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a crash course in the evolution of business models
find the bottleneck, and own it

There’s no shortage of predictions about how the Internet will soon realign, redefine, disintermediate and even eliminate certain industries. “In most cases it will be much more evil than that,” says Jeffrey Sampler, Associate Professor of Information Management & Strategy at the London Business School. “For most companies, the Internet is the slow erosion and the death of a business model.”  At this Morino Institute Netpreneur.org Coffee & DoughNets meeting held October 18, 2000, he took the audience through a quick history of the effects of technology on business to prove that finding your real (not imagined) competitive advantage is the key to entrepreneurial success. It’s why investor and entrepreneur Mario Morino advises in his wrap-up, “Clearly articulate your business model and show a compelling understanding of how that model responds to change. That will go a long way in helping investors and others have great confidence in your approach.”


Copyright 2000, Morino Institute. All rights reserved. Edited for length and clarity.

mary macpherson: introduction

Good morning.  On behalf of the Netpreneur.org team and Morino Institute, welcome to Coffee & DoughNets.  Thanks for coming out at this very early hour.  Now we Virginians know how the Marylanders feel when we do these events across the Potomac.
	If you picked up the December 7, 1998, issue of Fortune, you would have seen an article entitled “The E-Corporation,” which was how the editors described the new kinds of organizations popping up everywhereboy, it sure seems a lot longer than two years since the “e-“ thing was coined, but I guess we're in Internet time.  The article started with these lines: "Somewhere out there is a bullet with your company's name on it.  Somewhere out there is a competitor unborn and unknown that will render your business model obsolete."  It went on to describe how competition is not between products, but between business models.
	The co-author of that article is Jeff Sampler, and we're delighted to have him with us today to help us solve the riddles of competition in the New Economy.
	Jeff will spend the first segment with you this morning, then we'll open the floor to your questions with our esteemed counselor, Andrew Sherman, acting as moderator.  Last, but not least, our own Mario Morino will give us a quick wrap, and we'll have you out of here and back to building your companies.  Before we begin, however, I'd like to acknowledge the local alumni chapter of the London Business School. We have them to thank for getting Jeff here today.


jeffrey sampler: 150 years of competition in 45 minutes

Well, I’ve got a couple of strikes against me this morning.  First, I have this digitally-connected whiteboard that you see, so clearly I don't know how to use PowerPoint and computers, right?  I probably don't even own a computer, you're thinking at this stage.  Actually, I do, but I have done an analysis of all great speeches back from Cicero to Lincoln to Churchill, and I found out that none of them used PowerPoint.  I've decided that if they can do without it, so can I.  Let's see how it works.  The other reason I don't use PowerPoint is because, as an American living in Europe, I have no idea how to spell anymore.  My American-spelling brain and European software don't work together.  I've been living in Europe for eight years where they also pronounce things differently there.  They throw in extra syllables, like saying “al-you-min-ee-um,” instead of “aluminum.”  I don't know why they do that, but they do.
	That was the warm-up introduction to make sure you're awake.  What I'm going to talk about this morning is the value chain and competitive advantage.  Let me be very clear what today will not be.  I will not talk about the future.  Number one, I don't understand it; number two, even if I did, I wouldn't tell you.  It's worth far too much money.
	It's a simple fact that you can get degrees in futurology.  There are people doing 500-year deltasGodspeed.  It's a good business model to get money today for predictions that won't come through until your great-grandchildren are around, right?  The checks have been long cashed and spent by then, so it's a good business model.  I can't do that; I just don't understand the future.  However, with traditional academic flair, you can see where the future's going by looking at the past.  What I'm going to do this morning is summarize 150 years of competition in 45 minutes.  I hope.  There will be some time compression and hopefully some insights.  You'll tell me later whether that happens or not.

what did you do in the industrial revolution, daddy?

How many times do you hear the word “scalability” about a high tech business model today?

Audience Member:  Lots!

Okay, there's a quantitative man.  Lots.  Do you want to define lots?

Audience Member:  All the time, minus one.

I like that.  “All the time minus one.”  That's impressive.  We know that it is part of society when we see it's part of Hewlett-Packard commercials, right?  Kids are doing show and tell and talking about the “scalability” of their ideas.
	Why is scalability so sexy to talk about?  I mean, since it's being talked about all the time minus one.  Let's assume there's some logic to this madness.  Why is scalability talked about all the time minus one?

Audience Member:  Leverage.

Leverage.  Okay, let's define leverage.  What's unique about leverage?

Audience Member:  Lowest per unit cost for whatever you're selling.

“Lowest per unit cost for whatever I'm selling.”  We're starting to get closer.  The interesting thing about leverage, scalability and such is very simpleI get more out than I put in.  An economist calls this “fundamental economic growth,” right?  This is how the pie gets bigger rather than worrying about efficiency and reallocation.  I get more out than I put in.
	The whole idea about scalability and leverage is that I put a lot of work in, but, at some point, I put in a small delta of work and I get more out.  That's called “new wealth creation.”  It is not an Internet-driven phenomenon; it is a technology-driven phenomenon.  It is what technology has done throughout history, and what it continues to do, yet we act as if we have stumbled upon it and think it's some great insight.  It's what technology has always done.
	Let's look at competition from the Industrial Age forward.  If we take a generic industry value chain, we see the three simplified playersproducers, intermediaries and customers.  Whether a customer is a business or a consumer, it doesn’t matter right?  Looking at those three players, what happened during the Industrial Revolution is very, very simple.  Technology was introduced, where?  At the point of production.  We had the looming machine, the steam engine and so on.  We had the harnessing and leverage of physical labor.  If you don't think that this was a big deal, go look at England.  Go to places called Bradford and Sheffield.  They aren't exactly on the tourist circuit, but, if you go there, you'll see the heart of the steel industry and the looming industry.  You’ll also see some deserted factories today, and you’ll see how people lived.  You'll see a transition from tiny terraced housing, little cottages next to each other, to magnificent stand-alone mansions.  You’ll see the rise of the middle class and fundamental wealth creation.  Lester Thurow, an economist at MIT, documented in his last book, The Wealth Pyramid, that there are only two times in the history of the world when billionairesthat's billionaires with a Bhave been created en masse: the Industrial Revolution and today.  Clearly, something must be interesting if there is that much new wealth creation occurring.
	In the Industrial Revolution it was very simple.  They had economies of scale and scopethat's how an academic talks about leverage and scalabilitybut these economies of scale and scope were all around the act of production.  Manufacturers made the lion's share of the profits across the entire value chain.  Why did they make all the money?  Because it was the only point where there was leverage throughout the entire value chain, so they made a ton of money.
	What happened after the Industrial Revolution’s introduction of technology?  Basically, three nations became the dominant economic powers of the world: the UK, Germany and the US.  They took this technology, adopted it more quickly than other nations, applied it to different industriesindustry after industry after industryand they made a lot of money doing that for roughly 100 years.  It was a very good game plan and it worked.

lawn sprinklers, pad thai and other distribution problems

	What happened again in the 1970s and 1980s?  We had technology introduced again, this time at the intermediary level, and this time it was information technology (IT).  Why did we have the rise of the category-killer retail store in about the span of a decade?  Companies like Wal-Mart, Toys-R-Us, Home Depot, Circuit City, Best Buy, on and on and on.  Did God wake up one day and say, “Let there be big stores?”  What technologies enabled the rise of the category-killer retail store?

Audience Member:  EDI (Electronic Data Interchange).

Audience Member:  Cars.

Okay.  Clearly there had to be cars and roads and stuff like that to make that model work, so I'll buy that externality, but, particularly around IT, there are three simple things: scanner data, EDI and affordable mainframe computers.
	Do you imagine that Wal-Mart could carry the numbers of items that it does at the price and inventory levels that they do and at the stock outage levels they do, if it weren't for EDI, scanner data and mainframe computers?  No way. Wal-Mart is the world's largest purchaser of mainframe computers.
	Let's assume that those mainframes are part of a productive business strategy, not just a back-up heating system.  They have made a ton of money by taking a fragmented industry and consolidating it through the powers of technology.  As a result, they could become much bigger.
	It's happened not just in retail, but in many industries, such as financial services.  How many companies refer to themselves as “financial supermarkets” today?  They even use the same metaphors, right?  You get 600 types of mutual funds, 200 different type of credit cards, put them under one roof and sort it out.
	God bless you, and good luck if you have ever read Federal Reserve reports.  They are incredibly boring but occasionally insightful.  In the early 1990s, the Federal Reserve analysis suggested that the efficient size of a bank in the US had increased 50% during the 1980s.  During a decade, banks could be 50% bigger and still be more efficient.  Why?  Because of the introduction of technology in a very pervasive way into the back office.  All of a sudden, banks could be bigger and still have economies of scale before the diseconomies of size set in.  As that information starts to trickle around the Beltway here in Washington, DC, all of a sudden the commissions and agencies said, “Maybe bigger banks are better for consumers.”  They started to allow bigger mergers, so this has had a pronounced effect.
	Here’s a lateral example, but it drills it home.  Has anybody ever been to a restaurant called Tumnut Thai in Bangkok?  It used to be the world's largest restaurant seating in excess of 5,000 people.  Unfortunately, a restaurant that seats in excess of 5,000 people, coupled with a severe Asian recession in the early 1990s is not a good business model, so they didn't survive the transition.  Anyway, you'd see a restaurant spread out over acres and acres.  It's not like Oktoberfest in Munich where you put 5,000 people in an area about the size of this stage; it's a very different concept of how to allocate people.  You sit on these small islands interconnected with bridges over the water while native Thai dancers perform.  A fascinating restaurant.  My wife and I went there eight years ago as part of our honeymoon.  We were sitting there and a waitress camenot to be sexist or anything, but it's always a waitressa petite person who weighs about 50 pounds, carrying a menu that must weigh 30 pounds.  It's this huge, leather-bound monstrosity that looks like the Manhattan telephone directory.  She struggles and drops it on your table.  You open it up and see a menu with hundreds, if not thousands of menu items.  It has Thai food, Chinese food, German food, Italian food, American food, on and on.  English cuisine somehow didn't make it.  I don't know why, but fish-and-chips just didn't make it; still, there were thousands of menu items.
	When you order, the waitress never writes down a thing.  This intrigued me, right?  I'm a vegetarian, so, if nothing else, I'm worried about this.  I watched the waitress very carefully.  She takes the order, then goes to a little kiosk in her work area and types it on a computer.  Maybe 20 to 25 minutes later, a person on roller skates carrying a tray of food delivers it to the waitress who brings it to your table and bows.  That's the model.
	For me, this was one of those great moments of insight.  Actually, it was the best and worst of times for me on different levels.  I knew that something had happened between computer and roller skates that was very interesting.  At the same time, I was naive enough to ask my wife, “Do you mind if, on the way out, I talk to the manager to see what's going on?”  Keep in mind that this is our honeymoon, not exactly the time she thought I should be doing field research, so I got the look.  I did not know what the look meant at that time.  Now I do.  It basically meant, “Please proceed.  You're in as much trouble as you can be, and, by the way, I hope you like the lobby of the hotel because you're not coming in the room.”  Like I said, there were multiple levels of learning going on that day.
	On the way out, I stopped to talk to the manager.  I gave him a business card.  He was really excited that somebody wants to understand their system.  The first thing he does is take me into the kitchen where he points out that they have more than one chef.  Thank you very much for that keen insight, sir.  I thought they had one little guy with a ginsu knife on speed or something.  Then he says, “Look at each chef.”  Each chef has a computer display above his or her work area. As soon as an order is entered, it gets parsed by the system and appropriate dishes get sent to chefs specializing in Thai cuisine, chefs specializing in Italian, German chefs, etc.  The computer breaks up the orders and the chefs make whatever appears on their screens.  The subtlety of the system is that, since a stir-fried Oriental dish takes much less time to prepare than a baked lasagna dish, the system does load balancing.  It looks at the time to prepare a dish and inserts the item in the appropriate place in the queue.  All the chef does is make the items in whatever order they appear; they're all tagged, reassembled on a tray and delivered.  All food ordering occurs electronically.  Can you imagine the waste and spoilage in such a diverse system?  It would make the economic model absolutely nonviable without the computers.
	What we see in that example are the things that technology always does for us, and yet we're always amazed.  Technology always does the same four things: makes something faster, cheaper, more reliable or solves more complicated problems.  Technology always does one or more of those things, and yet we're always dumbfounded.  Faster, cheaper, more reliably or to solve more complicated problems.
	All of a sudden, companies like Wal-Mart are making a lot of money.  Why?  Because there's a fundamental power shift from producers to intermediaries.  When academics say “power shift,” they mean money.  That's what I mean, money.  Anybody who's been in retail knows exactly what happens next.  Wal-Mart or whoever starts telling Procter & Gamble, “Excuse me, let me explain exactly the profit margin you're going to make on that new detergent.  You don't like it?  Take a hike, because I've got 50% of the channel.”
	God forbid, you might want to introduce a new lawn sprinkler into the US.  Home Depot has 80% of that market.  There's no way you can introduce a lawn sprinkler in the US unless you have their approval, and that's why Home Depot could do what they did last year in saying, “By the way, Mr. Manufacturer, if anybody tries to set up a Web site marketing directly, you're out of our stores tomorrow.”  It really sobers the mind when you think, “I know the Internet is growing like crazy, but can I give up 80% of my sales tomorrow?”  It makes you pause.  This is what's happening, and everybody in the world has been playing this game.  It's a fantastic game.  Unfortunately, it didn't last 100 years; it probably lasted 20 to 30 years.

short circuiting circuit city: consumers take charge

	What's happening now in the Internet revolution is very simpleIT is being introduced at the customer level and, in particular, at the consumer level.
	Why is the Internet interesting?  Because it's the first time we've ever had a technological revolution playing out at the consumer interface first.  Technology, because of its price and such, has always played out in government, industry or defense, never at the consumer level first.  That’s why we have unprecedented growth rates and an unprecedented source of innovation and models.  And let's not restrict this just to the Internet.  However fast the Internet’s growing, we also have mCommerce and mobile technology, set-top box technology and more.  PlayStation 2, by the way, could be the killer technology for Europe.  In the US, PC penetration is fantastic, so it makes sense if that's the way the Internet plays out here, but in Europe it is very small10-15% in some countriesso game consoles like PlayStation 2 may become the dominant platform for Internet access there, not the PC.  If you look at projections for how quickly that market will grow in the fourth quarter of this year with the holidays, it’s a very intriguing business model.
	Technology has been introduced bringing economies of scale and scope.  Before, it was all about the intermediary and distribution, the supply chain games we've been playing for the last decadefind a way to pile it high, sell it cheap and squeeze the margins, then we rock and roll.
	Today, this world is all about search economies.  That's really what the economies of scale and scope are.  By search economies I mean access to information and decision-making.  Increasingly, the Internet lets us have access not just to unfiltered data, but incredibly insightful opinions as well.  What does this mean?  It’s an abstract idea that I’ll try to put in simple terms, but the contrast is very, very powerful.
	Let's talk about some pragmatic examples of it to make it real.
	What's the average price of a new car in the US today?  You folks know this better than I because I've been out of the country too long.

Audience Member:  $25,000.

That's a reasonable number.  What's the profit margin for a dealer, on average, selling a $25,000 asset?  Maybe 5-6%, so that’s $1,200 -$2,500, right?  Actually, for cars,  the range seems to be between $14 and $40, so let’s say about $20 for selling a $25,000 asset. For the quantitative people in the room, we call that low profit margin.  The decimal point's in the wrong place, and that's not good.  We all know what's happening.  Web sites have come up where you can buy cars, get information and more.  All of a sudden, two Web sites are responsible for over a billion dollars in car sales every month.
	Two years ago, when we wrote the Fortune article, one-third of all Americans knew what price they would pay for a car before they set foot in the dealer showroom.  Last year, it was 67%.  It doubled in one year.  Two-thirds of Americans now use the Internet to determine that.
	How did you become a millionaire before Regis came along?  You opened a car dealership.  That was the easy way to become a millionaire in America.  They all made a fortune, yet, in less than a decade, we see a reversal in that industry.  We see consolidation.  We see them getting killed.  A decade ago, 80% of their profits were in selling new cars.  Today, it's less than 20%.  All the profitability, today, is in selling used cars and service.  Why?  Because of the Internet; because car dealers have become a secured parking lot.  They’re not a part of the decision-making channel.  The guys in the cheap suits, whom we all love, are not winning.  Why?  There's no trust; there's no reliability of information.  The dealer showroom is no longer a decision-making point, it's a car collection point. Basically, you have a secured parking lot, and, if you have a secured parking lot, you basically get a fee similar to a parking garage for your services. That's what's happened.
	Here’s the general phenomena every one of you needs to think about in your own business or in the industry you're attacking.  What happens as the decision point moves outside the channel?  Your profit margins go to near zero.  You have to ask yourself a question, whether it’s about the intermediary channel that you're attacking, your own information channel, or the intermediary channel that you're creatingis it a value adding source of decision-making or is it a necessary evil that people must go through to acquire your product or service?  If it falls into the latter camp, assume somebody's going to toast you.  Assume they're going to find a way to attack and eliminate you.  It's just going to happen.  It's a fundamental trend we have to watch.
	More importantly, I would only give a decade to anybody playing this intermediary game in the center of the chart.  If they don't do something, they're going to the cemetery.  I mean banks and businesses like that.  When's the last time anybody in this room went to a bank?  Since I don’t see any hands raised, I'll assume you're either asleep or that you haven’t been to one recently.  Banks are just going to become mausoleums.  They have these nice shiny marble lobbies, so make them mausoleums.  That's the only thing they're good for.  Who's going to go there?  They don't have a future.  I can give you very hard data about banking, but let me just summarize it this way: banks are dead.  Okay?  We need their services, but their business model is dead.
	Like I said, I could give you a lot of data, but, basically, it seems to be that banks are going through the elephant walk.  I don't know if you've ever watched the nature shows, but when elephants want to die they walk around forever in herds and look for a place to die. That's what banks are doing.  They're merging; they’re getting bigger and dumber, and they’ll die.  I have yet to convince banks that intelligence is not cumulative in that way.  They just get bigger, dumber and slower.  That's what they're doing.  They're squeezing out cost, but not innovating.
	It's very simple.  Eighty percent of all financial dollar movement in the US occurs outside the commercial banking sector.  Eighty percent!  Only one out of five dollars goes through the commercial banking sector.  Banks are not a product leader in any category they offer.  If 80% of the funds flow outside the channel, what does that mean?  That's the market telling you that you are irrelevant.
	Alan Greenspan figured that out about 18 months ago.  He made a very simple statement which, to me, was the death of banking.  He couldn't say it that way because he has to worry about politics and market reactions, but I don't care.  The simple statement he made is that the Federal Reserve discount rate is no longer an effective means of controlling the money supply.  Why?  Because he only has access to one out of five dollars since 80% of the funds are flowing outside that channel.  They still talk about Federal Reserve discount rates and all that because it's an understood measure, but how do they implement it?  By the amount of short term T-bills they issue at auction.  If the government issues more T-bills, it takes money out of the economy and drives up interest rates.  If they issue less, it leaves money in the economy.  Well, if the market doesn't need you, and government regulators don't need you, that's the kiss of death, man.  It's just a matter of time.
	I also don’t see how the big retail channels that have been playing this game are going to work.  I know this because I go to them, right?  As a European, I have discovered something very simplegood things cost less in the US than Europe.  I'm the classic European.  I come to the US with empty suitcases and fill them up.  That's what I do every trip.  I'm an academic, so I’m incredibly cheap.  They’re the same thing.  “Academic” means cheap.  They go hand-in-hand.  My wife gives me a shopping list any time I'm in the US for more than 24 hours.  I'm not a lecturer, not an academic, not a researcher; I am a personal global goods allocator.  I am a shopping assistant.  I do this because I don't want the look, right?  I do as I'm told.  I understand that I have these duties.  I perform and life is good, so I execute.
	Since I'm incredibly cheap, I understand Wal-Mart’s strategy of everyday low pricing, right? “We've consolidated the channel,” yeah, yeah, yeah, got it.  So I look up the address of a Wal-Mart, get in my rental car, cruise there and park in the parking lot.  The first thing I see is a parking lot about the size of England.  Why doesn’t Rhode Island have any Wal-Marts?  The state's not big enough for the parking lot.
	I get there, park and, two time zones later, I get to the front door where there's some senior citizen greeter saying, “Have a nice day!” and giving me a shopping cart.  I just want to slap his dentures out.  I'm already a little ticked off.  After I've done thatI usually don't but occasionally it happensI take out my shopping list, study it carefully, see five items, then I look up to see a store of 50,000 products spread over 30,000 square feet.  I want five. It's the Marquis de Sade’s Easter egg hunt.  There's nothing friendly about this process.  You go up soulless aisle after soulless aisle looking for merchandise.  If you approach a Wal-Mart employee, they scurry away and hide in the back like cockroaches because they don't want to deal with you.  I use two rules of thumb when I shop at any superstore.  Number one, never buy time-dated merchandise on the way in.  It's clearly an exit strategy because it could well be out of date.  Number two, always carry emergency rations. If you see a man with a two- or three-day stubble walking around looking dazed and confused, give him a candy bar and show him the exit.  It's the superstore Saint Bernard model.  It's what you have to do.
	I'm not exaggerating; it's basically like that.  I mean, at Circuit City and Best Buy, the strategy seems to be to hire 16-year-old, pimply-faced kids who sell refrigerators in the morning and stereos in the afternoon.  Ask them a question, something very complicated like, “What's the warranty on this product ?” . . . well, I know I'm getting old because they stare at you the way only a teenager can and talk without moving their lips.  When the Web first came out, I think it was Best Buy and I think they since changed it, but, if you wanted to have a technical question answered, you went to their store, logged on to one of their computers and used the Internet to get your answer.  What's the value-add of being in the store if decision-making is occurring outside the channel?  These guys have a very serious problem.
	The problem with the Internet is actually thisdespite all the hype, and I think the corrections are occurring now, the Internet is not going to be overnight death, destruction and chaos.  In most cases, the Internet will be much more evil than that.  Any manager worth his or her salt can manage a way out of a true crisis, because it's all or nothingfocus the entire company, and solve the problem.  For most companies, however, the Internet is the slow erosion and the death of a business model.
	When I was with IBM from 1982 to 1988 I saw a company going through “strategy by denial.”  Every quarter they would lose a few customers.  Every quarter, products were not selling as well as they thought they would, so they introduced new products more quickly, lowered the price, doubled the number of salespeople.  Each time they expected the hockey stick phenomenon of sudden up-growth.  Instead, it continued to decline.  All of a sudden, you lose $5 billion.  Even when you were setting record profits four or five years earlier, it's hard to ignore that.
	This is exactly what the Internet will do, because every quarter you're going to lose a few of your best customers.  Every quarter, a few of your best employees will leave because they see the handwriting on the wall.  By the time you realize what's happened, the financial markets have tanked you and you have no clout from which to rebound.  IBM clearly rebounded, but let's be very clear.  If I had come to anybody in 1985 and said, “IBM is going to lose $5 billion in 1992,” I probably wouldn’t have had a lot of takers on that bet.  If I had asked in 1992, “Will IBM be where it is today?”  Again, unlikely that I’d have many takers.  I think the best thing that happened to IBM, is that this happened in 1992 and not today.  By it happening then, they had a chance to rebuild themselves, which I'm not sure they could today.
	Anytime somebody has a business model like this, ask them two questions.  Number one, “Is your business model viable if you lose 20% of your customers?”  As I said, the Internet's not going to be death and destruction.  Sensitivity analysis is the fundamental thing we have to think about, because we all know the future is going to be a hybrid of complex segmentation.  Yeah, yeah, I'll buy all of that crap.  Do a sensitivity analysis.  Is your business model viable if you lose 20% of your customers?
	After Mr. Wal-Mart passes out and you revive him, assume that meant “no.”
	Then ask them a second question, “Can you guarantee that you're not going to lose 2% of your sales a year to alternate channels?”  Two percent a year means that in a decade you're dead.  For US retail, on average, it's worse.  The best data I've seen from an Ernst & Young study said 15%.  If they lose 15% of sales, the channel is no longer viable.  Why?  Because they've been playing this distribution game.  Leverage is a double-edged sword.  These channels are very volume sensitive because the fixed to variable cost ratio is enormous.  If they lose a little bit of volume, the whole thing comes undone.  Be aware of what's happening to you as you play these kind of games.

dr. jeff’s prescriptions

	I can't predict the future, but I can tell you things that you absolutely have to get right, otherwise you're going to die.  Let me start that laundry list right now.

1
 Do a sensitivity analysis around your current business model.  That's the obvious thing.  If you don't do that, you're dead.  If you're attacking the big players, you’d better understand that sensitivity analysis to know when you're going to get their attention.  The last thing you want to do is wake up the sleeping giant before you're ready for a full frontal attack.

2
You’d better have very accurate customer profitability data, and very few companies do.  The people with the benchmark are the credit card companies, Capital One, MBNA, those kinds of companies.  They are amazing at customer profitability data.  Why?  Can anybody tell me that there's going to be less competition?  Can anyone tell me customers are not going to have more choice as opposed to less?  As a businessperson, you are going to have to make the hard decisions to say, “Fine, I don't want your business.”  If that customer's a significant customer, the natural gut reaction will be to say, “Yes, I want you.  I will keep you.”  Then, all of a sudden, you are going to have the ugly phenomena in which business is good, but I wonder why we're not making any money.
	Do we have anybody in the credit card industry in the room?  Good, I can make up anything I want.  I like that.  How many people have an MBNA or a Capital One credit card?  Both are very interesting.  Next time you’re ready to renew your credit card, call them up and try to cancel.  One of two things will happen.  They'll either say thank you very much, we didn't like you anyway . . . well, that's what they're thinking, anyway.  It's probably people like you that will happen to, people who pay the bill off in full every month and use them for a free float.  If you're a person who carries a balance, however, that's where they make their money.  In that case, something very interesting will happen.  You get sent to a different area in their call center.  As soon as you give them your credit card number, a customer profitability matrix comes up on the screen.  There's something called the minimum level of profitability.  The person on the phone gets a commission on the difference between anything he or she can get you to do to renegotiate your terms and conditions and the minimum level of corporate profitability.  That's not some minimum wage person on the phone, it's a profit-incented salesperson.  Do you want no annual fee?  Fine, that's gone.  That lowered the profitability to here.  You want a different interest rate?  Fine, we're still ahead.  In some cases they take off part of the balance.  They'll do whatever it takes to stay above the line because they have the exact data.  In many cases, these are customers with a few thousand dollars a year, and they have that real-time decision making capability.  It's hard to compete against that because they have the facts.
	Those kinds of information systems don't happen overnight.  I would suggest that what happens in credit cards is something that happens in many industries.  It's a very skewed bell curve in which there’s something like 10-15% at each tail.  In the credit card industry that means most of the profits at this end, the middle gets them nothing, and they lose money on the far end because those people don't repay.  MBNA has been very good at asking, “How do I tackle the profitable part of the market?”  They don't want to serve the whole market, and they select very carefully through customer profitability analysis.  You had better do that.
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The flip side, of course, is that you'd better have very accurate cost datavery accurate, very granular, real-time cost data.  If we believe in mass customization, if we believe in build-to-order, if we believe in any of those kinds of concepts that are being floated around, what do they mean?  They mean you can't produce 100,000 black boxes and average the cost across all of those units.  Could Dell have a build-to-order PC model if they didn't have very accurate cost data?  The price of the components changes almost daily.  They have to have very, very accurate cost data.  Take Cisco, one of these big companies that's doing extremely well.  If you order products from them and you want to change your order before it's been delivered, go to their Web site.  You can tell them the changes you want to make and it will come back with the cost to make those changes, real-time, depending on where your order is in the production process.  It can calculate it and come back and tell you the difference.  You’d better have very accurate cost data because people are not happy taking things off the shelf.  They want what they want, and you had better understand the cost of doing those changes or you're absolutely going to get killed.
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The fourth thing you have to worry about is cross-subsidies.  Any time you see a business model with a cross-subsidy in it, technology will absolutely rip it apart and blister you.  That's what's happened in credit cards because banks service the entire spectrum, right?  They said, “These people will cross-subsidize here and here.  These people we break even on, so that's what we're going to do.”
	How many business models have a cross-subsidy in them?  Look at what's happening in the music industry or the publishing industry.  Eighty-five percent of music recorded today does not make a profit.  It does not recover production and A&R costs.  Now, that's a bad industry when you have stars and dogs.  Where is the brand recognition in that industry?  Name any recording label and I'll bet that you can’t think of six artists on that label.  The brand equity is with the individual artist, not the label.  Well, what happens when artists can walk?
	We’ve heard about Napster out the wazoo, but let me give you a very clear example of how powerful this is.  I taught an undergraduate class when I was visiting at Wharton, earlier this year.  I've taught MBAs and executives and such, but never undergrads.  These were like 19- and 20-year-old kids and very smart.  The average SAT score in the Wharton undergrad business school is 1570 out of a possible 1600. They’re not stupid.  At the same time, I had a problem because they thought I was an old fart.  You could tell the way they looked at me, like here's a guy who doesn't understand the world.  “What are you doing here?”  About halfway through the term we started talking about music.  I asked how many people listen to music.  All  65 kids raised their hands.  I asked how many buy music.  One kid raised his hand.  I asked where they were getting the music.  The obvious choices came up Napster, etc.  They had stored between 300 and 5,000 songs on their computer hard disks.  Now, the one kid who bought music was not stupid, so I continued to probe what he was doing.  He bought the CDs, took them home, burned and returned them.  This kid obviously made an A, right?  You've got to reward that.  So, the one person buying music was using sort of a complicated free rental scheme, but there was nobody really buying music.  It’s the same thing that's happening in the publishing industry and other kinds of business models where there are inherent cross-subsidies.
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What you have to look for in any industry is a bottleneck.  In any industry, the value chain is not one dimensional or two dimensional; it's always three dimensional.  At some point there's a bottleneck, then it fans back out.  You want to own that bottleneck.  Technology creates the bottlenecks because of the leverage points.  As those leverage points change, this bottleneck is no longer desirable and future bottlenecks get created.  If you can be the person who either undoes a bottleneck or creates the next bottleneck, you're going to make a lot of money.
	The bottleneck in the recording industry used to be very simpleshelf space.  That's the bottleneck in almost any consumer goods industry.  How many brands of laundry detergent does  Procter & Gamble make?  Too many is the answer.  They make about 10 or 12.  How many of those brands make money?  Two.  In any consumer category, the answer's always two.  One makes a lot of money and one barely breaks even.  Why the other nine brands?  That's not a rhetorical question, I'm looking for some help here.  Because they clog up the shelf space.  The discussion between the manufacturer and the retailer is, “You're going to charge me that profit margin?  Fine, then you've got to take these six dogs if you want my number one brand.”
	What happens with the Internet is that you enter a channel with unlimited shelf space.  That is not good if your entire business model is premised on blocking and controlling that scarce resource.  What happened to P&G's stock price earlier this year within just a couple of days?  It wasn’t good.  P&G has cut out over 4,000 SKUs from their product line this year.  That's different sizes and such, not just the number of brands, but it’s because they realize that their business model cannot sustain cross-subsidies.  They realize that it is fundamentally, economically nonviable to have a cross-subsidization business model, and they're in the process of retooling themselves.  Bottlenecks in any industry get eroded with new technologies.
	Let's play the game one more time, just ballpark to make sure that you understand the concept.  What happens in a grocery store?  What is the hardest category in a typical grocery store to try to introduce a new product?  Cereal?  Milk?  Soft drinks?  Potato chips?  Any other guesses?
	Ice cream.  It's frozen foods.  Why is that?  Because it requires dedicated freezer space.  Any other product I can sell on a shelf, so it's a much more complicated algorithm.  For frozen foods, it's a fixed capacity.  If I want to introduce more products, I have to convince the retailer to dedicate another shelf of freezer space, so it's very costly.  When Dove Bars and others wanted to start selling premium ice cream for a buck a pop, were they able to get shelf space?  No.  What did they do?  They gave these small, free-standing freezers for the checkout areas in convenience stores and said, “You know, you have underutilized floor space there.  We'll put the freezer in for you.”  They drove up sales and, once they had enough sales, they went to the big chains and said, “Look, we want in the frozen food area.”  They had to create their own shelf space.
	On the Internet, you get shelf space for free, so the whole business model and bottlenecks are shifting.  Bottlenecks are always created by technology.  Whether it’s distribution, channel combinations, production, whatever, you want to own that bottleneck.  We're seeing a fundamental shift in where these bottlenecks are occurring, so anybody playing this game is going to have to rapidly adapt to a shifting bottleneck model.  Any time you see cross-subsidies, attack them viciously, or, if they're your cross-subsidies, you’d better change very quickly or you're going to be bludgeoned.  That's what's happening in this world.
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Books like Blown To Bits by Philip Evans and Thomas Wurster have helped me realize something very obvious that I never knewthere's the physical channel and there's the information channel of the Internet.  Yippee-i-ay!  I've got that one, thank you.  But most companies have done something very stupid; they've blindly replicated whatever they were doing in the physical world and are now reproducing it here.  That’s incredibly stupid in 99% of the cases.  They are fundamentally different channels with fundamentally different behaviors.  You're going to do something very different in these two channels.  You're either going to attract new segments by geography or some other criteria, or you're going to sell different products and services.  It's one of the two, so the challenge, when you go to a Wal-Mart or a grocery store, is how many of those goods do you actually make a decision on in the channel, as opposed to just being there to pick them up?  Most of them.
	The problem for Wal-Mart is that they have all of this expensive retail space.  What products do they sell in the store and what products do they sell out of the store?  In the future, those are probably going to diverge as opposed to being replicated.  If you're a marketing guru, it boggles the mind to think how much of consumer marketing is irrelevant if people never step into the channel to buy the product.  How much of promotions and coupons and aisle displays become irrelevant if people never go into the channel to buy the product?  How do you introduce new products if people never step into the channel?  A lot of the things we think are fundamental tenets of branding are changing in consumer marketing.
	By the way, are brands going to be worth more or less in the information economy?  More?  How many think more?  How many think less?  A couple of outliers.  You're both right.  The issue is, nothing in the middle.  Brands will be either worth nothing or infinitely more, with nothing in the middle. When you do work with companies, they always think they're in the category that brands matter.  However, if you really believe in the power of the Internet to give you great information on mortgages and mutual funds and whatever else, if you can reduce it to price criteria and other things, then brands mean nothing.  If you believe that the Internet and the information economy create more confusion, more chaos and more new choice, then you’re always going to rely on those trusted brands to help make the decision, so brands will be worth more.
	I was doing some work with a global insurance firm that had a consulting company do a huge exercise that said their brand was now worth $2 billion.  Fantastic!  I asked them two questions.  One, do you have the best customer service in any market?  Well, no.  Second, do you have the lowest price in any market?  Not really.  Then you’d better think about that $2 billion because, unless you have the lowest prices or the best service, you're going to get absolutely toasted.
	It gets back to the sensitivity analysis.  Look at the Fortune 1000 companies.  Look at the goodwill column on their balance sheets because brand equity typically gets hidden there and it is a huge number.  Just do some simple sensitivity analysis that asks what happens if the value of those brands decreases 10%, 20%, 25%.  What does that do to the stock price of this company?  I'm not saying that brands are going to die overnight or anything like that, but I think their value will shift.  Who has the best brand in the world?  Coca-Cola.  Yet in Europe and in England, one-third of all cola sold in stores is private label.  Sainsbury’s is one of the big multi-store chains and 40% of all cola sold is private label.  If that kind of number one brand in the world is seeing that kind of inroads, we’d better wake up.
	In terms of different segments, look at Victoria's Secret where 15% of their in-store sales are to men.  Now, these are not cross-dressers, but men buying gifts for a wife, girlfriend, significant other.  The thing I've discovered is that men are embarrassed to be in lingerie stores.  American men, anyway.  They typically buy the first thing they see, walk to the cash register, pay with a credit card, stare at the ceiling, sign the credit card slip, take the Victoria's Secret bag, put it in a briefcase or Home Depot bag and walk out of the store.  Even if you're brave enough to go in there, you don't go through the shopping mall with your Victoria's Secret bag.
	Yet, at Victoria's Secret online, 60% of their sales are to men.  Not browsers.  If that's what you're interested in, there are more explicit sites.  That’s four times as much as their physical channel.  Why?  Because the value proposition suits that segment.  The Internet is not about low cost; the Internet is about value proposition.  For some people, the value proposition is low cost, for some it's convenience, for others it's access to goods in a non-threatening fashion, whatever that may be.
	What do you think the correlation is online between men buying lingerie and gift wrapping?  It's got to be near 100%.  One thing that the Genome project shows is that, genetically, men cannot wrap gifts.  It's one of these X/Y chromosome things.  Would a man stay in the physical channel another ten minutes to get gift wrapping?  No.  They would rather to go to the dentist twice.  Be very aware that the Internet is about value proposition. 
	The past few months have shown, in my opinion, that there are very few Internet-only companies that are sustainable as stand-alone entities.  The extreme case is pure information businesses or those financial services which are almost pure information businesses.  Those are the only cases for which I would argue otherwise, but very few Internet-only businesses are sustainable.  Why?  Because it is not the only source of leverage across the entire value chain.
	Search economies and Internet companies have been making all sorts of headlines because it is a new source of scalability and leverage.  We've never seen that before, but if we look at any value chain, is it the only point of leverage across the entire chain?  No.  Do a very simple thing.  Take 100% of profit in any industry and ask how that profit gets allocated across producers, intermediaries and customers.  I can guarantee that it’s not one-third/one-third/one-third.  I doubt it, at least.  More importantly, the shift and the distribution of this 100% of profitability changes as people use technology differentially at these different points.  You can track the shifts and profit as the infusion of technology occurs throughout the value chain.  Today is telling us that the sustainable business model is in how you create partnerships, alliances, physical ownership of assets or other methods where you can suck the entire set of value across the value chain at all points of leverage, not just the search economies.  That is the future.  We see more and more producers coming back to say, “We have huge things to offer in this game.”  All of these vertical portals are coming in as manufacturer-led initiatives.  They're saying, “Nobody can play the game unless we sell them the goods, so we might as well do that.”
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The other thing I'd like to point out is a concept and buzz word I'm trying to get some mileage with called “continuous customer interaction.”  The Internet lets us do it somewhat, and, especially if we get mobile commerce and things like that, we have the possibility of continuously interacting with our customers.  All of these discount notifications, temporary offers alerts and such are one way of doing it, but think about a company like General Motors.  How many people have a GM car?  Probably not too many.  Wrong demographic.  The average age of a Buick owner is 62-years-old.  The big problem for Buick, this is a true statement, is how do they get a repeat purchaser because people buy the car and die.  My advice to GM was to make the trunk a convertible coffin option.  It makes sense.  I know it's morbid, but you've got to admit it makes sense.
	How many people are familiar with GM's OnStar program?  You can push a button, get directions and that kind of stuff.  If you lock your keys in your car, you can call a toll-free number, give them a security code and they'll unlock your car remotely.  If your air bag gets deployed, they’ll call your cell phone.  If no one answers, they send an ambulance and a police car to the location.  GM is expecting one-third of their revenue to come from these kind of services in a decade.  How often do people buy a new car?  Every three to five years, so they have a very episodic, lumpy customer relationship.  Once every three to five years, maybe, you'll come in for servicing.  I doubt it, because they screw you on prices so you go to some independent mechanic.  Every three to five years they see you and they’re supposed to know you and bond with you and love you.  Yeah, right.  Good luck.  Instead, I have a continuous customer interaction that happens when the car is a node in a computer network.
	Look at what Sony is doing for another example.  If you buy one of their top-of-the-line receivers, it has an RS-232 port in the back.  If you want to update the features of your receiver, you download programs straight from the Web.  Same with washing machines, etc.  What was once a very lumpy relationship is now potentially nonstop.  Again, look at what Sony is doing with PlayStation 2.  As I said earlier, that could be the dominant consumer access device for many areas of the world.  Earlier this year, Sony bought a bank.  Let's assume that was not a random movement.  Let's assume that was a company that was realigning its products and services to gear up for a world of continuous customer interaction.  Kids are through playing their 10 hours of video games, parents want to get them to bed, they have a couple hours to do some stuff on the Web themselves, so maybe one of the things they do is connect to financial services.  Maybe it should be the Sony bank with the Sony PlayStation rather than Wingspan.  Be very aware of these trends in continuous customer interaction and how to get value across the entire value chain rather than at any one point.
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The final thing I would tell you is to get incredible IT infrastructure.  You’d better have incredibly robust IT infrastructure with more connectivity and bandwidth than you ever thought you would need.  And by IT infrastructure, I really mean the ability to have different business units continually interacting and connecting.
	We did a lot of research with British Petroleum a couple of years ago in their exploration area, where John Brown was before he became the CEO of all of BP.  He made a very pronounced statement when he said that in this company everything was decentralized except IT.  He said that the reason they've centralized IT is because information is the glue that holds the company together.  Unless you manage it centrally, you're not going to be able to have the company change.  People had decentralized all their systems, so, when they went to reorganize and change the business, they couldn't talk across business units.  Now, infrastructure planning is job one of the IT people. It doesn’t sound very sexy, it’s not thrilling to talk about, but, my gosh, it’s important!
	What happens in a new channel is that new factors of risk come to bear.  Take Victoria's Secret again.  Everybody knows by now that when they ran that Super Bowl commercial they had a million hits within an hour.  How would you like to be the CIO who had to worry about server capacity?  How many people in a company determine server capacity versus how many are involved in a decision about opening a new store, a new office or introducing a new product?  Isn't it an analogous decision?
	eBay has had three major system outages. The effect of each on their stock price was 33%, 16% and 25% in a downward direction.  I would not want to be the person who had a meeting with CEO Meg Whitman at the end of the day to explain why I wiped X billion dollars off the market path.  That's not good.  That’s not a fun meeting.  There are very few body parts that will emerge unscathed after that meeting, so be very aware that infrastructure and fundamental connectivity issues are job one.  Many of your companies are growing at unprecedented rates.  Have the foresight to think about how that technology is going to scale up, now it will connect with legacy systems outside and everything else.  It is an unprecedented challenge.  Do some fundamental hygiene that will allow you to expand.
	Thank you very much.


the audience: q&a

Mr. Sherman:  One quick housekeeping note.  Number one, there will be a midterm following this presentation, so please make sure you have your notes.
	I think this morning was extremely stimulating.  We all know at this point that things are moving very quickly.  Capital markets are volatile, and the need to be competitive and stay competitive is critical for all of your businesses.  One misstep causes a loss of billions of dollars of value in just a matter of hours, so this need for speed has been separating those companies that survive and thrive in this economy from those that don't.  It's been separating those companies that were able to raise Series A capital four months ago when everyone could get it, from those companies that are having a lot of problems trying to raise Series B capital now.  How can we bring some of Dr. Sampler’s very important macro-trends down to the day-to-day challenges that you're facing?  You probably have tons of questions, so let’s get to them.


Audience Member:  What are your thoughts on Amazon.com?

Dr. Sampler:  I can't bet against them because of the amount of money they have.  They're doing some interesting alliances, but, fundamentally Amazon.com has a cross-subsidy model because, in my opinion, they've been trying to become an online Wal-Mart.   Basically they sell books, and Palm Pilots.  That seems to be their business model, and I don't think that's going to work.
	I'm sure most of you have seen these price-searching applications like iChoose, which is not only a search agent, but you can download an applet that sits on your browser.  After you fill your shopping cart with books, CDs, videos and computer equipment, just before you hit the “proceed to checkout” button, you click on the applet, and it searches in real time for lower prices based on what's in your basket.  It will come back and tell you, line item by line item, that this one is $40 cheaper here, $35 cheaper there, “Are you sure you still want to buy it from Amazon?”  That's sort of painful when people can disintermediate at point of purchase.
	Grocery stores have gotten away with it for years because they have loss leaders.  I'm not going to drive across town to save 20 cents on an item, but, if I can do it electronically in real time, then a cross-subsidization model totally gets ripped apart.  I'm very, very uncomfortable with their current strategy of cross-subsidization.  Their next generation of alliances with Toys-R-Us and companies like that may be intriguing, but, if they continue with cross-subsidies, I wouldn't touch them.


Mr. Kinear:  I'm Rick Kinear with Browser Media.  First, I heard John Gage, the chief scientist of Sun Microsystems, speaking about a month ago and he said that the total storage capacity of PlayStation 2 and Nintendo games sold this Christmas is going to exceed the storage capacity of the US government.
	I'm interested in two projects that I've heard about in England.  One was in the early '90s called the Mondex card, a programmable card on which you could exchange value.  Also, I was talking to somebody a few months ago who said they ran into somebody from England who had a device like a key chain that he called his “scanner.”  When your milk is running low, you can scan it on the bar code and more milk shows up the next day on your doorstep.  Have you seen either of these?

Dr. Sampler:  I've heard of Mondex.  I've seen Mondex, but it's dead.  Mondex was a card system where you could pre-store multiple currencies on the electronic card.  Just like a wallet system, you would have more money in it than you needed for a purchase.  When you're drunk, you never want to give a the bartender a hundred dollar bill.  That's a bad strategy, right?  You give him $5 or $10.  Mondex was able to do those kind of things; unfortunately, they were never able to find a fuller application.  Using Geoffrey Moore's term, they never were able to “cross the chasm” and get some critical mass.  The problem they're facing now is from companies that do smart cards and SIMM cards, which are going to be moving far ahead in terms of secure transaction mechanisms.  I think that by the year 2003 or 2005, every credit card in the world is going to have a smart chip embedded in it.  Mondex missed the window.
	I think the small scanner device you're talking about is store-specific.  If you're in the store, you just bar code it and you can have it home-delivered.  It's like a way to develop your shopping list while you're walking through the store.  I think they are doing similar things in the US with shopping malls where kids can go around the mall and scan things to develop their Christmas wish list and such.  The parents can then see the list.  There are multiple combinations on both sides of the ocean.


Mr. Ellison:  My name is Michael Ellison with ICS FoodOne.  I'd like to go back to your discussion on Procter & Gamble and Wal-Mart.  If you see disruption taking place in what you call the distribution economies, can you comment on Internet-based home delivery services like Webvan?  Where are they going to be in three to five years?

Dr. Sampler:  Many will be bankrupt; we already see that.  The problem is that a lot of the scale effects are huge.  I think more interesting are companies like Streamline.  They have a very novel business model in which they develop your initial shopping list for you.  They come to your house, inventory it and develop your initial shopping list based on goods you have already bought.  See, the problem with all of these services is that you're faced with a few hundred thousand items and can't develop a shopping list.  They took that pain away.
	I think that most of these companies are not going to be in the business of delivering groceries, but in selling and accumulating data using that home delivery channel as a path to give you new products.  Right now, grocery stores track this data, which is fantastic, but what can they do with it?  They spit out useless couponsyou're buying one brand of baby food so they spit out coupons for another brand of baby food.  Noobody looks at them.  With these home delivery services, however, they can actually deliver a competing product into your home with a letter explaining it.  They may be a much more powerful mechanism for new product introduction, and I think that's where these companies will be making their money.  They'll just be conducting the other part as a break-even service and they'll make all the money on introducing new products and marketing efforts, data sale, etc.


Mr. Mandel:  I'm Tom Mandel of Mighty Acorn.  That was a brilliant presentation, although I do have some disagreements on one thing.  All retailing online is a cross-subsidized product model because everybody sells multiple products and every product has a different margin.  The function of an economy like the Internet economy is to force those margins down to their practical minimum, which means that one product will always be subsidizing another if there's going to be a customer relationship.  It seems to me that Amazon is in the business of not making you go through that 100,000-item list you just mentioned and in providing a practical source for purchasing them.  I don't want to maintain a relationship with six zillion providers of goods.  I don't want to disintermediate Amazon at the point of purchase and have to maintain expectations of delivery from seven or eight different vendors just because one of them has one of my books for a dime cheaper and another has a second book for a nickel cheaper.
	What seems to me to be happening is that you get the possibility for marketing goods that have a limited audience because of the ability to get information and delivery of them.  That seems like a very differentand differently-disruptivemodel.

Dr. Sampler:  Let me get more specific, then, because I agree that the Internet is opening up new markets with lower micro-marketing costs.  You're not going to see very many bookstores in the middle of Montana and, I agree, Amazon is trying to do that.  The point I'm trying to make, and let's push it farther, is that I don't believe the intermediaries are dead.  Intermediaries will still exist and we’ll have more intermediaries.  The threat to Amazon, or whomever else is carrying a broad range of goods, is that they are providing premium service, but are they able to charge a premium for that service?  Will a set of new intermediaries be companies like R U Sure, or will it be companies like Federal Express that are already experimenting with bundling themselves.
	Rather than getting six packages delivered to your home because you're buying stuff throughout the Web, FedEx is pilot testing a program where you specify a three-hour window within a week when you want all packages to be delivered.  After all, the people who are buying on the Web tend to be the people whose time is most valuable and they're never home anyway.  How many times have you come home to find three delivery notices on your door?  It's enough to make you cry because you know it's going to be hard to get those packages.  FedEx will charge you less than if they had to make three separate deliveries, but more than the cost of one trip because their job is more complicated.  There are always intermediaries.  The issue is not who to trust, but what's the premium we're willing to pay for it?  Let's be very clear that if people get too greedy around the service, we always have an easy way to litmus test the price profitability.  I agree that there's some kind of bundling model, but there are limits to how they are pursuing it, so we'll see.

Mr. Mandel:  Isn't the point that the brand competition occurs over who can customize service most closely to the needs of the individual, as opposed to who can produce or distribute the good?  That's the business that a company like Amazon is in.  Once they figure out how to customize the service to you, they're confident they can sell you whatever they've got in their store of goods.

Dr. Sampler:  I'll agree with that, but the thing you have to think about goes back to the distribution of profitability and economies of scale across these different points.  For certain types of products, most of the leverage may be in production.  The kind of product range that Amazon sells doesn't have a huge amount of leverage at that end, so that's why they're able to do what they can do.


Mr. Sherman:  We have some questions that were submitted on cards, so I want to take a few of them.  The first is, “In this competitive environment what's the best way to market an Internet business, particularly a startup?”

Dr. Sampler:  Well, that will be a short answer.  There are only one or two choices, right?  Obviously, there's no one right answer to that, whether it's viral marketing or anything else.  The startups I'm dealing with in the US and Europe are doing a lot of work with big companies and we ride their coattails into the market.  We're using large, existing players to leverage us.  For the kind of businesses I'm involved with, that's the easiest strategy.  I like to leverage existing channels and just be a part of the monkey on their back.


Mr. Sherman:  What are your thoughts on Net market-makers?  Are they just places to browse or will people actually buy from them?  Is that a viable business model?

Dr. Sampler:  If by “Net market-makers,” you mean B2B exchanges such as those trying to sell telecom, I think B2B exchanges will flourish, but they have to do much more than facilitate the exchangethe exchange is the simple part.  The other part, the value-add of service around that, is the whole solution to everything from delivery and knowing where the delivery is to payments and inventory adjustment.  That means every B2B exchange or every eMarketplace is going to have to tie into the legacy systems of these different companies.  I see all these big names of the auto industry or the travel industry, whatever, getting into this and, yeah, that's fantastic, but now you're talking about legacy systems across all of these major companies which have had systems for 30,000 years, plus the suppliers.  It doesn't work easily.  I've been involved with a project with the Department of Commerce in DC, and they basically say that they don't understand how to measure the economy anymore.  We've done a lot of interviews with heads of eBusinesses and major companies, and I’ll pass on their comments to you because it's probably very relevant to what most of you are doing.  They said that the impact of the Internet on their big customers is zero.  Absolutely negligible.  Why?  Because it's such an important customer that they already had EDI relationships in place.  They monitored them and have existing customer relationships.  The Internet's changed nothing because they don't want to destroy that relationship.
	What the Internet has done is open up thousands of new, smaller relationships.  You can see more and more companies creating the “my Dell,” to personalize it, because many small businesses have crappy systems to begin with and a crappy decision-making process.  If you put that stuff in place and let them turnkey it, it's going to be unbelievable.  Oracle is expecting something like 35% of their sales within four years to come from a small office/home office channel.  IBM says that 50% of the IT market is untapped for them, and they’re using that channel to customize services very effectively.  That's the growth area.  It’s not with the big companies, which will happen slowly.  The big growth is in areas that were not cost-viable for you before, and we see it happening in everything from consumer goods to electronics to IT services.  There’s universal opinion around that, and I think that's the real challenge for the B2B exchanges.


Mr. Sherman:  Would you discuss the impact of Internet integration on the services industry, such as law, accounting, consulting, etc.?

Dr. Sampler:  I think consulting is a very interesting model.  Clearly, the issue is how do you charge for knowledge and advice?  Every business is going to be facing that challenge.  Take stockbrokers, for example, where we used to be able to charge for the transaction and give the knowledge away for free.  What is happening in every one of those areas is that the simple or petty problems, such as doing the simple wills if you’re a lawyer, used to be the bread and gravy for many of those firms and they are disappearing to Web sites.  Now it's a $50 upload rather than a $500 charge to do incorporation papers because it's a template.  You just put in the company name and plug and chug.  They're not going to get money for the simple stuff.
	Another way that accounting firms and law firms are using the Internet, as I was saying earlier, is that it’s the cheapest form of customer interaction.  I don't have time to go see the client, but I can send them alerts and have an ongoing dialogue.  Can I have access to their books, remotely, and start to do pro forma statements in an ongoing fashion for them?  It will totally change the cost of that customer dialogue and hopefully bond them much more closely to you.


Ms. Wang:  My name is Rose Wang of Binary Consulting.  I see credit cards and electronic banking infrastructure being bottlenecked in Europe and Asia for eCommerce growth.  Do you agree with that and what do you see as an alternative strategy for them to get the eCommerce explosion that we've seen here?

Dr. Sampler:  The issue for most developing nations, and even nations like Germany, is that card penetration is very, very low.  They just don't use them.  In my opinion, the answer’s probably smart cards, and it may be the cell phones themselves.  Cell phones are able to track calls and the time of those calls, so there's no reason why, with some kind of embedded scanner, that they couldn't just make micro payment purchases through the phone.  They have that capability.  There are SIMM cards and smart cards that go into the phone, so I think you'll see some kind of smart card/debit card option evolve.  There’s something similar in this country, an automatic check clearinghouse.  Even at eBay, something like 20% of transactions don't clear because people don't send the checks.  It’s even a huge problem in this country.  I look for alternative systems like Atrix or possibly smart cards.  The smart card applications they use in Singapore are unbelievable.  You don't use a passport anymore, you have a smart card that's scanned.  I think we just don't understand smart cards in the US.

Ms. Wang:  Do you think there's a similar kind of alternative strategy developing for the B2B world?

Dr. Sampler:  There's one company doing it in the States.  I can't remember the name, but I think there will be people who will probably try things like short-term financing payment and clearing.  They'll handle that financial transaction and it will be specialized, just like the commercial banks were, but on the Net.  Since we're in DC, I think another huge area is business-to-government with its own payment and paperwork process.  If you think about the footprint of government in developing nations and in Europe, where it is potentially even more burdensome in terms of reporting and due diligence, there are huge opportunities for greasing that path.


Mr. Rosen:  I’m Mark Rosen with ShopYourWorld.  I believe it's a shift to the integrators that matters.  I think the debate between Amazon and FedEx misses the point because you're still focused on stovepipes.  The Amazons can't hack it because they still have the inventory.  They're still the old-fashioned model of buying from little men, and FedEx is still focused just on the logistic pieces.  It's about the physical and the electronic and connecting international manufacturers and buyers.

Dr. Sampler:  I agree with you about the integrators.  The issue is, will it be a new player that's the integrator or will it be one of the existing players that nabs the next step.  I think there's huge value in integration of intermediaries.  The issue is existing player versus new player, and that's going to vary by skills, industries and everything else.


Mr. Morsberger:  I’m Lou Morsberger with Merchant Feedback Systems.  In your vision of continuous customer interaction, it would seem that a naturally favored producer in most categories of goods, such as a Sony or General Motors, could almost have a lock on every market.  Will more and more industries start to look like software where there's a huge switching cost for the consumer to move from Microsoft to another producer?  Can you comment on categories of goods where the benefit is not to the producer?

Dr. Sampler:  If there are tons of manufacturers and tons of competition, I do not want to bond myself to one; I want some intermediary that will let me switch across them.  Then the job of the intermediary is to make sure that whatever I purchase is compatible with the systems integration channel.  For certain types of transactions that are very lumpy, that's where the manufacturer can jump back in.  If you look at something like appliances, however, the real battle is around service.  Best Buy or Circuit City or Sears is saying, “Buy the service contract from us.”  That's how you link the customer in.  That's how you know when they need a new washing machine or a new freezer.  Meanwhile, General Electric says, “Hey, buy it from us.”  You see different people entering into the equation at different points of continuous customer interaction, depending on the nature of the product.  All that I point out is that the Web makes it very, very cheap, and, if you have embedded technology, the manufacturer may have a potential inherent advantage in some cases. I'm sure there will be others coming in on top of that, however, trying to do the switching process.  We're just seeing the beginning of these kinds of offerings.


Mr. Frank:  My name is Jeff Frank.  My manufacturing firm makes a product that we sell directly over the Internet.  To us, this was a very simple business model.  We went out of our way not to sell retail, so we don't have them complaining about the competition.  We have a product that we sell to commercial, non-retail customer.  They can mark it up and sell it to retail, or we can sell it directly over the Internet and save the customer 20%, still making triple the normal margin.  Now, 30% of our sales are directly over the Internet, and my question is, why does this seem to be such an unusual approach?  Why aren’t manufacturers looking to this direct model?

Dr. Sampler:  I think it's some of the factors I highlighted earlier.  Your company is fairly new, I assume, so there's a huge issue around legacy understanding of the marketplace and where you would look for these kinds of products to begin with.  Clearly, coming in today from certain commercial sectors, the Web may be a very ample place to look.  If you have existing chains of information, intermediaries and consultants who are using this channel for a decision-making purchase, part of what you have to do is re-educate the marketplace so that the decisions are occurring here, electronically.  Each channel has unique characteristics, and you look where the bottleneck is in your channel.  The intermediary points may be very different for you.  There are very few things I can tell you that are universally applicable.  It's all situational, but these are the factors you have to look for.  Your bottleneck may be in a very different place from other industries, and the newness of evolving industries may make it much more suitable for you.


mario morino: wrap-up

Good morning.  I want to thank Jeff for what I thought was an excellent presentation.  Very thought provoking.  I'm going to try to summarize why I think it's of great relevance to what you face in trying to create the businesses you are building.
	More than anything else, as sophisticated as his presentation was, Jeff was really getting at the importance of understanding the fundamentals of your business.  If there is a criticism I would make, in general, about many of the approaches we see todayand have seen for five years nowit is a lack of appreciation for the businesses fundamentals.  Without naming the firms, I can give you two cases that I think are a phenomenon of the last five years that we probably won't see again.  These two businesses both got VC funding in the region, both had IPOs and both are just incinerating as fast as you can pick up the paper.  If you went back and looked at their businesses and their industries, there never was an opportunity to have a margin on their products.  It was obvious from day one, but they didn't see it, their VCs didn't see it and, because of the hype around the Net, a lot of public investors never took the time to understand that the margins were so low in their markets that there was just no further gain to be extracted.
	I challenge you to look hard at the fundamentals that Jeff has laid out.  The point he made about the impact of technologyfast, cheap, more reliable, solving more complex problemsthat couldn't be more true.  You could have inserted those same words in all the presentations we used to do as early as 1976.
	But there is a difference. Nothing, at least in my career which started in 1964, is as profound as the change you see today.  It’s more profound than the introduction of the computer itself because, as a society, we weren't as acclimated to understanding the potential before us.  Now, technology has permeated society to such a large degree and so many more people are able to understand it, that you see many differences.  Unlike any of the other technical innovations, at least to the Industrial Revolution, the wild card is the individual nature of the Internet.  It changes all four of those issues of speed, cheapness, reliability and complexity.  The ability to assemble, either as consumers or to aggregate power as a populist movement, is something we've never witnessed before in any medium.  Irrespective of the business models we see, the client can aggregate faster than ever before and shift the power.
	I think we're going to see a slew of changing business models because we're still in an early stage and nowhere near the maturity of its impact.  We’ve seen several phases already.  If you go back to1992, when the Internet was approaching critical mass but had not hit the commercial space, the Net itself was the element of change.  By 1993 and 1994, everybody was focused on creating Web sites for the lateral movement of data, and that became a force of change.  By the mid 1990s, up to 1997, you were seeing channel disruption for the first time.  Channel reconfiguration became the opportunity and many people never made the switch from developing Web sites to realizing that the purpose of those sites was to deal with channel issues and channel disruption.  Next, you saw the issue of collapsing the supply chain, which, again, is lateral movement, causing collapses in the system.  It broke out huge cost savings for organizations and speed-to-market on supply chain condensation.  Then came the eCRM movements, overhauling your electronic consumer relationship management array.  Today, that is almost an industry in and of itself.  I came out of a meeting yesterday morning where the conclusion was that the challenge today is the management of multiple channels.  It's not just putting IT services in; it's how do you manage a multi-channel strategy so an organization can deal with their clients from a B2B model.  I just rattled off four or five business model changes in the past few years that are profound to the commercial marketplace and therefore to the client marketplace.  It’s absolutely embryonic compared to what we'll see over the next 10 years.
	I think opportunity abounds.  The new business models create FUDFear, Uncertainty and Doubtand I think there is enormous opportunity in the large organizations because they don't get it yet.  The ability to go into the global 300 is absolutely astounding because they're still remarkably challenged.  Although a few of them may understand this in visionary ways, you have entire legacy-based organizations that are still having great difficulty responding to these changes.  When you look at opportunity from your perspective as entrepreneurs, I would suggest that there are two very large pictures.  One is, when you understand and can map out the changing business models as well as Jeff did here, then you have to ask yourself, how does my product or service capitalize on that business model change or on some niche market of that change?  If there’s a good answer, you have a clear opportunity and that's where you should direct it.
	The other opportunity is that there is a global Fortune 1000 that is still struggling with this issue and will continue to struggle for the next 10 years.  The opportunity to go in as interpreters and advisors is absolutely remarkable.  The sector made up of eBusiness advisors has been hit lately, but that’s because we're actually not sure where the sector is.  What's happened is that the sector is not bad at allit is remarkably strongbut you're seeing the sector go mainstream.  That's all that has happened.  What we knew as “the Internet space” is becoming the classic IT services space with a premium on the top, and that premium is in being the first to take advantage of the models of channel distribution strategy or organization.  People are having an enormously difficult time trying to understand how to get their product to a changing marketplace where the power has shifted to the client.  This phenomena of a power shift to the consumer dictates the price for the product being used.
	Jeff’s other point that I'd like to touch on is how the decision has moved outside the channel.  At my old firm, Legent, we had the benefit of having Max Hopper on our board.  Max was the guy who put the Sabre system together way back at American Airlines.  I had the pleasure of asking him about the changes in terms of system design when you saw all these fundamental shifts on the network.  What I'm talking about here is the enormous complexity we now face in delivering a technology-enabled solution to a client.  Max said that when they first did Sabre it was very challenging, but simple in concept because they were writing a system to provide a ticket where everybody who touched the ticket was an American Airlines employee.  That was phase one.  Phase two, which was more prominent, was when that network opened up to encompass travel agents throughout the globe.  That caused a significant change to the design in scope, in technology, in industrial strength engines, etc., and there were legal issues, you may remember, about whose tickets got posted first, However, American Airlines was still such a dominant supplier that they could dictate system control.  It changed massively when it was broadened to the whole leisure and travel industry where the client reigns supreme.  They went from American Airlines in the '70s to travel agents in the '80s, to clients in the '90s and the amount of effort it takes to deliver that solution is probably a magnitude of hundreds of times greater.  That’s why, as companies, you have such enormous opportunity.
	There are clearly niche opportunities and market opportunities to develop around the new business models, but do not underestimate what Enterprise America, Enterprise Europe and Enterprise Asia will go through to make this transition in the next 15-20 years, as well as the new markets that have opened up because of the scalability that Jeff talked about and the effects on small and mid-range businesses.  Look at what the markets will now demand, such as information in real-time.  For example, just before I came up here I received an email announcement about all the IPOs that have been pulled in the last 48 hours.
	As entrepreneurs, the number one point is that you have to clearly articulate your business model and show a compelling understanding of how that model responds to change.  That will go a long way in helping investors and others have great confidence in your approach.  If you look at America Online or Capital One, they saw a new business model and became a dominant provider with it.  There will be more companies like that.
	The second point is to become part of the system of organizations that will help organizations understand this change.  There is a constellation of companies that are basing huge investments around mining the global 1000.
	In both cases, when you look at your business models, know whether you are capitalizing on a new business model, or whether you are a support agent or intermediary that's going to help other people advance that model.  The ability to articulate that to the venture world and to your prospective clients is going to become remarkably important.  It probably already has been to the realization of market valuations, on how money will change and whether or not you'll get funding going forward.
	Jeff, your words couldn't have been more timely and they have tremendous relevance to this group.  Thank you very much.  Good luck, everyone, and thanks for being here.



