Super Markets

The Net holds new promise for buyer-seller efficiencies.
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In an ideal market, prices reflect all the information that can be known about the goods exchanged. The more complete and equitable the information, the more efficient the market, and the more quickly prices respond to changes. This ideal state rarely exists in today's market economy, of course. Markets can be monopolistic-information is often not accessible to all equally, the irrational behavior of both buyers and sellers causes prices to become volatile, and friction frequently arises in the negotiation and settlement of transactions. While stock markets are generally regarded as near-perfect models of efficiency, the market corrections of 1973-1975 and 1987-1988 present compelling evidence that markets are not necessarily completely rational. 
 
The Internet promises to deliver more efficient and better-organized markets across the globe. Why? Because electronic markets (emarkets) are hyper-competitive, spread quickly and globally, and above all, benefit end-users and consumers in ways never before imagined. Consider the growth in online trading. Companies such as E*Trade, DLJ Direct, and Datek give consumers unparalleled access to stock markets. Other companies such as Wit Capital and eOffering let individual investors buy IPO stock at opening offer prices, a privilege historically reserved solely for institutional investors. By enabling buyers and sellers to interact almost transparently at lower costs, and capturing vital information along the way, emarkets have changed the rules of offline business enterprise. 
 
Emarkets emerge whenever they add digital value to the transaction process. American Airlines' creation of its Sabre flight reservation system is one of the first and best known examples of emarketmaking. Sabre generated a huge customer base of travel brokers simply by harnessing the technology that could aggregate the critical flight information of all major airlines. And while the majority of buying and selling of the airline industry's inventory today happens on Sabre, its market has been even further extended to consumers who log in to Travelocity or Preview Travel to book their own travel arrangements seamlessly. 
 

Emarkets arise! 

Emarkets respond to the same forces that shape offline markets such as supply and demand, trust, security, order, and fulfillment mechanisms. But the Internet creates a set of conditions that give the emergence of emarkets a different twist. 
 
Physical/geographic constraints Where the cost of transporting the product exceeds the value of the product itself, expect to see many online niche markets emerge. For example, local city guide Ticketmaster Online-CitySearch recently acquired CityAuction, a person-to-person online auction community, to enhance its online trading. Its buyers and sellers can transact directly online for valuable or difficult-to-transport goods such as televisions or furniture. Local emarkets are created spontaneously, and Ticketmaster Online-CitySearch picks up a small fee per sale. Perishability Most products and services become perishable under excess supply conditions, that is, their value rapidly approaches zero. This happens, for instance, when a ship leaves port with unused container space or planes take off with empty seats. As the deadline approaches and the price moves toward zero, suppliers typically become willing to trade at lower prices. In the offline world, price elasticity takes hold inefficiently or may even be impossible; on the Internet, it is just a click away. Priceline.com, for example, successfully exploits the market spread between original price and zero price by offering a reverse auction mechanism for all types of perishable products, such as airline tickets, hotel rooms, cruises, auto rentals, and so forth. The key implication is that successful merchants in emarkets are deploying rapid-response pricing mechanisms to deal with competitive pressures and changes in market demand. 
 
Scarcity With scarcity, goods and services rise up the demand curve and new market mechanisms kick in. Scarcity creates value, and in the short-run, inventory deficits tend to create markets to deal with excess demand. Online auctions emerged to fill the void. The enormous run-up in valuations of eBay and uBid suggests that online auctions are here to stay. From a seller's perspective, online auctions are ideally suited to handle market demand for items such as collectibles, antiques, wine, and even domain names. Trailing this phenomenal success, most etailers and ebusinesses are scrambling to roll out auction offerings, resulting in a booming market for auction software providers such as Moai Technologies and OpenSite. However, online auctions may not provide real benefits to both sellers and buyers. Expect better models for cooperative negotiation to emerge. 
 
Products as bits Wherever products can be moved digitally, commodities flow without friction, and, as a result, emarkets flourish. An obvious example is the totally electronic Nasdaq-Amex contrasted with the traditional New York Stock Exchange. Another relevant example lies in the future of trading software code, where developers can readily find and exchange functional software modules. 
 

Which ebusiness models work? 

With the global, round-the-clock reach of the Internet, it is not surprising to find multiple business models at work in the online market space. Their end goal is to create and/or sustain emarkets-find a customer need, build demand in critical mass, fulfill it, and iterate. The following business models have been developed to do just that. 
 
Etailers/Emalls The first types of online offerings, these fairly straightforward market models are retail offerings geared to the Web consumer. Brand awareness is key to dominate a space, the notable examples being Amazon.com, Gap, N2K, drugstore.com, eToys, and 1-800-Flowers. Buy.com, an interesting recent variant, sells computers, electronics, and software at razor-thin margins just above cost, and intends to make up the difference with advertising-based revenues. Process/Services improvement Driven largely by intranet and extranet networks, companies are consolidating their supply chain to streamline procurement and ease business processes. General Electric's Trading Process Network Post (TPN) was an early extranet effort by GE to organize and consolidate its supplier base. Trilogy's Buying Chain software enables companies to get rid of paper-based buying mechanisms, control costs, and tap into an extended supplier database. Similarly, startup Employease offers corporations a resourceful service for managing employee benefits/HR by connecting their administrative service providers, employee insurance carriers, health plan administrators, vendors, and partners through a single database. Launched in early 1997, Employease already is managing information on more than 1.4 million employees for thousands of companies. 
 
Content portals/Infomediaries The early hype grabbers on the Web, search engines such as Yahoo!, Excite, and Infoseek (now re-branded Disney's Go.com), originally sought out advertising revenues and have rapidly embraced commerce and direct marketing as their long-run mantra. Yahoo!, for example, acquired Web-hosting firm Viaweb in 1998, allowing Yahoo! to offer small- and mid-sized ebusinesses tempting residence on the largest online portal. Similarly, Excite, in conjunction with its Classifieds2000 service, began offering auctions early in 1998, and most major portals followed. 
 
Their near-cousin, the infomediary, thrives by organizing buyers, sellers, and the information they depend on for a piece of the market transactions. Consumer and business-to-business infomediaries at the moment are frantically competing for early mind share. Examples: E*Trade leads the online brokerage pack, and plans to spend almost $100 million in its marketing campaign, with a cost per new customer of a little more than $400. iShip, a recent startup, offers consumers a one-stop service center to review and select their optimal pricing, shipping, and tracking choices. In the business-to-business sector, SciQuest and Chemdex are battling for market share of the annual $30 billion chemical and scientific equipment U.S. market by aggregating suppliers and buyers online. 
 
Communities of interest Communities of interest (COI) models are coveted for the niche content and context they create among their members. While the initial focus of community builders has been advertising revenues with high, justifiable CPM rates, they are rapidly converging on direct marketing-led commerce. GeoCities' deal with OpenMarket to build virtual storefronts within its "homesteader communities" was a strong, competitive move to offset portals' intruding into their space. Other successful examples and variants of COIs include Mining Company, The Globe, iVillage, Tripod, and Wine.com. 
 
Auctions Auction models and their many variants online have received a ton of attention based on the enormous success of eBay, uBid, and Onsale. Leveraging the hyper-growth effects of a networked, shopping population, these companies effectively employ viral marketing (see "Turning Customers into a Sales Force," Nov. '98, p102) to cater to a vast, global, consumer audience, selling everything from Furbys and computers to rare antiques and collectibles. Value chain service provider Service providers in this market model focus on solving and dominating a specific function of the value chain. Example: Federal Express dominates all aspects on shipping and delivery and also owns a critical infomediary function in order fulfillment for most enterprises it serves. iShip, which is Web-based, will in turn challenge FedEx and United Parcel Service's margins by offering consumers a one-stop service center to review and select their optimal pricing, shipping, and tracking choices. Yes, different market models can and will compete with each other. 
 
Value chain integration These integrators are the ultimate category consolidator. They seek to integrate multiple and diverse steps within a market's value chain, aiming to leverage the information capture between those steps as added-value. Their revenue models are a mix of transaction fees and services. Example: WebMD, an Atlanta-based startup, is challenging first-mover Healtheon for integration leadership in the trillion-dollar U.S. health-care market. True to its role as an integrator, and unlike Healtheon, which is building its own proprietary technology, WebMD is partnering with key players in health care and information technology to offer an integrated solution to physicians and health-care administrators. By connecting physician offices, insurance companies, HMOs, and hospitals via its nationwide network, WebMD hopes to control the physician's desktop and ultimately become the health-care portal for consumers and care providers alike. Based on today's speed-to-market pace, the company is off to a good start. 
 

A new buyer-seller ballgame 

The Internet has moved rapidly from being advertising driven to becoming a direct-marketing, commerce engine. Due to the sheer number of online users, this shift decidedly favors consumers. Market researcher IDC expects the percentage of users buying goods and services online to grow from 26 percent by the end of 1997 to 40 percent by the end of 2002; that's about 18 million online buyers in 1997 growing to 128 million in 2002. As online users proliferate-and they will, courtesy of AOL, WebTV, and Web-ready PCs reaching more households-their overall behavior will change. 
 
Once that happens, expect mass-market demographics to displace early-adopter demographics, which means that suppliers can eventually expect some level of balance between buyer leverage (volatile price elasticity) and their own ability to get paid for it. After upping its access fees in early 1998 by a couple of dollars from the standard $19.95 at that time, AOL barely noticed a drop in users, but instead added a fair bit to its bottom line. 
 
For sellers in emarkets, it is a new ballgame. They have to find clever ways to capture customers, retain them, strengthen their loyalty, and keep them satisfied. Whether it's Hotmail leveraging the multiplying effects of viral marketing into the fastest-growing subscriber base ever, or RealNetworks proliferating its streaming media technology before we could spell MPEG (Moving Pictures Expert Group), or Yahoo! and Excite continuing to push the envelope of end-user personalization, the message is clear: Innovate or perish. An overview of the distinguishing characteristics of emarkets underscores how radically business is changing. 
 
Buyer power and convenience For markets to be efficient, information about them must be accessible to all. The Internet has proven its value as the ultimate information source, giving consumers (buyers) tremendous power by leveraging product, price, and merchant information with a simple mouseclick. Not only are today's online consumers more informed about their buying criteria, they have a variety of online tools and services to help them find, track, and transact for exactly what they want, when they want it. 
 
Some examples of infomediaries: 

· Compare product offerings Want the online equivalent of Consumer Reports? Go to Compare.net. Need to look up the best cellular phones and calling plans? Click on wireless dimension. Comparison agents such as Junglee's Canopy, PersonaLogic, and Excite's Jango make price, product, and merchant comparisons on the fly. 

· Server-based electronic wallets Download an applet; fill out your personal information, credit card numbers, and shipping preferences; store it securely on your computer; find what you want; click; and buy it. Secure, encrypted, private ewallets promise to deliver the "e" in easy. eWallet, a Bill Gross idealab! startup, is trying to do just that, as is Hewlett-Packard's Java Commerce Client 1.0, albeit with an awkward product name. 

· Check orders Tracking orders on a retailer's site is a given, thanks to early adopters such as Dell and Preview Travel. Additionally, FedEx and UPS both allow consumers to track orders from their merchant's site directly. 


 
Though only a partial list, these examples have interesting implications for emarkets and their participants. Already, the makeup and profiles of online consumers is significantly different from their offline counterparts. While researchers at Forrester, GartnerGroup, and Jupiter Communications mull over and try to classify changing online consumer demographics or technographics, marketers, merchants, and eventually market regulators will need to keep pace with the shifting power balance. 
 
Efficiency Emarkets display high efficiency as a result of buyer access and leverage to critical market information. By dramatically reducing buyer-driven searching and transaction costs, market infomediaries reduce prices and margins, forcing merchants to be perpetually cost-effective. Such steps ensure that online markets are more competitive, price transparent, and ultimately, more efficient. First-mover advantage Given the low barriers to entry in the online world, where almost anyone can build a site or offer a product whether they are next door or across the world, first-mover advantage means everything to dominating emarkets. Not only must etailers deliver products and services faster, they must also differentiate by quality of customer service, and totally embrace the notion of viral marketing (witness Hotmail), and collaborate with end-users via personalization and email. Many sites can leverage the information they have on regular customers to improve their service to them. This creates switching costs and, hence, stickiness. 
 
Multiple negotiation models Trade occurs seamlessly within markets, and its efficiency is determined by the timeframes within which its components complete their tasks. Negotiation is the epicenter of the trading process, and in effect, the catalyst for markets. Negotiation, which encompasses the process of buyers finding sellers and agreeing to prices and terms, moves at different speeds, depending on the market. In government sectors, negotiation can take weeks, months, or even years. Conversely, in liquid securities markets, negotiations occur in milliseconds, with execution and settlement taking up the majority of the transaction time. As digital markets evolve, and along with them the multitude of market pricing mechanisms, expect negotiations to occur much faster. 
 
Variable pricing models According to a Jupiter survey in mid-1998, 80 percent of consumers expressed price elasticity as one of their top considerations in online buying decisions. This fact, coupled with the power of comparison shopping technologies such as Amazon.com's Junglee Canopy or Excite's Jango, are compelling reasons for online merchants to invest in and develop rapid-response pricing mechanisms. 
 
Size and reach Given that any type of online information-market prices, product specifications, local theater listings, gourmet recipes, or consumer credit reports-is stored digitally as bits, and that digital storage costs are marginally low, online markets and their information can scale up significantly without escalating costs. Amazon.com can store a few million titles just as easily as hundreds of thousands, all of which can be accessed from anywhere in the world an Internet connection exists. 
 

Finding the money tree 

While consumer etailing saw dramatic gains in 1998, especially during the year-end holiday season, the real action occurred in the business-to-business use of the Internet. Forrester estimates that 1998 business-to-business ecommerce reached $43 billion and expects it to surge to $108 billion in 1999. By 2003, business-to-business commerce will reach $1.3 trillion (see table below). Similar to the phenomenon of rapid back-end and front-end integration of global, corporate enterprises that gave rise to the multibillion-dollar enterprise resource planning (ERP) industry, we are now witnessing a Web-based verticalization among such significant business sectors as software, automotive, petrochemical, telecommunications, manufacturing, and banking and financial services. By tying their production, inventory, location, and transportation decisions-critical value-chain considerations-to Web-based integration, these companies intend to Web-enable their back-end operations seamlessly with their front-end. No simple task. However, the catalyst here is the realization by most firms that in order to survive as true ebusinesses, they have to be prepared to participate in dynamic, openly trading emarkets in the future. The future is closer than most think. 
 
Already in many business segments both infomediaries and vertical integrators are using a mix of intranets and extranets to enhance and control their customer relationships. Seeking to facilitate an unprecedented level of interaction between buyer and seller in their respective emarkets, these marketmakers are determined to become the infomediary or vertical integrator of choice for all stakeholders. 
 

Examples: 

SciQuest , a startup, has transformed itself from a small business-to-business search engine for scientific products to a marketmaker by rolling up a fragmented set of thousands of suppliers and buyers at its Website. Hoping to take a slice of the 20 million annual transactions that make up the $30 billion-plus market of scientific equipment, SciQuest wants to be the default Internet source for its market. 
 
pcOrder.com , a spinoff of Austin, Texas-based Trilogy, has consolidated a content database that contains detailed product, categorization, compatibility, pricing, and availability information on 600,000 active products from more than 1,000 manufacturers of computer and electrical components. The company intends to create a complete, one-stop shop online where computer manufacturers, resellers, distributors, and most importantly, consumers can build a computer from scratch or order any available part from pcOrder's database. Imagine Dell's online site, which now does $10 million a day in direct sales, except now you can order any computer from any brand you desire. 
 
IMX Exchange's MatchMaker is creating an emarket for placing and trading residential mortgages that allows originators and lenders to lock in residential mortgage loans over its network. Currently a basic auction system, IMX eventually aims to consolidate banks and mortgage brokers through a Nasdaq-like environment, offering a real-time trading exchange. Band-X , a United Kingdom-based startup launched in July 1997, has created what it calls the first ever emarket for trading international wholesale communications bandwidth. With more than 4,500 carriers and resellers from more than 100 countries as trading members, the company is creating an online exchange for excess bandwidth and co-location facilities globally. 
 

The future of dynamic trade 

In order to succeed, these marketmakers will have to leverage new technologies to ensure that real-time, two-way negotiation and arbitrage occurs between their seller and buyer communities. Similarly, as retail ecommerce grows, comparison-shopping applications will have to continue to evolve to meet the needs of buyers looking for real-time information on changes in price, product availability, and new offerings. As discussed earlier, etailers will also look to invest in mechanisms and solutions that will allow them maximum flexibility in setting their price elasticity. Having these processes somewhat automated and "competitor-aware" will free up marketing creativity to focus on building brand and enhancing customer care-absolutely critical for their own long-run viability. 
 
Although very popular to end-users and Wall Street thinking, marketmakers and etailers alike will find little recourse in today's auction models and their variant pricing mechanisms. Common auctions, based on the traditional, English, highest last bid protocol, are quite easy to understand and participate in, yet they are competitive negotiations and the optimal bidding strategy is anything but simple. They, in fact, tend to have adverse financial impacts since almost every time the price of the winning bid (the highest last bid standing) is greater than the product's market value. Commonly referred to as the "winner's curse," this problem occurs widely in retail auctions, where private buyer behavior tends to irrationally skew the bidding beyond the true value of the products. Although the merchant may financially benefit from the winner's curse, it's only in the short run. Over time, it does more harm due to increasing customer dissatisfaction with always paying more than the price of the product. Online auctions are competitive negotiations, and can be overly hostile to consumers, with no long-term benefits to merchants and sellers. Engaging buyers and sellers in a price tug of war, auction mechanisms exploit short-term variances in demand and supply, and are certainly not the type of antagonistic relationship sellers want to have with their customers. Furthermore, in today's online, etailing mode, auctions significantly invert the relationship between retailers and consumers, where instead of sellers competing for customer dollars and loyalty, consumers rival each other for specific product offerings. The result is a highly competitive, zero-sum game environment. 
 
So how do emerchants ensure transaction-friendly and cooperative negotiation mechanisms? And how do they leverage the Internet and their emarkets for long-term survival and profitability? Much of the answer lies in intelligent software agents, which may prove to be ideal in creating cooperative mediation models as well as dynamic, real-time trading applications that will allow faster negotiations and more efficient transactions. 
 
While companies such as OptiMark use neural networks, fuzzy logic, and complex algorithms to develop high-end trading systems for use on the Pacific Stock Exchange, agent-based commerce applications are simpler and easier to employ across both emerging and mass markets, and do not impose steep end-user learning curves. Already, we have numerous examples of agents, or bots, at work: comparison-shopping agents such as Junglee's Canopy and Excite's Jango, collaborative filtering applications such as Firefly Passport and Net Perceptions GroupLens, product-and-services-matching tools such as PersonaLogic, and product-cataloging applications such as Agentics'. 
 
Agent-based commerce apps can help buyers and sellers select their optimal trading strategies, and manage their buying or selling campaigns by organizing and matching mutually beneficial transactions that satisfy both sides of buy-sell. Additionally, these systems might integrate and track real-time changes in inventory levels, price points, and product availability in order to maximize transactions, and, hence, overall efficiency. Recent research in agent software at Carnegie-Mellon University and the MIT Media Lab suggests that next-generation agent systems are close to market reality. Whether they can ultimately aid or solve the multiple issues relating to real-time trade in business-to-business and consumer-to-business emarkets is a question that remains to be answered, but the potential seems to be enormous. 
 

Don't be left behind 

Emarkets are evolving on top of traditional offline markets. The success of ecommerce companies depends on their ability to form and facilitate market demand spontaneously. In turn, emarkets will leverage innovative, real-time trading mechanisms to provide more efficient, information-mediated commerce. Buyer and seller relationships will absorb the ubiquity of the Internet and prosper as true networked communities that create enormous digital value. Jump in, it's already started. 
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