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                                                                                        2 Theoretical part

                                                                2.5 Analysis of the viability of an online retail business

                                
                    In  this  chapter  we  will  examine  and  describe  the  way  the  analysis  of  viability  of  an 
 online  retail  business  is  carried  out  in  terms  of  two  approaches:  strategic  and  financial.  As 
 Laudon & Traver (2017) explain, under economic viability we may understand the ability of a 
 firm to survive as a profitable business during a given period. 


In our analysis, we will focus mainly on a medium-term viability of retail businesses 
 and their business models. This analysis is applicable exactly on the four models described for 
 online retail businesses, however, might be used for the other as well. 


To  explain  the  way  how  such  an  analysis  is  conducted  we  will  use  the  framework 
explained  by  Laudon  &  Traver  (2017)  and  Radovilsky  (2015),  consisting  of  various  
non-monetary as well as non-monetary (financial) measurements. In the first part – strategic analysis, 
we  will  explain  how  to  utilize  the  strategic  measures  to  help  us  understand  the  competitive 
situation  of  the  firm.  In  the  second  one  –  financial  analysis,  the  monetary  ratios  will  be 
introduced in order to understand how a firm is in fact performing. 
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 2.5.1  Strategic analysis 


When analyzing the economic viability given the strategic approach, we shall focus on 
 the competitive environment the online retail business operates in as well as on the firm itself. 


For the analysis of competitive environment, we will follow the Porter’s Five Forces 
 (5F) methodology (Porter, 1985) adapted and tailored for the purpose of online retail industry, 
 explaining  the  key  aspects  to  be  addressed  when  conducting  the  strategic  analysis  of  a  firm 
 operating in given area in addition to traditional 5F framework. 


Threat of entry 


The threat of entry is represented in form of new entrants to an industry that aim to gain 
 a  particular  market  share  at  the  expense  of  current  entities.  The  degree  of  such  threat  is 
 dependent  on  various  barriers  present  in  the  market  and  corresponding  reaction  of  existing 
 competitors.  Six  major  sources  of  barriers  of  entry  are  economies  of  scale,  product 
 differentiation,  capital  requirements,  cost  disadvantages  independent  of  size,  access  to 
 distribution channels and government policy. 


In case of retail e-commerce, high capital costs or intellectual property barriers such as 
 copyrights or patents can be identified as major threats restraining the new businesses enter the 
 market. 


Bargaining power of suppliers 


The  suppliers  use  their  bargaining  powers  to  dictate  the  prices  in  the  industry.  They 
 exert their high power in  two ways  – by raising prices or reducing the quality of goods and 
 services. Should their bargaining power be high, suppliers are able to squeeze profitability out 
 of an industry will would not be able to recover increased costs in its own prices. 


Bargaining power of customers 


Bargaining power of customers is demonstrated in the ability to force suppliers’ prices 
 down,  play  the  competitors  off  against  each  other,  or  demand  higher  quality  of  goods  and 
 services. To evaluate the bargaining power of customers the main question addressed is if the 
 customers have the possibility to choose from many competing suppliers, thus, challenge their 
 high prices and margins. 


Threat of substitute products 


To assess the existence of substitution, we want to find out if the products and services 
 can  be  obtained  from  alternative  channels  or  competing  products  in  different  industries. 


Additionally, we shall investigate if substitute products and services are likely to emerge in the 
near future and what kind of consequences they would have on our analyzed business. 
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 Competitive rivalry 


To  understand  the  fundamentals  of  competitive  rivalry,  we  have  to  understand  the 
 competition  within  the  industry  –  based  on  product  differentiation,  price,  scope  or  focus  of 
 offerings. Further, we analyze and evaluate how the nature of competition is changing and if 
 the business will benefit from these changes or vice-versa. 


Apart  from  Porter’s  five  forces  present  in  competitive  environment  of  online  retail 
 businesses, Laudon & Traver (2017) identify one more strategic factor, which is: 


Industry value chain 


The main question here is if the chain of production and distribution in the industry is 
 changing in different ways and if these changes are beneficial or rather harmful the firm. 


After assessment of a firm’s competitive environment, we will have a look at the firm 
 itself. The strategic success factors that pertain to the firm and its related businesses include 
 (Laudon & Traver, 2017): 


Firm value chain 


The  firm  value  chain  analysis  consists  of  addressing  internal  business  processes, 
 methods  and  operations.  Focus  is  put  at  adoption  of  business  processes  and  methods  of 
 operation in a way that allows the firm to achieve the highest efficiency in its industry (de Wit, 
 2017). We also keep in mind  possible changes in technology  and their impact on the firm’s 
 business processes. 


Core competencies 


Under core competencies we may understand the unique set of skills and competencies 
 that the business possesses and that cannot be easily duplicated by other firms. We analyze if 
 these competencies are present in the firm and possible impacts of changes in technology, and 
 in  case  some  changes  occur  if  the  firm’s  competencies  would  become  invalidated  or 
 strengthened by them. 


Synergies 


The internal potential of the firm can be evaluated by the number of competencies and 
 assets either owned outright by the company or through strategic partnerships and alliances it 
 has formed or is able to form resulting in an increased competitive advantage (de Wit, 2017). 


Technology 


In the constantly developing world the technology is often a game-changing asset and 
its use especially in e-commerce has a powerful impact on business performance, effectivity 
and efficiency. Key aspect to be analyzed include the development of proprietary technologies 
allowing  the  business  to  scale  with  growing  demand  for  their  products  and  services  and  the 
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 development  of  operational  technologies  such  as  customer  relationship  management,  supply 
 chain management, fulfillment or inventory control. 


Social and legal challenges 


An integral part to be analyzed is the social and legal challenges. To prevent negative 
 impacts, the firms have to develop a complex set of policies requiring a holistic approach  to 
 address consumer trust issues such as consumer protection, etc. (OECD, 2019). Potential issues 
 that  could  be  challenging  the  business  model  need  to  be  faced  and  resolved.  Foreseeable 
 statutory developments need to be analyzed and addressed, putting emphasis on the degree of 
 impact  of  the  business  by  eventual  changes  in  development  that  needs  to  be  constantly 
 monitored. 


2.5.2  Financial analysis 


We have explained the strategic analysis to help us understand the competitive situation 
 of the firm. If we want to understand how the firm is in fact performing, for that purpose we 
 use  the  financial  analysis.  This  analysis  consists  of  two  parts  -  the  balance  sheet  and  the 
 statement of operations. From the first one we can find out how many assets does the company 
 have to support its current and future operations. And the other one, the statement of operations, 
 recognizes  current  sales  and  costs,  reporting  how  much  profit  or  loss  is  the  firm  achieving, 
 eventually. 


Below,  we  will  introduce  and  explain  key  financial  measures  used  for  analyzing  the 
 performance of the business, according to Alexander (2018). We will, moreover, according to 
 the theory of Laudon & Kenneth (2017), explain their application in the e-commerce industry. 


Revenues 


Revenues, also known as sales, represent income generated from business operations 
 performed by the firm, in our case the e-commerce sale (Radovilsky, 2015). To recognize if the 
 business is performing well or not we analyze if  the revenues are growing and  at what rate. 


Moreover,  we  might  examine  the  behavior  of  revenue  throughout  the  time  to  detect  the 
 influence of other factors on its growth or decline, for example by introduction of a new sales 
 channel. 


Cost of sales 


Cost of sales, or cost of goods sold (COGS) signify the direct costs of goods and services 
 produced by the company which are then sold by this company. Cost of sales is composed by 
 the  cost  of  material  and  labor  used  for  production  of  the  firm’s  products.  Indirect  costs, 
 however, are not part of this measure. 


When  analyzing  the  performance  and  profitability,  we  compare  the  cost  of  sales  to 
revenues.  Naturally,  the  lower  cost  of  sales  is  compared  to  firm’s  revenue,  the  higher  the 
company generates its gross profit. Therefore, a possible strategy to increase the profit is trying 
to minimize the costs. 
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 Gross margin 


Gross  margin  symbolizes  the  difference  between  above-mentioned  2  measures  –  the 
 firm’s net sales (revenue) minus the cost of sales, resulting in the revenue a company retains 
 after  deducting  its  direct  costs  from  revenue  of  goods  and  services  sold.  With  higher  gross 
 margin, the company is able to retain more capital that can be used for further development of 
 the firm. However, the gross margins vary widely across industries, from amounts as little as 
 10% in case of retailers, to figures as high as 80% in case of technology companies, for example 
 software. 


For  better  illustration,  the  gross  margin  could  be  also  expressed  as  a  percentage 
 proportion of the total gross margin divided by net sales (revenue). By comparing its values in 
 time,  we  can  assess  if  it  is  increasing,  decreasing  on  keeping  the  same  value  over  the  time, 
 therefore, analyze if the company is  gaining or losing its market power in relation to its key 
 suppliers. 


Operating expenses 


Commonly abbreviated as OPEX, operating expenses are costs that are incurred during 
 the  firm’s  operations.  These  costs  usually  include  costs  of  administration,  rent,  overhead, 
 payroll,  marketing,  R&D,  inventory,  etc.,  required  for  the  run  of  the  business.  Operating 
 expenses,  moreover,  include  amortization  of  intangibles,  impairment  of  investments  or 
 stock-based compensation to executives and employees. 


Operating  expenses  are  very  important  for  e-commerce  companies.  Thanks  to  the 
 introduction  of  e-commerce,  the  operative  efficiency,  thus,  lowering  costs  of  operations  is 
 possible now more than before (Qin et al. 2014). This allows the businesses either to generate 
 more  profits  due  to  higher  margins  or  to  decrease  their  prices  while  keeping  the  margins 
 constant, eventually. 


Operating margin 


Operating margin indicates how is the company able to turn their sales into profit (before 
 taxes) after deducting operating expenses. We calculate operating margin by dividing the firm’s 
 operating income by its net sales (revenue). Eventually, after the analysis of operating margin, 
 we will find out if the company’s current operations are able to cover its operating expenses 
 and the degree of efficiency and effectiveness. 


Net margin 


After all expenses are deducted, the net margin tells us what proportion of sales revenue 
the  company  was  able  to  retain.  Net  margin  is  determined  by  dividing  net  income  by  sales 
revenue. Net margin summarizes a company's success in making a profit on each dollar of sales 
revenue.  By  analyzing  the  net  margin,  we  can  investigate  the  relative  efficiency  of  the  firm 
regarding other businesses within an industry, especially regarding the competitors. 
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