[image: image1.png]agvlbuys










The Perishable Food Industry: ripe for e-commerce

3. The quest for competitive advantage

Part Three of Three

Michael O’Keeffe

October 2001

Summary

Leading firms in the perishable food industries are ideally positioned to exploit the unique attributes of e-commerce for competitive advantage.

Companies can only sustain competitive advantage by investing in and leveraging resources that are difficult for competitors to copy. Close relationships with members of one’s supply chain—which are built over time and cannot be bought—are a good example of such intangible assets. 

Essentially, intangible assets create options. A close relationship with a buying organization can be seen as an intangible asset containing the option to facilitate the entry into new markets, jointly launch new products, or implement improved promotions programs. 

The Internet can help bring these valuable options to fruition because it allows companies, for the first time, to manage their supply chain network as a single unit instead of as a series of discrete buyer-seller relationships. 

Because of the non-standard nature of perishable food products, companies in the food industry have tended to invest in relationships with their supply chain partners over the last 20 years. Therefore, they are ideally positioned to take advantage of the power of the Internet. 

These opportunities are available to retailers, suppliers and growers. But suppliers—those in the middle of the chain—are particularly well positioned to serve as network managers and capture the value of the new technology. 

Introduction

As the dust settles after a tumultuous year, now is a good time to reassess the future of B2B e-commerce. Major industry consortia have struggled to hit the sweet spot and auction-based trading platforms have failed to live up to original expectations. Is B2B just another software decision—as many commentators are now saying—or can the Internet’s unique attributes be exploited by some firms for competitive advantage? 

Those of us from the perishable food industries, such as meat and produce, are in an advantageous position to conduct such an assessment.  These industries have traditionally relied on auction systems to coordinate the interface between buyers and sellers: we appreciate that auctions were designed to set a price that clears the market. We understand that auctions were not designed to—nor do they—communicate the relative value of different product attributes from buyer to seller. There is no opportunity to create value from the coordination process when auctions are used as the link between buyer and seller.
Unsurprisingly, players in these industries did not buy into the euphoria over Web-based auctions. In fact, they were bemused by the rest of the world becoming entrapped in a buyer-seller coordination mechanism that had been in a long-term decline in their industry. 

However, in many ways we are still searching for an analogy through which we can better understand the role and impact of this new technology.

For example, many are viewing the Internet as an improved and cheaper form of EDI. But this analogy, as we will see in this report, falls down critically on each key dimension. The EDI analogy places a veil over the leverage points of the Internet for competitive advantage. 

This paper is the first in a series of three and provides the strategy background and context: E-commerce is all about competitive advantage. This section highlights the importance of networks as the unit of competition – and now with the Internet – as the unit of management.

The second paper in the series juxtaposes the attributes of the Internet and the perishable food industries. The final paper summarizes the opportunities and benefits for retailers, suppliers and growers.

The quest for competitive advantage 

During the last year there has been a sea change in the way business leaders think about B2B e-commerce. Managers are now asking the right questions. Rather than ‘What is our B2B strategy?’ (which is akin to asking, ‘What is our fax machine or mobile phone strategy?’), they are now addressing the more appropriate issues of “What is the impact of B2B e-commerce on current and future sources of competitive advantage?”

Last year reminded us that there is no easy route to gaining sustainable advantage in a highly competitive and dynamic market. In fact, last year reinforced what was probably the single most important lesson from strategy in the ‘90s: sustainable competitive advantage is based on resources and capabilities that are difficult for competitors to copy and substitute.

These are invariably the intangible assets of the firm, which are built over time and cannot be bought. Having a good idea is not enough. Being first to market is not enough. Participating in a growth market is not enough. Announcing an alliance is not enough. And a single capability is not enough. Success is built on powerful strategic insight supported by a socially complex matrix of capabilities and resources that must be nurtured and developed.

The culture of a firm, its capability to form partnerships and the resulting relationships established with customers and suppliers are all examples of intangible assets that can enhance a firm’s competitive position. These assets must be built. Firms cannot simply purchase a trusting relationship with customers or suppliers. 

Relationships underpin collaboration-based strategies.  The quality of the relationship and the willingness among organizations to share information will be the constraints, not the technology. If a firm has not invested in the relationship with its suppliers, its ability to capture the full value of the Internet will be limited. There will be an unwillingness to share information, and the only point of leverage will be to use the new technology to reduce the price of goods purchased. On the other hand, previous investments in relationship assets open the potential to use Internet technology to better implement growth strategies based on collaboration.

Due to the non-standardized nature of many perishable food products, a number of firms in these industries have developed close relationships with suppliers. They have already invested in relationship assets, and they are ideally positioned to exploit the value of the Internet as a relationship management tool. 

Managing the boundaries of the firm

The fundamental question at the heart of corporate strategy is  “Why do some firms consistently outperform others?” In this context, strategy has long been viewed as the fit between the firm and the environment, usually the industry.

A decade ago, academics were confident that the key to the question was found on the industry side of the equation. It was thought that successful firms were those that operated in “attractive” industries, and Michael Porter’s five-forces model, in particular, neatly captured the dimensions of industry attractiveness. Porter’s five-forces model of industry dynamics, which draws on a rich history of industrial organization economics research, portrays the firm as an independent entity involved in a continual struggle against the (bargaining) power of its customers and suppliers. 

However, over the past 15 years, a better appreciation of the more complex nature of the firm and its boundaries has emerged. 


Empirical research in the late ‘80s and ‘90s showed that firm-level effects are up to five times as important as industry effects on firm performance. The intriguing part is that as our appreciation of factors internal to the firm grew, so too did our understanding of the importance of other firms in the chain and the importance of managing the boundaries of the firm.

The unit of competition has evolved from independent firms to value chains and value networks. The Internet allows companies to manage the network as a single unit. In the past, managers could conceptualize networks as a single unit, but they were forced to manage the network as a series of discrete buyer-seller relationships. Furthermore, the frustrations of uncertain information or information in the wrong place at the wrong time made this task even more challenging.

The logic of value networks is clear. Firms must first be able to create value. This value-creation depends upon their core capabilities. These are limited because of the range of technologies necessary to produce a product and because of the complexity of today’s business environment. To create value, firms must find partners and be able to manage these partnerships so that each partner profits from being within the partnership. Gaining and sustaining competitive advantage depends upon understanding both the firms’ capabilities and how well the firm fits into the overall value network system.  

Network managers intuitively recognise that coordination and information management is a value-creating activity within the network. As the cost of coordination and information processing tumbles, new value-creating opportunities arise. The ability to adapt and respond is even more critical than the position in the marketplace.

There is nothing surprising or extraordinary in this. Leading firms such as Marks & Spencer in the United Kingdom and Dell and Wal Mart in the United States have been exploiting the value of alliances and networks for a decade or more.

What is surprising is the large number of firms and service providers that tried to turn the clock back and impose arms-length and auction systems for managing the boundaries of the firm, against the weight of strategy evolution. 

Characteristics of Intangible Assets


To better understand how the Internet can enhance a firm’s competitive position in a networked world, we must also understand the unique characteristics of intangible assets. Tangible assets account for only about 30 percent of the value of Fortune 500 firms; the remaining 70 percent is the value placed on the intangible assets.  

Like any asset, intangible assets enhance the cash flow of the firm by three possible mechanisms:

· Increasing cash flows, either through top-line sales growth or increasing margins as a result of driving out costs. For example, a collaborative relationship creates the possibility for vendor-managed inventory and an increase in operating margins.

· Earlier cash flows, such as through the more rapid introduction of new products through collaborative relationships with suppliers.

· Less volatile cash flows, such as through long-term stable relationships with customers.

However, intangible assets have a number of unique characteristics such as:

· Intangible assets are more difficult to copy and substitute and hence more likely to lead to a competitive advantage.

· Intangible assets are not tradable and cannot be divorced from the firm – to acquire them you need to buy the firm.

· Intangible assets often have complex ownership between the firm and the employees.

· Intangible assets are more likely to make other assets – tangible and intangible – more productive. In fact, it could be argued that intangible assets (such as store location capability) are required to unleash the value of tangible assets (the store).

· Intangible assets are not confined geographically and can be applied to multiple markets. A store is limited in terms of the number of customers it can serve, but the capability of store location can be applied to markets globally.

· Intangible assets have leverage and options value compared with tangible assets.

· Intangible assets are funded out of cash flow and expensed in each period; they are not depreciated over time, as are tangible assets. In fact, intangible assets—such as the relationship between a buyer and a supplier—are more likely to grow stronger and appreciate over time.

The last two points in particular are worthy of expansion to better appreciate the links among B2B e-commerce, strategy and finance.

Because intangible assets are expensed and not depreciated, we have the ironic situation that intangible assets tend to be under-resourced even though they form the basis for the firm’s competitive advantage. The best firms will re-invest some of the initial cost savings arising from the B2B program into the relationship asset—to invest in learning.


By developing close relationships with suppliers and customers, firms have the opportunity to both reduce costs and grow the business through collaboration-based strategies. There is the potential to have your cake and eat it too. In fact, you must have your cake and eat it too. If the focus is just on driving out costs and not reinvesting in the intangible asset, then the real potential of B2B is wasted. The secret when introducing B2B e-commerce will be to make an effective transition from simply reducing costs to a focus on growth strategies based on genuine collaboration. 

Investments into the relationship asset will be required to make the transition. An understanding of options theory assists us in addressing this challenge.

Options Theory

The value of assets has traditionally been measured by the cash flows generated by the asset discounted by the time value of money—a dollar today is worth more than a dollar tomorrow. However, this discounted cash flow (DCF) approach, while appropriate for assets with stable cash flows, struggles to cope with highly volatile environments.

Real options theory from finance addresses this weakness by introducing the notion of flexibility. The investment creates a call option that gives the firm the right, but not the obligation, to acquire an asset. This approach highlights the importance of thinking about strategy as a series of options and not as a simple series of cash flows. The more options or strategic degrees of freedom the firm can create, the stronger its competitive position will be.

Intangible assets create options. For example, a strong relationship with a supplier can be viewed as an intangible asset with the following possible embedded growth options:

· The option to facilitate the entry into new markets

· The option to jointly develop and launch new products and/or packaging

· The option to implement improved promotions and pricing programs

Counter-intuitively, options are more valuable with increased uncertainty, and therefore they help the firm benefit from a volatile and turbulent environment. The greater the uncertainty, the more valuable the embedded options. Reinvesting some of the initial cost savings into the relationship and learning creates flexibility and options. 

The value of the options also increases with the ability of the underlying asset to generate superior returns. A strong relationship with customers that forms the foundation for growth strategies is the type of asset that has the potential to generate superior returns and further enhance the competitive position of both firms. It makes more sense to invest in such assets and to create valuable options and flexibility rather than to simply invest in tangible assets.

Thinking about relationships as assets with embedded options provides a powerful framework for managers to assess the overall value of a B2B e-commerce program. The notion of relationships as assets provides the link among strategy, finance, IT and collaboration capabilities. This approach highlights the importance of capturing the insights of the likely growth path of the B2B program, the generation of options at each stage of the evolution and the important risks at each stage that could prevent the options from being exercised.

Rather than a smooth evolutionary path implied by discounted cash flow, the options framework encourages us to address the more realistic “steps-and-stairs” truncated evolutionary path with B2B e-commerce and the management from one stage to the next. 

A story about growth 

It should be noted that networks only make sense when they focus on creating consumer value. A relationship between two firms can have a number of objectives such as reducing costs, sharing learning and technical expertise, capturing the other party’s capabilities, as well as creating value. But a network only makes sense when it has an external value-creating imperative.

And collaboration per se is not a strategy. The ability to partner and collaborate is a necessary capability to manage a network, but it is not a strategy.

The relentless drive to continually drive out costs and improve efficiency will continue. But we must not forget that productivity—the real driver of wealth creation—has both a numerator and denominator. Networks create new points of leverage on the numerator side of the productivity equation. The Internet lowers the cost of information and coordination, and that coordination itself can be a source of value creation. Time can be compressed and expensive atoms—such as people and products—can be replaced by inexpensive bits and bytes.

	Supply chain management era
	Network era

	The age of reason: efficiency
	The age of possibility opportunity

	Taking costs out
	Putting value in

	Introverted
	Customer focused

	Chain starts at the DC
	Chain starts with the consumer

	Logistics productivity
	Marketing productivity

	Physical distribution
	Information management

	Economies of scale
	Network economics

	Negative feedback
	Positive feedback

	Focus on volume
	Focus on value


One of the subtle, but powerful, benefits of B2B e-commerce is the reduction in time spent on rectifying administration hassles, which is a detriment to the consumer as it drives buyers and sellers to focus on internal systems. Time saved means that debilitating, inward-looking activities can be replaced by a focus on the customer.

 About Agribuys

Agribuys works with firms at the interface between relationships, information and capabilities. Agribuys’ deep understanding of relationship building in the perishable food industries places it in an ideal position to provide the link between information technology, the relationship, and the willingness to share information.

From inception, Agribuys based its business model on a deep understanding of the application of information technology coupled with the profound insights into the strategic imperatives of the perishable food industries.

Key indicators of Agribuys’ long-term viability are highlighted below:

· Agribuys is the largest web-based food procurement company worldwide. It has grown faster than any other B2B in this space and is continuing to grow.  
· Agribuys has a staff of more than 60 Internet technology developers representing an unparalleled commitment to the business and our clients. Our investment in technology infrastructure will continue to grow significantly. 
· Agribuys is the official partner to provide the World Wide Retail Exchange with a perishable food procurement platform

· Executing the actual implementation of the technology within the industry. Agribuys now possesses unique know-how on the most effective ways to deploy B2B within an organization, and can address the issues and challenges of large scale organizational, technological and business process change.
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The focus should be on reducing costs and reinvesting some of the cost savings into the intangible asset for future competitive advantage.





Intangible assets tend to be under-resourced even though they form the basis for the firm’s competitive advantage. 





Network managers intuitively recognise that coordination and information management is a value creating activity within the network. 





As our appreciation of factors internal to the firm grew, so too did our understanding of managing the boundaries of the firm.





Many firms in the perishable food industry have already invested in relationship assets and are ideally positioned to exploit the value of the Internet.





Firms cannot simply purchase a trusting relationship with customers or suppliers.











When auctions are used as the link between buyer and seller, there is no opportunity to create value from the coordination process.























The challenge in the network era is to put value in, while driving costs out.





Collaboration is a capability, not a strategy.





Thinking about relationships as assets with options provides a powerful framework for managers to assess the overall value of B2B e-commerce.





The greater the uncertainty, the more valuable the options.






































Managers are now asking, “What is the impact of B2B e-commerce on current and future sources of competitive advantage?” 





Intangible assets create strategic options.











Intangible assets account for 70 percent of the value of Fortune 500 firms.





Intangible assets enhance the cash flows of the firm











Time saved means that an organization’s inward-looking activities can be replaced by a focus on the customer.





The Agribuys approach means that the network is now the unit of management as well as the unit of competition.
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