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Management Summary

The present study makes an attempt to contribute to the knowledge about the online business
strategies. Porter’s framework of three generic strategies (i.e. cost leadership, differentiation
and market focus) is used in the current study to compare the business strategies of
companies operating only in an electronic marketplace (i.e. online firms) and firms operating
in both electronic and traditional markets (i.e. click-and-mortar firms). This study also
examines the relationship between the generic strategies, including the integrated strategy
(i.e. stuck in the middle) combining elements of cost leadership and differentiation strategies,
and the business performance in e-commerce. Finally, it investigates if the Internet-based

activities of firm’s value chain have impacts on the competitiveness of its business strategy.

A multiple-case method was used to answer the above questions. Eight managers from eight
different firms were interviewed, including six firms operating online and the other two
operating only in traditional markets (i.e. brick-and-mortar firms). The reason of doing so is
to compare the results between firms which belong to the online business models and brick-

and-mortar firms.

The data indicated that Porter’s generic strategies were relevant to electronic markets.
Depending on their business model, firms follow different competitive strategies. Online
firms are more likely to follow a differentiation strategy while click-and-mortar firms are
more reliant to come with a strategy based on cost. The data also suggested that
differentiation strategy had the strongest contribution to business performance. In addition,
click-and-mortar firms combine elements of cost leadership and differentiation strategies
improving their business performance. As regards the online firms, the majority of them do
not follow this kind of strategy while they have better results. Finally, depending on the
firm’s competitive strategy and the extent in which it uses the Internet for specific functions,

virtual value chain affects the business strategy in a certain degree.
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1. Introduction

An electronic marketplace connects buyers and sellers, offers means of electronic trade and
provides rich information to the customers for products and services (Bakos, 1998; Dutta and
Segev, 1999; Evans and Wurster, 1999; Lederer et al, 2001). If firms want to survive and
succeed in the increasing competitive environment of e-commerce, they will have to establish
effective business strategies. Some firms may choose to change the way they function so as to
seek the benefits of new information technologies (Jarvenpaa and Ives, 1996) while others
may establish a completely new business model in order to compete effectively in the new
market (Angell, 1996). Firms have to recognize their strengths and weaknesses before they
designate their resources and choose the appropriate business model and strategy (Lederer et
al, 1997).

The internet not only creates new opportunities for all firms but also changes the global
business infrastructure. Firms have to find ways to adjust to this important environmental
change. They need to consider the costs and the benefits of the Internet and plan its use
within the firm. According to McBride and Rogerson (1995), firms also undergo competitive
pressures to use the Internet imposed by other firms with successful use of it. They also claim
that the media “hype” puts pressure on firms to use the Internet in their business processes.
Access to the Internet provides companies with new business opportunities as well as new
problems and threats. According to McBride (1997), some of these opportunities are the use
of the intranet (e.g. e-mail) within the companies, the cheap marketing targeting very wide
audience, the increase in commerce because of the development in electronic payment and
the access to a huge range of databases. He also points out some problems of using the
Internet, such as the security of commercial transactions, the need of intelligence agents and
the intermediaries for information search and some ethical issues. Thus, firms have to decide

about their participation in electronic commerce realizing its benefits and threats.

Electronic commerce is determined as a variety of market transactions which are enabled by
information technology (Applegate et al, 1996). It is another tool in companies’ hands in
order to reach potential customers implementing competitive strategies (Applegate et al,
1996). E-commerce also provides the trading partners with the ability to share data more
easily (Adams, 1994). Some companies may compete in electronic marketplaces based on
price and cost. However, others may follow strategies based on specific market segments.
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The adoption of the Internet is a major strategic issue for the organizations. This adoption
may change over time. For example, some companies initially adopted online sales but not its
products’ procurement Via the Internet. However, they may change their strategy adopting the
e-procurement process in the future. Based on this reasoning, Wu et al (2003) argue that “e-
business adoption is conceptualized along dual dimensions — the process domains within
which e-business is adopted and the degree of implementation of e-business within specific

process domains” (p. 426).

Another important issue is how business performance is affected by adding the Internet
channel to a company’s distribution portfolio. Geyskens et al (2002) claim that a firm’s
performance can be enhanced by the combination of existing distribution channels and
Internet channel if the demand- and supply-side advantages (i.e. demand expansion, higher
prices and lower physical distribution as well as transaction costs) are contributed to the firm.
However, on the other hand, an additional Internet channel may abuse firm’s performance
through demand- (i.e. reduced revenues) and/or supply-side (i.e. increased costs)

disadvantages.

Early studies have surveyed the electronic marketplace. Scott and Walter (2003) suggest that
the Internet is part of business innovation and this is an important reason for further research
related to opportunities, challenges and threats that companies may face in the e-business
world. Managers and researchers try to understand how the game of electronic commerce is
played and on which rules it is based. Amit and Zott (2001) argue that the key issues related
to e-business are not clear yet and there are no widely accepted theories in order to address

the features of e-commerce.

The theoretical lenses of the present study are Porter’s (1980) generic strategies, the concept
of the value chain (Porter, 1985) and the business performance. This paper makes an attempt
to examine if the Internet-based activities of the value chain influence the competitiveness of
firms’ business strategy (i.e. cost leadership, market differentiation and market focus). It also
investigates which business strategy leads to better business performance for two different
online business models (i.e. online firms and click-and-mortar firms). The above broad
research domain can be specified into three detailed research questions as follows: (1) Does
Internet-based activities of the value chain affect the competitiveness of firm’s business
strategy (i.e. cost leadership, differentiation and market focus)? (2) Which business strategy

is a performance predictor for two different online business models? (3) From the aspect of
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business performance, is the integrated strategy (i.e. ‘stuck-in-the-middle’) combining
elements of cost leadership and differentiation more effective than the separate cost

leadership and differentiation strategy?

Following this introduction, | next reviewed the related literature which consists of four
domains. Then, the research framework is presented and the hypotheses are formulated in
section 3. Section 4 documents the data collection method, followed by the data analysis. |

conclude the report with the key findings, implications and the future research.

2. Theoretical Framework

Porter’s Generic Strategies

Porter’s (1980) framework states that a firm has to choose whether to target broad or narrow
market segments in order for a firm to be successful in business. He also argues that a firm
has to determine whether to differentiate its products/services from those of competitors or
offer products/services with low cost in order to achieve competitive advantage. Based on
this reasoning, Porter claims that firms can follow one or more of three generic strategies:
cost leadership, differentiation or market focus. Furthermore, a firm follows a cost leadership
strategy when it attempts to become the lowest producer in an industry offering
undifferentiated products with the lowest cost at a standard market price. With a
differentiation strategy, a firm seeks to differentiate its products/services by providing a
better service level to customers and better product quality at a premium price. In addition,
firms can compete based on the market focus strategy by concentrating their efforts on a
specific niche in the market and offering specialized products for that niche. The company
can also make use of cost leadership or differentiation approach concerning the focus
strategy. Finally, according to Porter (1980, p. 35), when a firm fails to pursue successfully

any of the generic strategies or more than one simultaneously, it is stuck in the middle.

However, the arrival of the Internet created new business models and made the rules and
mechanisms of the market more complicated. Many studies (Lederer et al, 1997; Gonsalves
et al, 1999; Rangan and Dell, 1998) suggest that companies use the electronic commerce
more in order to differentiate their products and services from their competitors and focus on

specific market’s segments of potential customers than to compete through the cost and price.
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Cost Leadership Strategy

Cost leadership can be a strategic option for many online businesses. This kind of strategy is
pursued by firms that sell standardized products and services such as books industry
(Barnersandnobles.com) and travel industry (Expedia.com). It also appeals more in customers
who are price sensitive. Phau and Poon (2000) state that online companies achieve modest
level of customer brand-loyalty meaning that firms operated in e-commerce will be forced to
compete on price. The bargaining power of customers is increased because they have access
to more information on products and services which leads to lower search costs as well
(Porter, 2001). This fact results in the increase of price competition among the sellers (Bakos,
1998). Moreover, the fact that firms operating in electronic market are able to adjust their
prices more quickly leads to higher price flexibility and resourceful price competition (Lee
and Gosain, 2002).

On the other hand, Pan et al (2002) argue that many buyers in electronic commerce, who are
characterized by brand loyalty, tend to be less sensitive to price. Degeratu et al (2000) also
argue that the premise that the price competition will be increased in electronic market is
wrong. It is worthwhile to mention that large, established firms which have higher resources
are more likely to follow a cost leadership strategy while smaller companies compete by
differentiating their products and services in a niche market (Wright, 1987).

Differentiation Strategy

Differentiation strategy will be more likely to be pursued if the firm is based on customized
products and services, customers’ convenience, customized online experience or a
combination of all these features. For instance, trying to reach repetitive purchases,
Amazon.com decreased customers’ search cost, prompted trust and provided products,
services and online experiences adapted to customers’ needs. Differentiation must also be
based on elements that are difficult to be imitated (Porter, 1980). Some of them are the
product features, design, brand image and customer service as well as security of transactions
and speed of delivery. The majority of the elements which businesses use in traditional
market can also be used in electronic market. In e-commerce, the buyers can get access to
more information and compare them more easily. It leads to lower switching costs for the
customers (Kim, 2000; Porter, 2001). This fact encourages the e-businesses to pursue a

differentiation strategy.



Porter (2001) states that the emergence of the Internet lowers switching costs for the
customers, increases customers’ bargaining power and lowers barriers to entry into an
electronic market. So, the early adopters or first movers can lose their advantages very
quickly and easily since competitors can learn quickly how to provide the same or even better
products and services. Furthermore, brick-and-mortar firms can easily adopt online channels

changing to click-and-mortar companies and compete with online firms.

There are many studies which identify ways for differentiation in electronic commerce. Amit
and Zott (2001) point that trust between partners and security in trade transactions can be
important keys for customers’ loyalty. In addition, Liu and Arnett (2000) argue that some
key characteristics of websites such as quality of information and level of service help online
retailers to differentiate their products. The more information is given related to the
connection between products and customers’ wants, the less sensitive are the customers to
price (Lynch and Ariely, 2000). Yang and Jun (2002) conclude that an online firm will have

higher levels of buyers’ loyalty, if it offers better customer service than competitors.

Miller (1986) extents Porter’s generic strategies framework and discriminate differentiation
strategies based on innovation. This kind of strategy can help companies to establish
competitive advantage which is difficult to be predicted and imitated by competitors. The
Internet provides firms with new information technologies which encourage them to innovate

and differentiate their products and services (Fitzsimmons and Fitzsimmons, 1997).
Market Focus Strategy

Following a market focus strategy, firms concentrate their efforts on specific segments of the
market. They either lower the cost or differentiate their products and services from the
competitors. This kind of strategy is usually followed by small companies which cannot
compete against established, large firms (Wright, 1987). Porter (2001) also claims that the
barriers of entry in an electronic marketplace such as sales force, access to channels and
required investments are lower. Thus, targeting even smaller segments might be feasible for
small companies to enter in this new market. According to Bakos (1998), the Internet allows

firms to adapt their products and services for particular customers’ needs.

The internet facilitates the fragmentation of the market and drives the customers toward
appropriate products and services. Based on this reasoning, Yelkur and DaCosta (2001) argue

that pursuing a focus strategy in electronic commerce, a firm is able to charge higher prices
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by customizing their products to meet buyers’ needs. In traditional business, the same level of

personalization would be more expensive to be offered.

Nevertheless, Kim et al (2004) argue that cost leadership and differentiation strategies will be
applicable to e-business firms in a broad sense, while the focus/niche strategy will not be as
viable to e-business as to business-to-consumer context. Despite these findings, they state that
e-businesses which are not capable of taking advantage of the fragmenting opportunity of the

Internet will be unlikely to have competitive advantage.
“Stuck in the Middle”

According to Porter (1980), cost leadership and differentiation strategies are contradicted
with each other because they require different kind of resources. A firm will fail to reach high
performance, if it combines these two competitive strategies. However, many studies have
questioned Porter’s arguments about the exclusivity of the generic strategies (Booth and
Philip, 1998; Glazer, 1991; Karnani, 1984; Wright et al, 1990; Hill 1988; Murray, 1988). Any
disharmony between cost leadership and differentiation strategies may apply in more
consistent environment while unstable environments require flexibility and combination of
more than one generic strategy (Kim and Mclintosch, 1999). In addition, Merrilees (2001)
states that many online firms have successfully employed integrated strategy combining
elements of cost leadership and differentiation. Kim et al (2004) also declare that an
integrated strategy combining elements from cost leadership and differentiation is the most

effective strategy for firms which operate in e-commerce.
Online Business Models: Online Versus Click-and-Mortar

The role of the Internet in the business world is becoming more and more important. Porter
(1980) and Porter and Millar (1985) argue that a firm must respond to five competitive forces
before it develops its business strategy. These forces are the threat of new entrants in the
industry, the rivalry among competitors within the industry, the threat of substitute products
and services, the bargaining power of suppliers and the bargaining power of buyers. The firm
tries to find which of these forces are weak in the industry where it wants to enter. But,
according to Mo Koo et al (2004, p. 167), the emergence of the Internet and the electronic
marketplaces increase the complexity in market dynamics. This complexity has to do with the
changes in the offerings of products/services and in the firms’ cost structure. It allows the

emergence of a new type of firm operating exclusively in an electronic marketplace (i.e.

~ 10 ~


http://www.coursework4you.co.uk/essays-and-dissertations/e-commerce-and-e-business/e-businesses/ebusinesses.php

online firm) to compete with traditional brick-and-mortar. It also allows the traditional brick-
and-mortar firms to access customers, which firms could not previously reach, via the use of
the Internet (i.e. click-and-mortar firms). These two types may have different ambitions and

compete with each other based on different strategic strengths.

To begin with click-and-mortar firms, Mo Koo et al (2004, p. 163) state that ‘Click-and-
mortar firms are traditional businesses that have supplemented their brick-and-mortar
operations with online channels either in response to the threat posed by emerging online
firms or in search of the opportunities afforded by the Internet’. The adoption of the Internet
is not dependent on the kind of industry. More and more brick-and-mortar firms adopt the
Internet using their websites in order to reach customers. Liu et al (1997) conclude that the
adoption depends on the level of firm’s revenues since the higher business performance the
firm has, the more likely it uses the website in order to attract customers. Moreover, the
extent of Internet adoption is mainly related to organizational characteristics (Thong, 1999).
The competitive advantage, that a firm gains, depends on the firm’s ability to make IS
investments responding to customers’ pressure and/or initiatives of competitors. For example,
Barnes and Noble was leader in the traditional bookseller market for many years. It adopts
Internet-based channels complementing its traditional one in order to compete with
Amazon.com. Further, Teo and Pian (2003) conclude that business technology strategy, top
management support and technology compatibility are the key factors associated with the
extent of Internet adoption. In addition, Geyskens et al (2002) argue that the gains of adding
an Internet channel in an established conventional channel system outperform the present and

expected costs.

Moreover, online companies are firms which operate distributing their products only online
via their web-sites (Mo Koo et al 2004, p.163). This kind of business model depends on the
IS technologies opportunities created by the Internet. In addition, the lack of physical stores
lowers the costs for these companies. There are many examples of online firms which
recently started but have already become powerful competitors in various markets such as

Amazon.com and Netscape.com.

The present study investigates how online firms differ from click-and-mortar firms with
regard to Porter’s (1980) competitive strategies and whether business strategy are linked to

better business performance.
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Value Chain and the Internet

Porter (1985) introduced the concept of value chain (Figure 1). Firm’s value chain consists of
nine categories of activities which are linked together. These activities are divided into two
categories: primary and support. Primary activities have to do with the creation and
distribution of the product as well as the after sale assistance (i.e. Inbound Logistics,
Operations, Outbound Logistics, Marketing and Sales, After-Sales Service). Support
activities support primary activities (i.e. Firm Infrastructure, Human Resources Management,
Technology Development, and Procurement). Each firm in an industry has different value
chain. These differences among the competitors in the same industry are the sources of
competitive advantage. According to Rayport and Sviokla (1995), the introduction of
electronic commerce leads to a new locus of value creation through the virtual value chain.
Firms must pay attention to the interaction among the traditional value chain and virtual value
chain. Managing well these two interacting value-adding processes, a firm can attain
competitive advantage. The Internet affects the cost and the quality of activities in value

chain optimizing value system’s workings in real time (Porter, 2001).

The Internet increasingly influences the business environment allowing new value chains
with new players, products and services in the market (Evans and Wurster, 1997; Hackney et
al, 2002; Rahman, 2004). Many enhancements are proposed to the value chain model.
Normann and Ramirez (1993) present the value constellation concept by considering
continual reconfiguration of relationships among a constellation of suppliers, partners and

customers.

According to Janssen and Sol (2000), the intermediaries play an important role in the
electronic value chain. The emergence of the Internet has resulted in many changes regarding
the ways and methods of conducting business. There is a transformation of organizational
value chain and, generally, value systems (Porter, 1985, 2001). Early studies show that the
Internet provides firms with a direct interaction with their customers. This fact leads to the
gradual decrease of intermediaries in the value chain (Malone et al, 1987). The term
disintermediation describes the move towards shorter value chains in electronic commerce.
Many recently studies have started to question the disintermediation concept (Burton and
Mooney, 1998; Adelaar, 2000). Sarkar et al (1995) introduce the cybermediation term which
describes the creation of new markets for electronic intermediaries. Furthermore, both click-

and-mortar and online firms seek the benefits of these changes by playing the role of
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cybermediaries in a market and/or by reducing their transactions costs with the existence of

less intermediaries in the value chain.

In this study, | adopt Koh and Nam (2004) Internet utilization taxonomy with three categories
of primary activities of the Internet value chain (i.e. logistics, operations and sales and
marketing). These three major categories are classified into nine sub-categories of support
activities (i.e. alliance, trading, database, human resources, communication, automation,

sales, advertising and marketing).

Support Firm i
acthvities Infrastruchen i
[ 1 1 1 I i
Hmman resoerrs i i i i b
maragrmimnt ! ! ! I \
Technology i i i i /
divrlopment : : : | /
/
f f f |
Proosrement I I I I !
I I I | /
I I I |
Inbound | []|:-.'~.'II-:r.-'.| Ctbound | Maketing | Service
Ingistics lngistics and sales
Primary
acthviting

Source: Porter and Milkar (1985)

Figure 1: The value chain model

Performance

Each generic strategy influences business performance with different ways. E-business firms,
which follow cost leadership strategy, sell standardized products and services. According to
Porter (2001), the customer switching costs are lower because of easy price comparisons.
Thus, the firms which pursue this kind of strategy are locked to continuously cut the prices
without improving their business performance. However, the Internet helps firms to diminish
their costs and re-organize their cost structure offering lower prices and improving their
performance. As regards the differentiation strategy, it is based on customizable products and

services providing convenience and unique online experience. E-business firms have many
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ways to differentiate their products such as website design, convenience and customized
recommendations. Depending on the way that each firm differentiate its products, it can
either enhance or not its business performance. Finally, the market focus strategy is chosen
by smaller firms which cannot compete with large, established firms. They may improve
business performance focusing on specific segments of the market and offering more

customized products.

Furthermore, Brynjolfsson and Hitt (1996) argue that the investment in information
technologies may indeed provide improvement in organizational performance. For example,
General Electric implemented an Internet-based system to deal with supplier payments.
Traditionally, it took it about 60 days to pay suppliers but after this implementation, the
payment period was decreased to 15 days resulting in a 12 percent reduction in annual

accounts (Murray and Sapsform, 2001).

| measure firm’s business performance of online and click-and-mortar firms based on two
factors. As regards the click-and-mortar firms, | examine whether the performance enhanced
by operating in e-commerce. | also investigate whether online firms improved their business

performance by investing on new information technologies.

To sum up, online and click-and-mortar firms choose and follow a competitive strategy. The
present study investigates if the choice of competitive strategy is related to firm’s business

performance.

3. Theoretical Development

The Research Framework

Based on the above four rich but separate domains of literature, | propose an integrated
research framework for investigating the interaction relationships among Porter’s generic
strategies, the online business models, the value chain model, and the business performance,

as explained below.

| argue that a firm’s business model in online marketplaces (i.e. click-and-mortar and online
firms) is closely related to its choice of the competitive strategy (i.e. cost leadership,

differentiation and market focus). As a result of the choice of the competitive strategy, firm’s
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business performance varies. Additionally, if a firm combines elements of cost leadership and
differentiation strategies, it will have better business performance. Finally, firm’s value chain
affects the competitiveness of the generic strategies. | summarize these arguments into a
research model (as shown in Figure 2) and provide the detailed justifications for each

hypothesis in the research framework below.

Online Business
Models

The
Choice/Competitiven
On-line Firms Hla-

1 ess of the .
c > . Business
Click-and-Mortar Competitive Strategy , Performance
Firms <
Cost Leadership PN

FiL

H3
) ] Differentiation
Virtual Value Chain
g\ Market Focus Integrated
Primary Activities H4 Strat
V rategy

Support Activities

Figure 2: The Research Framework

Hypotheses

The type of business model (i.e. click-and-mortar and online firms) has significant impacts on
how a firm competes in an electronic marketplace. The way that a firm competes in e-
commerce is clearly connected with the choice of its competitive strategy. In the present
study, the competitive strategy is concerned by Porter’s three generic strategies (Porter,
1980). The emergence of the Internet provides each business model with competitive
advantages. These competitive advantages lead a firm to choose its competitive strategy.
Specifically, on the one hand, Verity and Hof (1994) argue that the Internet increases the
bargaining power of buyers by improving their access to any information and eliminates or

lowers market’s entry barriers by leading many brick-and-mortar companies to the danger of
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extinction. The price flexibility, the ability to take advantage of the first mover’s benefits and
the lack of conflicts between traditional and online channels are some of the privileges that
online firms have. On the other hand, Porter (2001) claims that traditional businesses are not
at risk and the market structure does not necessarily change because of the emergence of the
Internet. In addition, Brynjolfsson and Smith (2000) argue that click-and-mortar firms have
the competitive advantages of brand recognition, reputation and credibility that online firms
do not have. Considering that the level of the competitive advantages which results from
different business models is connected with the choice of the strategy, | thus propose un-

dimensional hypotheses below and use the data to render the conclusion.

Hypothesis l1a: The choice of cost leadership strategy varies significantly between online

firms and click-and-mortar firms.

Hypothesis 1b: The choice of differentiation strategy varies significantly between online firms

and click-and-mortar firms.

Hypothesis 1c: The choice of market focus strategy varies significantly between online firms

and click-and-mortar firms.

In the present study, the meaning of business performance is related to the investment in IT
or the entry in e-commerce. Different strategies may have different results in terms of the
business performance in the online and click-and-mortar firms. Online firms continuously
invest in IT since this is the only way to improve their websites attracting more clients,
differentiating their products and improving the business performance. On the other hand,
brick-and mortar firms enter in e-commerce changing to click-and-mortar firms. This fact
helps them to increase their sales targeting in broader audience. It also diminishes firm’s

costs since they may close some of their physical stores.

Kim et al (2004) suggest that the cost leadership strategy does not lead to superior business
performance for firms operating in e-commerce (i.e. online and click-and-mortar firms).
However, according to their study, the differentiation strategy is more likely to produce
higher performance. They also argue that market 