ness-to-pay.

Thewillingness-to-pay isof courseclosely linkedto thebenefitsgenerated by the
product. Hereinliesthe challengefor an offer for downloadingmusic. The‘legal’
ventures must differentiate themselves on the value-side vs. the Gnutella' s of
this world which are hard to beat in the courtroom. State-of-the-art research
toolslike conjoint measurement can measure those benefits and transform them
into the underlying willingness-to-pay. It can isolate what various parts of the
bundle are worth to the listeners.

The online music ventures should also not lose sight of the total cost from the
consumer side. While customers may not always consider the travel, time, and
research costs when they drive to the mall and spend $14.99 on aCD, they may
be more sensitive to the additional—and transparent—costs incurred for down-
loading music. These include Internet access fees, hardware storage costs,
online time, and so on, and not just the average cost per download.

Guidelines to Launch a Content-Based
Online Business

Online ventures face huge marketing challenges. They must act quickly to
optimize both the product and services they will offer, as well as the revenue
model. To succeed, they need to:
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1.  Segment their markets. Not all customers can be treated the same.
Identifying the most important segments is a must. Valid data will be
crucial. Sophisticated research with state-of-the-art multivariate methods
will provide indispensable insights that can be turned into a long-lasting
strategic advantage.

2. Start with the most promising segments. Not every customer segment has
to be served from the start. In order to get on the fast track to profitability,
companies need to focus on those segments that hold a large enough
potential to reach the critical mass that justifies large investments.

3. Focuson premium quality offers. Value for money. It’s as simple as that.
Premium products are an absolute must for the new services, because
reliable, first-classquality isthe onethingfile-sharing pirateswill never be
ableto deliver consistently.

4. Develop sexy products. The sale of content online is nearly constraint-
free. Itforcesindustriestothink beyonditsestablished bordersand ook for
new products and services (bundles, additional services), as well as new
partners (I SPs, mobile phone companies).

5. Optimize the revenue models. We are talking about multi-billion dollar
markets at stake. This calls for a little more sophistication than mere
subscription fees. A huge part of the potential profitswill be generated by
utilizing advanced pricing tools like stretch discounts. Neglecting those
tools means sacrificing those profits. Not doing the necessary research
most certainly meansmissing theoptimal pricesand giving away millionsin
profits.

Conclusion

Would-becontent sellerswill need to shift their thinking if they want onlineusers
to start shelling out money. Homo Contentus, who is already active online and
who enjoys having high-quality information at his fingertips for free, earns his
name not only because he creates his own content, but because he is also quite
happy with the current arrangement. To get online users to spend money for
purchasing content as well as to generate it, providers will need to understand
varioussuccessfactors. They will need to know how to get the product “ content”
right, then understand what rol e they want content to play in the businessmodel.
They need to describe and quantify their target market, and find theright pricing
modelsand pricelevelsto serveit profitably. If that soundsvery Old Economy,
itis. But that should be seen neither as a setback nor as a surrender. Realizing
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whatever potential the I nternet hasto sell content will requirenot just vision and
creativity, but also disciplineandrigor.

Considering the discussed strategic factorswill help content providersto tackle
successfully the challengesthat they facewhen building their online businesses.
Thefirst point madewasthat business successwill depend fundamentally onthe
providers’ ability to devel op compelling content formswhich are of high quality
and easy to handle, tofind, and to buy. In contrast itisnot necessary by all means
to keep premium content exclusive. Second, it isimportant to integrate content
into the overall business model. In doing so, expectations regarding revenues
should be kept realistic. A third essential factor is the conquest of new target
markets. Thereby itisimportant not to confuseinterest with willingness-to-pay.
In order to achieve the latter, content providers have to develop customer
maotivation by giving customers a clear reason to buy. What countsisto reach
quickly a sustainable market size: The providers should start with the most
promising customer segments that have a potential large enough to reach a
critical mass which justifies large investments. Finally, selling content online
requires a sophisticated pricing strategy. Pricing isadangerous lever and there
islittleroomfor error. Thedefinition of theoptimal pricing model, with adequate
price structure and level, should not result from guesswork but be based on
customers' product preferences and willingness-to-pay. Furthermore, it has
been proven to be effective in this context to apply advanced pricing tools like
product bundles and different types of volume discounts.

We are now at acritical turning point in understanding what features need to be
built into online content to makeit val uableto customers and encourage them to
buy it. The downturn in the New Economy has made the need for Internet
companiesto adopt old economy disciplineand rigor all the moreurgent. At the
sametime, content is poised to penetrate our livesto agreater degree than ever
before—in our palms, in our cars, in our houses—as soon as somebody finds a
way to makeit compelling, make it useful, and make paying for it ano-brainer.
The entire technical revolution of the last 20 years has been driven not by
customerswho bought thingsbecausethey were possibl e, but becausethey were
practical.
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Abstract

As e-commerce becomes more competitive, it is increasingly important for
Web vendors to understand why people choose to—or choose not to—buy
online. Ajzen (1985, 1991) developed the Theory of Planned Behavior to
predict and explain human behavior. The current study tests a modified
form of the theory in an online shopping context. It is hypothesized that past
online purchasing behavior will contribute toward explaining intentions to
purchase online in the future, independent of the theory’s original
antecedents—attitude, subjective norm, and perceived behavioral control.
Two-hundred-forty students from two universities completed a Web survey
developed from an open-ended elicitation questionnaire. Results indicate
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that in addition to attitude, subjective norm, and perceived behavioral
control, past purchasing behavior is directly related to intentions to shop
online in the future. Adding past purchasing behavior also significantly
improves the explanatory effect of the model. Unexpectedly, past behavior
was independent of attitude and subjective norm, but interacted with
perceived behavioral control. These results suggest that the challenge to
Web vendors is to entice potential customers to try online shopping, as
experienced shoppers quickly gain control and confidence in the online
shopping process.

| ntroduction

Online shopping is attracting more consumers— nternet sales increased 46%
during the year 2000. Neverthel ess, during the sametime period, more than 200
Internet firms ceased operations (Scott, 2001). As competition edges out
inefficient firms, it becomesincreasingly important for Web vendors to under-
stand why people choose to—or choose not to—buy over the Internet.

For years, psychol ogistshaverecognized that understanding behavior isthefirst
step toward influencing it (Fishbein & Ajzen, 1975). The Theory of Planned
Behavior wasdesigned to predict and explain human behavior in specific applied
contexts (Ajzen, 1985, 1991). Recent research hasindicated that the theory may
provide afoundation for predicting future Web purchasing behavior (Pavlou &
Chai, 2002; Limayem, Khalifa, & Frini, 2000). However, it remains unclear
whether the theory’s antecedents—attitude, subjective norm, and perceived
behavioral control—are sufficient to fully understand behavior in an online
purchasing context. As shoppers gain experience, the time, effort, and uncer-
tainty associated with online shopping is reduced; thus, it is hypothesized that
prior online purchasing behavior will directly influenceintentionsto shop online
inthefuture, independent of attitude, subjectivenorm, and perceived behavioral
control.

Marketing research has already established a link between past and future
shopping behavior intraditional retail settings(Bellman, Lohse, & Johnson, 1999;
Lilien, 1974) and industrial markets (Soderlund, Vilgon, & Gunnarsson, 2001).
However, the effect of past behavior on consumers’ intentions to purchase
online has not been examined. In the current study, past online purchasing
behavior was added as a fourth antecedent variable to the Theory of Planned
Behavior to examine its impact on future online purchasing intentions. The
addition of past purchasing behavior significantly improves the explanatory
effect of themodel. Furthermore, past purchasing behavior isdirectly related to
intentionsto shop online, independent of attitude and subjectivenorm. However,
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past purchasing behavior was found to moderate perceived behavioral control.
This suggests that as consumers become familiar with online shopping, they
perceivethe processaseasy, controllable, and simpleto accomplish—it becomes
apositive experience that is more likely to be repeated. Consequently, a major
challengefor e-commercevendorsisto entice consumersto try online shopping
so that they become comfortable with this new shopping experience.!

The remainder of this chapter is organized as follows. The second section
reviews extant online shopping research. Thethird section devel opsthe study’s
primary hypothesis. The fourth section describes the methodology used in the
study. Thefifth sectionrelatesresultsof the current study, whilethefinal section
discusses implications of these results, acknowledges limitations of the study,
and offers suggestions for future research.

Literature Review

Although somewhat limited and fragmented, research addressing consumers’
online purchasing behavior has begun to emerge. One area of research has
examined obstacles to online shopping. Results indicate that consumers have
several concernsabout shopping online, including poor customer service, lack of
Internet security, fear of having a credit card number stolen, and network
reliability (Gefen, Karahanna, & Straub, 2003; Gefen & Straub, 2003; Gefen,
2000; Limayem et al., 2000; Cockburn & Wilson, 1999; Forrester Research,
1999; Salkin, 1999; Jarvenpaa & Todd, 1997).

In aseparate line of research, factors affecting the length of website visits and
features of vendor websites were studied. Raman and L eckenby (1998) found
that consumerswho attach utilitarian valueto Web advertisementstend to spend
longer periods of time at websites than do those who view advertisements as
entertaining or intriguing. In addition, they concluded that Web browsing
enjoyment isnegatively related to time spent at any onesite. They reasoned that
consumers who frequently use the Web devel op efficient navigation strategies
and therefore do not need as much time at aparticul ar siteto obtain information.
Another study examined certain elements of vendor websites. Srinivasan,
Anderson, and Ponnavolu (2002) found that eight attributes of websites—
customization, contact interactivity, cultivation, care, community, choice, conve-
nience, and character—were all positively related to customer loyalty. Further-
more, “e-loyalty” was positively related to word-of-mouth as well asawilling-
ness to pay more for the product.

Finally, at least three studies have examined factors influencing the decision to
buy online. Inan exploratory study, Kovar, Burke, and Kovar (2000) asked open-
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ended questionsto identify antecedentsto online purchasing. Resultsindicated
that several factors, including general attitudes toward online transactions,
desirefor personal contact, perceived convenience, perceived credibility of the
site, and concerns about low information security, all affected consumers’
decisionsto purchase online.

Limayem et al. (2000) used amore theoretical approach to examine the factors
that influence online shopping. Starting with the Theory of Planned Behavior
(Ajzen, 1985, 1991), theauthorsdevel oped amodel to explain online purchasing
intentions and behavior. The model included the three factors included in the
original Theory of Planned Behavior—attitude, subjective norm, and perceived
behavioral control—and two additional factors, personal innovativeness and
perceived consequences. Results indicated that all five factors are strong
indicators of behavioral intentions and that intentions significantly influence
actual online shopping behavior.

Pavlou and Chai (2002) alsorelied onthe Theory of Planned Behavior to examine
cultural characteristics of Chineseand U.S. online shoppers. The authors found
that culturemoderatesattitude, societal norm, and perceived behavioral control .2

Results from prior research suggest that although the Theory of Planned
Behavior can be applied to an online shopping context, its antecedents may not
be sufficient to fully explain Web purchasing behavior. The current study also
begins with the Theory of Planned Behavior and examines whether another
antecedent, past online purchasing behavior, adds to the theory’s predictive
value.

Theory and Hypothesis Development

The Theory of Planned Behavior

The Theory of Planned Behavior isaframework designed to predict and explain
human behavior in specific contexts (Ajzen, 1985).2 Thetheory maintainsthat a
person’ shehavior will follow from his/her motivation (intention), if thebehavior
is under the person’s volitional control (Ajzen, 1991). Intention, in turn, is a
function of threefactors: (1) the person’ spositive or negative evaluationtoward
performing the behavior (attitude), (2) the person’s perceived pressure to
perform or not perform the behavior (subjective norm), and (3) the person’s
perceptions that (s)he has the ability and resources to perform the behavior
(perceived behavioral control). Figure 1 illustrates the relationship among
behavior, intention, attitude, subjectivenorm, and perceived behavioral control.
Mathematically, the Theory of Planned Behavior can be stated as follows:*
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Behavior = Intention = w, (Attitude,) + w, (Subjective Norm,) +
w, (Perceived Behavioral Control ) (1)

where,

w, indicates weights that vary across people and contexts
, Indicates the behavior

Each element of the model also has a specific meaning and mathematical
definition.

Figure 1. Theory of planned behavior model

Sub jectine
Homm

Perceied
Behavioral

* p= 0l
W 2 15

Based on Ajzen (1991, p. 182)
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Attitude

Attitudeisgenerally estimated by eliciting salient beliefsabout thebehavior and
assessing the subjective probability associated with those beliefs. Thus, a
person’s attitude toward a given behavior is the sum of the products of the
strength of the person’ s salient beliefstoward the behavior (b) and the person’s
subjective evaluation (e) of each belief. In other words:

Attitude= Y, be ©)

i=1

Ingeneral, if aperson expectsmostly favorable outcomesfromagiven behavior,
(s)he will have afavorable attitude toward that behavior. If, on the other hand,
aperson expectsmostly unfavorableoutcomes, (s)hewill hold anegativeattitude
(Harrison, Mykytyn, & Riemenschneider, 1997).

Subjective Norm

Subjective norm is concerned with the likelihood that a person’s important
reference groups will approve or disapprove of a given behavior. The strength
of each subjective norm (n) is multiplied by the person’s motivation to comply
with the opinion of thereference group (m). The productsarethen summed. That is:

Subjective Norm = 2 nim (3)

i=1

A measure of subjectivenormisgenerally obtained by asking respondentstorate
the extent to which important reference groups would approve or disapprove of
the behavior in question.

Perceived Behavioral Control

Perceived behavioral control deals with the presence or absence of the re-
sources and opportunities needed to perform a behavior. The fewer obstacles a
person anticipates, the greater hisor her perceived behavioral control. Asshown
in Equation (4), perceived behavioral control is measured by summing the
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product of each control belief (c) and the perceived power (p) of the control
belief to facilitate or inhibit performance. In other words:

n
Perceived Behavioral Control = Zapi (4)
i=1

Ideally, actual behavioral control would be measured instead of perceived
behavioral control; however, actual behavioral control isdifficult to operationalize.
Accordingly, perceived behavioral control generally isused as aproxy (Ajzen,
1991).

The Role of Past Behavior

TheTheory of Planned Behavior hasbeen successful in predictingintentionsand
behavior in several contexts, including weight loss (Schifter & Ajzen, 1985),
classattendance (Ajzen & Madden, 1986), and computer usage (Taylor & Todd,
1995). Nonetheless, some researchers have argued that past behavior should
beincluded asan additional predictor of future behavior (Gefen, 2003; Ouell ette
& Wood, 1998; Fredericks & Dossett, 1983; Bentler & Speckart, 1979). These
researchers maintain that past behavior is a surrogate for “habit”—a behavior
that occursautomatically and without consciousthought.® They believethat past
behavior (habit) has a significant effect on future behavior, independent of
attitude, subjective norm, and perceived behavioral control (see Figure 2). In
support of thisargument, Ouellette and Wood (1998) conducted ameta-analytic
synthesis of prior research and found that the effect of past behavior on later
behavior was comparable with that of the other predictors of the Theory of
Planned Behavior.

The underlying concept of habit formation isuseful for understanding why past
onlinepurchasing behavior may affect intentionsto purchaseonlineinthefuture.
According to Heckhausen and Beckmann (1990), performing a previously
unlearned behavior requires consideration of how to initiate, implement, and
terminate the action. Thisinvolvestime and effort. Once the behavior becomes
well-practiced, the time and effort needed to perform the action is minimized.
Over time, the behavior becomesroutine and unconscious, and ahabit isformed.
Thus, even though online shopping isnot habitual for most shoppers, becoming
experienced with the act (e.g., navigating the website, dealing with shopping
carts, understanding site security, etc.) likely reduces the time, effort, and
uncertainty associated with online shopping. As a result, past purchasing
behavior is expected to be directly related to intentions to shop online in the
future. Thisleads to the following hypothesis (stated in the alternate form):
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Figure 2. Modified form of the theory of planned behavior model
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H. Past purchasing behavior isdirectly related to intentions to shop onlinein
thefuture, independent of attitude, subjective norm, and perceived behav-
ioral control.

M ethodology

The Sample

Two hundred forty college students from two universities participated in the
study. Table 1 presents demographics of the participants. In total, participants
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Table 1. Participant demographics

217

Shoppers | Total
N 157 240
Mae 50% 54%
Female 50% 46%
Minimum Age 18 18
Maximum Age 55 55
Average Age 26 25
Number of Times Shopped—Range 1-100
Number of Times Shopped—Avg. 8
Largest Online Purchase—Range $10-$1000
Largest Online Purchase—Avg. $200

ranged from 18 to 55 years of age, with an average age of 25 years. Fifty-four
percent of the participants were male, while 46% were female. Of the 240
participants, 157 (65%) reported that they had shopped online in the past. To
determine whether this sample of online shoppers is representative of the true
population of online shoppers, separate demographics were calculated for
participantswho reported having shopped onlinein the past. Fifty percent of the
“shopper” participants were male and 50% were female. This breakdown is
similar to Princeton Survey Research Associates' 2002 report, which indicates
51% of online shoppers are male and 49% are female. Table 1 also reveal s that
“shopper” participantsreported having shopped onlinean average of eight times
in the past, with an average largest purchase of $200. This suggests that
“shopper” participants are more than just casual website browsers. Further-
more, recent studiesby Akhter (2003), Gibbs, Kraemer, and Dedrick (2003), and
Joines, Scherer, and Scheufel e (2003) all reported that most online shoppersare
younger, with at |east some college education. Gibbs et al. (2003) and Joines et
al. (2003) alsofoundthat onlineshoppersareequally likely tobemaleor female.
Accordingly, the* shopper” participantsinthecurrent study appear to providean
adequate proxy for the online shopping popul ation.

The Instrument

To collect and measure the variables of interest, Ajzen and Fishbein (1980)
suggest developing an elicitation survey to capture salient beliefs of the target
sample. From those responses, a final survey is created and administered to a
larger (and different) sample. This process has been organized succinctly by
Mykytyn and Harrison (1993, p. 21) into six steps:®
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1. Definethe behavior of interest in terms of its action, target, context, and
time elements.

2.  Elicit perceived consequences of the behavior and social referents associ-
ated with it.

3. Choose the most often cited consequences and referents from the elicita-
tion.

4. Create measures of behavioral beliefs, evaluations, normative beliefs, and
maotivationsto comply, and control beliefs and perceived power.

5. Create measures of intention, attitude, subjective norm, and perceived
behavioral control, all based on the earlier definition of the behavior of
interest.

6. Integrate measuresof all of these constructsinto asingle questionnaire and
administer it to the samplein question.

The behavior of interest in the current research istheintention of individualsto
shop online in the near future (within six months). There was no concern for a
particular website, product, or service.

Elicitation Survey

For theinitial survey, an open-ended questionnairewasdevel opedtoelicit salient
consequences, referents, and resources or obstacles. After obtaining approval
from the university’ sInstitutional Review Board for ProjectsInvolving Human
Subjects (IRB), the initial survey was administered to 61 accounting majors
enrolled in two upper-division accounting classes at a large university. The
student population at the university consists of more mature, non-traditional
students as well as traditional students. Almost all business students at the
university work part time, and many are employed on a full-time basis. Re-
sponses listed most frequently were considered to be the most salient for the
behavior in question and wereretained for thefinal questionnaire. Theresponses
were content analyzed by two raters who worked independently. Lacity and
Janson (1994, p. 142) suggest that content analysis is a positivist approach to
analyzing qualitative data. The positivist approach holds that understanding
arises through the identification of non-random variation. This implies that
frequency is an indicant of importance—the more a phenomenon occurs, the
more likely it is non-random and thus important. Although causality cannot be
inferred through this type of analysis, Weber (1990) asserts that it can be used
to code the open-ended questionsin an instrument such as an elicitation survey.
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Final Survey

The final instrument was developed from the initial survey and posted on the
university’ swebsite. It wasapproved by theuniversity’ sIRB and pil ot-tested by
individualswho had not participated in the elicitation survey; no changesto the
guestionnairewere necessary. Thetarget samplefor thefinal questionnaire was
composed of business students. Participants were enrolled at two universities;
nonewereenrolled at the university wherethe elicitation survey was conducted.
Thedemographicsaresimilar at all threeinstitutions. By completing the survey,
student-participants earned extra credit points for an accounting course. To
receivethe points, they were instructed to print a certificate of completion after
finishing the survey. JavaScript code was used to create and print a unique
number on each certificate. Instructions on the certificate directed the student
to fill in hisor her name and submit to the class instructor for credit.

The survey measured: (1) intention to shop online; (2) ageneral measure of the
Theory of Planned Behavior’ sprimary constructs: attitude, subjectivenorm, and
perceived behavioral control; (3) the underlying components of the three
constructs; and (4) prior online purchasing behavior. A copy of the survey,
describing each item and construct measure, is provided in the Appendix. The
Web survey available to the participants did not include the description of the
measurements.

Results

Preliminary Analyses

Internal consistency of the questionnaire items for each construct was tested
using Cronbach'’ salpha. Thistechniquefocusesonthedegreetowhichthe same
characteristic is being measured. For the current study, the reliability estimates
(alpha) for each of the measures are as follows:. behavioral intention (r=0.92),
attitude (r=0.92), subjective norm (r=0.87), and perceived behavioral control
(r=0.80). All of these values are above the recommended 0.70 levels.

The content validity of the survey instrument also was evaluated. Responses
from a small group of potential shoppers were used to determine relevant
obstacl es, advantages, disadvantages, and social referents. Questionnaireitems
were devel oped from those responses to measure the underlying components of
attitude, subjective norm, and perceived behavioral control in the final instru-
ment. Harrison et al. (1997) advocate this process to ensure the content validity
of the final survey instrument.
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Table 2. Correlation matrix of average variance extracted (AVE) of
principal components and descriptive statistics

PAST
Variable Bl ATT SN PBC BEHAV
Panel A: Correlation Matrix
Behaviora Intention (Bl) 098 063 [043* [045 |055
Attitude (ATT) 092° | 054 [046° [042
Subjective Norm (SJ) 094 037 [o034
Perceived Behavioral Control (PBC) 084 | 044
1.00°
Panel B: Descriptive Statistics
Mean (Scae: -3/+3) -0.50 0.69 0.25 157
Std. Deviation 1.88 1.18 1.62 1.30
n=240

2 Correlations between variables; all correlations are significant at p < 0.0001.
b Square root of each construct’s AVE. Discriminant validity isindicated when the AVE of
aconstruct is greater than its correlation with other constructs.

Discriminant and convergent validity of the questionnaireitemswere examined
using exploratory factor analysis with an orthogonal (Varimax) rotation. All
itemsload significantly on the three primary constructs; furthermore, all cross-
loadings are far below the 0.40 benchmark. The three factors explain 82% of
total variability.

Discriminant validity of the principal constructs was conducted using Partial
Least Squares (PLS). Using the PL S method, discriminant validity isverifiedif
the square root of each construct’s Average Variance Extract (AVE) is larger
than its correlations with other constructs (Chin, 1998). As shown in Table 2,
Panel A, the square root of each variable’s AVE is larger than all other cross-
correlations. Table 2, Panel A also presentsthe correlation matrix of the principal
constructs. According to the Theory of Planned Behavior, moderate to strong
correlations are to be expected between behavioral intention and each of the
independent variables (Fishbein & Azjen, 1975). Asreported in Table 2, Panel
A, correlations between behavioral intention and the primary constructs are
moderate, except for a strong correlation between intention and attitude (r =
0.63). All correlations are significant at p<0.0001.

Analysis of the Hypothesis

PLS (PLS-Graph Version 3.0)” and multiple regression were both used to test
the hypothesis. Some researchers argue that structural equation modeling is
appropriate for analyzing the Theory of Planned Behavior (cf., Pavlou & Chai,
2002; Taylor & Todd, 1995), while others prefer multiple regression (Harrison
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et al., 1997; Ajzen, 1991; Mathieson, 1991). Both methods have advantages.
Structural equation modeling usesthe underlying questionnaireitemsin specify-
ing the relationships among the primary constructs. As a result, the method
simultaneously evaluates the acceptability of the hypothesized relationships as
well as the relationship between the questionnaire items and the primary
constructs. The primary advantage of multipleregressionisthat it allowsfor the
evaluation of interactive effects among the independent variables.

Figure 1 (p.213) presents the PLS results for the original Theory of Planned
Behavior. The PLS coefficientsfor all three constructs are statistically signifi-
cant, thereby supporting the Theory of Planned Behavior in general (attitude
b=0.50, p< 0.01; subjective norm b=0.10, p< 0.05; perceived behavioral control
b=0.10, p< 0.01). However, according to Chin (1998), standardized path
coefficientsmust beabove0.20in order to be meaningful predictorsof behavior.
Attitude isthe only construct in Figure 1 that exceeds this minimum standard.

Figure2 (p.216) adds past purchasing behavior asan additional antecedent tothe
original model. Asindicated by thefigure, past purchasing behavior exceedsthe
0.20 predictive meaningfulness criteria and also is significantly related to
intentionsto purchasein the future (b=0.31, p<0.01). In addition, asreported in
Table 3, the model’s adjusted R? increases from 0.44 to 0.51 when prior
purchasing behavior isadded. Thischangein RZishighly significant (F=33.57,
p<0.001).

Taken together, these results indicate that knowing past purchasing behavior
improvesthe predictiveability of themodel. However, the hypothesisstatesthat
prior shopping behavior not only hasadirect relationship with future intentions
to shop, but also is independent of the theory’s primary constructs. As an
alternative hypothesis, past purchasing behavior might simply represent an
additional antecedent to attitude.® Althoughthe correl ation between attitude and
past purchasing behavior isnot strong (0.42), athird PLSmodel was constructed
in which past purchasing behavior was added as a precursor to attitude. The
resulting R?dropsfrom0.51 downtoitsoriginal level of 0.44. Inaddition, results
of themultipleregression do not indicateasignificantinteractive effect between

Table 3. Analysis of predictors of behavioral intentions

Variable Mean | b t p Change |Adj.R® | Adj.R?
inR-sq ®
Attitude (ATT) 0.69| 0.63| 6.65 0.001 | 0.395
Subjective Norm (SN) 025| 0.09| 2.80 0.084 | 0.014 44
Perceived Control (PBC) 157| 010| 0.33 0.741
Past Behavior 0.67| 2.03| 491 0.000 | 0.061 S
Past Behavior * PBC 031] 216 0.015 | 0.008
n=240; * at successive stages of the modeling process.
* There was no measurable change in R? upon addition of the moderator term.
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attitude and past purchasing behavior. Accordingly, past purchasing behavior
does not moderate attitude. Finally, varianceinflation factorsdid not reveal any
problemswith multicollinearity. Thelargest varianceinflationfactor was 1.6, far
below a value of 10, which is the standard benchmark for the presence of
multicollinearity (Neter, Kutner, Nachtsheim, & Wasserman, 1996). The sum of
this evidence indicates that past purchasing behavior does not represent an
additional antecedent to attitude, but isinstead afourth indicator of intentionsto
purchaseonline.

Although Table 3 does not indicate an interactive effect between attitude and
past purchasing behavior, it does reveal that perceived behavioral control is
moderated by past purchasing behavior (t=2.16, p<0.015). A graphical represen-
tation of the interaction (Figure 3) reveals that stronger perceived behavioral
control isaccompanied by stronger intentionsto shop online. Theeffectismuch
more pronounced for shoppers than for non-shoppers, suggesting that prior
shopping experience rapidly increases a person’ s belief that online shoppingis
easy, controllable, and simple to accomplish. In sum, the evidence from the
current study supports the hypothesis that past purchasing behavior directly
influences behavioral intentions, independent of attitude and subjective norm;
however, it interacts with perceived behavioral control.

Figure 3. Interaction between perceived behavioral control and past
purchasing behavior

Shoppers

Intention to Shop Online

/ Non-Shoppers

Perceived Behavioral Control
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Conclusions

Implications

The purpose of this study was to examine the impact of past online purchasing
behavior on intentions to purchase online in the future. The data support the
Theory of Planned Behavior (Ajzen, 1985, 1991), with attitude explaining most
of thevarianceinthemodel. Although subjective norm and perceived behavioral
control arestatistically significant factorsinthe PL Sand regression models, their
coefficients are small, suggesting they may not be good predictors of future
online shopping intentions. The Theory of Planned Behavior postulatesthat all
variables, other than attitude, subjectivenorm, and perceived behavioral control,
are ‘external’ and are mediated by these three constructs. However, results of
the current study indicate that past purchasing behavior also directly affects
intentionsto shop online and contributesto the explanatory power of the model.
Furthermore, resultsindicatethat past purchasing behavior moderatesperceived
behavioral control, suggesting that individuals who have shopped onlinein the
past are more likely to respond that they have adequate control over the
experience. Asconsumersbecomefamiliar with online shopping, they arelikely
to find it a positive experience to be repeated in the future. Thus, Web vendors
may find it profitable to entice potential customersto try online shopping.

Limitations and Future Research

This study is subject to several limitations. First, the data were collected from
self-reports. This data collection method increases the potential for inflated
correlations between the dependent and independent variables due to common
method variance, alimitation of the Theory of Planned Behavior (Ajzen, 1991).
Second, the datain this study were correlational. The patterns observed are not
sufficient to infer that the antecedents have causal influence on the decision to
shop online. However, Ajzen (1988) reports many lab and field experiments of
the theory that support the causal impact of these components on decisions.

Third, the study measured intentions, not actual behavior. Ajzen (1991) argues
that aweal th of research has shownintentionsto be highly correlated with actual
behavior and, therefore, measuring actual behavior is not necessary. Further-
more, the online purchasing study by Limayen et al. (2000) found a strong
correlation between intentions to purchase online and actual online purchasing
behavior. For the current study, the initial plan included sending a follow-up
survey to participants who provided their email addresses to ascertain whether
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their intentions had resulted in action. Unfortunately, only a few participants
werewillingtoprovidetheir email addressand, accordingly, thispart of the study
could not be compl eted. I n subsequent studies, researchersmay want to consider
some type of enticement to encourage participants to volunteer for follow-up
interviews.

The study was restricted to university studentsin a single geographical region.
Although 65% of the participants in this study actually had online shopping
experience, non-students and/or persons outside the southwestern area of the
United States may have responded to the survey differently. Thus, the
generalizability of the final results remains unknown. Future studies may want
to examine shopping habits of consumers not currently enrolled in college.
Althoughthe samplefor the current study representsonline shoppersingeneral,
itislikely that non-student consumers have more disposable income and more
leisure time. Without tuition payments or homework assignments, individuals
may spend more time (and money) for both traditional and online shopping.
Finally, national or international surveysmay reveal other important character-
istics in online shopping experiences that were not apparent in this study.

Endnotes

1 Amazon.com recently used this approach in its “Hard-Won Customer”
promotion. The promotion consisted of mailing thousands of full-color
brochures to individuals who had not yet purchased from the Internet
bookstore; included was a $10 gift certificate to try their website.

2 Pavlou and Chai (2002) split subjective norminto societal norm and social
influence to capture cultural differences between the two countries.

3 TheTheory of Planned Behavior isan extension of the Theory of Reasoned
Action, developed earlier by Fishbein and Ajzen (1975) and Ajzen and
Fishbein (1980).

4 Thisdiscussion modeling the Theory of Planned Behaviorisbasedon Ajzen
(1991).

5 Asan example of a habit, Ouellette and Wood (1998) refer to the act of
automatically answering the telephone with a certain hand.

6 Mykytyn and Harrison (1993) created these steps for the Theory of

Reasoned Action, aprecursor to the Theory of Planned Behavior. Theonly
difference between the Theory of Reasoned Action and the Theory of
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Planned Behavior is that the latter model includes perceived behavioral
control as an additional construct.

7 PLS was used as the structural equation modeling method because the
small sample size precluded the use of LISREL (Paviou & Chai, 2002).
Similar results were found when AMOS was used.

8 Wewish to thank an anonymous reviewer for this observation.
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Appendix

Y our response to the survey indicates you understand that records of your
participation will be held strictly confidential and that your identity as asubject
will not be disclosed to anyone beyond the investigators. Research at the
University of XXXXXX that involves human subjectsis carried out under the
oversight of the Institutional Review Board. Phone: (####) #HH-#HH.

Instructions: This survey consists of three sections—it should take you
10-15 minutes to complete. Please answer each question by selecting the
best answer in the drop down box. Click the button at the bottom of the
page to submit your answers. You will be given the opportunity to print
out a “ Certificate of Completion” at the end of the survey. Thank you for
your help!

Behavioral I ntention:

How likely isit that you will purchase an itemover the Internet within the next
six months?

*  (Choices: Extremely unlikely/Quiteunlikely/Slightly unlikely/Neither/Slightly
likely/Quitelikely/Extremely likely)

How certain areyour plansto purchase anitem over the Internet within the next
six months?

*  (Choices: Extremely certain | don’t have plans/Quite certain | don’t have
plans/Slightly certain | don’t have plans/Neither/Slightly certain | do have
plans/Quite certain | do have plans/Extremely certain | do have plans)

My commitment to purchasing an item over the Internet in the next six months
is...

*  (Choices: Extremely weak/Quiteweak/Slightly weak/Neither/Slightly strong/
Quite Strong/Extremely Strong)
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General Measurement of Subjective Norm:

How likely isit that most people who are important to you would strongly
approve of you purchasing an item over the Internet in the next six months?

*  (Choices: Extremely unlikely/Quiteunlikely/Slightly unlikely/Neither/Slightly
likely/Quitelikely/Extremely likely)

M ost people who are important to you would:

*  (Choices: Strongly disapprove/Somewhat disapprove/Slightly disapprove/
Neither/Slightly approve/ Somewhat approve/Strongly approve)

General Measurement of Perceived Behavioral Control:

To purchase an item over the Internet in the next six months would be...
*  (Choices: Extremely Difficult/Quite Difficult/Slightly Difficult/Neither/
Slightly Easy/Quite Easy/Extremely Easy)

*  (Choices: Extremely difficult to control/Somewhat difficult to control/
Slightly difficult to control/Neither/Slightly under your control/Somewhat
under your control/Definitely under your control)

* (Choices: Extremely complicated to accomplish/Quite complicated to
accomplish/Slightly complicated to accomplish/Neither/Slightly simpleto
accomplish/Quite simpleto accomplish/Extremely simpleto accomplish)

General Measurement of Attitude:

Purchasing an item over the Internet would be...

* (Choices: Extremely bad/Quite bad/Slightly bad/Neither/Slightly good/
Quitegood/Extremely good)

*  (Choices: Extremely negative/Quite negative/Slightly negative/Neither/
Slightly positive/Quitepositive/Extremely positive)

*  (Choices: Extremely foolish/Quitefoolish/Slightly foolish/Neither/Slightly
wise/Quite wise/Extremely wise)
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Underlying Beliefs of Subjective Norm:

Nor mative Beliefs:

How much would each of the following people approve or disapprove of you
purchasing an item over the Internet in the next six months?

My family (example: parents, spouse or significant other, siblings) would

*  (Choices: Strongly disapprove/Somewhat disapprove/Slightly disapprove/
Neither/Slightly approve/ Somewhat approve/Strongly approve)

My friendswould

*  (Choices: Strongly disapprove/Somewhat disapprove/Slightly disapprove/
Neither/Slightly approve/ Somewhat approve/Strongly approve)

Motivation to Comply:

IN GENERAL , how muchdoyou usually dowhat your family thinksyou should
do?

*  (Choices: Not at all/Somewhat/Very much)

IN GENERAL, how much doyouusually dowhat your friendsthink you should
do?

*  (Choices: Not at all/Somewhat/Very much)

Underlying Beliefs of Perceived Behavioral Control:

Control Beliefs:

How LIKELY isitthat youwill haveeach of thefollowingthat would enableyou
to purchase an item over the Internet?

access to a computer

*  (Choices: Extremely unlikely/Quiteunlikely/Slightly unlikely/Neither/Slightly
likely/Quitelikely/Extremely likely)
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access to the Internet

*  (Choices: Extremely unlikely/Quiteunlikely/Slightly unlikely/Neither/Slightly
likely/Quitelikely/Extremely likely)

credit card

*  (Choices: Extremely unlikely/Quiteunlikely/Slightly unlikely/Neither/Slightly
likely/Quitelikely/Extremely likely)

Perceived Power :

How IMPORTANT are each of thefollowing with respect to making apurchase
over the Internet?

access to a computer

*  (Choices: Extremely unimportant/Quite unimportant/Slightly unimportant/
Neither/Slightly important/Quiteimportant /Extremely important)

access to the Internet

*  (Choices: Extremely unimportant/Quite unimportant/Slightly unimportant/
Neither/Slightly important/Quiteimportant/Extremely important)

credit card

*  (Choices: Extremely unimportant/Quite unimportant/Slightly unimportant/
Neither/Slightly important/Quiteimportant/Extremely important)

Underlying Beliefs of Attitude:

Evaluative Beliefs:

Select the phrase that best expresses, IN GENERAL, how you feel about each
item below.

Ability to shop from the comfort of home

* (Choices: Extremely bad/Quite bad/Slightly bad/Neither/Slightly good/
Quite good/Extremely good)
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Saving time by shopping over Internet

* (Choices: Extremely bad/Quite bad/Slightly bad/Neither/Slightly good/
Quite good/Extremely good)

Ability to search for more choices

* (Choices: Extremely bad/Quite bad/Slightly bad/Neither/Slightly good/
Quite good/Extremely good)

Opportunity to get a better deal or cheaper price

* (Choices: Extremely bad/Quite bad/Slightly bad/Neither/Slightly good/
Quitegood/Extremely good)

Behavioral beliefs:

Theitemsin thelist below all have to do with possible consequences or things
you might associate with purchasing an item over the Internet. For each item,
select the phrase that completes the statement in a way that best expresses
YOUR OPINION.

If | purchase an item over the Internet in the next six months, it is...

...that shopping from home will be a comfortable experience

*  (Choices: Extremely unlikely/Quiteunlikely/Slightly unlikely/Neither/Slightly
likely/Quitelikely/Extremely likely)

...that | will save time shopping

*  (Choices: Extremely unlikely/Quiteunlikely/Slightly unlikely/Neither/Slightly
likely/Quitelikely/Extremely likely)

...that | will have the ability to search for more choices

*  (Choices: Extremely unlikely/Quiteunlikely/Slightly unlikely/Neither/Slightly
likely/Quitelikely/Extremely likely)
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...that | will find a better deal/cheaper price

*  (Choices: Extremely unlikely/Quiteunlikely/Slightly unlikely/Neither/Slightly
likely/Quitelikely/Extremely likely)

Prior Online Purchasing Behavior:

Have you ever purchased anything over the Internet?
* (Choices: Yes/No)

If you answered Y ESto the previous question, approximately how many times
have you purchased items over the Internet?

What was the largest dollar amount (approximate)?

Demogr aphics:

A little information about you—please complete the following section for
STATISTICAL PURPOSES ONLY.

Mae  Female
Age

Would you be willing to answer 1 or 2 follow-up questions? If so, please enter
your e-mail address here:

Thank you for completing this survey on Internet shopping! Please press
the SUBMIT button to send your information and print your certificate
of completion.
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Chapter XI

| dentifying Purchase
Per ceptionsthat
Affect Consumers
| nter net Buying

Thomas W. Dillon
James Madison University, USA

Harry L. Reif
James Madison University, USA

Abstract

This chapter examines how purchase perceptions influence consumers’
Internet buying practices. Using traditional, pre-Internet era buying
motivators as a starting point, a survey is developed specifically for
Internet consumers. With the goal of developing a better understanding of
Internet buyers, 16 influencers falling within four general categories—
product perception, shopping experience, customer service, and consumer
risk—are examined. Results are reported for each category and related to
demographic variables. The survey instrument described in this chapter,
along with the results of the survey, are important tools for furthering the
understanding of the growth in electronic retailing. Successful electronic
retailers, merchants, and e-commerce systems developers must understand

Copyright © 2005, Idea Group Inc. Copying or distributing in print or electronic forms without written
permission of Idea Group Inc. is prohibited.



236 Dillon & Reif

and acknowledge the effects that consumers’ perceptions about the
marketplace in general and about each vendor’s website in particular play
in consumer’s decisions to buy or not to buy.

I ntroduction

Consumer buying practicestraditionally are of interest to marketing profession-
als (Cox & Rich, 1964). With the advent of the Internet, traditional “brick-and-
mortar” and catal og sal esvenuesare being complemented by aglobal el ectronic
sellingarena. How well dothefactorsexplaining consumers’ buyingintraditional
venues explain consumers’ behaviors in the Internet’s e-commerce setting?
Exploring what makes I nternet customers satisfied is perhaps one of the most
important challengesfacing customer relationship managersinthisdecade. Itis
important because prior studies suggest that happy customers make repeat
purchasesand devel op brandloyalty (Lee, Pi, Kwok, & Huynh, 2003). Shopping
enjoyment, convenience in purchasing, and the product value (i.e., product
quality and price) contributesignificantly to theattainment of customer satisfac-
tion (Leeet al., 2003; Liu, Arnett, Capella, & Taylor, 2001; Eastin, 2002).

The Internet environment differs significantly from traditional selling environ-
mentsinthat distance and timebarriersare minimized or eliminated, supplemen-
tal and comparative product information is more easily obtained, and variables,
such as pricing, can be changed dynamically. Accompanying these positive
differences are potential problems created, in part, by the low cost-of-entry to
the e-commerce marketplace and by the Internet technologies that enable e-
commerce. Common problems include increased propensity for credit card
fraud, product misrepresentation, unscrupulous sellers, and loss of buyers
privacy.

This chapter recaps * brick-and-mortar’ buying motivator explanatory analysis
and uses it as the starting point for gaining an understanding of the role that
Internet buyers' purchase perceptions have upon buying. This starting point is
also the foundation for a questionnaire administered to e-commerce buyers to
test whether traditional buying motivators also affect e-commerce buying. Not
surprisingly, new buyer concernsareidentified that have evol ved simultaneously
with the technol ogy-enhanced e-commerce marketplace. These new concerns
are classified into one of the existing four general purchase perception catego-
ries, and theaccompanying statistical analysisjustifyingthevalidity of theresults
are presented. Additional analysis for the various demographics of the survey
participantsis presented as well.
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The chapter concludes with an explanation of how these new findings can be
appliedto assist electronicretail ersin understanding how to better packagetheir
offeringsto positively influence prospective buyersto make purchasesfromtheir
website.

Literature Review

Buyer behavior research has a long history, beginning with research about
‘brick-and-mortar’ types of purchases. Research into other non-store shopping
methods(e.g., catalog and tel emarketing) and, morerecently, Internet purchases
has extended the research base. There is continuity within the research, as
evidenced by the continued presence of some of the same purchase perception
factors over time as new methods have evolved. Nonetheless, O’ Cass and
Fenech (2003) caution that characteristics of shopping behaviors across non-
store shopping methods are not necessarily consistent. They suggest that the
perceptions underlying buyer behavior be reexamined independently for each
shopping method.

This literature review considers purchase perceptions that affect all shopping
methods, but emphasizes those that are most closely described as influencing
Internet purchases.

Pur chase-Per ceptions

Perceptions believed to influence consumers' purchase decisions are exten-
sively researched and documented in the context of traditional consumer
behavior literature. Jarvenpaa and Todd (1996-97) cluster e-commerce pur-
chase perceptions into four general categories. 1) Product Perception, 2)
Shopping Experience, 3) Customer Service, and 4) Consumer Risk. Each of
thesefour general factorscontain multipleitemswhich, takentogether, formthe
basis for exploring how each of the four purchase perceptions apply to e-
commerce purchases.

Product Perception

Thethreeproduct perceptionitemsof price, product quality, and product variety
arethemost influential purchase perceptionissuescitedintheliterature (Arnold,
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Handelman, & Tiger, 1996; Baker, Levy & Grewal, 1992; Cronin, 1996; Liao &
Cheung, 2001).

Price is defined as the total monetary cost to the consumer for the purchase or
the bargaining power available to the consumer (Bock & Uncles, 2002). New
pricing strategies are being applied to goods and services sold over the Internet.
Dynamic pricing, defined as a pricing strategy where prices change over time,
based on buyer demographics, or across product bundles can be easily imple-
mented and executed on the Internet (Kannan & Kopalle, 2001). This contrasts
with conventional retail channels (Kannan & Kopalle, 2001) where pricing
changes are traditionally performed only by specific product and maybe imple-
mented over the course of days or weeks.

Product quality isdefined asthose di stinguishing characteristicsor traitsinherent
intheproduct or servicethat differentiateit from competitive product or service
offerings (Cronin, 1996). For the purpose of clarifying this definition, service
refers to the service that is being purchased and should not be confused with
customer service, which is treated as a separate factor and is defined later in
this chapter.

Product variety is the assortment of alternative and complementary goods
available from the retailer. Product variety isimportant to shoppers because it
providesthem with the opportunity to compare, contrast, and sel ect from among
multiple potential solutionsthat meet their needs.

In arecent study, Lu and Lin (2002) developed a model to test the relationship
between product equity and customer behavior. Product equity, used synony-
mously with value by other authors, is defined as a combination of quality and
price that exists in the mind of the buyer. Their results indicate that customer
behavior isinfluenced by belief about the product value.

Shopping Experience

The shopping experience is a mixture of effort (Baty & Lee, 1995), lifestyle
compatibility or perceived convenience (Ratchford, Talukdar & Lee, 2001,
Eastin, 2002), fun (Goldsmith, 2000), and playfulness(Liuetal., 2001; Hoffman
& Novak, 1996, 1997). Web shopping compatibility, impul siveness, satisfaction
withwebsites, and shopping orientation areidentified aspositiveinfluencersfor
theadoption of Internet technology for retail shopping (O’ Cass& Fenech, 2003).

When engaged in e-commerce purchases over the Internet, effort is primarily a
mental activity; shopperswork at their keyboard instead of havingto planfor and
travel to multiple shopping sites. For e-commerce shopping, the dominant
components of effort are ease of use, coupled with the ease of placing and
canceling orders (Eastin, 2002). These components may be described in terms
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of thetimerequired to find and purchase products, the convenience of using the
shopping engine or “shopping cart” as part of the purchasing process, and the
availability of the desired products (Berkowitz, Walker & Walton, 1979;
Bhatnagar, Misra & Rao, 2000; Swaminathan, Lepkowska-White, & Rao,
1999).

Lifestyle compatibility encompasses the buyer’s lifestyle and shopping habits
(Vellido, Lisboa& Meehan, 2000). The shopping tools must be easy to use and
must provide the buyer with all of the information required to make a purchase
decision. If ancillary supportisrequired, such astelephoneinteraction to answer
personal questions, the website must facilitate this linkage, and staff must be
availableto providesupport. Extensivetel ephonewait timesand lack of available
staff negatively impact the buyer’s perception of compatibility lifestyle. Re-
search has found that those who have not made an e-commerce purchase
categorize those who have made an e-commerce purchase as “ nerds,” suggest-
ing that lifestyle compatibility isalso affected by potential buyer’ sopinion of e-
commerce buyers (Goldsmith & Bridges, 2000).

Playfulness and the perception of “fun” take into account the shopper’ s overall
satisfaction with the shopping experience (Hoffman & Novak, 1996, 1997;
Goldsmith, Bridges & Freiden, 2001; Leeetal., 2003). Playfulnessisnegatively
affected by shopping sitesthat are cumbersometo navigate, insult the shopper’s
intelligence, or do anything to diminish the shopping experience. Unnecessary
shoppingtimeandtheinability tolocatein-stock productsof thedesired color and
size are examples of occurrences that diminish the shopping experience
(Bhatnagar, Misra & Rao, 2000).

Customer Service

Customer service affects purchase decisions through evidence of vendor
knowledge, responsiveness, andreliability (Baker etal., 1992; Gefen, 2002). Liu
and Arnett (2000) performed afactor analysis of six design quality featuresin
order to determinefactors associated with website success. Their findings show
that two key customer service factors (service quality and reliability) influence
Internet purchase behavior.

Vendor knowledge and responsiveness are embodied in the way that the service
provider anticipates and responds promptly and effectively to customers' needs
and requests, providing customers with the knowledge needed to make pur-
chases (Jarvenpaa & Todd, 1996-97). An example of anticipating customers’
needs occurs when a merchant clearly states which forms of payment are
acceptable, and goes on to explain differences in expected delivery times and
charges for different delivery options available to the customer.
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Reliability occurs when the customer perceives that there is a high probability
that the service provider will deliver all of what is promised in the agreed-upon
time and at the agreed-upon price. Internet purchases present new challenges
in this regard when compared with traditional ‘brick-and-mortar’ retail store
purchases, because consumers do not have the opportunity to physically inspect
goods on the Internet prior to purchasing them (Jarvenpaa & Todd, 1996-97).
Instead, Internet purchasers must rely on mediated representations of the goods
being purchased, are normally dependent on third parties for delivery of the
purchased good, and may question the viability and convenience of a product
return.

Consumer Risk

Consumer adoption of new retail innovationsareinfluenced by perceived risks.
Consumers must be able to trust (Huang, Keser, Leland, & Shachat, 2003) the
Internet transaction and must perceive that trust in all risk dimensions—
economic, privacy, persona (Simpson & Lakner, 1993), and performance
(Jarvenpaa & Todd, 1996-97). Economic or financial risk encompasses mon-
etary losses associated with poor purchase decisions, the inability to return a
product, and the non-receipt of a product ordered (Perterson, Albaum &
Ridgway, 1989; Bhatnagar, Misra & Rao, 2000).

Personal risk referstothepossibility that the consumer will be harmed or injured
by either the product or the shopping process. Koyuncu and Lien (2003) found
that shoppers that successfully seek out a secure shopping environment (i.e.,
their home) are disposed to order more from the Internet. Credit card security
is cited as the predominant example of a personal risk inherent in e-commerce
purchasetransactions(Jarvenpaa& Todd, 1996-97; Goldsmith & Bridges, 2000;
Liao & Cheung, 2001), with buyers exhibiting fears that their credit card
information may be misappropriated or misused.

Privacy risk reflects the degree to which buyers may sacrifice their privacy
when they are required to provide confidential information in the course of
making retail e-commercetransactions(Bhatnagar, Misra, & Rao, 2000; Jarvenpaa
& Todd, 1996-97; Vijayasarathy, 2002). Passwords, buying history, product
preferences, home addresses, email addresses, and telephone numbers are all
examples of private data often collected from the Internet.

Performance risk embodies the consumer’ s perception that a product or service
may fail to meet expectations, the “fear of not getting what they want” (Cox &
Rich, 1964).
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Demographic_Characteristics

Research into e-commerce purchases examines numerous demographic charac-
teristics. Bhatnagar et al. (2000) include age, gender, marital status, and years
on the Internet in a recent study on risk, convenience, and Internet shopping
behavior. Their conclusions show that there are no effects on purchase behavior
based upon marital status and find mixed results based upon gender (except for
specific gender-related products), years on the Internet, and age. Other studies
report that e-commerce purchasers are younger, more educated, and have
higher incomes (Ratchford et al., 2001). A recent study finds that as many as
75% of those that shop viathe Internet have not actually made an e-commerce
purchase (Udo & Marquis, 2001-2002).

M ethod

Survey Instrument and Data Collection

A survey of e-commerce purchase perceptionsis developed using the purchase
perceptionliterature previously presented. Thesurvey originally consisted of 15
word/phrases related to general purchase perceptions representing the four
determinantsof thebuying experience. Toimprovethesurvey’ scontent validity,
the 15 items were reviewed by afocus group of 14 e-commerce professionals.
Some of the original phrases were revised, and three additional phrases were
added. The final version of the survey contains 18 randomly listed items.
Respondents were instructed to circle a number on a seven-point semantic
distance scale to show how well they felt each word or phrase described an
Internet purchase that they had made. The extremes are labeled “not at all” and
“veryinfluential.”

In addition to purchase perceptions, the questionnaire includes demographic
guestionsthat identified respondent’ sage, gender, type of employment, occupa-
tion, estimated householdincome, level of education, and the number of children
and adults in each household. There are also questions regarding computer
ownership and the experience each respondent has using a computer and the
Internet.

Datawerecollected from 190 adultslivingin Virginia, Maryland, Pennsylvania,
and New Jersey. Datawere collected by 19 college students who delivered and
retrieved the self-administered questionnairesfrom fiel d-worker-sel ected loca-
tions(shopping malls, neighborhoods, etc.). The self-administered questionnaire
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was completed without compensation and anonymously, with the exception of
the voluntary collection of contact telephone numbersthat were used solely for
verification of the data collection process. Each student field-worker was
assigned a flexible quota of 10 respondents to avoid survey bias, but since the
field workerswerelocated in a“collegetown,” we expected alarger number of
students for those respondents in their twenties, and we expected a larger
number of respondents to be employed in education. Nineteen questionnaires
were considered unusable do to erroneous or incomplete data.

Validity and Reliability

As previously noted, the original questionnaire items were drawn from the
general purchase perceptions literature, in an effort to provide more reliable
content validity for the selected variables. The 15 questionnaire items were
reviewed by a focus group of e-commerce professionals for corrections,
additions, and deletions. Eighteen scaled items reflecting product perception,
shopping experience, customer service, and consumer risk were ultimately
included on the survey.

The initial investigational factor validity was assessed by performing a factor
analysis on the 18 product perception, shopping experience, customer service,
and consumer risk scal eitemsusing principal component extraction and varimax
rotation (Straub, 1989). Therotation convergedin nineiterationsidentifyingthe
four principle components with an Eigen value of at least 1. The four factors
corresponded with the four purchase perceptions variables outlined in the
literature (product perception, shopping experience, customer service, and
consumer risk). Two scale items (delivery time and acceptable payment
method) did not appear to be related to any one of the four purchase perception
factors. One scale item (amount of time spent shopping) was evident in two
factors.

The scaleitemsthat did not load on any of the four purchase perception factors
were removed from further assessment, and a second factor analysis was
performed. The scale item that loaded on two factors (amount of time spent
shopping) remained. For the second factor analysis, limits were set to a
maximum of four factorsin order to force each word phaseinto each of thegiven
multi-item factors. As predicted by the literature (Goldsmith, 2000), amount of
time spent shopping loaded into the shopping experience factor.

Ascanbeseenin Table 1, the 16 remaining scale items all loaded comfortably
into the four purchase perception factors (i.e., customer service, shopping
experience, consumer risk, and product perception). The customer service
purchase perception factor contains the five scale items of vendor warranty/
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Table 1. Construct validity (Factor analysis)

Scale Items Customer | Shopping | Consumer | Product
Service | Experience| Risk Perception

Vendor 718 .

warranty/guarantee

Return policy * 691

Return convenience * 686

Product variety .665 *

Product quantity * 647

Lifestyle compatibility * 792

Physical effort to shop * 737

Ease of shopping * 662

Enjoyable activity * 700

Shopping time * 562

Customer * 805

service/response

Vendor reliability * 794

Confidentiality of data * 710

Credit card security * 524

Price * 872

Quality * 815

Notes: Asterisks indicate expected consumer purchase influencers. Factors evident
below the .5 cutoff are not included in Table 1.

guarantee, return policy, return convenience, product variety, and product
guantity. The shopping experience purchase perception factor containsthefive
scale items of lifestyle compatibility, physical effort to shop, ease of Internet
shopping, enjoyableactivity, and amount of time spent shopping. Thefour scale
items contained in the consumer risk purchase perception are customer service/
responsiveness, vendor reliability, confidentiality of personal data, and credit
card security. And finally, the product perception factor contains product price
and product quality (an * appears where the consumer purchasing literature
suggests each perception would be present).

Cronbach’ salphawas used to assess inter-item reliability for each of the multi-
item variables (Straub, 1989). Asreported in Table 2, Cronbach’s alphas were
.8557 for product perception, .8486 for shopping experience, .8762 for customer
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Table 2. Inter-item reliability (Cronbach’s alpha)

Variable Alpha
Product perception .8557
Shopping experience .8486
Customer service .8762
Consumer risk .8610

service, and .8610 for consumer risk. These alpha scores exceed the .80
recommendedintheliteraturefor acceptableinter-itemreliability, indicating that
the factors within each multi-item variable are, in fact, inter-related (Straub,
1989).

Results

Analysis of Demographic Characteristics

The demographic distributions of the responding sample are presented in Table
3. Asaconsequence of the flexible quota, younger consumers, those employed
in education, and those of higher educational and socio-economic status are
somewhat more strongly represented in comparison to the public at large. The
distribution also indicates a higher than expected response rate for home
computer ownership that is attributed to the nature of the sample’ s demograph-
ics. The sample is evenly distributed between genders.

As with the demographics, the flexible quota allows the sample to include an
increased number of long-term computer and I nternet users. The mode response
for the question determining the years of experience each respondent has using
acomputer is between six and 10 years, and the mode response for the years of
experience each respondent has using the Internet is between four and six years.

For the two open-ended questions concerning years of computer experience and
years of Internet experience, respondents simply record the number of yearsfor
each. For presentationin Table4, responsesareclusteredintofive-year intervals
for years of computer experience and three-year intervals for years of Internet
experience. Surprisingly, five respondents self-reported years of computer
experience exceeding 25 years, and 19 respondents sel f-report 10 or moreyears
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Table 3. Demographic distributions of responding sample

Characteristic Num (%) | Characteristic Num (%)

Age No. of children

Twenties 32(18.7) in the Household

Thirties 39(22.2) Zero 104(60.8)

Forties 35(20.5) One 42(24.6)

Fifties 37(21.6) Two 20(11.7)

Sixty and over 28(16.4) Three or more 5(2.9)

Gender Own a Computer

Male 84(49.1) Yes 147(86.0)

Female 87(50.9) No 24(14.0)

Type of Occupation

Employment Professional 56(32.7)

Seeking 2(1.2) Executive/manage | 15(8.8)

Company 39(22.8) Engineer/technical | 10(5.8)

Education 41(24.0) Clerical 15(8.8)

Government 17(9.9) Sales/marketing 6(3.5)

Self-employed 15(8.8) Skilled craft/trade 7(4.1)

Student 31(18.1) Semi-skilled 3(1.8)

Homemaker 8(4.7) Military 4(2.3)

Retired 18(10.5) Homemaker 5(2.9)
Retired 14(8.2)
Student 29(17.0)
Other 7(4.1)

Household Level of

Income 16(9.4) Education

Under $20,000 20(11.7) Some high school 1(.6)

$20,000 to 39,000 | 29(17.0) H.S. graduate 22(12.9)

$40,000 to 59,000 | 29(17.0) Some college 48(28.1)

$60,000 to 79,000 | 20(11.7) College graduate 51(29.8)

$80,000 to 99,000 | 28(16.4) Post graduate 49(28.7)

$100,000 and 28(16.4)

over

refused

No. of Adultsin

the Household

One 23(13.3)

Two 90(52.5)

Three 31(18.0)

Four or more 28(16.2)
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of Internet experience. Nine respondents report never having used a computer
at home or at work, and 15 respondents report never having used the Internet.

In an attempt to isolate the overall demographic characteristics most likely to
influence purchases over the Internet, we ran two regressions, one for the
categorical variables (age, gender, type of employment, occupation, estimated
householdincome, level of education, number of adultsinthe household, number
of childreninthehousehold, and home computer ownership) and asecond for the
continuous variables (number of years of computer ownership and number of
years of Internet use). Table 5 presents the result of both regression analyses.
Three demographic characteristics reported in Table 5 presented as significant
influencers of e-commerce purchases (i.e., age, level of education, and number

Table 4. Years of computer and Internet use

Y ear s of Number (%) | Yearsof Number (%)
Computer Use Internet Use

Never used 9(5.3) Never used 15(8.8)
1to5 38(22.2) 1to3 31(18.1)

6to 10 53(31.0) 4t06 90(52.7)
11to 15 39(22.8) 7t09 16(9.4)

16to 20 20(11.8) 10to 12 17(9.9)

21to 25 7(4.2) 13to 15 2(1.2)

26t0 30 3(1.8)

31to40 2(1.2)

Table 5. Categorical demographic influencers of Internet purchases

Demographic B Std. | Beta |t Sig.

Characteristic Error

Age -.253 | .066 [ -.322 | -3.844 | *.000
Type of Employment -.069 | .053 | -.131 | -1.303 | .194

Level of Education 174 | .087 |.168 | 2.014 *.046
Gender -.054 | .154 | -.025 | -.349 .728

Occupation -.007 | .029 [ -.028 | -.244 .808

Est. Income Range .010 | .041 | .018 | .245 .807

No. Adults/Household .023 |.078 | .024 [ .297 767

No. Child/Household 152 | .088 | .128 [ 1.736 .085

Computer Ownership .050 |[.174 [.021 | .285 776

Yrs. of Computer Use .002 |.013 | .013 | .144 .886

Yrs. of Internet Use .096 | .032 271 | 3.040 *.003

* Significant influencer of Internet purchases.
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of years of Internet use). The negative relationship for age suggests that
younger, as opposed to older, consumers are more likely to make an Internet
purchase. The positiverelationship for level of education showsthat consumers
with higher levels of education are more likely to make Internet purchases. In
addition, the longer a consumer has been using the Internet, the more likely he
or sheisto buy an item viathe Internet.

Interestingly, the number of children in the household appears to be close to
significant as an influencer of Internet buying. In casual conversations with
colleaguesthat have multipleyoung children, many remark that thelnternetisthe
shopping channel of choice for most items except groceries. Searching the
Internetintheevening after thechildren areasleepisafavored shopping activity.

Analysis of Purchase Perceptions

The means of the influence scale for the 16 items that successfully loaded into
the four purchase perception factors (customer service, shopping experience,
consumer risk, and product perception) were clustered into each prospective
factor as an index. The customer service index contains the mean of the
influence scale scores for vendor warranty/guarantee, return policy, return
convenience, product variety, and product quantity. The shopping experience
index contai nsthe mean of theinfluence scale scoresfor lifestyle compatibility,
physical effort to shop, ease of I nternet shopping, enjoyableactivity, and amount
of time spent shopping. Theindex scorefor consumer risk contains the mean of
influences scores for customer service/responsiveness, vendor reliability, con-
fidentiality of personal data, and credit card security. And finally, the product
perception index contains the mean of product price and product quality
influence scores.

Regression analysis was used to predict which overall purchase perception
factors are most likely to influence a buyer to consummate a purchase viathe
Internet. Table 6 presents the results of the regression analysis. Two purchase

Table 6. Product perception influencers of Internet purchases

Demographic Std. .
Characteristic B Error Beta | t Sg
Customer Service -.048 | .081 -.065 | -.589 | .b57
Shopping Experience .236 | .068 319 | 3.445 | *.001
Consumer Risk -.034 | .071 -.048 | -.480 | .632
Product Perception 135 | .053 226 | 2.521 | *.013

*Sgnificant influencer of Internet purchases.

Copyright © 2005, Idea Group Inc. Copying or distributing in print or electronic forms without written
permission of Idea Group Inc. is prohibited.



248 Dillon & Reif

perception factors are found to be the primary influencers of Internet buying—
the shopping experience and the perception of the product. Clearly, Internet
buyers seek enjoyable shopping experiences that are easy to consummate and
arecompatiblewiththeir lifestyle. Not surprisingly, product quality and preferred
pricing were also found to significantly influence Internet buying.

Discussion and Conclusions

This chapter examined how purchase perceptions influence consumers’
Internet buying practices by building upon existing knowledge of pre-
Internet buying motivators. Eighteen scaled items were used by survey
teams to gather data from 190 adults in a four-state area which was
subsequently analyzed. The discussion and conclusions are based upon the
data and analysis that follow.

Thefour general categoriesof buyer motivator variablesidentified previouslyin
the marketing literature were found to also be valid for Internet buyers. This
finding should not be surprising, given that I nternet shopping can be considered
an evolutionary step in buying processes. Consider that, in its earliest stages,
buying began as a negotiated exchange of goods or other consideration among
two producers of goods, and evolved into marketplaceswhere sellers sold goods
obtained from multiple sources and where buyers could easily compare and
purchase goods. Niches evolved for manufacturers and sellers.

Catalog shopping was an important step in the evolutionary process. It set the
stage for Internet shopping, where buyers purchased goods conveniently from
their home, relying on pictorial and textual descriptions of the goods that they
purchased. A new niche evolved for organizations that specialized in moving
goods from sellers’ warehouses to buyers’ homes.

The Internet added automation to the shopping experience by making catal ogs
available online. Concomitantly, Internet technologies enabled sellers to add
facets other than color and text to influence potential buyers. These new facets
shifted buyers' behavior toward other influencers. Jarvenpaa and Todd (1996-
97) grouped the items affecting buyer purchase perceptions into four purchase
perception categories (product perception, shopping experience, customer ser-
vice, and consumer risk), which were tested to ascertain the influence that each
item has upon buying viathe Internet.

The shopping experience and product perception variablesemergedinthisstudy
asthe most influential behavioral factors that encourage a consumer to buy via
the Internet. The composition of the shopping experience factor contains five
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survey items: lifestyle compatibility, physical effort, ease of Internet shopping,
enjoyabl e activity, and amount of time shopping. The product perception factor
consistsof thetwo questionnaireitems, priceand product quality, which together
are often described as the value of the product. These findings are consistent
with those reported by Lee et al. (2003), Liu et al. (2001), and Eastin (2002).
These researchers reported that shopping enjoyment, convenience in purchas-
ing, and product value(i.e., product quality and price) contributesignificantly to
the attainment of customer satisfaction.

Three demographic characteristics—age, level of education, and years of
Internet experience—were found to be major Internet buying influencers. The
study found that Internet purchasers are younger (lowest reported age was 20),
have higher education levels (more than 75% had some college), and have
significant Internet experience (most commonly four to six years). These
findings differ from Bhatnagar et al.’s (2000) mixed results for Internet
experiencelevel and age demographic variables, but are similar to Ratchford et
al.’s(2001) findings regarding buyers’ education levels.

What implicationsdo thesefindingshavefor electronicretailers, merchants, and
e-commerce developers? How can the findings be incorporated to garner a
competitiveadvantagein positively influencing I nternet consumersto buy andto
attract new consumersto the Internet? Partiesinterested in the answersto these
guestions should begin by recognizing that I nternet consumers do not perceive
that product variety affects their overall product perception. This implies that
Internet retailers can offer asmaller variety of quality productsfor competitive
prices. The caveat is that, since consumers relate product variety to customer
service, e-commerce systems should offer potential consumer links to other
websites when they cannot offer specific varieties of the product themselves.
Doing this will reinforce consumers’ positive perceptions of the referring
vendor’ s customer service. Properly done, such referralswill generate revenue
for the referring vendor. An example of this strategy can be viewed at
Amazon.com’s website, where customers desiring an unavailable product are
offered fulfillment from Target or Toys-R-Us.

Successful e-commerce retailers must maintain a positive shopping experience
tofacilitate positive buyer behavior. Thiscan bedone by maintaining thepositive
featuresof their websites. Goldsmith (2000) recommendsrefreshing thewebsite
periodically to increase the fun of buying asameansto motivate positive buyer
behavior.

Our second recommendation is that Internet shopping environments provide
plenty of choices and sources of information for the buyer. An Internet shopper
that enjoysthe shopping experience may want to invest additional timetofind a
better product by searching more thoroughly. Lee et al. (2003) agree with this
recommendation, notingthat | nternet buyersenjoy theactivity of prioritizingtheir
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buying options and consolidating their purchase preferences, while taking
pleasureinthe Web surfing and shopping experience, finding it playful and fun.

Our final recommendation to the e-commerceretail er isto participatein product
“bundling.” Since Internet buyers enjoy the shopping experience and the time
online, they may be influenced to buy an assortment of Internet products. For
example, Eastin (2002) recommendsthat el ectronic retailersprovide abundl e of
Internet purchasable products and services, such as online shopping, online
banking, onlineinvesting, and electronic payment methods.

Taken together, these recommendations all serve to maximize the buyer’'s
shopping experience. A positive shopping experience has been demonstrated to
provide the highest propensity of encouraging consumersto engage in Internet
buying.

As future research occurs in the area of Internet purchasing, we encourage
researchers to build upon our findings by concentrating on developing a better
understanding of items demonstrated as affecting each of the four purchase
perceptions.
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Abstract

Major advances in technology, especially those that leverage the growth of
the Internet, are playing a key role in the development and evolution of the
banking and lending industry. In order to succeed, banks must create and
implement a more aggressive strategy and move away from the primarily
defensive strategy if they are to return to acceptable levels of ROI. E-
banking/e-lending can significantly reduce the amount of time it takes to
process loans and related services by allowing the potential borrower to do
much of the work themselves. The cost savings for presumably many
thousands of applications per year will be substantial. However, the start-
up costs for e-banking/e-lending can be significant. Lenders must be
confident of sustainable volume projections. E-banking/e-lending also
allows lenders to reach borrowers outside of their traditional market areas.

Copyright © 2005, Idea Group Inc. Copying or distributing in print or electronic forms without written
permission of ldea Group Inc. is prohibited.



Strategic E-Commerce Aspects of the E-Banking/E-Lending Industry 255

Several strategic factors and various models are discussed to identify the
emerging tendencies and to explore the opportunities and threats within a
strategic framework.

Introduction to the Emergent Nature of
E-Commerce

Internet as a Change Agent

Thischapter deal swith the emergent nature of the e-lending/e-banking industry
as it relates to the dynamic nature of the e-commerce environment. The main
objectives of this chapter are to define those aspects of the e-commerce
environment that have a direct bearing on the complexities of the e-lending/e-
banking industry, and dissect those strategic elements that management should
understand in order to leverage the power of the Internet and turn theses aspects
into elements of sustai nable competitive advantage. The next major objectiveis
to model the major forces in the industry to present in such a way that
management and interested persons can make intelligent decisions about the
future of the banking industry within an e-commerce framework. The last
objectiveistousetheconceptsof Diffusion Theory to understand the practitioner’s
viewpoint of the many changes within the e-lending/e-banking industry.

Thelnternet ischanging theglobal marketplace, including the banking industry.
Theuse of the Internet islowering entry costs and removing barriersto entry for
many businesses. The lowering of barriers hasled to aflood of banks entering
theindustry, ultimately increasing competition and providingincreased valueto
potential customers. However, most of thetraditional bankingindustry hasbeen
slow to join the Internet bandwagon. At the end of 2000, only 19% of the
countries’ FDIC (Federal Deposit Insurance Corporation) insured commercial
banks and saving institutions offered e-banking, which allows the customer to
perform all of their normal bank transactions viathe Internet instead of at the
traditional branch (Orr, 2001, p. 40). The percentage of companiesoffering these
online services continues to rise, but as of December 2001, almost half of all
financial institutionshad no plansto offer e-banking inthefuture (Orr, 20014, p.
42). In contrast, approximately 66% of the U.S. population is accessing the
Internet and “that figure continuesto grow exponentially” (Nigro, 2002, p. 39).
As a result, consumers today are more knowledgeable than ever and are
consequently demanding more from their bank in both services and products.
However, the one major issue that is keeping the consumer from utilizing more
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Figure 1. Some of the major factors influencing the development of e-
banking strategies
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of theInternet’ s capabilitiesisthe concern of inadequate privacy protection and
limited regulations. Therefore, the future success of financial institutions will
depend on how well they understand the market drivers and the threats to
position themselves best to adapt to the new Internet Age. In this new Digital
Age, “the Principal of Information Darwinism will determine who thrives and
who becomes extinct in the years to come” (Marks, 2001, p. 1).

Electronic commerce continuesto gain significant increasesin consumer usage,
confidence, and spending, and although the banking industry hasbeenrelatively
slow to adapt, itstime isfast approaching. A recent Fannie Mae study revealed
that, although only 2% of recent homebuyers used the Internet for the entire
mortgage process in 2000, half of all Americans anticipate that most home
mortgage loans will be handled over the Internet within five years. The portion
of respondentsthat would “ definitely” or “ probably” usethelnternet to apply for
amortgage loan was 30%, up from 20% in 1996 (The New York Times, 2000).
The market for Internet mortgage applications could grow 150% over the next
four years, to $150-$200 billion (Bergsman, 2000). However, even taking these
trendsinto consideration, the state of el ectronic banking at present isnot healthy
as compared to comparable mature industries. According to Orr (2001c),
approximately 10% of all banksoffer e-bankinginany form, and 90% of banking
households are still choosing not to take advantage of handling their financial
affairs over the Internet. In 2001, there are about 50 Internet-only e-banks—
most of them unprofitable and many compromising their reason for being by
opening physical branches. Orr (2001a, 2001b, 2001c, 2001d, 2001€) suggested
that the slow growth of e-banking is mainly due to the fact that banks are slow
toofferit, and when they do offer it, they usually do not promoteit aggressively.
Still, e-banking should bethewaveof thefuture, sincedemographicsarepointing
to the next generation that has grown up with the Net. In fact, “All banks,
especially large ones, will rapidly shift the bull’ seye of their e-banking target to
the top 10-20% of their customers who deliver 70% or so of the banks’ profits.
The buzzword here is ‘wealth management’” (Orr, 2001c, p. 53).

Mortgage lending has so far been the focal point in the e-lending industry, but
other areas of consumer credit are emerging. Details from Forrester Research
predict that one of every six credit cardswill beissued online by 2003, and that
homeequity loans, autoloans, and student loanswill follow mortgagesinto hyper
growth (Orr, 2000). In fact, online student loans are expected to increase from
12,000to 3.3 million, or 25% of all such loansintheU.S. Thegraphin Figure 2
shows Forrester Research’ s projected market for online credit over the next few
years.

Another small, but emerging market for online lending is small business loans.
Small businesses are connecting to the Web at an even faster rate than private
households (50% are connected, 75% are expected to be by 2002), and about
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75% of small businesses need to utilize outside funding to meet working capital
and asset acquisition needs (Orr, 2000). Credit scoring models, relying heavily
on the owners' personal financial information, are being used for fast loan
approval or rejection. Many small businesses need the convenience of that quick
response time. Some lenders approve or reject within minutes for loans of
$50,000 or less (Garcia, 2000). Obviously, in order to compete in the Internet
market, e-lenders need to consider the benefitstolender and customer, thecredit
risks, the problems, and the alternativesthat are quickly developing inthe Web-
based environment. Some popular e-lenderscopewith thisenvironment by being
multiple site lenders. “Multi-lender websites are portal s-gateways to affiliated
institutionsthat actually originate | oans. Prospective borrowers submit profiles

Figure 2. Mortgage lending has so far been the focal point in the e-
banking/e-lending industry, but other areas of consumer credit are emerging
(Details from Forrester Research cited in Orr, 2000)
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of their intended home purchase and their own financial resources” (Orr, 2000,
p. 45). Thus the website serves as a shopping place for borrowers and a source
of prospects for lenders, “which seems like awin-win situation” (Orr, 2000, p.
45). Also, another tactic is to target small business for e-banking/e-lending
services and products.

Although until recently, lending to small businesses has not been ahigh priority
for most lending institutions, especially large banks—primarily dueto thelabor
intensivenessof theunderwriting process, thehighrisks, and therelatively small
income per loan—this market is especially favorable to e-banking/e-lending
since it minimizes the previously mentioned disadvantages that larger, more
financially comprehensive banks find in dealing with these relatively small
businesses.

What is at Stake for a Financial
Web-Enabled Strategy?

Model Element: Internet-Empowered Consumers

Referringtothebasic outlineof interrelationshipsportrayedin Figure 1, and with
approximately two-thirds of the U.S. population using the Internet and taking
advantage of all of theinformationishasto offer, customersare becoming more

Figure 3. Impact of the change in demographics on e-banking usage (Next
generation will bring an increase in online acceptance)

Acceptance versus Age

100
80 A — Millenials (<5)
60 /Gﬁ Y (6-25)
40 /Gﬁ X (26-35)
20 1 am/Babv Boomers

Mature 36-58)

"
O TTTICTAtvuITS

(59+)

Consumer
Acceptance

Consumer Age

Copyright © 2005, Idea Group Inc. Copying or distributing in print or electronic forms without written
permission of Idea Group Inc. is prohibited.



260 Rupp & Smith

knowledgeable and sophisticated and, thus, “demanding higher expectations”
(Fuhrman, 2002, p. 2). To compound this, the American demographics are
changing, and according to the U.S. Census Bureau, 50.5% of the populationis
less than 35 years of age. Roughly 30% of the population has grown up on the
Internet, and “that number continues to rise each year” (Wellner, 2000, p. 57).
Consequently, asdemonstrated in Figure 3, thereisanatural inverserelationship
developing: as the age of the consumer declines, the demand for Internet
services, including e-banking, will rise.

In just the past three years, the number of visitors to the websites of financial
institutions hasincreased by 150% (Bank News, 2001, p. 31), and in 2001 alone
the number of e-banking customers increased by 100% from 11 million to 22
million (Draenos, 2001). Consumers are taking advantage of the benefitsthat e-
banking hasto offer, primarily dueto:

1. Convenience—accessfrom anywhere, 24 hours aday, seven days aweek.

2. Flexibility—access from any handheld personal computing device from
anywhere.

3. Time Savings—reduced travel time to branches and avoid slow moving
lines.

4. |mmediate Feedback—real -time transactions.

However, even though total use is rising and more people are visiting bank
websites, asof January 2001, only about 10% of househol dshad chosento handle
their financial transactions over the Internet (Orr, 2001a, 2001d, 2001€e). The
main concern expressed by the average consumer is the security of the system.
Therefore, “increasing the confidence level of the consumer and selling the
services they expect will play key roles in the acceptance and growth of e-
banking” (Lamberg, 2001, p. 6).

Model Element: Technology

The changes taking place in the banking industry, in particular in reference to
customer demand as a result of the Internet, demonstrate the power of
technology and the “importance of taking advantage of these new ways of
delivering along established product” (McRae, 1999, p. 22). The survival of
bankswill depend on how well they incorporate new technol ogy and applications
to deliver amore sophisticated product that will satisfy customer expectations.
However, one of the problemsfor banksisthat many of them haveinherited old,
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outdated operating systems and technology as a result of all of the recent
mergers and acquisitions that took place in the 1990s. Therefore, it can be
extremely costly trying to choose which of the largely unproven technologies
they should purchase (Orr, 2001d). Banks should incorporate technology that is
open, flexible, and easily integrated in order to accommodate shiftsand changes
inthemarket. With the correct technology, bankscanimproveefficiency in core
markets and penetrate new markets. Banks should depend on aclear definition
of thebusiness, itsmarket objectivesand strategies, and thereturn oninvestment
(RQI) in choosing technology. The key for banks is to focus on selecting
technol ogy that matchestheir organization’ sobjectives. Banksshould not dwell
on all of the features the other technology can offer or on what all of the
competitionisdoing (Fuhrman, 2002).

Model Element: Competition

Asaresult of the changesin technology and customer expectations, the banking
industry isbecoming anincreasingly competitive market. Withtherevolutionin
information processing, entry costs have been significantly lowered, thereby
increasing competition among banks and other non-bank institutions offering
similar services and products. Banks are discovering that in this crowded
marketplace, in order to stay alive and prosper, they must re-evaluate their
strategy and start focusing on gaining customer loyalty (Schwlizer Bank, 2001).
With theincreasein competition, it isgenerally assumed that gai ning customer
loyalty ismoredifficult. However, dueto the nature of theindustry, banks have
at least two important advantages working in their favor. First, it takes a
significant amount of effort to break a pre-existing relationship. Second, banks
possess an extensive amount of personal information about their customers.
These two advantages make it easier for banks to maintain and strengthen
customer loyalty (Nigro, 2002).

Bankswill needto devel op amore competitive strategy that will add valuetothe
customer and differentiatethemto outmaneuver the growing competition (Nigro,
2002). The banks that are able to best incorporate and surpass customers'
expectationsin building their digital business design will be the most effective
(Bank News, 2001). The technology is available and the range of services that
it can provideisendless. However, there are certain threats that will impact the
success of e-banking. The banks that are aware of and understand these
challenges the best will survive.
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Model Element: Costs

Asbanksare starting to integrate the Internet into their business strategies, they
are also “starting to alter their spending patterns and begin budgeting for e-
banking expenses’ (Marlin, 2001, p. 10). However, there are afew things banks
must be aware of before they make that final technology purchase. Banks need
to learn from the mistakes committed by many of the Internet-only banks that
havefailed inthe past three years. These unsuccessful companies suffered from
high costsdueto new technol ogy, heavy marketing expenses, and higher salaries
that were needed to attract the peopl e capabl e of managing the new system. The
companies were not able to cover the high capital costs because of insufficient
demand (Orr, 2001d, 2001e). Banksinthe planning stagewill needto better align
their costs with their objectives, strategies, and expected demand.

In order to succeed, e-banks will need to stay away from mass marketing and
focus on gaining a larger share of their targeted niche market (Orr, 2001d,
2001e). As depicted in Figure 4, banks need to budget the funds necessary to
satisfy the expectations of the customers in a specific market. Banks should
make a strategic investment in organization, process, and technology that will
retain current customers and improve relationships. The banks that are able to
achieve this challenge will find that acquiring new customers and controlling a

Figure 4. Costs vs. customer expectations (As banks continue to try and cut
costs, customer expectations continue to grow)
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nichemarket will becomeeasier. To minimizecosts, bankswill needto keeptheir
technology planninginlinewiththeoverall businessplan (Fuhrman, 2002). While
banks are trying to control costs, there is one technology requirement that all
banks must not neglect and that is an effective security system.

Model Element: Security Issues

Alarmingly, recent surveys of Fortune 500 companies have confirmed that the
consumer’ s biggest fear isthat many companies are not prepared to handle the
e-commerce risks (see Figure 5). These risks include hackers, cyber-thieves,
viruses, internal saboteurs, andterrorists(Smith & Rupp, 2002a, 2002b; Security
Sense, 2000). Even the FBI has warned banksto be more vigilant in protecting
their online productsto reduce the number of hackersillegally stealing personal
information. As more banks introduce e-banking services, they will need to
provide a cost-effective secure solution.

Customer concern with the security of the systems and the integrity of the
transaction datais the major factor affecting the acceptance of online banking.
Asdemonstrated in Figure 6, consumer confidencein the product will increase
as the number of security violations decrease.

Figure 5. A selection of e-commerce security risks that must be factored in
at the strategic level
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Figure 6. Confidence level of consumer versus security of e-banking/e-
lending
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Despite all of the technical weaknesses with Internet technology, human
interaction within the system’s components still present a potential great to the
security of e-banking. Ultimately, the greatest threat to the success of e-banking
is carelessness on the part of customers or bank insiders. In recent bank fraud
cases, the violators were unhappy or former employees or external service
providers (Smith & Rupp, 2002b; Security Sense, 2001).

Today, the only solution to minimizethe privacy risk istoimplement a security
system that finds the best balance between cost, complexity, and convenience
(RMA Conference, 2001). In addition, banks need to educate their customers
about thetypes of security that they have put into place (Lamberg, 2001). Banks
also need to train their employees and educate them on the severe consequences
of any privacy violations. As consumers’ confidence levels towards online
banking rises, more and more people will sign up. Therefore, even though
regulatory action has been limited in ensuring that banks implement a strong
security system, banksthat take that extra effort will win the confidence of the
consumer.

Model Elements. Government (Rules and Regulations)

Asaresult of the Internet’ s borderless nature, it is becoming more difficult for
the government to regulate the banking industry. The lack of enforcement and
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limited regulations could negatively affect the banking industry’s stability.
Several government agencies are trying to impose and enforce stricter regula-
tions. In 1999, the Gramm-L each-Bliley Act wasimplemented, which callsfor
reasonable levels of security and requires financial institutions to notify their
customers of their information sharing practices and their privacy policies
(Whiting, 2002). In addition, the Office of the Comptroller of the Currency
(OCC) reserves “the right to review all new proposed electronic activities to
ensure that they are in accordance with the law” (Moeller, 2002, p. 10A).
However, until government regul ations aretough enough, banksneed to devel op
their own privacy policies.

There are afew important things that banks need to consider when developing
their privacy policy. Banksneed toinform and communicatetheir policy totheir
customers. Customers need to know what information is being gathered and
whom they can contact if they have an issue. Banks also need to explain the
consequences that will occur if anyone breaches their privacy policy. Banks
need to make sure their customers are confident that their personal information
is secure. The aggressive companies are realizing the benefits of a security
system, which includes not only meeting government regulations, but also
avoiding bad publicity andimproving customer loyalty (Aaron, 1999). Thebanks
that are taking that extra effort and providing privacy protection are definitely
gaining a strategic advantage.

Reasons Why Lenders Should Consider E-Banking/E-
L ending Services

A primary reason that lenders may consider e-banking/e-lending isthe potential
in cost savings. Processing loan applications takes time, personnel, and, there-
fore, money. E-banking/e-1ending can significantly reducetheamount of timeit
takesto processloansby all owing the potential borrower to do much of thework,
including dataentry. The cost savingsfor thousandsof applicationsper year will
besubstantial (Warson, 2000). Keepin mind, however, that the start-up costsfor
e-banking/e-lending can besignificantly cost prohibitivein nature (Britt, 2000).
L endersmust be confident of volume projections. E-banking/e-lending provides
another opportunity to gain the much-valued and lucrative “wallet share.”
Offering e-banking/e-lending servicesto your already savvy Internet customers
allowsbanksto increase the amount of businesswith that customer. Lenderscan
usetheincreased flow of information and real-timeinteraction to offer avariety
of products and services that are relevant to a particular customer (Kassarjian,
2000). E-banking/e-lending also allows lenders to reach borrowers outside of
their traditional market areas.
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Finally, the growthin e-banking/e-lending, asdiscussed previously, will tend to
forcelendersto keep up with lending technology or risk being left behind by the
competition (Cofran, 2000). Grant Thornton’ sannual survey of community bank
executivesreveal ed that 28% of respondentswere concerned about competition
from Internet portals and Internet banks. Only 11% of those surveyed offered
online lending services, but 75% stated that they would establish an Internet
lending program within the next three years (Lamb, 2000). In 2001, there are
about 50 Internet-only e-banks—most of which are unprofitable (Orr, 2001c).

Why Consumers Consider E-Borrowing

The major impact of the Internet has been the shift of power from businessesto
consumers, who now have unprecedented amountsof information available and
have come to expect unprecedented levels of service. Lending is becoming a
self-service industry (Lamb, 2000). Customers are looking to the Internet for
many different reasons, and e-commerce companies, including lenders, need to
have the capabilities to quickly address all of them. Customers are looking for
choice, convenience, security, the ability to quickly compare prices, education
about products and services, and speed of service (Waller, 2000). E-borrowers
inparticular likeapplying for loansinanonymity. The processfreestheborrower
from the pressures of dealing with a real person. They do not have to be
embarrassed to tell their computer how much debt they have, how much money
they make, or how many payments they may have missed. And should the loan
bergjected for any reason, customers avoid the shame of being told by aperson.
This avoidance of embarrassment and shame may mean that riskier customers
are using the Internet, so lenders have to be wary (RMA Conference, 2000).

Sofar, customers’ interestsin Internet borrowing have been largely educational
in nature (Hewitt, 2000). Hence, as these interested parities gain more confi-
dence in matters of information expertise and security, the acceptance rate of
this form of financial transaction could grow exponentially in nature. These
interested parties may gather information about | oans, rates, repayment options,
and competitors, and then go into their bank or credit union fully armed with
information. Lenders, therefore, need to make sure that information and educa-
tionisavailable and easy to find on websites. Banks and all other e-companies
need to understand the customer. Customer acquisition and retention isthe key
to e-business, and retention is less costly than acquisition. The groups of
customers that use the Internet for banking services has some common
characteristicsthat, if understood, can help banks maximize the appeal of their
websites (Rosen, 2000):
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1. Internet banking customers tend to be either under 40, or over 55 (retired
or semi-retired).

2. Generally, Internet banking customerswant, and even demand, theright to
use the Internet, even if it is not their primary delivery channel.

3. Internet banking customers generally want to be left alone to do their
business, but, when they need help, they expect it immediately. 24/7 live
help has become a right rather than a privilege.

4. Most Internet users are not afraid to use the “chat” mode for help.

5. Internet banking customers are not particularly concerned with the bank’s
heritage and reputation, but rather, about the security, functionality, and
convenience of the delivery channel.

Typically, one out of two customers abandon Internet banking channels in
frustration, citing two basic reasons: It istoo complicated, and thereisalack of
customer service (Rosen, 2000). According to Rory Rowland, President of
Rowland Consulting Services, | nternet shopperstend to movethroughfour basic
stages (Waller, 2000):

L ookingfor information
Exchanging information about themselves
Buying something small
Buying somethinglarge

A w DN PE

A consideration of these stages|ed to the devel opment of the Continuum Model
of Internet Shopping, which is presented in Figure 7. The model shows how
consumersmovefromlooking for information to exchanging personal informa-
tion as they gain confidence in the system, the process, and the provider.
Continued confidence and motivation to try a transaction leads to the purchase
of something small. Continued confidence, continued motivation, and familiarity
lead to the purchase of something larger. The customer then can extend the
process into other areas of e-commerce (investing, banking, borrowing, or
purchasing elsewhere online).

A key aspect in this continuum model is that once confidence is broken or
maotivation or familiarity isstifled, thearrowsarebroken andthe cycleends. One
of themainthrustsof thismodel isto explaintherelativelack of customer service
(confidence) or a complex process (motivation) can result in the abandonment
of Internet channels. The model builds on the work of Porter (1996, 19993,
1999b), who states that, although operational effectiveness (OE)—performing
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Figure 7. The proposed continuum model of Internet shopping
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similar activities better than rivals perform them—is necessary for superior
performance, there is a difference between operational effectiveness and
strategy.

The Need for Strategic Foresight and Porter’s
Operational Effectiveness. Adding Value Through
Competitive Performance

Strategy should involve performing activitiesdifferently than rivalsdo in order
to maintain competitive advantage. As stated by Porter: “A company can
outperformrivalsonly if it can establish adifference that it can preserve, and it
must deliver greater value to customers or create comparable value at alower
cost, or do both” (1996, p. 62). Basically, Porter suggested that there is a
“productivity frontier” “that constitutes the sum of all existing best practices at
any giventime” (1996, p. 62). Thisfrontier could apply toindividual activities,
groups of linked activities, and to an entire company’ s activities, or in this case
the concept of e-banking/e-lending. Improving OE movesacompany towardthe
frontier, but thisfrontier “isconstantly shifting outward asnew technol ogiesand

Copyright © 2005, Idea Group Inc. Copying or distributing in print or electronic forms without written
permission of ldea Group Inc. is prohibited.



Strategic E-Commerce Aspects of the E-Banking/E-Lending Industry 269

management approaches are developed and as new inputs become available”
(1996, p. 62). In order for e-banking/e-lending companiesto become e-leading
companies, there is a heed to keep up with this frontier—managers have been
too preoccupied with improving only OE. One tool of OE, benchmarking,
ultimately causes companiesto begintolook alike—thereforeitisimportant for
e-leaders to think outside the box defined by other financial leaders. Thus,
according to Porter, “competitive strategy is about being different” (p. 64) by
“deliberately choosing a different set of activities to deliver a unigue mix of
value” (1996, p. 64). Thisconcept certainly appliesto customer acquisition and
retention as the key to e-business in general and e-banking/e-leading more
specifically; retentionisalsolesscostly than acquisition. To support thisidea, the
classical Southwest Airlines’ profitable policy of serving price-sensitive and
convenience-sensitive travelers, and also Ikea who targets young furniture
buyers who want style at low cost, are role models that e-leaning firms could
imitate.

For e-lending institutions to grow in this dynamically changing business and
economic environment, a certain degree of strategic foresight is necessary.
Accordingto Prahalad and Hamel (19944, 1994b, 1994c), to devel op aprescient
and distinctive point of view about thefuture, senior management must bewilling
to spend 20to 50% of their time on thissubject over aperiod of months, not days.
Senior management “ must then bewilling to continually revisethat point of view,
elaborating and adjusting it asthe futureunfolds” (Prahalad & Hamel, 1994b, p.
65). The first step in this processis the “quest for industry foresight—a deep
understanding of the trends and discontinuities (technological, demographic,
regulatory, or lifestyle)—that can be used to transform “industry boundariesand
create new competitive space.” Of course, the trick is to foresee the future
before your competition.

Fromthisforesight comesasustainablevisionfor thefirm. “Whileunderstanding
theimplicationsof such trendsrequirescreativity andimagination, any “vision”
that isnot based on asolidfactual foundationislikely tobefantastical” (Prahalad
& Hamel, 1994b, p. 66). Thus, building industry foresight demands that e-
banking/e-lending management accept the challengesto move beyond theissues
on which they claim expert status. The future of e-banking/e-lending can be
found in theintersection of changesin technology, lifestyles, regulation, demo-
graphics, and geopalitics. By insight into new product possibilities and going
beyond traditional modes of marketing research, a firm can develop industry
foresight to prosper inthefutureinahighly competitiveenvironment. Therefore,
strategy “isthe creation of aunique and valuable position, involving adifferent
set of activities” (Porter, 1996, p. 68). These conceptsare partially integrated in
the proposed model (Figure 2), so that e-leading “strategy is about combining
activities’ that “fit and reinforce one another,” and that “fit isafar more central
component of competitive advantage than most realize” (1996, p. 70).
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The Internet and Its Special Set of Financial Risks

An audio-conference conducted by the Risk Management Association (RMA)
(formerly Robert Morris Associates) stressed that whilethe Internet offers new
types of financial rewards for the financial services industry, e-commerce
practices also have their own special set of risks (RMA Conference, 2000).
Thoserisksincludelower approval rates(every denied application costsmoney),
higher-risk customers, unknown borrowers, and an increased occurrence of
fraud. Panelists agreed that, in the “virtual environment,” approval rates fall
because there is agreater number of higher-risk applicants. One cause is heavy
marketing that leads to heavy volume. Another is anonymity. Higher risk
applicantsare more likely to apply online since they do not want betold no face
to face (Orr, 2000; Smith & Rupp, 2002b). The panelists also agreed that fraud
on the application is the most common source of risk. Chris Conrad, Vice
President for Fraud Management at First USA Bank One (Wilmington, Dela-
ware) suggested of fraud that his bank seeslittle of any other type of risk (RMA
Conference, 2000).

Thekey to combating fraud and higher risk applicantsisto remember that banks
(and other lenders) determine who will become a customer. Lenders must
establish and enforce credit standards with which they feel comfortable (RMA
Conference, 2000). Credit bureau information should be used to help identify
fraud attempts. Banks need tools that can immediately verify such simple data
asname, social security number, address, and phone number, and credit bureaus
are a good source of such information. Any information that does not match
shouldraiseared flag. Banksal so need to implement training programsin fraud
identification. Banks should use technology to create a database of fraud
experience. Many in management are extremely surprised when they monitored
the volume of repeat offenders coming in and how significant of a burden it
places on the operational effectiveness of the firm. In addition, any detailed
discussion of lending risk should be coupled with an equally detailed discussion
of interest rates.

Indetermininginterest rates, bankstraditionally consider threeprimary costs: the
risk factors inherent in the loan, the administrative costs, and the cost of funds
(McDonald & McKinley, 1981). E-commerce companieshistorically tendtotry
to compete on the basis of price. In lending, however, price of capital (interest
rate) should have adirect relationship with risk. Asrisk increases, so should the
interest rate charged to compensate the lender for taking that risk. To charge a
lower rate of interest on e-loans despite ahigher level of risk asdiscussed above
violates that basic law of lending.
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Special Online L eading Problems

Of courseg, there are problems other than credit risk. From a customer’ s point of
view, security isprobably themost important i ssue. Stoneman (2000, p. 56) cited
astatement from Richard Biell of TowerGroup: “It’ sonething to submit acredit
card number online to buy a product. It’s quite another thing to put your entire
personal dossier online and hope that no oneinterceptsit, particularly if you're
not familiar withthelender.” Theseconfidenceand familiarity issuestieintothe
presented model. A borrower will not proceed to exchanging personal informa-
tion without asufficient level of confidence, and will not pursue other products
and serviceswithout being familiar with thevendor and the process. For lenders,
online loan origination volume has so far been under-whelming (Hewitt, 2000;
Stoneman, 2000, 2001). Volume projections have been under some criticism
largely because thereisnot astandard definition of what an I nternet origination
is. Hewitt (2000) quoted Fannie Mae' sMichael Williamsassayingthatif you're
looking for an online origination volume quote, “you probably can get aquoteto
match any number you want” (p. 4).

Another interesting problem that has been making news lately is that of the
ownership of information. For example, in February of 2000, an onlinelender, e-
Loan, allowed its customers to check their credit scores online. A credit score,
athree-digit number derived by acomputer algorithm from a customer’ s credit
history, can determineapproval or rejection, interest rates, and loanterms. These
scores are one of the bases of fast credit decisions. Fair-Isaac, the credit
reporting company, demanded that the scoresare proprietary, and forced e-L oan
to stop offering themto customers. E-L oan officials, the Federal Trade Commis-
sion, and consumer advocate groups have been pushing for legislation to make
Fair-1saac and other credit reporting companiesdivulge credit scores (Bicknell,
2000). Obviously, this chapter is not the place for adebate on credit scores, but
the issue clearly demonstrates that, in this information-based society, the
guestion of ownership of key information is an important issue, and onethat is
not going to go away. If customers feel that they have a right to certain
information, keeping it away from themisanother way of breaking thearrow in
the suggested Model of Internet Shopping (Figure 2). Customers become
frustrated and suspicious. They lose the confidence and, perhaps more so, the
motivation that it takes to pursue Internet transactions.
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E-Banking/E-Lending as an Acceptable Alternativein a
Competitive Environment

Although for most dot.com startups, the last 25 months have been a nightmare,
two Internet-only banks have managed the takeoff phase and climbed to
substantial size and even profitability (Orr, 2001a, 2001b). According to Orr
(20014a), NetBank, started in 1996, has more than $1 billion in deposits, and its
operations have been profitable for the past 13 quarters, and E* Trade Bank,
formed fromtheacquisition of TeL ebank by E* Trade, the onlinebrokeragefirm,
has almost $7 billion in deposits. However, as suggested by Orr (2001a),
profitability israreamong therapidly dwindling number of I nternet-only banks.
“VirginiaPhilipp, ananalyst at TowerGroup, identified 40 I nternet-only banksat
the beginning of thisyear. Her ‘hunch’ is that the number is now in the 25-30
range, on itsway down to 5-10 within fiveyears” (Orr, 20014, p. 62). It may be
that the best alternative for larger banks is to establish an e-banking/e-lending
presence on their own websites—accessible sites that offer other banking
products and services. Many believe that the ultimate winners in the online
lending market will be those with both an online and offline presence (Julavits,
2000). In addition, larger banks tend to instill more confidence in consumers,
leading, according to the model displayedin Figure 2, to moreonline activity by
those consumers. Banks should striveto bevertical portals, as described below.
If banks plan to survive in the Internet market, they must become more user
friendly and providelivecustomer service. Accordingtothewebsiteat Forbes.com
(2000), there are a number of suggestions, including three fairly sensible ways
of introducing customers to the convenience, security, and speed of online
banking:

1. Place PCsin lobbies so that customers can try the service with real help
nearby.

2.  Copy the Amazon.com model of using customer information already
collected so that customers do not have to keep entering the same
information for credit card or loan applications.

3. Install an online help button that immediately connectsto alive customer
service representative.

Consider the effect that these actions will have on confidence, motivation, and
familiarity, thekey componentsfor movement through the Continuum Model of
Internet Shopping (Figure 2).

Lamb (2000) offered three models for Internet delivery: aggregators, portals,
and specialty providers. Specifically, aggregators are those sites that offer
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information and productsfrom hundreds of different lenders, some of which may
not be depository institutions. Thesesitescan beintheform of mallsor auctions.
In malls, the customer can do research on products, rates, terms, etc., and then
choose alender. In auctions, the process is that of the reverse auction, where
lenders bid for the customer’s business based on the information that the
customer provides. QuickenLoans, OnMoney.com, and GetSmart.com are
examples of the banking mall, while LendingTree.com, Priceline.com, and
LoanWeb.com are reverse auctions (Lamb, 2000).

There is, however, a gap between the promise of aggregators and the reality.
Aggregators are not “ scouring the planet for great rates”: they are using afinite
list of lendersthat are paying referral fees(Stoneman, 2000). I n addition, lenders
using aggregatorsfor loan volumeare contributingtothereality that financingis
becoming a commodity. Some industry analysts consider aggregators a short-
term solution to e-banking/e-lending, to be used until banks devel op sufficient
brand recognition to draw customers away (Lamb, 2000). According to Dan
Gilbert, CEO of QuickenL oans, whowasrecently quoted by Orr (2000), “Multi-
lender sites are not profitable. They don’t work. They never will” (Orr, p. 61).
QuickenL oansrecently purchased Rock Financial Corporation, aleading mort-
gage originator, and abandoned its QuickenMortgage.com aggregator site.
Portalsarelarge sitesthat have asection that offersfinancial products. AOL and
M SN both offer such services. Portals offer accessto not only online loans, but
alsotobill payment services, insurance, andinvestments. Therearesome portals
that are specifically financial, such as Quicken.com, American Express, and
Charles Schwab, along with some strictly Internet banks like CompuBank.com
and WingspanBank.com. The range of products available to the consumer is
what distinguishes portals from regular banking sites (Lamb, 2000).

Morgan Stanley believes that portals are going to become financial supermar-
kets. Successful oneswill offer Web, telephone, and brick-and-mortar distribu-
tion channels. Charles Schwab isa successful example of thisstrategy, offering
anetwork of brick-and-mortar branches and a strong Internet presence (Lamb,
2000; Stoneman, 2001). Specialty providersarethoselendersthat candistinguish
themselvesinthenternet market by carving out acertain niche. Hence, the 2000
classof onlinebanksisnolonger trying to attract amassclientel ewith auniversal
model. In fact, they are adopting niche-focused models or are teaming up with
affinity groups to generate specialized products (Ptacek, 2000). Specialty
providers can market not only through their own websites, but also through
aggregators and non-financial sites. PeopleFirst.com has been very successful
in the online vehicle financing market. PeopleFirst.com, which can approve an
online car loan application in 15 minutes, formed alliances with online auto
dealers (examples include but are not limited to AutoByTel.com and
Autoweb.com), information providers(likeKelley Blue Book), and aggregators
(like LendingTree.com). In small business lending, Crestmark Bank (Troy,
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Michigan), a “cashless bank” dealing with commercial transactions, uses a
combination of the Internet and personal contact to solicit and sell factoring
services and loans (Lamb, 2000).

E-Bank Strategies (Strategy
Development and | mplementation)

Defensive Strategies

Strategy isdifficult to define, and Porter (1996, 1999a, 1999b) addresses several
issues that bring strategy to life. There were five direct issues addressed that
help define strategy. These issues will help organizations define what they are
and what they want to accomplish. Thesefiveideas expressed by Porter are: (1)
operational effectivenessisnot strategy, (2) strategy rests on unique activities,
(3) a sustainable strategic position requires trade-offs, (4) fit drives both
competitive advantage and sustainability, and (5) rediscovering strategy is an
important issue for every industry. The banking industries for the most part are
continuing to use a defensive Internet strategy and are choosing to watch from
thesidelines. Thebanks’ mainmotivetoimplement Internet bankingisto prevent
defection of their customers to other Internet banks or financial service
providers. Banks are seeing the Internet as something that they cannot ignore,
but “fromwhichitwill bedifficult to actually make money” (Pyun, 2002, p. 73).
Obviously, Internet banking is still in a stage of growth through experiment.
Banks are still challenged with trying to automate their labor-intensive back-
office operations. As aresult, banks are finding it difficult to keep up with the
Internet technology while competing with other banks and non-bank financial
institutions for new products and new delivery systems. Technological innova-
tionswill continueinthefinancial industry, andthey will constantly challengethe
ability of banksto managetheir competitionwith other financial serviceproviders
in acomplex and dynamic e-commerce environment (Pyun, 2002).

Aggressive Internet Strategy

Bankswill need to focus on the key elements of an aggressive Internet strategy.
Banksneedto offer incentivesthat will pushthe customer to switchtotheonline
services and at the same time will satisfy the customer’s expectations and
strengthen customer loyalty. Banks need to provide a higher quality of service
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and not to compete entirely based on price and costs. Banks need to determine
their niche market, but they should pursue corporate as well as retail banking
initiatives. Assuggested by Prahalad and Hamel (19944, 1994b, 1994c¢), having
strategic foresight isimportant for a more aggressive strategy by establishing
what they are doing compared to what they could be doing to becomeleadersin
their industries. Companies are taking a reactive approach versus a proactive
approachtoindustry leadership. The banking industry must bewilling to ask the
right questionsto seewherethey standintheir specificindustriesin order totake
a proactive approach. For example, Hamel and Prahalad posed a question to
some top officials of aU.S. company to find atrend in their industry that could
change the industry as a whole. Once the company found the trend, they were
asked if they could sustain adebate for afull day, among themselves, about the
implications of this trend to your company and the industry. The company
officials, unfortunately, were unable to perform this task. They were, however,
ableto perform the task on amuch simpler question, such as: Could you sustain
adebate for eight hours on the issue of how you allocate corporate overheads,
set sales targets, and manage transfer prices? For example, Bayer Corporation,
headquartered in Pittsburgh, Pennsylvania, isatype of company that does | ook
intothefuture proactively. The company looksat what it can do for theindustry.
This has been proven through products the company has devel oped as well as
receiving patents. This shows the community as a whole that Bayer is looking
into the welfare of itsfuture. This strategic foresight is not a procedure that can
be done in afew hours of brainstorming. It is a procedure that takes time and
effort to evaluate and research as much of theindustry as possible. The banking
industry needs to build a portfolio of information and use this as a continual
learning tool. M ost compani es perform thiscontinual learning, but only on certain
issues. They may not realize the extent and importance of this, which will need
to be performed in all functions of their business decisions. The banks that will
be most effective are the ones with the strategic foresight which become aware
andincorporate consumer wantsintotheir digital businessdesigns. Finally, banks
need to implement technology that integrates front- and back-end systems. It is
becoming evident that “more banks are starting to demonstrate the desire,
capability, and strategic drive that will be required to win the e-banking race”
(Hoppe, 2000, p. 128).

However, developing an aggressive strategy is only the first part; banks must
then ensure an effective implementation and execution of that strategy. Banks
must next “focus on the organizational structure, systems, shared values
(culture), skills, style, and staff” (Pearce & Robinson, 2002, p. 340). Banksmust
match their organizational structure to the strategy to ensure that the critical
tasks and activities are organized most effectively (Pearce & Robinson, 2002).
When implementing a new strategy, companies must also make sure that they
havetheright managersinthecorrect positionsto best handlethe change. Banks
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will need to make sure both management and staff havethe skillsnecessary, and
that thereis proper |eadership within the organization. All systemsneedto bein
line with the strategy from policies and controls to the company reward and
recognition programs. How well banks address each of these components will
play acritical roleinthe shaping of the organization’ sculture (shared values) and
ultimately will lead to a well-executed strategy (Pearce & Robinson, 2002,
Porter, 1996, 1999a, 1999b).

Bottom-Line Benefits to the E-Banking/E-Lending
Industry

Uptothispoint, we have basically focused on what the customer wants and how
banks can best develop strategies to position themselves to best satisfy those
needs. But how exactly will banksthemselvesbenefit on the bottomlinefrom e-
banking? Although theinitial investment and start-up fees will be costly, costs
will drastically decline for two main reasons. First, traditionally manually
intensive work will now be automated. Second, the Internet is cheaper per
transaction in comparison to the costs of the traditional ATM and telephone
transactions (Orr, 2001a, 2001b, 2001c, 2001d, 2001e). In addition, while the
banks' costs will decline, their revenues will rise. E-banking will improve
customer relationshipsand thereforebankswill experiencegreater retention. As
a result of a more satisfied customer base and the added ability to reach
customers in new geographic markets, banks will win new customers. Finally,
bankswill seeanincreasein the cross-selling of their products (Draenos, 2001).
All of these opportunities will result in more assets and higher balances per
customer. As revenues grow and costs decline, banks will definitely see the
benefitsin the bottom line.

Diffusion of Innovations Theory

At thispoint we havelooked at the market drivers and threatsthat will shapethe
development of e-banking strategies and thus ultimately impact the future of e-
banking. We have also looked at what banks need to do internally, within their
organization, in order to effectively implement that strategy. But how can banks
be surethat their innovation will be adopted and accepted by society, especially
by their nichemarket? Rogers (1986, 1995) may provideaninsight tothisprocess
through an application of the Diffusion of Innovations Theory. Diffusion of
Innovation givesatheoretical basison how innovationsbecomewidely accepted
within society by explaining the patterns of adoption and thus determining
whether a new innovation will become successful or not. When discussing
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Diffusion Theory, it is important to remember that it is not one well-defined,
comprehensive theory, but rather a combination of a number of theories from
several disciplines(Surry, 1997).

Wewill now apply the Theory of Diffusion to theinnovation of e-banking. The
four main elementsin the diffusion process include (Gregor, 1999, p. 71):

Theinnovation

Communication and promotion of theinnovation
Time/rate of adoption

The members of a social system/niche market

A w DN PE

There are five characteristics on how innovations are perceived: complexity,
compatibility, trial ability, observability, and relative advantage. With more
people using and becoming more comfortable on the Internet, e-banking will
become less confusing and more people will perceive it as easy to understand.
Asbanks continue to develop better privacy protection policies, e-banking will
be less risky to the consumer and thus become more compatible with existing
values (Williams, 2001). Banksthat offer incentives such asfree online banking
will enticethe consumer to try the product faster. The benefits of e-banking must
be obvious to the consumer, and they must be better than theideait istrying to
supersede. Research shows that innovations like e-banking, which are easy to
understand, offer several benefits, are available to use on atrial basis, and are
compatible with current operations, will be adopted much faster and will
experienceanincreased rate of diffusion (Rogers, 1986, 1995; Williams, 2001).

Innovations must be communicated through certain channels, over time. The
innovation will actually pass through five stages that include: knowledge,
persuasion, decision, implementation, and confirmation. Banksshould use mass
media and creative marketing at the knowledge stage to promote, attract, and
tempt users to try e-banking/e-lending. However, in order to actually sell the
product and gain consumer acceptance, banks will need to persuade the
customer through interpersonal channels of communication versus mass media.
Once the consumer has developed a favorable attitude towards e-banking/e-
lending and decidesto useit, adoption has occurred. However, the process does
not end there; banks will need to ensure that the implementation goes well and
that there is adequate confirmation and reinforcement based on positive out-
comes (Clarke, 1999). Banks must keep in mind that the adoption of e-banking
will gothrough aperiod of slow, gradual growth, thenit will hit aperiod of rapid
growth, eventually it will stabilize, and then decline. Therefore, the rate of
adoptiontheory isvery similar tothenormal product lifecycle, and the banksthat
understand that will be able to better position themselves for each stage.
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In every society and market, there are different types of people, each with there
own predisposition asto how quickly they will adopt to new innovations. Onone
extreme are the Innovators who are risk takers, quick to adopt to new
innovations; onthe other end you havethe laggardswho resist to adopting anew
innovation until rather late in the diffusion process, if ever (Surry, 1997). All
members of agiven society fall somewhere on this spectrum. The e-banking/e-
lending industry in general needs to identify their niche market of potential
adopters, research and measure their expectations and perceptions, design and
develop a product that fits their needs, inform the potential adopters of the
product, and provide support to theadopters (Surry, 1997, p. 10). Oncetheniche
market has adopted e-banking, acceptance will continue to grow and diffuse to
other markets and parts of society. The key to banks then is to look to the
potential adopters to learn what they want and then gradually introduce the
innovationsinto their market/societies (Rogers, 1986, 1995; Surry, 1997).

Rogers’ Diffusion Theory emphasizes the importance of creating innovations
that will improve society, but moreimportantly focusing on what society wants.
Research showsthat even if aninnovation provides more benefits than theidea
beforeit, if itisnotintegrated and adopted by society, it will fail. Thefirmswithin
thee-banking/e-lendingindustriesthat addressthe market driversandthethreats
in developing their e-banking strategieswill seetheir innovations being adopted
and diffused throughout society.

Future Aspects of E-Banking/E-L ending

Imagine aday when a customer, while driving in his car in Chinaon abusiness
trip, can pick up his mobile phone or plug in his handheld personal computing
deviceand completeall of hisbanking transactionsinjust afew minutes. He/she
can move money from one account to another, review the status of all of his/her
accounts, or open up anew account or even anew insurance policy. The range
of services that can be offered is not only diverse and secure, but also more
personal. The future technology roadmap for the banking industry includes
acceptance, enhancement, and expansion in the field of e-commerce. Internet
speed and information will undoubtedly fuel the continued growth of Internet-
friendly households in the U.S. In addition, continued widespread wireless
access and stronger privacy protection will turn current customers into more
regular users, and will also increase the number of new online banking custom-
ers. These advances in technology, coupled with the explosive growth of the
Internet, will create a more demanding customer. Banks that embrace the
challenge and keep their focus on business development and growth as the
primary goal, with new technology as the means, will no doubt survive in the
future. It seems that digital-age Darwinism is here with a vengeance, and
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financial institutionsthat wait too longtointegratethese communication channels
into their e-commerce strategies are going to find themselves wondering what
happened to their customers and will ultimately miss the wave of the future.

General Conclusions and E-Commer ce
| mplications to E-Banking/E-L ending

Thischapter onthee-commerceimplicationstothee-bankingindustry isdeeply
embedded in the proposition that as a mature industry, it finds itself as an
emerging entity asthetechnol ogy associated with e-commerce diffusesthrough
the banking industry. A general summary of the main findings of the present,
contributions, andimplicationsto e-commerceare containedin thissection. The
advancesintechnology, especially thelnternet, areconstantly playing akey role
inthedevel opment and evol ution of thebanking industry. Asbanksdevel op more
aggressive strategies, there are several market drivers and threats that they
cannot overlook. Customers, technol ogy, competition, costs, security issues, and
regulationswill definitely impact banks' strategiesand ultimately thefuture of e-
banking/e-lending.

For financial institutions, the Internet redefines the “rules of engagement” for
customer interaction, acquisition, and rel ationshi p management. Theopportunity
for forward-looking organizationsliesin redefining theroleof credit by exploiting
theimproved information flow and real-timeinteraction that the I nternet offers.
By providing additional services and access to physical-world infrastructure,
established players can move competition on the Web away from being merely
apricing issue (Kassarjian, 2000).

A successful Internet strategy requires both strategic thinking—strategic fore-
sight—aswell asstrategic operational planning—Porter’ soperational effective-
ness. Despite aslow start compared to other Internet ventures, it isthe authors’
opinion that Internet banking will continue to grow. Those firms that do not
address this particular need in the financial area of competition are likely to be
left behind in a very short timeframe. Hence, there are four primary areas of
intensive competitive leverage that lenders need to address in the near future:

Integration of Internet, telephone, and branch operations
Security and privacy

Education

Technology alternatives
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Figure 8. A relational strategic fit model between company focus and
proposed model of Internet shopping component (see Figure 7)

FOCUS

Integration

Security and Privacy

Education

Technology

By addressing these four areas, lenders can affect the way that consumers are
likely to act according to the Continuum Model of Internet Shopping (Figure 2),
as displayed in the relationship among company focus and model of Internet
shopping component, as graphically represented in Figure 8.

Hence, a bank entering the Internet arena needs to understand its requirements
and expectations, and thedelivery costsinvolved. Most importantly, banksneed
tointegratelnternet operationswith all other delivery channels. Tothe customer,
the transition from Internet to call center to branch should appear seamless.
Hence, according to Raab (2000):

“Despite all the advances in delivering financial services online,
there’s one tried-and-true delivery system that customers won’t give
up: branches. Banks continue to make investments and upgrades in
their brick-and-mortar structures as customers integrate branch
use into a multi-channel approach based on what’s most convenient
at any given moment.” (p. 12)

Banks must also spend the time and money to invest in security and privacy,
primarily becauseit’ stheright thingto do, but al so becauseitisoneof theOCC’s
top priorities (Moeller, 2002; The New York Times, 2000). Thismeansusing the
latest encryption technologies, tracking technology devel opments closely, and
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constantly monitoring and updating processes to ensure compliance with the
highest standards. As previously discussed, most Internet borrowers are using
currently using the Web for education, to secure information on rates, compa-
nies, services, products, and options. Even as more and more originations and
closings are done online, education will remain an important part of e-banking/
e-lending. Thus, positive strategies include keeping the customer informed
through Web presences and shared databases, and making sure that priceis a
major issue, but not the only issue. Service also comes with a price, and most
customersunderstand that. In mortgage originations, therearefour partsto price
that customersneed to know: the origination fee, thediscount fee, theactual rate,
and the closing costs.

According to Ernest Knudsen, President of Lowrates USA, a mortgage bank:

“ Currently, [consumers] think that there's only one rate, and don’t
understand that | can actually make more money on a 7.5% loan
than an 8% loan, depending on my fees. The industry needs to
explain that.” (Quinn, 2000, p. 1)

The overall goal isto provide an Internet portal, but all banks cannot start from
this position, and in-house technology may not be enough (Habal, 2000). More
banks are partnering with new entrantsrather than trying to devel op technology
and online capabilitiesin house, dueto theenormouscapital outlaysand the speed
tomarket ascompared toin-house. Habal (2000) basically suggested that people
in and out of the banking industry would eventually find core competencies of
their organization and try to sell it to others who do not have the same
competencies, especially indealingwith I T infrastructures. Hence, I T technol o-
giesand itscompetent management arethe keys—if you do not haveit, joinwith
someone who does, or simply outsource. In general, Rosen (2000) suggested
some advantages to outsourcing:

Staying competitive with bank and non-bank competitors
Avoiding cost and obsolescence

Keeping the cost variable

Conserving management skill and attention

A w DN PE

Further, Rosen (2000) statesthat outsourcingisanincreasingly viableoptionfor
small to mid-sizedinstitutionsand should be considered asastrategic option. This
allows banks' top talent to focus on core issues of competing in anincreasingly
crowded and complex brave new world. Of technol ogy, Orr (2000, 2001a, 2001b,
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2001c, 2001d, 2001e) reported the e-banking/e-lending processes must be
designed to eliminate human intervention, or they will not able to handle the
problems associated with the transition of hyper growth online. Obviously, e-
lenders must start now with strategic foresight, since once hyper growth
becomesthe normin the financial world, unprepared bankerswill be inundated
with applications and fighting for resources to keep pace as alaggard in an e-
commerce environment.
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Chapter Xl 11

An E-BusinessSystem
Development and
M oder nization M odel to
| mprovethe
Profitability of
| n'vestment Decisions

Bahador Ghahramani
University of Nebraska at Omaha, USA

Abstract

An Internet-based Systems Development and Modernization Model (SDMM)
is an information technology (IT) method that system designers and
developers (SD&Ds) can use to develop new systems, to modernize legacy
systems, and to increase the net present worth of the systems. The SODMM
is, therefore, implemented for three primary purposes: to design and
develop leading-edge technology systems, to modernize legacy systems,
and to increase profitability of the systems. The model satisfies SD&Ds
specifications as well as user requirements from the concept phase to the
operational phase of the development process. It is a structured approach
through which users and SD&Ds interact before the system is designed,
thus, the users can affect system development when it is most cost-effective
to do so. The model uses online modules to develop products that are fully
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capable of bridging the design to the system development lifecycle phases.
The SDMM implements IT principles to standardize system development
throughout its lifecycle phases.

| ntroduction

The Systems Development and Modernization Model (SDMM) adheres to
information technology (IT) concepts through which system designers and
developers (SD& Ds) begin to understand the user’ s business requirements for
developing asystem. The model enablesthe users and SD& Dsto communicate
with acommon language about the system before it is designed. The users can
influence the development of asystem when it is most cost effective. A variety
of productsare created during system desi gn and devel opment, depending onthe
type of project and on the SD&Ds' preference. The model also develops a
system following the most updated industry and government standards and
practices. Figure 1 showsthe SDMM architectureand information flow process.

Figure 1. SDMM architecture and information flow process
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SDMM employs CASE tools to support the SD&Ds' efforts after the system
design methodology isin place and beforeit is deployed. The SDMM also uses
its System M odernization M odule (SM M) to modernize hardware, software, and
interfaces (HSIs) of legacy systems. The SMM consists of a set of algorithms
that are used throughout the lifecycle phases of the development process. The
SDMM therefore develops a blueprint for the new system showing how
SD&Ds' specification documents and methodologies are customized. This
methodol ogy isthenimplemented to fashion arequirement specification list for
CASE tools (Meyer, 1993).

SDMM addresses various system products in terms of their “lifecycle’ devel-
opment phases. In order to acknowledge the bridge to design, products devel-
oped in the design are included. The SDMM development phases include six
onlinefiles: (1) RequirementsAnalysis, (2) DataAnalysis, (3) Function Decom-
positions, (4) Logic Specifications, (5) Design Specifications, and (6) Cost
Ledgers. Figure 2 illustrates the interdependent and online SDMM files.

The objectives of the SDMM are to:

1. Standardize the development phases.
2. Use acommon language to describe the development phases.

3. Create aframework in which CASE tools might be used in support of the
development phases.

4.  Apply modern modulesto develop a system.
5.  Movesystem development away from an art formtoward an I T discipline.
6. Integrate the function of human factors in application development.

Figure 2. SDMM online development files
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In order to satisfy the above objectives, the SD&Ds have to evaluate the
system’ s programming environment and its applications. Products produced in
one system may differ from those developed in another, depending on user
requirements and the SD&Ds' expertise. To standardize the system develop-
ment phases, this model provides checklists for various lifecycle phases of the
system development process. The SDMM modules continuously monitor and
support thelifecycledevelopment process. AsFigure 3indicates, the SDMM has
aset of six primary interdependent modules: (1) System Specification Modules,

Figure 3. SDMM primary modules
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(2) Interface Specific Modules, (3) Process Specific Modules, (4) Business
Modules, (5) User Logic Modules, and (6) System M oderni zation M odul es that
will be discussed later. In addition to their definitions and to standardize the
development process, the SDMM modules have the following characteristics:

1. Rationale: Whether the module is required or recommended during the
development effort.

2. Client: The development team members who make use of the modules.
3. Developer: The primary creator of a module.

4. Precedence: The Systems Development modules that are completed
before work on the product can be initiated.

System Specific M odules

The SDMM uses various specific modules to develop a system. The lifecycle
development processisthe backbone of the SDMM architecture, whichisshown
in Figure 4. The SDMM System Specific Modules consist of Requirement

Figure 4. SDMM lifecycle development process
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Analysis, Provisioning, Assumption List, User Profile Modules, and Internet-
Based Forecasting Module.

Requirement Analysis Module

This is an online module that states a business problem or opportunity. The
modul e suppliesasufficient level of information about theusers’ needsandtheir
current mode of operation to provide an understanding of their business
requirements. It documentsand communicatestheinformationwiththe SD& Ds.
It also providesastarting point, direction, andinformation-gathering capabilities.
Users' requirements are an online list of their needs and constraints to be
imposed in the development phase of the system. A solution to the users
problemsisnot likely to besatisfactory if it doesnot meet these needswithintheir
constraints. User requirements change during thelifecycle development phases
of the system. User requirementsare acollaborative effort of SD& Dsand users;
users alone rarely produce requirements. User requirements are not a solution
or an implementation. Therefore, requirements should not imply a computer
system solution to a problem. User requirements must be clearly articulated to
focus the system development effort. As Figure 5 shows, the SDMM lifecycle
effort is an evolutionary process that demands continuous eval uation.

Figure 5. SDMM lifecycle development evaluation
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User requirements may contain such needs as: (1) features/functionality, (2)
new user work function, and (3) interface to another system. The user require-
ments must also work within such constraints as cost, delivery date, data
volumes, input domain (thelimitsof validinputs), transaction frequency response
time, allowable error rate and down time, number of users, user location and
training, existing system interfaces, HSI, disaster recovery, safety, legal, and
usability.

Provisioning Module

Thisis an online module that supplies the SD& Ds with direction and activity
numbers for online HSI provisioning. Because of this module, some of the
system’s HSI isinstalled before they are activated into operation.

Assumption List Module

This is an online module that monitors user requirements and profiles, cost
effectiveness, usability, or design of asystem. Thismoduleisactivated duringthe
development phase of the lifecycle process. It is a tool to verify and update
assumptions in atimely manner. Once an assumption is verified, it should be
added to the appropriate SD& Ds' specification and devel opment document and
removed from the module. It explicitly clarifies assumptionsthat are related to
acertainrisk level and avoidsbuilding systemsbased on unrealistic expectations.

User Profile Module

Thisisanonlinelist of the characteristics of potential system users. Themodule
clearly definesthe user group’ srequirementsand hel psto ensurethat the human
interface design meetsuser needs. It also definesthe user group(s) by identifying
and documenting: (1) uniquestrengthsand limitations of users, (2) frequency of
use, (3) general knowledge and skill, (4) experience with job (task) and
computers, (5) jobresponsibility, (6) physical environment, (7) turnover rate, and
(8) average age of the users.

Internet-Based Forecasti ng Module

Thisisan online modul ethat helps SD& Dsand usersperformtrendlineanalysis
and other statistical evaluationsby activating one or asequence of five methods:
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(1) Least Square, (2) Logarithmic Regression, (3) Polynomial Regression, (4)
Power Regression, and (5) Exponential Regression. It also computes the R-
squared or error value of a set of data points. This module is also linked to the
other modules to gather information, measure lifecycle development process,
and support the SD&Ds' activities.

I nter face Specific Modules

Online Interface Specific Modules bridge system development scope to its
organizational environment, interfaceenvironment, and functional responsibility.
These modules are intelligent and are designed to help users make correct
decisionsand add valuetotheir work. They hel p usersmaintain direct interaction
with the system’s development process. They ensure a common set of user
interface standards that covers all aspects of the system inputs to its physical
design. The contents of these modules include:

1. Established human factor guidelinesto be followed.

A description of theinterface procedures (i.e., dialogue style such asmenu
driven, command driven, etc.).

Any standards specific to the system.
General screen formats.

N

Any specific HSI requirements.
Conventionsto befollowed for terminology and abbreviations.

o gk~ w

Anonlinelist of thesystem interfacesisdevel oped in the beginning phase of the
development process. Theseonlinemodulesbridgethesystemwithitsidentified
customers and suppliers.

Interface Documentation Module

Thisisacombination of event andinterfacelists. Eachinterfaceislisted with all
its associated characteristics and events. An event is an occurrence that affects
a business process (input event) or is caused by a business process (output
event). Input events come from an interface, while output events affect an
interface. Each event has a name, direction (input or output), and frequency. It
isthefirst stepinidentifying systemfunctions. A comprehensiveevent list helps
ensure the completeness of the function list.
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Process Documentation Module

Thisisan ongoing range of activities, with no single start or end. Depending on
the size of a system, its scope may contain only one process or multiple
processes. Thismodul eisastepping-stoneto thefunctional design of the system
and helps to initiate the development phase of a system.

Process Specific M odules

Process Specific Modules are online simulations of the system’s lifecycle
development phases and processes. They show the system’s development
process using its data flow activities throughout its lifecycle phases.

Dataflow Simulation Module

Thisis apresentation of the system’s dataflow input and output functions. The
functions are represented as rounded boxes and may be “exploded” for
decomposition into other simulation models. I nterfaces appear as square boxes
and data stores as rectangles with an open side at the right. During decomposi-
tion, care must be taken to preserve precedence among functions, inputs, and
outputs. This is referred to as a “level balance.” This module is used to
decompose processes and functional hierarchies. Evaluation of the legacy
systems suggests that the moduleisappropriate for analysisonly when defining
precedence among the elementary functions subordinate to primitive functions.
Recent advances in IT suggest that the primitive functions should not be
decomposed at all during analysis. That would make the module optional at
analysis time, depending on the preference of the SD& Ds for the module over
function hierarchies. Modeling the proposed physical functionality of a new
system and flow of information between thosefunctionsare design activities, but
can be accomplished through a physical presentation of the module.

Entity Relationship Simulation M odule

Thisisan online presentation of normalized entity types (business objects) and
the relationship between them. It includes certain properties of therelationship,
especially the entity and relationship names, and the number of occurrences of
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one entity associated with an occurrence of another entity (e.g., oneto one, one
tomany). It alsoincludesan entity-element list that hel psthe SD& Dsunderstand
data relationships and where to store them. User inspection of the module
verifiesthat the SD& Ds have captured the business environment of the system
throughout its lifecycle development phases.

L ogical Data Dictionary Module

Thisisan online simulation of the basic information structure that supports the
system’s scope being analyzed. It identifies and defines the entities and
associated data elements needed to operate the system. It also contains
definitions and descriptions of the elements and entities, the associations
betweenthe elementsand entities, sourcinginformation, valid value sets, and the
number of occurrences that could be expected. Primary identifiers must be
identified. Themoduleisnot completeuntil thedataisnormalized. Itisalso used
by the SD& Ds to develop the physical structure of the data.

Functional Logic Module

Thisisasimulation of the sequential stepsthat must be performed by afunction
in order for it to accomplish its purpose. The logic is generally developed for
elementary functions, and documentsthe function to itslowest level of decom-
position that allowsthe SD& Ds (aswell asthe customers of the product) to gain
afull understanding of thefunction downtoitslowest level of detail. Themodule
is: (1) independent of any particular physical implementation; (2) specific and
identifies inputs and outputs; (3) unambiguous; and (4) expressed using the
systems approach, decision tables, or decision trees.

Business M odules

The SDMM Business Modules represent a system’s customary or desired
environment, occurrence, and practice in an operation. Each of these modules
hasauniqueset of identifiersthat describesthe basisfor variousfunctional logic
documents. These modules include Logical Access Path, System Model, and
Prototypes.
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Log_]ical Access Path Module

Thisisarepresentation of the data accessed or created by afunction. It may be
graphical or tabular, but showstheentities(including entry and sel ection criteria)
and relationshipsthat are involved in the logic of the function, actions that the
function performs on the entities, and access volumes. The logical access path
also detailsnavigation through thedata, giving both sequenceand direction. The
database used by the SD& Ds provides pertinent information to complete the
lifecycle devel opment phases and to design an efficient schemafor the physical
database. The SD& Ds verify that the data model and functions support each
other, and that the logical access paths to create the physical access exist.

System Model Module

Thisisaprinted report that contains ahigh-level description of the system to be
built. The module iswritten in terms of business functions, interfaces, general
system inputs and outputs, operational recommendations, and selected alterna-
tives (such as the physical hardware, operating environment, and communica-
tionsneeds). It includesthe underlying assumptionsand constraints, aprofile of
the target user population, and flow diagrams (e.g., system, data, and process
flows). The module facilitates discussions between the users and the project
team regarding the system’ s scope and functionality. These participantsin the
development of the system should sign-off on the module when it is considered
final, although further changes may be negotiated if requirements change.

Prototype Modules

This falls into two basic categories, working and non-working prototypes.
Working prototypesmay be discarded or may serveasabasisto build upon. Non-
working prototypes (interface prototypes) may beeither simpleor sophisticated.
All prototypesserveasavehiclefor communicationwiththeuser. Thebasicidea
behind prototypesisto show the userswhat the SD& Ds have in mind before the
systemishbuilt. Working prototypes show feasibility aswell asanswering “what
if” questions.
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User Logic M odules

User Logic Modulesidentify and document the SD& Ds' specificationsthat are
required to devel op the system. Although these modul eshave the same standard-
ized formats as function logic, they include validations that are required by a
particular physical implementation. They bridgethe overall SD&Ds' specifica-
tionsinto the user requirements and to design specifications. They also develop
aset of system-reusablecodes, clarify designlogic, referencelogical or physical
data, and develop input and output logics.

User Specification Module

Thisisanonlinedocument that listsspecificinformationfor every action and data
entry field, and for every screen or window to be devel oped. It provides specific
information pertainingtofieldsonthescreenlayout. It also providesthefollowing
information for every action (e.g., add, change, del ete) of each screen/window:
(1) field name, format, size (in bytes); (2) edit number (if thefield isedited); (3)
message number (if the field edit islinked to a message); and (4) data element
name.

Message List Module

Thisisaseparate list that is compiled and maintained on an ongoing basis and
supplements the design specifications. It provides a single source of system
messages. For every edit, status, diagnostic, and warning message, the list
contains a unique identifier of the message, and a literal text of the message.

System Modernization Module

Theprimary objective of the System M odernization Module (SMM) isto helpthe
SD& Ds modernize legacy systems. The SMM assists the SD& Ds in assessing
the modernization of HSI. The SMM technology is based on mathematical and
optimization algorithms, aswell asimplementing financial and economicsprin-
ciples. The SMM is an automated and online module addressing present and
future HSI modernization requirements. It isan interdependent modul e generat-
ing one of the two conclusive results: to either modernize or not to modernize a
system. The SMM usesaperceptive approach that isdependent upon preventive
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and correctivevariables(Baker, 1997). The SMM’ sdevel opment and eval uation
process is presented in Figure 5. This figure also explains the application of
mathematical algorithms and optimization techniques in conjunction with eco-
nomic and finance principles.

The SD&Ds frequently decide whether a system should continue operating
without any major moderni zation plans, or whether it should be modernized to
meet current and future technol ogy requirements. HSI modernization decisions
are being considered with increasing frequency, as SD& Ds have to operate in
today’ s competitive and cost-effective IT market. For SD&Ds, unfortunately,
financial constraintsand technol ogy limitationsalwaysaccompany HSI modern-
ization requirements.

Thismoduleenables SD& Dsto determineintuitively, quantitatively, and objec-
tively the need to replace HSI by one or a combination of the following four
alternatives (Cebesoy, 1997):

Purchase: From outside sources

Reuse: An old HSI or part

Update: Rebuild using internal resources
Replace: New HSI or part that was stored

A w DR

SMM provides SD& Dswith a clear method of determining HSI moderni zation
needs by referring to a part’s original design intent, latest part specifications,
barcode, and performance record. This, in turn, permits SD& Ds to select the
proper method of modernizing the part at an appropriate time and with exact
specifications (Garg, Puliafito, Telek, & Trivedi, 1998). It isimperative to note
that SMM becomesthedriving forcein HSI modernization efforts. For SD& Ds,
SMM isamulti-dimensional, multi-functional, fully automated, and user-friendly
online system that significantly and positively affects the HSI modernization
process (Avizienis, 1997).

SMM Added Value

The fully automated, user-friendly, and online SMM is a benefit to SD&Ds
because most HSIs are continuously used for an extended time. As a result of
extended use and technology evolution, over time a system’s HSI becomes
outdated and a decision regarding the need for modernization becomes neces-
sary, which is due to two criteria:

Copyright © 2005, Idea Group Inc. Copying or distributing in print or electronic forms without written
permission of ldea Group Inc. is prohibited.



An E-Business System Development and Modernization Model 299

1. Lossof efficiency and effectiveness: This leads to an economic decline.
Inthiscase, thereisno clearly defined point indicating an obvious heed for
modernization. SMM determines optimum modernization schedules by
weighing the increased maintenance and operation costs of used HSIs,
along with the costs related to technological and economic obsolescence,
against the costs associated with modernization. Inthisway, SMM allows
SDé& Dsto makeeconomically appropriate decisionsregarding themodern-
ization of outdated HSIs (Laprie, 1992).

2. Failure or impending failure: This leads to work stoppage. Since the
failure of some piecesof HSI can have wide-rangingimplicationsthrough-
out an organization in terms of downtime and emergency modernization
costs, there are times when it is advantageous to replace HSI before
failures. SMM determinesthe probability of afailureand recommendsthat
key pieces of HSI be replaced prior to the failure (Laprie, 1992).

SMM Decision-M aking Pr ocess

SMM considers the fact that since the life span of HSI in most legacy systems
isabout oneto five years, the modernization decision is primarily based on the
followingfivecriteria(Liu, Lin, Shih, Chung, & Zhao, 1991):

. M odernization dueto loss of efficiency
. Increased maintenance costs
e Technologica and economic obsolescence
. Extended service life
e Obsolescence due to age
. Modernization duetofailure
e Availability of new equipment or parts
. Replacement before failure
. Probability of failure
. Physical impairment
. Inadequacy of current equipment
. M odernization or rebuilding of existing HSI or parts
e Appropriateness for alternative use
. Need for rehabilitation or retooling
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. Determination of acquisition strategy
. Purchase

. Reuse
. Update
. Replace

e Computation of the Net Present Worth and other related information
. Forecasting analysis
e Trendlineanalysis
e Analysis of Variance
e Other statistical analysis

SMM Analysis

Theproposed SMM better satisfiesthegoal of modernizing alegacy systemwith
lower cost, and higher reliability and performance than the existing fault-
tolerance methods. The existing methods rely on HSI availability after their
failuresinstead of the preventive processthat isinherentin SMM. The module
provides apreventive approach that enhancesthe SD& Ds' effortsto modernize
HSI before their mean time before failure (MTBF). The SMM is based on a
structured preventive and effective maintenance and long-term monitoring of
primary HSI.

The SMM isdefined asthetypethat doesnot require actual modernization of HSI
since the module replaces parts before the MTBF (Dargan & Hermes, 1997).
SMM takes advantage of modern tools and technol ogies, fault-tolerance analy-
sis, and software engineering to compare modernization alternatives.

SMM is able to provide appropriate modernization periods and strategies by
recommending what must be replaced before or when a failure occurs. In this
case, a cost trade-off exists between the lengthened service life and the
accompanying lower average investment cost in comparison to the cost of
emergency or unscheduled modernization dueto failureduring operation (Meywe,
1980). In many situations, shutdown costs caused by an unscheduled failure are
extremely high because of downtime expenses and the cost of expedited
modernization, replacement, or repair. In these cases, SMM recommends
modernization or repair of the HSI just before their failures because it is
economically moredesirable. If thecost of modernization after failureisnot high
enough to justify modernization and replacement until failure occurs, SMM
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recommendsthe optimum economic courseof actiontofollow. If theimpending
failureof HSI isprobabilistic, SMM incorporates stochastic valuesto the events
to estimatethe expected val ue of each failureat agiven period. Shouldthefailure
timebeknownwith certainty, SMM recommends scheduling HSI modernization
or part replacementsjust before failure. However, SMM takes advantage of the
fact that failures in most HSI tends to be a random process and thus must be
treated asaprobabilistic event, or the event could beaprematurefailure (Alkalai
& Underwood, 1995).

Probability of Failure

ThemoduleidentifiesHSI stochasticfailuresandtheir distributionsby usingtheir
historical or experimental data. The module uses past data to predict the
probability of future HSI failures.

Premature Failure

The module decides whether this failure is due to infant mortality or other
factors. The module discardstheinfant mortality failure sinceit happensduring
the breaking-in periods; SMM assumes that the part has already been subjected
to any necessary run-intime. If the premature failure is due to other factors, the
module performs root-cause-analysis of the failure and provides appropriate
reasons and best courses of action. The module also determines the economic
life of depreciable HSI and compares it with similar ones for future selection
purposes.

SMM Operation

The operational process of SMM isbased on aprimary and centralized database
management system (DBM S) located inaCentral Officethat contains historical
data of the HSI currently in use. The SMM modernization strategy depends on
threeinterdependent requirements: (1) perceptivemodernization, (2) preventive
modernization, and (3) corrective modernization. The SMM modernization
strategy is shown in Figure 6.

As a part is purchased, reused, updated, or replaced, the SD&Ds regularly
updatethe DBMS. The system subsequently updatesall related information and
providesaccurate onlineresultsautomatically. The historical dataconsist of the
followingcriteria(Martin, 1996):
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Figure 6. SMM selection strategy

Per ceptive
M oder nization

!
REQUIREMENT

Preventive < > Corrective

moder nization izati
SENERIOS 1 OR 2 M oder nization

. Purchase date and cost

. Reuse date and cost

*  Update date and cost

. Replacement date and cost

e Averagetime before failure
*  Average repair time and cost
. Part availability andlocation

Toefficiently and effectively processinformation, the DBM Sdatacan further
be divided into and accessed from the foll owing two categories (Lykins, 1997):

1. Technical information: Thisincludestype of HSI, production rate (units
per hour), annual or cycleworking hour, MTBF, useful life, and remaining
life.

2. Economic information: This includes purchase cost, operating costs,
salvage value, depreciation, taxes (federal, state), and discount rate.

The SMM operation is shown in Figure 7. Asthis figure illustrates, the SMM
operations cover eight activities: (1) application of modules, algorithms, and
CASE tools; (2) application of finance and economic tools; (3) performance
enhancement of existing modernization process; (4) fault tolerance enhance-
ment of the existing process; (5) designing and coding of the fault removal
process; (6) imprecise computation or forward recovery; (7) resourceful sys-
tems or forward recovery; and (8) roll back and update.
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Figure 7. SMM operations interdependent activities
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SMM Algorithms

The SMM employsthe following modern optimization algorithmsto evaluate a
system’ smodernization process. The SMM assumes that operation and mainte-
nance costs of HSI are considered as production costs (Cebesoy, 1997).

Operation Cost + Maintenance Cost = Production Cost (1)

O +M, = P =Production Cost i =1,2,..n (2

If the time value of money and its effects are considered, the mean investment
of an existing or replacement cost isthedifference betweentheinitial investment
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cost and the trade-in or salvage value of the HSI (capital expense) at the end of
the nth period, divided by the n number of periods.

Capital Expense = Initial Investment Cost —
Trade-in or salvage value at period n 3)

[-T,

n

Averageinvestment cost = (4)

n

.0 +M,

Average investment cost = -1 (5)
n

n
where, 2 (Oi +M; ) isasummation of the operating and maintenance costsfor
i=1

the nth period of an existing HSI.

When to Modernize?

L et us assume that the average or mean cost for period nis MTC . Therefore,
in all cases, an HSI satisfies MTC_, > MTC > MTC_ .. We can therefore

concludethat for costsc, ¢, ,..., ¢ , at theend of modernization periodsO, 1, ...,
n the mean cost is:

MTC ,—MTC_ > 0, and similarly MTC  —MTC_ >0 (6)
1 n

MTan—[I —Tn+2(e)] e
n i=1

For the n+1 period
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1 n+1
IvlTCn+l = n_+1 _I _Tn+l + IZ:l,(Fl))] (8)
1 [ n+1
IvlTCn+l = n_+1_| _Tn +Tn +Tn+l + IZ:l,(R)—I_ R’1+l] (9)
MTC, , —MTC, = MTC, —+. i([T ~T.,+P.) (10)
n+1 n nn+1 n+1 n n+1 n+1

Since MTC ., —MTC > 0, and multiplying both sides by n+1:
MTC <T -T ,+P, (11)

Scenario l: Itisfeasibletomodernizeonly if the summation of thesalvageval ue
of an HSI for the n+1 period (T, — T _,,) and the production cost P__ . is
greater than the MTC .

When Not to Modernize?

From the previous discussions, we know that:

1 n-1
IvlTCn—l = n__l[l _Tn—l + Z(Fl))] (12)

i=1
Equation 12 can further be simplified by expressing MTC_—MTC__:

-MTC, ,+T,,-T,+P,
n

MTC, - MTC, , = (13)

Since MTC — MTC_, < 0, thus:
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MTC, ,>T,,-T,+P, (14
Therefore, initiate the modernization process.

Scenario 2: It is not feasible to modernize only if the summation of the
production and trade-in costs is less than the present MTC .

Furthermore, it is expected that as the result of modernization, the new system
becomesmoreefficient and profitable. Toidentify themost optimum moderni za-
tion alternative, the SMM computes net present worth (NPW) of each alterna-
tive by comparing the present worth of profits, or CR (cash receipts) and present
worth of costs, or C.

For aconstant cost of capital, K > 0, the moderni zation efforts generate regular
profitsor cashreturnsof r ,r, ..., r attheendof periodsO0, 1, ..., nrespectively.
The SMM uses the following formula to compute R.

n ri
S A+k)

CR= (15)

Similarly, the SMM computes the present value of the modernization costs for
Cy C, .., C, at the end of periods O, 1, 2, ..., n.

- C
= (1+ k)i

The net present worth (NPW) of the efforts which isthe difference between CR
and C iscomputed using thefollowing formula:

L

5 (1+ k)

NPW = CR-C = (17)
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When the NPW>0, the moderni zation alternative is accepted and when NPW< 0
the alternative is rejected. If there is more than one alternative with positive
NPW, the SMM ranks the NPW values starting with the most positive value to
help the SD&Ds decide which one of the alternatives best satisfies their
specifications and user requirements. In most cases, the optimum alternativeis
the one with the highest positive NPW (Tai, Meyer, & Avizienis, 1996).

Applications

Thissection discussestwo unique applications of thel nternet-based Forecasting
Module (IFM). The IFM bridges to all other SDMM modules and is used by
SDé& Dsto perform forecasting, trendline analysis, Analysis of Variance, and a
host of other statistical evaluations.

The IFM is one of the primary modules of the SDMM that was created in
Microsoft Excel for Windowsto performtrend analysisof theMTC , CR, C, and
NPW using Equations 11, 15, 16, and 17; it also measures R-squared or error
value of a set of information. Microsoft Excel was selected because it can be
easily bridged with other SDMM modul es and software, and isreadily available
to all users. The IFM is a Multiple Regression technique capable of helping
SD& Ds and users predict and analyze future values gathered through other
SDMM modules. Theforecasting and trendline applications of the |FM provide
statistical information by adding and inserting atrendline to a set of data series.
The module can also be used to forecast forward and backward analysis
simultaneously. However, most users do not use the backward application
because they have the actual backward data points and the future valuesthat are
points of interests in most cases. In this chapter the online forecasting and
trendline analysis applications of the IFM are discussed; other applications are
available by request.

The IFM forecasting and trendline applications display the specific regression
equation that correspondsto the given data pointsthat are drawn on agraph. By
using futurex andy coordinate valuesin theregression equation, specific future
values are predicted. The IFM uses the following five methods to develop the
trendlines:

1. Least Square or Linear Regression: It minimizes the sum of the
squared deviation around the data points given and creates the trendline
using the linear equation y = mx + b where misthe slope and b isthey
intercept.
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2. Logarithmic Regression: It creates the trendline using the logarithm
equation y = Inx + b where b and ¢ are constants and In is the natural
logarithm.

3. Polynomial Regression: It usesthe equationy =b + ¢ X+ c,x*+ ... + C.X°
where b and ¢ are constants.

4. Power Regression: It uses the power equation 'y = cx’where c and b are
constants. This method cannot be used if data contains negative values.

5.  Exponential Regression: It creates a trendline using the exponential
equationy = ce”where c and b are constants and e isthe base of the normal
logarithm. Similar to the Power Regression, negativevaluescan beusedin
thismethod.

ThelFM also displaysthe R-squared or error value on the graph to test accuracy
and reliability of thetrendline using thefollowing model:

Y- 9
; i=0,1,2 ...n (18)

Py
1
=
1
X
<
N—r
N

Steps to Run the IFM

Users are given a complete package of SDMM software and two manuals: a
users' manual and a specification manual. The software package includes the
IFM software and the following instructions:

1. Puttheforecast disk in one of your drives or install it on your hard drive.
2. Activate the EXCEL software by double clicking on the Excel icon.

Copyright © 2005, Idea Group Inc. Copying or distributing in print or electronic forms without written
permission of ldea Group Inc. is prohibited.



An E-Business System Development and Modernization Model 309

3. Toopenthefilegotothefilemenu at thetop of your screen, and pull down
to OPEN. Thefollowing box will appear on the screen. Thedrive box must
bechangedtothe selected drive, and then thefilesfromthedisk will appear
in the File Name Box. Double click on the FIL E camcopy.xls or highlight

the file and click OK.

fopen 2| ]
Look in: [ = Flopy (2 =] & - | @ % [ EE - Tods~
(2]
History
I_,'Q.
My Documents
Deskiop
=]
Favorites
s |
o= File name: - | -l
My Metwiark | _I apen
Places Fes of type: [l Microscet Excel Fies =] Cancel _II

4. What appears to be a blank spreadsheet will appear on your screen. Hit

Crtl-F to activate the forecast model.
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5. Theforecast model will renamethefirst five worksheets and start drawing
anINPUT BOX and blank graphs. Nothing should be doneuntil themodule
promptsyou.

6. The module will prompt the user TO INPUT DATA POINTS 1
THROUGH 12. After each data point is entered, you must tap the entry
key or click the OK button.
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Microsoft Excel B x|
ENTER DATA POIMT 1

Cancel |

After the 12" data point has been ENTERED, THE MODEL WILL
CONTINUE by putting the datapointsinto the INPUT BOX, plotting the
points, and drawing thetrendlinesassociated with the points. Themodel will
also input Equation 18 for the trendline and the error (R-Squared value).

Now the user can CLICK ON THE INDIVIDUAL TABS for each
worksheet and browse each trendline method.

The method with the LOWEST R-SQUARED VALUE is the trend
method with the closest fit to the original points.

If the INPUT DATA POINTS NEED TO BE CHANGED or altered,
this has to be done on the linear worksheet (all other dataisfed from this
worksheet).

Do aFILE SAVE AS and rename the file so that the original blank sheet
will always stay in track to be used again.
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21
savein: [ 3v Foppy (a3 7] - @ ¥ 0 E - Tooks -
S [ camcory
3]
Histary
2
1y Documents
Deskiop
L*]
Favorites
125 Renamer  [UEWHEME 4 =] Save
My Mebwork, =
Flaces Save asbype: [1crosoft Excel 5.0/95 Workbook, =] Cancel |

12. Havefun trying your forecast module and if you have QUESTIONS OR
PROBLEM S running the module, please contact the author.

Applicability of the M odel

The proposed model better satisfiesthe goal of helping SD& Dsto develop high-
technology systemsor to modernizelegacy systems. The SDM M’ sapplicability
in e-business environment stems from its ability to guide the SD&Ds to
communicate with acommon language using various online and I nternet-based
modules. The SDMM helps systems development by increasing the ease and
speed of thelifecycle development process, and provides the SD& D the ability
to monitor the development process by employing the SMM algorithms. The
SDMM applications help SD& Dsto standardize the devel opment phases, use a
common languageto discussthe devel opment phases, use CA SE tollsto support
the lifecycle development phases, apply modern modules in the development
process, use I T principlesto develop a system, and integrate the human factors
principles to create an efficient and user-friendly system.

TheRequirement AnalysisModul e provides SD& Dswith asufficient amount of
informationto helpthemidentify users’ business problemsor opportunities. The
Provisioning Moduleprovidesthe SD& Dsalist of onlineHI Sprovisioning needs.
The Assumption List Module monitorsuser requirementsand profiles, aswell as
cost effectiveness, usability, and design of the system, and maps them with the
SD& Ds' specificationsto identify changesthroughout thelifecyclephases. The
User Profile Module lists users’ characteristics, defines users requirements,
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and ensures user satisfaction. The Internet-based Forecasting Module provides
SDé& Dswith onlinetrend analysisand other statistical eval uationthat hel psthem
to assess the lifecycle development process. The Interface Specific Modules
help users to make correct decisions and add value to their work by linking the
lifecycledevelopment phasesto organizational environment, interfaceenviron-
ment, and functional responsibility. The Process Specific Modules simulatethe
system’ s lifecycle phases, showing the SD& Dsthe development process using
dataflow activities. The Business Modules provide the SD& D with ablueprint
of the system’s desired environment, occurrence, and practice in an operation
that describesthe basisfor variouslifecycle functional logic requirements. The
User Logic Modules identify and document SD&Ds' specifications that are
needed for the lifecycle phases.

Tomodernizethelegacy systems’ HSI, the SD& Dsimplement theonline System
M odernization Module, or SMM. The SMM isbased on mathematical, financial,
and economic algorithms that provide the SD& Ds with a means to devel op the
most cost-effective modernization requirements. The SMM significantly ben-
efits the SD& Ds modernization efforts by reducing the loss of efficiency and
effectiveness, and failure or impending failuresthroughout thelifecycle phases.
The SMM providesthe SD& Ds with atechnology, based on the historical data
and vendor specifications, to modernize alegacy system based on five criteria:
modernization due to loss of efficiency, failure, rebuilding of existing HIS or
parts, acquisition strategy, and NPV of the HSI. In comparison to the fault-
tolerance methods, the SMM satisfies a system’s modernization process more
efficiently and cost effectively. The SMM is a preventive method that is more
cost effective than the fault-tolerance techniques that rely on HSI availability
after their failures. The SMM measures the expected value of HIS failures as
well astheir premature breakdowns to help the SD& Ds decide when to replace
a part before its mean time failure or actual failure. The SMM modernization
algorithms provide the SD& Ds adecisive method to decide when to moderni ze,
when not to modernize, and how to compute the NPW of various modernization
alternatives (e.g., purchase, reuse, update, replace, etc.).

The Internet-based IFM modules provide a means to bridge with the system’s
databases to help the SD& Ds perform forecasting, trendline analysis, Analysis
of Variance, and related financial and statistical analysis. The IFM is user
friendly and is created in Microsoft Excel for Windowsto compute MTC , CR,
C, and NPW using the SMM algorithms. |FM uses the Multiple Regression
technique to bridge various modules together to function as a cohesive unit and
to measure R-squared or fault analysis of the information stream through the
system. The IFM also provides the SD& Ds needed information to perform
forward and backward analysissimultaneously during the modernization period.
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Conclusions

The Systems Development and Modernization Model (SDMM) uses the most
modern decision-making process to satisfy two primary objectives of System
Designers and Developers (SD&Ds). The SDMM design and development
decision-making processisillustrated in Figure 8.

The first SDMM objective is to design and develop a new state-of-the-art
system, and the second objective is to modernize existing legacy systems. The
model employs various modules to meet both objectives. To reach the first
objective, the model uses System Specification Modules, Interface Specific

Figure 8. Systems design and development decision making process
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Modules, Process Specific Modules, Business Modules, and User Logic Mod-
ules. The System Specific Modules consist of various online modules that are
system development specific and guide the SD&Ds' efforts throughout the
lifecyclephases of the system devel opment process. I nterface Specific Modules
areintelligent and online modul es that bridge the system development process
with the user’ s environment. Process Specific Modul es are online modul es that
simulate the devel opment process throughout itslifecycle phases and datafl ow
processes. The Business Modules are also online modules that project users
desired environments, are based on user requirements, and are dependent on a
set of identifiers (Chevalier & Marshall, 1997).

For the second objective, the SDMM uses the System Modernization Module
(SMM). The SMM mathematical algorithms and optimization techniques are
employed in conjunction with finance and economics principlesto help SD& Ds
decide whether to replace or not replace HSI at any given time. The SMM
algorithmshelp the SD& Dsdecide how to modernize alegacy system and chose
the optimum strategy. The SMM is a decision-making blueprint that helps the
SDé& Dsto perform sensitivity analysis of pertinent modernization decisions, to
answer “What if?” questions, and to address“ When to modernize?’ and “When
not to modernize?’ questions. The model takes into account the operation and
maintenance costs of HSI and other related factors influencing the SD&Ds’
decisions. SMM offersfour basic HIS alternatives—(1) purchase, (2) reuse, (3)
update, or (4) replace—to determine whether to replace or not (two scenarios).
The model determines profitability of the modernization by comparing the
lifecycle development and modernization costs with its benefits. Through
implementation of the IFM, the SD&Ds and users are able to determine the
NPW of the modernization process, to perform trendline analysis, to compute
forecasting and expected values, to provide Analysis of Variance tables, and to
conduct other statistical evaluations.
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Abstract

Post, telephone, and telegraph (PTT) enterprises, due to the incessant
advances of telecommunications, have to provide for novel value-added
services and to be able to supply their customers with the means to reap the
full advantages of new technology so both commercially survive (Kurland,
1988). On the other hand, the market trends that favored the birth of many
dot.com companies asked for service providers (SPs) that lead PTTs to
gradually extend their services towards e-business and become x-service
providers (x-SPs); x-SPs mainly stand for Application (ASPs), Interactive
Voice Response Systems (IVRSPs), email/Messaging (eMSPs), Network
(NSPs), Management (MSPs), Storage (SSPs), Data Center (DCSPs),
Hosting (HSPs), and e-Commerce (eCSPs) ones. This chapter introduces
the premises, the implementation, and the evaluation performance of a tele-
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working platform that was put into operation in order to equip the Public
Bureaus of Thessaly's rural county (Hellas) with the resources to build and
provide their citizens those services. This novel platform complies with x-
SP specifications and is built on a distributed computing basis.

I ntroduction

Market trends influencing telecommunication service providers (SPs) led the
Hellenic PTT [OTE] and the University of Patrasthreeyearsagototheinitiation
of acollaborative large-scal e project aiming to make OTE able to supply novel
value-added services. This corporate project outcome had to be a novel
integrated tele-working platform (TWP) supporting e-business facilities, and a
ready-to-be-applied x-SP system to satisfy the increasing new technology
demands of OTE clients. To thisend amarket investigation was performed and
its results thoroughly analyzed so as to establish this project’s main features;
technical know-how for those services was not made public then (Economou,
Karavatsel ou, Chassomeris, & Lymberopoulos, 2001).

Generally, x-SPs, in order to satisfy these demands, utilize anumber of already
maturefields, such aspersonal computerscomputing power, telecommunication
networking facets, and experiencein thefield of building software applications
and remote collaboration between distant parties, amust-supply issuefor modern
PTTs (Jereb, 1999; Shin, 1999). The proposed tele-working platform also
satisfies the need to exchange data without human intervention and access
remote resources, in order to both de-centralize their operations and take
advantage of the benefits of e-business, while reducing the huge amounts of
paperwork that they handle. It can be equally attractive to large/smaller
enterprises. The platform meets the following demands:

. Fast exchanging data procedures

. Remote update/service features in order to be always ahead of the market
. Decreased costs of ownership and accountability

. Reduced manual data processing, resulting in reduced relative costs

*  Chance offered to small/medium-sized enterprises to attract new custom-
ers

*  Simplified Web formsfor e-business
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e Very small elapsing time between business-to-business, business to its
partners, and between a business and its customers online and offline
transactions

e Compatibility for interacting with the Internet, supporting avariety of file
transfer protocols (SMTP, FTP, HTTP) and new standards (e.g., XML)
(CCITT Recommendations, 1988)

Complementarity between Internet-based and traditional activities led to the
integration of an Interactive Voice Response System (IVRS), designed to meet
the ever-expanding requirements for business information transport over tele-
phonelines; it can al so support voice processing application solutionsthrough a
Web application. By bringing together existing telephone network equipment,
business logic servers, and data communications networks, voice processing
provides customers with new services such as phone banking or stock market
exchange via both telephone and Web networks.

The TWP was strategically built as a distributed computing system (OMG,
1994), thus enacting the benefit to exploit resources within the service such as
printers, file servers, and other resources. Data present within the distributed
servicemay beshared acrossall similar Platforms (nodes). Thisaspect of jointly
operating gives to the TWP flexibility, robustness, and potentially limitless
scalability (Sotiriades, Economou, & Lymberopoulos, 2002).

The tele-working platform has been developed with built-in fault tolerance
attributes, seeking to enable the users’ non-stop availability. By making use of
idleprocessing power withinthedistributed service, the overall efficiency can be
increased by ‘load balancing’ all the nodes. Also, control data synchronization
across this system presents a management challenge that requires specialized
technologies to meet; security enforcement can also be less than trivial to
achieve.

OTE, in order to demonstrate the resources of the TWP and be able to sell the
x-SP, decided to the implement it and focus on a closed user group. The Public
Administrational Bureaus of Thessaly, arural Hellenic county, was chosen as
such, consideringitsgeographic particularity, itssparsely popul ated region, and
the need to offer quality of e-business service to the citizens at any time.

The next section describesthe architecture of the application-consolidated tele-
working platform. Wethenrefer toitsoperational modes, and the pil ot implemen-
tation of the platform and the x-SP performance evaluation are discussed. The
chapter concludes with an overall discussion about present tele-working plat-
forms and their future potential.
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Architecture

General Characteristics

The goal of the project was to create a TWP that would be supported by a
distributed computing system, including several joined x-SPs and networks to
which OTE would offer 24-hour operational support through its established
network. The undergone quest was to achieve the implementation of the x-SP
domain’s infrastructure and software-dependent basis that would be hosted at
OTE (hencereferred to as the x-SPD) capableto fulfill the e-business demands
and future trends.

This infrastructure should allow for adaptability to the customer’s intranet,
extranet, or other network protocol requirements such as ISDN, DSL, and/or
ATM. The x-SPD support team experience ensured that TWPs would be
operated at ahigh quality of service, whilesignificantly reducing operation costs.
Access via private networks to the x-SPD are configured on a client-per-client
basis. A simplified view of thisinteraction of the x-SPD to the clients' TWPsis
shown in Figure 1.

The distributed computing system consists of a software layer between the
communicationsfacilities provided on each host and the application (Crowcroft,
1996). The software layer (Figure 2) acts like an in-between service between

Figure 1. x-SPD interaction with a client’s tele-working platform
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application programs and networks, managing the interactions between dispar-
ate applications across heterogeneous computing platforms.

Thislayer ensures a high degree of independence between the underlying host
and the set of distributed applications. Itisused to transfer informationfrom one
application to one or more others, shielding its user from dependenciesinherent
in communications protocols, operating systems, and hardware platforms.
Generally, this layer provides a set of services specifically geared towards
supporting distributed computing. These services ensure that the tele-working
platform isscalable, reliable, secure, and available for use, accomplishing high
performance.

Theintegration of theinteractive voice response system within the overall tele-
working platform aimsto utilize new, additional value-added services such as:

. Information and transaction services (e.g., phone banking, stock market)
*  Salesforce automation

. L ocation-based services for residential users and businesses (e.g., City
guides)

Figure 2. Software layer
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Voice access to vending machines and convenience services
Mobileproductivity (e.g., voiceaccessto email, conferences, and database
services)

. Mass-calling (tele-voting)

Figure 3. Physical view of the x-SP distributed architecture
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Thekey pointsof thedistributed architectureareasfollows(also showninFigure
3):

. Internet access is protected by firewalls. The x-SPD consists of a local
area network (LAN) that contains all services to Web users, including
commerce applications, Web servers, etc.

The LAN substructure includes two routers: the first one is connected to
a wide area network (WAN) through a 34Mbps line; the second one, is
connected to a PRI (30B channels) and is used to establish ISDN dial-up
connections between the clients and the VS/MCU (82.2), accessing as
many channels as the local network and the database-server ports allow.

* ThelVRSisavoice/speech processing platform, integrated into the voice
servers, offering:

*  Speech recognition resources
e Text-to-speech resources

e  Voice/XML browser

o Resource management

. E1 trunk connectivity

. FAX support

e  CTlintegration

e  Cadlcontrol

e The Hosting Service Provider (HSP): Hosting special-purpose applica-
tions, network support (unvarying bandwidth), and surveillance checking
are supplied by the x-SPD.

e The Management Service Provider (82.2) satisfies standard ITU proto-
cols.

e TheApplication ServiceProvider (82.2) bridgestheinteroperability anong
the voice and Web applications, and the multiple database serversthat are
integrated in the TWPs network, as well as the calls, and the router
connections according to free server ports in the network layer.

. L ocal and remotedatabasesarein use, incorporating service, querying, and
maintenance tools, as well asthe user interface, to handle the data traffic.

J The Network Terminals connect the x-SPD to the ISDN lines.
o The DSL cable modem connects the client’s hosts to the WAN.
e The PC-ISDN router that handles up to three ISDN BRIs.
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A user’s interaction with the novel service is facilitated by both applying
multimediainformationtechnol ogy and visual programming, which providefor an
interactive user-interface. For example, Figure 4 represents the main real-time
conference (83.2.2) instantiation screen with its buttons, multimedia icons,
cameraoutput, etc. Each of those objectsreveal sahel p tip each timethe pointing
device (mouse) is placed on its top. Software tools al so exchange audio/voice/
datainformation.

This distributed architecture was thus structured and its main features selected
inorder to both reduce cost and accomplish anumber of important specifications
such as:

»  Software utility components re-use. Updating of existing software-
components need not be re-integrated and re-leveraged, thus resulting in
reduced development and deployment time.

. Location independence. The aforementioned software layer (SL) hides
completely the location of acomponent, whether it isin the same process
as the client or on any other node of the service. The way the client
connects to a component of the platform isidentical.

*  Connection management set-up. In the case of a network/hardware
failure, the componentsin tele-working applications need to be notified if
aclientisnot activeanymore. The SL manages connectionsto components
shared by multiple clients or dedicated to asingle one, cheaply.

*  Scalability. The proposed platform’ s applications have the ability to grow
withthenumber of users, theamount of data, and therequired functionality
by remote administration.

Figure 4. Interactive user interface
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. Performance. Inthe SL, the applications never seethe server object itself;
yet, the application is never separated from the server due to the fact that
it communicates with the component through method calls. By using these
methods' software addresses (utilizing asimple addresstable), the perfor-
mance of the TWP augmented to a factor of up to 90%.

. Bandwidth and latency. The SL minimizes network round trips wherever
possible to avoid the impact of network latency; also, it utilizes the
connectionless transport protocol UDP, which is subset of the TCP/IP
protocol suite (Howes& Smith, 1997). Itsconnectionlessnature allowsthe
SL to perform several optimizations by merging many low-level acknowl-
edging packages with actual data and pinging messages (OMG, 1994).

e Security. The SL programming model hides a component’s location and
also the security requirementsof acomponent. Thissecurity inaudibility is
achieved remotely.

. Load balancing. A referral component is used by the SL that utilizes the
information about the server’ sload, the network topol ogy between aclient
and available servers, and statistics about past demands of agiven client.
Every time a client connects to a component, the referral component can
be assigned to the most appropriate server available at that moment.

Communication software modules have been designed to deal with the
administrational and the application needs of the TWP, and the interoperability
between a client’s host and a network terminal. Also included are procedures
implementing operational scenarios depending on particular needs. The afore-
mentioned modules are responsible for the online and offline use of the tele-
working service, supporting transfer ratesup to 384K bps. Their implementation
follows the H.320 and T.120 ITU-T recommendations (online use), and the
LDAP (X.500) and DAP standard protocols (Howes & Smith, 1997). TCP/IP
handles offline secure file transfer.

The Domain Structure of an x-Service Provider

The idea behind the platform’s application was the creation of an x-SPD that
would be able to provide various services (through the Public Administrational
Bureaus and State Banks nodes) to the citizens. Services such as phone banking,
city navigation by thelVRSprovider, certificatesfrom themunicipal roll records
by the application service provider, and citizens websites hosting allow for e-
business (through the e-commerce service provider) to professionals at their
request.
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These services have to adhere to operational standards and a good quality of
service. Inorder tofulfill both requirementsand keep clients' privateinformation
inaccessibleto the provider of the service, anumber of moduleswere designed.

All handle data that the x-SPDs administrate (Figure 5):

e TheManagement Service Provider (MSP) isresponsiblefor theplatform’s
administration, thecontrol datathat remain unaffected to thefeaturesof the

application (BlueBook, 1988).

*  TheNetwork Service Provider (NSP) handlesthe control datathat include
the additional requested information (safety of transfer between collabo-
rating users) (Blue Book, 1988; Kraemer, 1988; European Telecommuni-
cation Standard I nstitute, 1996; International Telecommunication Union,

1997).

*  ThelVRS provider (IVRSP) has integrated voice servers that are used to
enable callers to access e-business applications using their voice or the

Figure 5. The architecture of the x-SPD
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buttonson their telephone. The users’ experienceisenhanced by anumber
of features, such as:

* A speech-recognition engine that matches spoken wordsto alist of
possible words in a lexicon. The speech-recognition engine recog-
nizes caller utterances by means of one or more application specific
grammars and converts spoken audio into text.

* A text-to-speech engine that produces a speech audio stream from
text provided by the speech application or stored in databases for
playback over a telephone. The voice server provides unlimited
vocabularies using human voices.

*  Support of avariety of telephony platformsfor inbound and outbound
voicecalls. Thetelephony platform connector istherun-timeplatform
for speech applications that connects the voice audio streams from
the public telephone network or Voice over Internet Protocol (VolP)
to recognition and text-to-speech engines.

*  Voice application development tools are used to develop and test
speech applications using speech recognition and/or text-to-speech.
These tools include support for applications written in Voice XML
(Wyke, 2002).

e A system management component, handling thebrowsers' initializa-
tion/termination.

*  Support for automatic/dialed number identification service, and call
transfers.

. Barge-in detection.
e Support to enable the voice server to reside behind afirewall.
e Support for secure sockets layer.

The connection environment by which the VRS provider performsisshownin
Figure 6.

*  TheApplication Service Provider (ASP) providesfor the correct timing of
the combined procedures. A tele-working service has to anticipate the
following timing levels: the various events time-schedule of the main
application, asynchronously fired operationswhilein an activeapplication
(multi-point calls(Fruscio, 1998), participants' identification, definition of
certain types of messaging, i.e., from the conference chair), the definition
of the priorities per client, municipal roll record certificate execution, and
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Figure 6. The connection environment of the IVRS provider
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various synchronization levels that areirrelative to the application or the
hardware capabilities (Blue Book, 1988).

Thevoice server of the VRS provider, suppliesthe structure for voice-enabled
applications that are handled by the ASP, using dialog management which
enablesthecaller to useanatural interfacejust by speaking. Thel VRS provider
consistsof:

*  TheStorage ServiceProvider (SSP), whichincorporatesanon-natural user
(server). Inthe case of multi-user tele-working applications, it managesthe
exchange of a large amount of data amid the participants while the
establishments of many connections with every other part result. Often,
multi-user applicationsinfluencethe quality of the service (i.e., theaudio/
video/data flow) that hasto be compensated by a high functional cost. So
ITU suggests the insertion of avirtual server (VS), to temporally store or
collect the user concerning information. The characteristicsof aVS (Blue
Book, 1988) are:

o Information control (International Telecommunication Union, 1997,
Fruscio, 1998)

o Data transferring error correction
e Creation of storage temporary spaces

o Messages synchronization (eM SP) for chat-like conferences (Euro-
pean Telecommunication Standard I nstitute, 1996)

*  Virtual port resources
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o Surveillancetoolsfor the service, implementing the access controls,
right alteration, and information updating for active conferences

A Multi-point Control Unit (MCU) often implements a VS, having many
more capabilities; its specifications are also set by the ITU (International
Telecommunication Union, 1997).

*  Thee-Commerce Service Provider’s (eCSP’s) domain, where the clients’
catalog is hosted. It contains the identification information for each client
and also additional informationrelated totheir activities, their current state,
andtheir businessprofile, providing aform of datawarehousing. Additional
informationisderived fromtheclients’ personal databases, and someuser-
selected data of those can be arranged to appear in websites through the
central databases. These websites may al so contain active server pagesin
order to serve the e-commerce activities such as transactions, orders, etc.
TheeCSPinteractswith the VRS provider in order to reach amuch larger
audience, anyone with atelephone.

Implemented Protocols

As aforementioned, a number of international standards were implemented in
both the x-SPD and the TWP in order to grant the project quality of service and
reduced cost performance. Thetele-working service’ sarchitecture was built on
the ITU standards such as SMTP, POP3, IMAP4, LDAP version 3, and NNTP
for handling dataexchange. The videoconferencing structureisbased on H.323
and T.120 protocol s (Blue Book, 1988; European Telecommunication Standard
Institute, 1996; International TelecommunicationUnion, 1997). TheH.3231TU
standard al so specifieshow clients’ hosts(PCs), equipment, and applicationsare
to link, share data, and synchronize their packets' traffic.

H.323 terminals and equipment can handle real-time video, voice, and data, or
any combination of those. H.323 also defineshow callsare set up, the capability
negotiation framework (the process of getting user terminalsto communicate),
the way dataistransmitted, and audio and video codecs (encoders/decoders of
input/output audio and video sources that can be user refined). H.323 specifies
the utilization of the T.120 standard for data conferencing.

TheT.120standard providesfor collaborati on conferencesusing dataconferencing
featuressuch asapplication sharing, conferencing whiteboard, and filetransfer.
Finally, the implemented Lightweight Directory Access Protocol (LDAP) isa
method for clients to query and access information stored on directory servers
over TCP/IP connections (Blue Book, 1988).
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Tele-Working Platform Services
Operational M odes

Theplatformprovidestheclientswith on- and of flinecommunication, advertising
of their offered e-business, interactive participation in chat-like conferences,
set-up of real-time collaborative conferences, file transfer utilization, access
agenda/client catalog facilities, and exploitation of central databases facilities.
All data exchange takes place in a secure environment.

Offline Communication

Offline communication refers to services such as electronic mail messages/
attachments, agenda data, publicity, and application forms that do not involve
real-time multimedia conferences. It mainly relates the data exchange between
the central databases. The following x-SPs are offered:

. Messaging services. Tools are included to compose, access, and read
messages/attachments. Supported are also the clients' address book
services, monitoring of sent messages/attachments, voice accessto email,
notification service, etc.

. E-business and phone banking services. Clients can set-up any e-
commerce service and access bank accounts, make transactions, etc.,
through voice-enabled applications. Building, hosting, and updating Web
pagesthat support all commercial activitiesby activeserver pagesbuiltinto
the application and voice servers, can be organized according to the
enterprise variety.

*  Agenda/client catalog. The agenda facility stores proposed, accepted,
and/or modified data regarding clients' e-meetings. The catalog stores
clients' personal/professional data.

e Central databases. They are responsiblefor the message handling and the
dataexchanging between theclients. They administer (add/del ete/maodify)
the clients' and their pre-arranged advertising-submission data, send the
meeting notification (acceptance, modification, postponing) to the proper
clients, and monitor conference scheduling.
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Online Communication

Online communication refers to conference services (i.e., chat-like and real-
time collaborative conferences) where audio/video/data collaboration takes
place among the clients.

e  Chat-like conferences. The database-server can create upon demand
virtual ‘rooms’ inwhichtheclients'chat’ by writing messagesinreal time,
handling the floor control operations and rights. Several ‘rooms’ can be
made and accessed by the same clients simultaneously.

. Real-time collaborative conferences. The x-SPD provides the clients
withtheappropriatetool sfor the establishment, management, and applica-
tion of collaborative, real-time conferences. Proper signaling and a set of
controlssupport the synchronization of commands and resulting events, as
well asapplication sharing, real -time dataexchanging, floor control manag-
ing, whiteboard facilities, etc. Password-locked procedures are imple-
mented, to allow the clientsto safely join multi-collaborative sessions (by
utilizingan MCU) (Blue Book, 1988; Kraemer, 1988). Figure 7 showsthis
operation by arelative diagram.

Figure 7. Schematic representation of real-time collaborative conferences
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Pilot | mplementation

Assoon as OTE implemented the x-SPD, the installment of a number of TWPs
took place at the rural area of Thessaly, an agricultural Hellenic county. Its
geographic particularity chose the region, where the city isin the lowland and
most of the people are in the highland. Personal presence was required for a
citizento carry onbureaucratic tasksal ong to frequently bad weather conditions.

A network of 10 nodeswas set with the purpose of linking thelocal administration
bureaus and simplify/accelerate the work of the employees, hence serving the
publicin abetter way. Alternatively, it provided the citizens with new services
such asadvertisingtheir regionfor tourist exploitation, digital mapsuse, citizens'
websites hosting, processing of bureaucratic procedures, etc.

The x-SP responded successfully over the duration of the pilot project (nine
months), whilethe pilot project itself is considered a success. For this period of
time, well over 250 cases were serviced (75/190 online/offline collaboration
ratio). A total of 112,459,591M Bs were exchanged (to and from) amid nodes.
Usagetimeduring collaborative sessionswas 90 minutes, in average. Thetopics
covered were 72% service in nature, 9% administrative, 10% financial, and 9%
social talk.

Table 1 shows how public servants (employees-PS) judged the service's
performance. The great majority of the answers (‘good’ + ‘very good’) were
positive; the best ratio was achieved for the one regarding execution time.
Service reliability rated second, whereas recovering capability regarding the
services and PSs’ errors were satisfactory. System resources management was
also well accepted.

Table 1. Service's performance rates

Rates (%)

(VB)&(B) | NG (G)+(VG)
Response/task execution time 0 4 96
System reliability 8 12 80
Recover capability/terminal errors 125] 125 75
Recover capability/PS errors 42| 16.7 79.2
System resources management 43| 174 78.3

VB: Very Bad, B: Bad, NG: Not Good, G: Good, VG: Very Good.
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Table 2. PS routine without the X-SP operation

Rates (%)

(V9&(S) |N (L)+(VL)
Response/task execution time 0 0 100
System reliability 23 18 59
Recover capability/in-bureau errors 0 100 0
Recover capability/off-bureau errors 216 | 15.2 63.2
Bureau resources management 43 32 20

VL: Very Larger, L: Larger, N: Neutral, S: Smaller, VS: Very Smaller.
"Opinion taken after the training period.

Table 2, on the other hand, shows that PSs believe the overall performance of
their bureaus before and after the x-SP operation significantly defersonly in the
time saved by operating the x-SP. Their belief, however, in the ‘bureaucratic
operation mode’ (before the x-SP operation) asamore error-free procedure can
be explained by the ‘new technology phobia they use to demonstrate. This
‘phobia’ was greatly eased during their training period (two weeks), but mostly
by operating the TWPs.

Table 3 shows the results of collaborative sessions. PSs found the connection
process and its needed time to be good (i.e., ‘good’ + ‘very good’). On data
operations—both file transfer and application sharing—they were satisfied.
Utilization of real-time communication and sharing tasks was al so positive, as
their answers showed (i.e., ‘good’ + ‘very good’ again).

Table 3. Connection’s process performance rates

Rates (%)

(VB)&(B) [ NG | (G)+(VG)
Connection process 0 12 88
Connection time Ol 83 91.7
Real-time communication 0 0 100
File transfer 8 8 84
Sharing tasks 0 0 100

VB: Very Bad, B: Bad, NG: Not Good, G: Good, VG: Very Good.
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Discussion

Inthe previous section’ stables, PSs of the pilot nodes embraced the new service
in general. Notwithstanding their disquietude towards computers, networking
equipment, and the other necessary apparatus, they exhibited a genuine enthu-
siasm about the perspectives the service brought to them.

They strongly believe their needs—to constantly get informed about devel op-
mental programs, tele-conferencingly consult major expertsin afield, virtually
attend seminars, and create and learn from special set-up distance learning
educational projects—can be met by the presented tele-working x-service. On
the other hand, the overall cost for installing, upgrading, and maintaining such a
service (and a tele-working network) is much less than the cost of the DSL/
ISDN/PSTN calls transacted.

On the other hand, to enable the future adaptability of the service, embedment
of Component Object Model (COM) protocol within the af orementioned soft-
ware layer (82.1) isthe agent that has been | ately integrated in the tele-working
platform. COM defines how componentsand their clientsinteract. Thisinterac-
tion is defined such that the client and the component can connect without the
need of any intermediary system component. Microsoft’s Distributed COM
(DCOM, 1996; Lockhart, 1994; Rosenberry, 1993) extends the protocol to
support communication among objects on different computers on a LAN, a
WAN, or even the Internet. DCOM advantages are:

. L ocation independence

*  Connection management
*  Scalability

. Performance

. Bandwidth and latency

e Security

. L oad balancing

. Fault tolerance

. Ease of deployment

. Protocol neutrality

. Platform neutrality

. Integration with other Internet protocols
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Also, the reader has to keep in mind that very little is made public about tele-
working services of such a magnitude. Most recently, however, a publication
about an Internet-based system facilitating commerce of medical devices
(Palamas, 2002) appeared. This special-purpose platform aimsto help possible
customers of medical devices select the appropriate equipment by building a
powerful Internet portal. Thedevel opers’ main objectivewasto maintain control
over the detailed information of products, and be able to drag datafrom linked
websites and online catal ogs.

Althoughthelevel of the portal’ spotential isnot similar to the proposed platform,
the interest for building commercial applications that would link ‘clients’ isa
given fact. In addition, since another facet of the Internet-based application, a
fragment of our proposed platform, isthe adoption of Javaand XML technolo-
gies, this application also sustains the key decisions of our own platform.

Alternatively, from the part of the Hellenic PTT (OTE), the backer of thewhole
project, theteam of devel oping engineers can only mention this set of specifica-
tions:

*  Acquire the capability to enter the tele-working market by means of a
reliable x-SP and TWP that would be based on standard protocols,
software, and hardware components.

*  Thecost of the non-communication equipment was to be kept low.

*  Theobtained x-SPD and TWP, aswell as the connectivity equipment and
tools, and the team of techniciansthat would back-up the new x-SP, would
have to rely on its organization facets and utilize the already present
telephone, mobile, and ISDN networks.

*  Servicebacking-up (i.e., thetraining of theclients, the structuring of ‘help
desks', the forwarding of the new x-SP), updating, and monitoring of the
pilot project was to weigh on it the minimum possible. Later on, the team
of developing engineerswould train itstechnicians.

*  Theservice had to be ready to migrateto DSL/ADSL and ATM networks
with minimum effort, low cost, and without having to re-train clients/
technician onitsuse/maintain.

Pondering the above specifications, the architecture, operational modes, andthe
pilot implementation characteristics of both the x-SPD and the TWP implemen-
tationsarebetter explained. Nevertheless, all OTE specificationsweresatisfied;
actually, the Hellenic PTT extended its collaboration with the University of
Patras for a period of three more years.
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Moreover, we learned that the OTE initial investment funds turned to profit.
More specifically, after the collaboration and buying out of anumber of Eastern
Europe's National PTTs (i.e., Romania, Georgia, Armenia), the Hellenic one
enterstheir market by forwarding e-business solutions by means of itsacquired
know-how from the novel x-SP. The not-so-sophisticated, but otherwise very
reliablenetwork capabilitiesonwhich thedesign wasbased arevery appropriate
to ensure a steady market share gaining.

Finally, there anumber of lessonsthat the developing engineers learned:

. People are eager to know about new technologies, even to get to utilize
them, but they expect great funding to come from state programs, from
variousorganizations' backing-up, or fromdecisions(i.e., laws) that would
be applied to their work.

*  ‘Newtechnology phobia’, especially personal computer utilization, isstill an
everyday problem. People with no proper education tend to deny the
benefitsthey offer, especially those running small/medium enterprises (of
at most 50 employees) that developed by themselves.

e  Tobuildthenecessary softwaretoimplement all communication protocols,
the user interface, the control modules, etc., of the novel service, alot of
compromises had to be reached between the actual operation and the firm
budget. The code’ s modularity was so adopted.

. Updating the software modules can be done remotely, a major cost-
reducing facet.

e The x-SPD and TWP documentation proceeded simultaneously to their
building.

Conclusions

The devel oped tele-working platform aims to be the base to establish the tele-
working serviceinaflexible, user-friendly, foolproof, fruitful, and most conve-
nient manner. It seeksto convey unexploited human and material resources, and
to combinethem with high-end technol ogical solutionstofacilitatelabor andthus
improve productivity. Attributes of the platform, such as classification of
professional futureclients’ dataand their promotion, easy and quick retrieval of
significant datafromthe Web by means of secure connections, onlineand offline
communication, real-time collaborative conferencing, and a friendly-man-to-
computer interface, are met. On the other hand, the investment of the Hellenic
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PTT (OTE) was returned since the technologies used are far from expensive.
Naturally, when new features such as DSL/ADSL and ATM networks will be
employed, the cost will have to increase, but the overall quality of service and
connection rates will also manifold increase.
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