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Abstract

By examining current business models that utilize online auctions as a pricing mechanism, method of procurement or inventory dump and their success in today’s market it is evident there is a future of a sort in every conceivable industry for auctions on-line.

In probing the consumer-to-consumer auction market the main player, eBay, has had tremendous success, so much so that it has smaller “Mom’n’Pop” shops being spawned on its pages.  The niche auction in the same space has also taken hold with a firm grasp.  Calcruising and GolfClubExchange are detailed here; so far both are surviving admirably as there was a need for such a site within the niches of classic cars and golf accessories.  Although eBay is the stand-alone leader of this business model, a few other dot.com’s are venturing into the field, notably Amazon and Yahoo!, both of which are scrutinized here.

However strong the C2C market appears, this strength is not apparent across the board.  The profitable future for business-to-consumer auctions exists solely in excess, refurbished and closed-out inventory.  This limited market is the only profitable one as auctions on normal retail goods will draw the customers away from the fixed cost sales and will lead to losses in revenue, as is seen on Egghead.com.  Dell Computers, however, has pioneered a more successful auction site, focusing on refurbished merchandise.  Amazon and Priceline also have a stake in this market, though priceline has not been successful outside of non-durable goods auctions.

The surge in online business ventures has extended to the business-to-business (B2B) space, to this point almost altogether unsuccessfully.  From observing Fleetscape and others, notably Ventro, owner of Chemdex, a first-mover in the B2B online auction space, the conclusion is made that it is hard to push in between a buyer and a seller that already had a relationship, or that could easily bypass your site.  Some have been successful, like VerticalNet, but to how many markets can that extend?  The ideal solution that Ariba and others have utilized is selling customized “software solutions” that integrate an auction format for buyers or suppliers to run themselves.  

From this survey of the online auction market, there is a future but, beware, not every business is profitable, as always.

Introduction
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Auctions are a uniquely efficient method of buying and selling.  They are particularly useful as a pricing mechanism when the pricing is uncertain because of inherent value to the customer, insecurity of supply and demand and the acceptability of substitutions.  Although the auction model can lead to problems of collusion among bidders attempting to keep the price artificially low, this can be fixed by allowing the sellers to establish “reserve” prices and to buy back the product offered. (See Glossary for terms.)  In addition, auctions are useful for quickly selling quantities of closed-out, excess or refurbished inventory.

History

Although auctions have existed for millennia, dating to the slave auctions of Ancient Greece and Rome and before, now, in this time of the emerging digital world, there are unique opportunities for auctions that have never been possible before.  This unique situation has happened because of the ability to reach an enormous number of people with a single effort, or more correctly for many people to reach out and touch you.  In Internet auctions year ending 1998 $1.4B in merchandise was sold.  At the time seventy percent of all sales were from one person to another and thirty percent resulted from business to consumer transactions.  

First-Movers


Some of the first companies to see this opportunity in a new venue were www.eBay.com and OnSale.com, both of whom started in 1995.  While eBay entered the C2C market, OnSale favored the B2C end of the market.  Both were successful, but the performance of eBay has been so incredible that it would have been difficult to predict. The value of eBay’s stock increased by a factor of thirty in the first six months after their initial public offering (IPO).  Onsale.com on the other hand has not been as successful as eBay and merged with www.Egghead.com, a rival e-commerce site. 


Why did eBay’s success occur? Why was there a standout “First-Mover Advantage”?  Online auctions did something that no one else could have possibly done before because the web made millions of people in disparate locations and at different times able to come together to bid on an auction.  With these large numbers of buyers and sellers coming together, clearly the site with the largest number of each would benefit; for the variety offered to the buyers – more would come, and for the numbers of buyers, the sellers would flock, creating a seemingly insurmountable first-mover advantage, especially in the C2C arena.  In the online auction format, the buyers saw distinct advantages over the traditional ways of acquiring merchandise.  Namely, there were low barriers to participation, availability 24 hours a day, 7 days a week, and lower prices typically.  But this wouldn’t have been so successful if auctions were adverse for the sellers.  Sellers found the obvious: a large number of buyers could be reached quickly and efficiently.  A property of offline auctions still reigned: the market set the price level enabling less price discovery.  More specifically, in the C2C world, sellers took advantage of the saying that goes, “One man’s trash is another man’s treasure.”  Maybe not fully trash, but people were cleaning out their houses, or acquiring new pieces for their collections, or even making their living online.  Through 1999 eBay approximates 250,000 of their registered users are sellers who have their primary source of income from online auction sales.
  Another property of the Internet that C2C auctions took advantage of was building communities.  A virtual community is a powerful thing because it uniquely fulfills needs and presents companions. “I am not the only person out there that collects (fill in the blank),” is the attitude that was gained by becoming a member of such a community.  

On the other hand sellers in a B2C marketplace have business interests alone in mind.  These sellers benefit from reduced transaction costs by disintermediation, and from the opportunity to unload refurbished, excess or returned merchandise, from valuable direct marketing information, like email address and bid history – not only from the actual buyer but also from all of the bidders, in addition to the other previously mentioned advantages.  

Developing Technology

Other businesses than retail warehouses could benefit from this new technology, many people thought.  In accelerated world in which we live, “market pressures - including reduced time-to-market, enhanced operational efficiencies and rapidly evolving e-business models fuel the need for companies to create tightly integrated B2B networks capable of automating a wide array of vital inter-enterprise business processes with not just one, but many partners.”
  The businesses involved trade or buy commodities using an auction format to create faster, more efficient supply chains.  This seems like a good idea, but can a neutral entity push its way into the supply chain to evolve B2B auctions into a separate market?  We shall see.

Advances in technology created Internet auctions so it follows that auctions will create a software technology revolution of their own.  In this evolving cybermarketspace basic auction software will be used for a period of time, but then innovations in technology will rapidly replace them.  For example, www.knexa.com, a Canadian-based “Knowledge Exchange Auction,” uses patent-pending innovative software, Knexatron, so that sellers have [image: image4.png]‘ONLINE AUCTIONS MAY GENERATE 527 BILLION 1N 2003
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3 choices when brokering their knowledge.  The more traditional route is simply an exchange for a price, but sellers can also opt to receive bids from possible buyers and then they can lower their asking price if the price is agreeable – similar to the real estate market.  Their more innovative technology offers a unique demand based pricing that is done by the software.  The seller will set a starting price with periods of inactivity the price will drop, but when more people buy, the price will increase to the point where the price is too high and the people will stop buying, illustrating the equilibrium price on the classic supply and demand curve.  This technology creates an automatically efficient market.  This model would only work, of course, if there were multiple products to sell individually, such as a knowledge auction, for which this model works perfectly.
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In the B2C arena, www.SmoothSale.com has introduced InstantSelling™ software. This software would be added to sites that already have auctions occurring but now there also would be an indicator on the screen whether the salesperson is online or offline.  If there is a salesperson there, the customer can go up to the “counter” to ask questions and get instant responses.  The set-up is very similar to the basic chatroom, so there is a familiarity for the typical buyer.  This “counter” idea also adds a sense of community, of personal contact, increasing value to the experience for the customer.  In addition, if the customer approaches the “counter” and speaks with the salesperson a special deal could be offered solely to that person and for a limited time, usually fifteen minutes, adding high-pressure sales to its pluses for the business.
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In opposition to these software add-ons for C2C and B2C auctions, which are not necessary to operation of the site, there is seemingly essential software that is offered by www.ObjectSpace.com.  OpenBusiness™ is a “software package that transforms business applications into web services available over the Internet.”
  This software allows companies with very different current applications to interact through this adaptable gateway.  The convenience for both companies is apparent.  Both can utilize their legacy systems and have compatibility with various other systems.  For the selling company, there is the added plus of the monitoring and billing with which they no longer have to concern themselves.

Consumer-to-Consumer Space: Past, Present and Future

Consumer-to-consumer auctions have become increasingly popular as the penetration of PCs continues on its upward assent.  Some giants in this new arena are Ebay, Onsale, Ubid, Yahoo!Auctions, and Amazon Auctions.  There are also some specialized auctions such as CalCruising and GolfAuction.com as well as some mom and pop developments that have budded from eBay's viral growth. 

Ebay has become the largest personal online trading community and the world leader in consumer-to-consumer auctions.  Ebay has encompassed the realm of collectibles, from coins to Beanie Babies, antiques to sports memorabilia.  Ebay is a company that has managed to make consumer-to-consumer auctions available to households all over.  Its success rests upon one of the distinguishing characteristics of eBay that it has an online business model that is not dependent on advertising revenues.  Ebay has two primary sources of revenue.  The first is a listing fee that it charges to list a product on its website (45% of their total revenue).  This fee may vary depending on the type of product, reserve and starting price, and any additional listing features.  A few more dollars will put your product in bold typeface.  A few more dollars still will put your product in a special section.  The second revenue stream for the comp any is a percentage of the final sales price.  This may be quite a small amount of money for individual sales, but because of the volume of sales that eBay has, this has become a significant revenue stream. 

Ebay's mission is to "help people trade practically anything on earth."  Their unique philosophy is very optimistic; that people are innately honest and will be true to their word.  The current CEO, Meg Whitman, has contributed significantly to the "work ethic and culture of eBay as a fun, open and trusting environment."  She has been significant to big-name companies such as Keds, Bain & Company and Proctor& Gamble.  Other eBay higher ups include Gary Bengier (Chief Financial Officer), Brian Swette (Chief Operating Officer), Maynard Webb (President of Ebay Technologies), and, of course, Pierre Omidyar, founder and chairman. Pierre originally started Ebay (on Labor Day, 1995) because his wife, a Pez collector, commented on how nice it would be if she could
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access other collectors online and collect Pez dispensers online.

Ebay still targets these collectors of unique items and has achieved

phenomenal success doing so; last quarter financial results (ended Sept. 30, 2000) show net revenues of $113.4 million, a 93.8% increase over third quarter results from 1999.  Some revenue builders include online net revenues ($102.8 million), gross merchandise sales ($1.4 billion), and an increase in registered users (18.9 million by the end of the third quarter). Ebay's excellent third quarter report reflects the strength of the core Ebay business model; simply consumer-to-consumer auctions available to people online worldwide.  To give some idea of Ebay's success, some of their statistics are: as of October 2000, the eBay community includes more than 18.9 million registered users who buy and sell items in more than 4,500 categories; eBay adds almost 600,000 new items to the site on a daily basis, and has over 4 million page views per month (number of unique visitors on an average daily basis is 2.1 million).
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One such competitor is Yahoo!Auctions.  Yahoo! teamed with OnSale to produce this auction site but it never achieved the success eBay has had, due to lack of visibility and lack of patronage.   

Yahoo!Auctions, eBay’s closest rival, only boasts of 1 million + auctions a day.   Yahoo!Auctions tries to out auction eBay with incentives of no listing price, no commission to pay for sellers.  Yahoo!Auctions relies, as many online companies do, on advertising revenues.  On top of these perks Yahoo!Auction boasts the cooperation of Yahoo!messenger, which will notify a user of auction activity and of its awesome navigation powers. However, Yahoo!Auctions lacks some of the luxuries eBay offers, including My eBay, which allows the user to maintain a personalized page of auctions and interests, gift giving guides, and eBay’s message boards and chat rooms.  Ebay has really created a community feel to its auction site and has the all-powerful brand name that Yahoo!Auctions lacks – eBay has created a name for itself that is synonymous with online consumer-to-consumer auctions.
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Another big potential danger is Amazon, which launched its person—to-person online auction on March 30 of 1999.  

However, the Amazon auction business model was innately different from that of Ebay’s in that it had merchants and established retailers, so that the feel was much more business-to-consumer than consumer-to-consumer.  Since this is a significant difference in the focus of the business model, Amazon online auction has yet to pose a formidable threat to eBay’s reign as online C-C auction royalty.

In foresight, Ebay will probably continue to reign in its domain, as hitherto it has yet to face a real threat in its field and eBay controls a significant piece of the pie.  Also, eBay continues to grow, with more and more users signing on everyday and increasing numbers of auctions and transactions taking place through the eBay site.  As eBay continues to launch its website worldwide (eBay launched its website in France on 10/4/00) and becomes available to more consumers, its empire will continue to grow.  Ebay just needs to manage regulatory and litigation risks and stay competitive in the world of online auctions.

Niche Auctions Grow
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Calcruising (www.CalCruising.com) is a rather well established online auction site for unique classic cars in Southern California.  It has over 5,000 site members and even has classic car evaluations to help educate the consumer.  As of September of 2000, the site claims  

over $1 million in sales.    Calcruising is based in San Diego as part of their mission, to enable the access of some of the most well maintained cars in the country to online surfers all over.
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       Calcruising can be compared to golfclubexchange.com (www.golfclubexchange.com), a consumer-to-consumer auction that specializes in golf clubs.  The company’s mission is to be the most efficient and safest place to buy and sell used golf clubs.  Established in April 1997, sales grew quickly and tripled from year end 1997 to year end 1998, and nearly tripled again in 1999, bringing the 1999 year end sales to just under 3 million dollars.  Golfclubexchange has 48-hour club inspection period to protect its buys and has a clubfinder service that finds buyers for sellers and notifies the buyers when their desired clubs arrive into their database.  Also, Golfclubexchange handles all the transactions details so that sellers do not have to worry about collecting payment from buyers (golfclubexchange is bonded and insured to protect both they buyers and the sellers).

Both Golfclubexchange and Calcruising are niche auctions in that they are extremely specialized in what they auction.  This is a growing trend in online auctions and understandably so; people who are very interested in their respective hobbies would like a specialized auction much like a specialty store, a place where they can get hard to acquire goods and obtain advice and input from others who share their interests.  One big difference between these two sites is the size and expense of the goods they are selling; because Calcruising sells cars, they control the volume very carefully, they search for the cars and then put them online from members to auction on.  One the other hand, golfclubexchange is done the eBay way, sellers can advertise their clubs and then buyers bid on them.  Because of this, it is easier for Calcruising to get paid because in essence they are on the seller’s side of the deal; golfclubexchange on the other hand tries to control fraud by performing all transactions themselves.  Golfclubexchange as experienced greater growth and business but this is probably due to a variety of factors, including their market and business model.  Calcruising’s business model is designed to target only the southern California classic car market, a niche in a niche, while golfclubexchange targets golfers everywhere.  Also, by designing their business model so that Calcruising has to go out to find available cars to auction, they are limiting the volume of goods available to be auctioned off their site.  Golfclubexchange has designed their business model to allow for more growth by having the sellers advertise their goods online.  However, both Calcruising and golfclubexchange, by putting themselves in the niche market of online auctions, have a defined market capacity; unless Calcruising opts to target classic car lovers everywhere or gradually expands to all types of cars and golfclubexchange decides to include other sporting goods on their auction site, both of these online auction sites will probably reach their market capacity as soon as maximum PC penetration has occurred.  From another perspective, it is because they have specialized in a specific niche that they are so strong within their community; as one can not buy a specific rare golf club from Big Five nor a classic Chevy from the dealer down the block, there are needs for specialized auctions, and online companies such as Calcruising and golfexchange.com are serving those needs. 

Spawned Mom-n-Pop Shops

A phenomenon that has risen due to the eBay craze is the equivalent of the mom-n-pop shop online; some people have started and managed to make a living buying and selling online through eBay.  To research this phenomenon, I browsed through the eBay website for goods that seemed a little too professional to be completely “out of the closet” (i.e. more than one of the exact same thing, brand new, one seller with many items, etc).  I came across two main types of business created through eBay’s existence: a side business that supplements earnings from a store or a strictly website based shop without any physical storefront.

One such small mom and pop operation was Roxie’s Place, which even boasted it’s own motto: More than a lot of red ink!  The seller listed on the eBay site was kujoe@evansville.net who never replied to my email.  The site itself also gave minimal information (www.roxieplace.com).  It appears that the operation was very home based, with only two pages of products, namely leather goods and personalized goods (prints and personalized ornaments), although there was also a page dedicated solely to selling ink cartridges and under gifts an entry each for a child’s gold bracelet and a set of kitchen knives.  Under the contact information there is a regular mail address for Roxie Huffman, obviously the woman behind this small home based shop.

Another such mom and pop shop is k7antiques (www.k7antiques.com). K7antiques claim they are the “specialists in the study, sale & acquisition of South East Asian art and antiquity.”  Unlike Roxie’s Place, k7antiques actually lists on the website what is advertised on eBay under the name of koolkid7.  The website claims that most of their clients are professionals who do not have the time to find such antiques themselves and thus depend on k7antiques, and that the prices they quote are “guaranteed to make considerable savings”.  The website also has services such as a mailing list and membership benefits (updates, previews, and 20% discounts).  All in all, the web site was much more professional than that of Roxie’s Place.  However, there was no contact information on their website and unlike Roxie’s Place, there is probably no store front since they do not allude to one and all the galleries are online.  

If having to choose from the consumer standpoint, I would have to say that online k7antiques stands a much better chance because of the professionalism of the site.  It does a much better job of selling and advertising the goods; also, because the goods they sell are much more expensive (antiques vs. ink cartridges), it is greatly to the benefit of koolkid to have a believable, professional website.  The level of sophistication of the k7antique website is rather astounding considering its mom and pop shop categorization.  It really contributes to the hypothesis that the mom and pop shop phenomenon is not only going to continue but grow; these sites will become more and more sophisticated and perhaps rival the boutique online shops.  Will they win in the end? I believe the situation can be likened to the corner grocery store and Safeway, or the quaint little book shop and Barnes & Noble – eBay is here to stay.

B2C Futures Look Good

While C2C auctions have been quite popular lately, forecasts show that business-to-consumer auctions will make significant strides in the next few years.  Some projections even show this market surpassing the C2C market, becoming “a $3.2 billion market by 2002, with the number of auction buyers possibly climbing as high as 6.5 million.” 
  B2C auctions, hereafter referred to as retail auctions, will achieve this not so much via the creation of new markets, but by partial cannibalization of the “traditional” e-commerce market.  Refurbished items, returns, and surplus merchandise will be sold via online auctions, either by transference to an actual or proxy auctioneer.  Some advantages of retail auctions are that they are a good method to dispose of irregular goods that might not sell as well through other channels, competition among buyers that can boost sales above markdown or even retail, increased page view due to customers following an auction, and that they acquire leads on customers with the added information of what they like to buy and at what price.

We will examine two major classifications of retail auction companies.  First of all, we will consider established companies, those that due to their high valuation, market share, or experience have the clout, but perhaps not the flexibility, to survive in the online auction market.  Examples that we shall examine are Amazon.com, Inc. and Dell Computer Corporation.  Conversely, upstart companies will be highly flexible and expansive, but may not be able to weather the storm of competition.  We shall look at www.Egghead.com and www.Priceline.com.

Established B2Cers

Amazon (AMZN) is a rapidly expanding e-commerce retailer of books, CDs, DVDs, videos, toys, tools, and electronics.  Reviews by members of the Amazon community, online product information, extensive advertisements, selection, and low prices have made Amazon one of the most popular sites on the net.  Amazon has expanded not only into new marketplaces, but new business models.  Amazon’s marketplace services offers Amazon.com Auctions, a C2C auction space, zShops, its commercial auction space, and [image: image11.png]Amazon.com Auctions
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www.sothebys.amazon.com, an auction space that caters to authenticated antiques, art, and collectibles.  Having proven that it was a technology innovator through the creation of 1-Click technology, it would not be a surprise that Amazon soon extended the security of its credit card payment services to the zShop retailers and Auction participants.  Further, Amazon established a $250 guarantee against fraud.

In the 4th quarter of 1999, Amazon’s market services gained a following of 1 million registered users and 1.5 million listings.  Since the November launch, sothebys.amazon.com has made average close rates above 50% and average closing prices of over $500.
  However, low gross profit margins and consistent deficits in net income exhibit that, despite Amazon’s innovations and models, the market is quite competitive.  The risks inherent in taking on more inventory, extending credit to vendors, and absorbing shrinkage may bar full realization of profits in the face of the very real possibilities of selling merchandise at a loss and not selling merchandise in a timely manner.  To fully realize the advantages of the retail auction model, one should reduce or eliminate inventory and have your vendors ship product directly, with your logo being your sole contribution to the box.  Hopefully, by this time, one has enough market share to enforce one’s standards on the market with regard to timeliness, quality, and price.  Amazon’s expansion of its “traditional” e-commerce, which could be almost boundless, is clearly a move into a losing business model, and one must wonder if the reward of being the last losing company in e-commerce will be worth it.
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By contrast, Dell Computer Corporation (DELL) has approached auctions from a manufacturer’s standpoint.  Starting from a stable position as one of the top original equipment manufacturers (OEM) and advancing a new model based on on-demand-manufacture, Dell began a deliberate move into e-commerce.  Delldirect.com and www.Gigabuys.com gave Dell a solid footing in retail over the Internet.  In July of 1999, Dell announced the launch of www.dellauction.com, which combined C2C auctions in all brands of computer products and accessories and a retail auction space for refurbished, returned and canceled Dell equipment and components.  By the end of 1999, near half of Dell’s total sales where via the Internet and were being generated at a rate of $40 million per day.
  Rounding out Dell’s Internet tour de force are its portal and ISP Dellnet.com, a B2B commerce site, and a B2B e-commerce solution site.

In the second quarter of 2000, these “beyond the box” revenues, which include the above internet ventures, warranty, integration and installation service, peripherals, and technology consulting, were 17% of net revenues or about $1,300 million, quite an impressive figure.
  These revenues indicate that this is an important business space for Dell to explore as the PC computer market tightens.  Earlier, over the same period of time that Amazon was hemorrhaging money, Dell was enjoying gross profit margins of 20.2% and a net income of $289 million.
  While the proportion of profits due to Internet ventures cannot be extrapolated, this does indicate the strength of the base that Dell can use to leverage itself in this new market.  Additionally, one notices that annual marginal inventories dropped from 1.89% of revenues in 1998 to 1.50% of revenues in 1999 and are consistent in 2000
.  This would seem to indicate that above the additional revenue these ventures held for Dell, the retail auction was a method for Dell to employ even tighter inventory control.  By leveraging the company’s strengths and an excellent model, Dell has succeeded in finding both market share and profitability on the Internet.  However, as a final note, we must caution that the ascension of a competing retail auction company to dominance may cause Dell to be committed to doing business in an unprofitable side-venture that does not ultimately equate with its core business.

Emerging B2C Sites
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Egghead.com (EGGS) was formed from the merger of Onsale.com and a chain of retail computer stores that closed in February 1998 to concentrate on online sales.  As with Amazon, Egghead has since branched out beyond its first market and into a host of products, including electronics, jewelry, sporting goods, etc.  The Egghead site has a clean easy-to-use interface and features extensive help facilities, online product information, fast-paced auctions, good selection, and co-locates both a “traditional” e-commerce site and an auction site.  Like Amazon, Egghead has had a negative net income over its lifetime, which reflects an attempt to buy consumers with heavily discounted goods. Egghead also makes far too little in gross profits.  In January 1999, Egghead opened its Onsale atCost web site, where products were sold at prices equal to the amount invoiced by vendors.  This deserves more emphasis.   Egghead is selling merchandise with zero chance at making a profit and indeed will certainly lose money once their costs are considered.  Perhaps, Egghead hopes that customers will migrate to other parts of the site that actually have margins, more likely they will leave.  Additionally, Egghead recently ramped up purchasing and consignment of merchandise from vendors to sell, for which Egghead must assume the credit and item return risk.

[image: image14.png]priceline.com




Egghead seems to plan on financing its atCost web site based on advertising revenue.  However, as the downtrend in the tech stocks continues, it is likely that online advertisement expenditures will dwindle. Note that as demand for online advertising drops so wills Egghead’s cost in purchasing such advertisements.  Also, despite claiming to be focused on improving their margins, they choose to acquire more merchandise and expand its low margin operations.  The ratio between Superstore revenues and Auction revenues grew from 1:2.34 in June of 1999 to 1:1.20 in June of 2000.
  Clearly, Egghead is pursuing the business with the lowest margin. 

As Egghead expands its “traditional” e-commerce business, there are added difficulties in managing inventory, customer returns, accounts receivable and credits to vendors, decline in value of goods, supply problems with and competition for a few major vendors, and most of all in the unpredictable nature of the sale prices of goods in an auction process.  In Egghead’s quarterly report, Egghead expresses concern that manufacturer could try to liquidate their products over the net themselves.  Given the success of Dell’s business model, this seems like a valid concern.  These difficulties combined with low gross profit margins and advertising and marketing expenses could be disastrous.  Skilled, decisive, and fast-moving leadership is needed to move to a better Internet business model.
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Our first example of a non-traditional auction mechanism is www.priceline.com  (PCLN), which can be likened to a multiple round, sealed bid auction (see Glossary.)  People who have “named their own price” submit sealed bids to a seller who either accepts the bid or initiates a second round of bidding (rejects the bid).  This structure allows consumers to seek the lowest price they can and allows retailers to assess the demand of consumers for their product and to leverage the incremental revenues exposed.  Established in the travel marketplace, priceline.com and its licensees have expanded to long distance, automobiles, financing, used goods, gasoline, and groceries.  Major sources of revenue are fees and revenues from selling travel items, fees from home financing and auto programs, and fee income from adaptive marketing programs offered in connection with priceline.com’s product offerings.

As with Amazon and Egghead, priceline has had negative net incomes, however, priceline’s income has increased from –$14.3 million (Q2, 1999) to -$4.5 million (Q2, 2000).  Also unlike these companies, priceline has had reasonable gross profit margins.
  On the other hand, priceline has been quick to give its partners extensive warrants, which are promises to sell a quantity of stock at a set, usually low, price in exchange for services or employment.  These warrants have been issued to the major airlines, the CEO, and other parties to the sum of $1 billion, which represents a non-cash deficit that must be paid before dividends would be issued.

Additionally, priceline took warrants in one of its licensees WebHouse Club who sold gas and groceries, but when WebHouse and Perfect Yardsale went out of business, priceline lost its warrants and also the royalties it would expect to earn.
  The markets that priceline entered successfully were for non-durable goods.  Airline tickets, cruises, long distance telephone service hours, et al. are subject to expire without sale upon a certain date, hence the holder of that good would like to sell it before its value reaches zero, no matter the price.  Subject to this requirement, the holder would like to maximize the price so he will manage his inventory so that he removes all value possible.  This is dynamic pricing, but instead of discriminating by identity, you discriminate by date till expiration.  However, the markets that priceline and its licensees attempted to enter do not seem to match this description.  Gas, cars, loans, and groceries, excluding produce as in the case with Trader Ben, all seem to be rather durable.  Priceline’s own quarterly report cautions that they cannot successfully predict the application of their business model to new products and services.
  In this case, it seems that one would like to restrict the market from setting the price and attempt to extract more value later, if the intervening costs are not too great.

In confirmation of the above conjecture priceline’s licensees in gas and groceries have folded, and as pointed out with somewhat a tone of suspicion by Thestreet.com, “the company doesn’t break out how individual businesses like long-distance phone service and mortgages are doing.“
  “If [priceline] or [its] licensees launch new products or services that are not favorable received by consumers, [priceline’s] reputation and the value of the priceline.com brand could be damaged,” a statement from priceline’s own quarterly report of June 2000.
  Added to these failures, the need for enormous expenditures on sales and marketing in this very competitive marketplace have kept the company’s income in the red.  According to estimates in their last quarterly report, the company is expected to run out of money in June of 2001, unless additional funding can be secured.  With the current state of the tech stock market, this is not likely in the near term.  Additionally, if there were to be a recession or increases in airline fuel costs, priceline would suffer losses, being heavily tied to the travel industry.

[image: image16.png]AN



In its latest round of issuing warrants in November 17, 1999, priceline concentrated on expanding its airline ticket business beyond its current sole partner Delta to the remaining major US carriers.  However, the provisions of priceline’s Airline Participation Agreement do not provide priceline with an exclusive relationship; their business is not robust against competition.  Additionally, Delta had included provisions to prevent priceline from expanding to other carriers and their competitive routes.  Certainly, priceline had to compensate Delta for revising the agreement.  Perhaps a better path would have been to partner with an overseas carrier and commit to a more binding relationship with those partners.  With the stock price of priceline so low, the warrants it issued at around $57 dollars are useless to the airline carriers priceline has added, giving them little incentive to follow through with the non-binding provisions of their agreement.  To this end, American, Continental, Northwest, US, America West, and United are launching a joint venture called Hotwire.com to compete with priceline.
  One wonders whether Delta will also jump ship, although not to Hotwire.  In any case, a different use of warrants would have been advisable.
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As we have seen, there seems to be some common problems with retail auction models.  First, if companies cannot “outsource” inventories back to the vendors and be a “thin” bridge between the customer and the supplier, then much of the efficiencies of the model are lost.  C2C auction companies like ebay have the advantage that the consumer handles all the inventory and all other risks can be sold to the clients (insurance, escrow, credit, etc).  B2B auction companies can work on consignment and so never have to touch inventory.  There is great difficulty in trying to eliminate inventory from the retail auction, especially if the company is migrating from a “traditional” e-commerce model.  Second, as the company scales up, a company without inventory only must scale “virtual capacity” whereas a company that holds inventory must scale “actual capacity”.  Third, the risks of fraud, litigation, and possible regulation must be considered and planned for if chance merits it.  This is especially true for retail auctions and sales of expensive art and collectibles in auctions.  B2B auctions by contrast deal with much more stable and robust entities, though they too have their problems, as we will see.  Fourth, the pressure to expand and conquer one’s competitors can lead the company to enter markets where its business model doesn’t fit.  This can cause losses and dilution of the brand.  Finally, in a time of heightened competition and large stakes, and when the downturn in tech stocks has made retention difficult, these companies that are doing badly may not be able to keep quality people necessary to eventually find a path to profitability and solvency.

B2B Raises Eyebrows, and Questions

While B2C and C2C follow the more typical auction structure, business-to-business relations are a necessary part of many end products consumers see, such as cars and computers.  Quite a few attempts have been made in the B2B arena to leverage online auctions for these transactions.  It has been a rough time entering and maintaining a presence in this type of auction.
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Susan Kampe had stable job as the CIO of Meritor Automotive, now ArvinMeritor, (ARM) a vehicle-parts maker. While there she had an idea to create an online truck-parts exchange that would allow suppliers and truck manufacturers to trade more efficiently. Suppliers would have the ability to sell parts to a wider base of customers and manufacturers would be able to benefit from more competition and lower prices.  Fleetscape, her vision company, would simply exact a small fee for connecting the buyers and sellers. The executives at Meritor were very impressed with this idea and invested $4 million to help start Fleetscape.com.   Kampe left the security of her job at Meritor and began building this Internet marketplace. It soon became apparent that Fleetscape could not be seen as a neutral exchange with strong ties to Meritor. After this was remedied, Fleetscape was faced with the horrors of the April reaction to dot-com companies. Profits were needed and needed now, but making a profit was not as easy as it appeared at first.  Fleetscape’s model for generating revenue was to take a small percentage from each sale that they facilitated. Herein lies Fleetscape’s biggest mistake: assuming money would be made from each transaction. Unfortunately for them, truck part suppliers and truck manufacturers wanted to deal directly with each other and did not like the idea of paying a small fee for arranging a sale. Fleetscape had tried to force themselves in between buyers and sellers that resented the presence of a middle company. Fleetscape may have provided a valuable service to both the buyers and sellers in the truck-parts community, but they were unable to collect on any of the value that they provided. With the revenue stream questions still unanswered Fleetscape was unable to secure an additional round of financing in July and so it has now joined the ranks of failed dot.com companies. 

Assuming that money can be made from each transaction is one of the most common mistakes made by business-to-business ecommerce companies. This model works quite well for eBay primarily because there was no comparable way to conduct such petty transactions prior to the Internet.  This allowed eBay to define the terms of the exchange.  This model does not work for all markets however: particularly those with existing methods of buying and selling already in place.  Designing a business model to collect on the value of a business-to-business service however is a non-trivial problem.

Fleetscape’s failure reveals many of the business model flaws prevalent in B2B startups.  Many online transaction markets are now decreasing or even eliminating transaction fees in the hope of luring new customers. It is not clear yet whether this loss in revenue can be made up for by providing additional services such as delivery of product, shipping, or certification of materials. Thirty or more exchanges have united with one-time competitors. Many have done this with the hopes of combining traffic to become a more dominant exchange and reach the critical mass necessary to stay in business. Originally touted as a premier success story of Internet B2B auctions, even Ventro, owner of the chemical exchange Chemdex is having difficulty surviving.
 Most industries are used to performing transactions in a very low friction environment. Regardless of the service provided in adding connectivity in a market, many industries are not friendly toward added transaction fees. They are seen as taxes and everyone hates taxes. 

Business Softwares Succeed

[image: image19.wmf][image: image20.wmf]Strangely enough, the same companies that will haggle to save a few pennies on transaction fees spend millions of dollars on business software. Noticing this, some B2B companies have made a radical shift and are now application service providers that rent auction software applications.  (The way these software companies fit into the B2B world is illustrated in yellow, on the left in a seller-dominated market and on the right in a buyer-dominated market.)  The most successful companies have turned to a combination of auction and business software as the answer. Herein lies the key to capturing the value in the business-to-business auction environment: selling software.
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The company that has been the most successful with this model is Ariba, Inc. (ARBA) Ariba has software products for suppliers, buyers and businesses built on providing exchanges. Ariba’s software is used by some of the world’s largest manufacturers, retailers and distributors to track and manage supply purchases over this Internet.  Some companies like DuPont (DD), Federal Express (FDX), Chevron (CHV) & Hewlett-Packard (HWP) also use the application to automate buying within corporate intranets. Companies can even use the global Ariba network to create channel purchases between preferred suppliers and distributors.  In Fleetscape’s model there is a strained relationship with the buyer and the supplier because of the new middleman. There is also the constant threat that a technology shift will render the business niche obsolete. With Ariba however, they will do well as long as their clients desire better software for handling purchasing or selling. The Ariba model has a number of advantages over Fleetscape’s model. Ariba can sell the same basic product to different customers at different prices based on the customers demand for the product. This allows Ariba to maximize profits for the software investment. But the real value in this model is that Ariba is able to provide more than a connection service between buyers and sellers. Ariba can design software that will not only perform auctions, but also streamline existing procurement and sales channels. Their customers already have purchasing departments and sales forces. Procurement and sales can benefit from the added productivity of these transactions. Ariba is well positioned to sell additional software products to its customers linking the companies existing business software with the purchasing & sales modules.

	Advantages of Using Ariba

	Suppliers

Single & Multiple Buyers
	Buyers

Multiple Sellers & One Buyer

	Reduction of costs by increasing turnover
	Access to lower prices by introducing competition into the purchasing process

	Lowering of inventory holding costs
	Reduction of transaction costs

	Reduction of resources needed to solicit and manage bids
	Automation of quote request and bid handling

	Limited write-downs of obsolete inventory to liquidators at extremely reduced prices
	Lowering of vendor search costs

	Optimization of market advantage from a broad community of potential buyers
	Acceleration of purchasing cycles

	Expansion of the number of potential buyers with access to products or services
	Buyers can to evaluate sellers on a broad range of factors, including price, product quality, payment terms, service levels, and delivery options

	Stimulation of price competition among those buyers
	


In summary, suppliers would have the ability to sell parts to a wider base of customers and manufacturers would be able to benefit from more competition and lower prices.

Ariba has been able to capture much of the interconnectivity value that they provide through the sale of software as opposed to transaction fees. They have provided custom software to companies that are willing to pay to set up an auction. If you are a supplier this should be cause for concern. As this may mean a shift in power in the way transactions are done.

A number of industries have created rather biased auction environments. One example of this is the auto industry. Ford, GM and Daimler Chrysler among others started making auction exchange systems of their own.” As we continued to build our separate exchange sites, we quickly realized traditional, individual stand-alone models weren't the winning strategy for us, our industry, our suppliers and, ultimately, our customers," said G. Richard Wagoner, Jr., president and chief operating officer, General Motors. "By joining together, we can further increase the pace of implementation, thereby accelerating the benefits to everyone involved. We are excited about the opportunity to build on what each of us started separately, and create the best trading exchange in the world."  It will certainly be the best trading exchange in the world for the automobile manufacturers, but it will likely be structured to squeeze automobile suppliers and make it even more difficult for them to stay in business.

Success in B2B!

 It is certainly possible to create a successful auction exchange business. It is very difficult to succeed when there are only a few buyers or a few suppliers in that space however. One company that is doing well in a number of marketplaces is VerticalNet. VerticalNet owns forty-plus business communities and has succeeded in creating a loyal subscriber base that stay for the community attributes within the business framework. They are slowly increasing the number of storefronts they service and work with their customers to determine which solutions work best for their product. Auction technology is just beginning to be used and it appears to be an area that will succeed because VerticalNet built the community first- then the exchange.

 
A venture capitalist may ask, “What is the size of the B2B auction market?” Based on Fleetscape.com and many other auction marketplace failures I would be tempted to respond, “There is not an online business to business auction market at all.” This is not entirely true. It is true that the market for exchanges is much smaller than originally thought. Auctions are just a means of more efficient transactions and not really a market in and of itself. The market is found elsewhere, in the inefficient procurement and selling departments of major corporations as well as in the business software companies providing software for procurement, part inventories and sales models, and in connecting purchasers and suppliers in very different market places. The real question to ask is “Which marketplaces will B2B auctions transform or replace?” and “What will be the needs of companies in this new environment?” 

This new market will likely combine much of the business software services & Internet business markets. It is likely also that there will be financial service components and some new exchanges for unfinished goods. Many new jobs will be created in this process. Most of them will be high-end jobs such as software programmers and unfinished goods analysts. There will be a lot of work designing programs to automate procurement & sales and integrate this software with existing business software. As unfinished goods become publicly traded commodities in the global market, solely the companies within the supply chain no longer may assess their value.  Now these goods will be brought to a more global market and along with that it will create jobs in arbitrage. Goods analysts (the equivalent to stock and bond analysts) will also be needed. More individuals will be employed in arbitrage, pricing and evaluating unfinished goods. Many jobs will likely decrease or be lost altogether as a result of B2B auctions. Among those who might need to worry about job security are employees in the procurement, sales or marketing departments of large companies. Supply chain middlemen & designers of stand-alone business software applications will likely be the next to go. Companies will need to reevaluate their business models and revenue streams in [image: image23.png]


order to survive this change.

A major indicator as to the size of this new market is the amount of money spent in online advertising by business-to-business ecommerce companies. The number of companies advertising Business-to-Business services was 1,048 in June of 2000 when it was 638 at the beginning of 2000. Business-to-Business online advertising is also much larger than business to consumer advertising.

Conclusions about B2B

The most likely way to be successful in this market is to cater to the needs of buyers or sellers with auction software products that connect to or overlapping existing company functions. It is also quite clear the way not to make money in an online auction business. Simply attempt to force your company between a small number of suppliers and manufactures in a well-developed market. Oh, and be sure that your business model is based on exacting a fee from every transaction. Despite the sarcasm, this is actually very useful information. 

So what happened to our heroine? She is now employed by Ford as a part of its e-business group. Having learned first hand about how not to make money in B2B auctions, she will be a valuable asset to Ford as it makes the move to streamline its processes with online auction & procurement technology. 

Futures of Online Auction Space
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While C2C and some B2C markets look promising, competition will thin out the number of businesses involved solely in auctions. There will be winners and there will be losers.  Many companies have already failed and there are more on the way.  For those that do succeed financially there will be other problems to deal with, like fraud, illegal items, sales tax and unhappy buyers.  While some of the companies are far enough along to already have encountered these issues, like eBay, many have yet to reach this trying ground.   These will be crucial tests of the successful sites.  

What does the future hold for online auctions?  From this graph presented by The Standard, we see an $8B increase in revenues for C2C auctions over year 2000 revenues while B2C and others (aggregate buying and reverse auctions) show $4B and $6B increases, respectively.

Glossary

Dutch auctions: Sellers list a minimum price for one item and quantity for sale. Bidders specify both a bid price and the quantity they want to buy. All winning bidders pay the same price per item—which is the lowest successful bid. This might be less than what you bid.

Open-cry auctions: Also called an English or Yankee auction.  The bidders go to a common location or website and place bids.  Everyone can see everyone else’s bids. The auction ends after a pre-set period of time or until the bids stop coming in for a time, usually after the auction is already supposed to have ended, commonly called ‘overtime.’

Proxy bidding: The bidder may enter a maximum bid, when placing the initial bid and the software will automatically place a higher bid if he is outbid, up to the maximum.   The bidder no longer has to continuously watch auctions in which he has bid.
Reserve price: The seller has set a minimum price for which he is willing to sell his item. The lowest price a seller is willing to accept for an item is called the "reserve price."  To win the auction a bidder must have the highest bid and it must be higher than the seller’s reserve price, or no sale is completed.

Reverse auction:  When buyers post a request for an item or service, sellers bid their prices down to make a sale.  These are commonly used in B2B auctions.

Single and multiple round sealed bid auctions:  This is similar to the method used for many B2B auctions.  In a sealed bid auction the buyers are required to submit their bids by a specified deadline. The auctioneer keeps the bid information secret until the deadline, at which time the bids are evaluated and the winners are declared. Single round sealed bid auctions lack the competitive atmosphere (bidding frenzy) in open cry auctions, which encourages the bidders to outbid their rivals. Multiple round sealed bid auctions rectify this situation. In a multi-round sealed bid auction there is a deadline for each round of bids, and at that deadline either the auction is closed or the bids from the current round are publicized and a fresh round of bids is solicited by some new deadline.  
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