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The electronic auction is one of the most highly-
promoted forms of B2B e-commerce. However,
since the e-commerce bubble burst, the effective-
ness of this tool is in question. This article looks at
how electronic auctions can be affected by various
trade-offs in sourcing strategy. Using the case of an
auction by Philips, it is shown that firms still
mostly have to deal with the same tensions. Even
when auctions are used, regional sourcing strategies
rather than global ones are the norm for most Euro-
pean firms. To be effective, electronic auctions
should be used as part of a wider strategy, and
appropriate selection criteria should be set up in
advance.
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Introduction: Experimentation and
Trade-offs in the Internet Economy

The Internet and the related possibilities of e-sol-
utions to traditional managerial problems used to
produce splendid visions of revolutionary change in
end-consumer markets and the organisation of the
supply chain. Optimistic and radical claims abound
even from recognised management scholars. Peter
Drucker (2001) professed that firms would collec-
tively outsource more, changing the organisation of
markets, whereas Michael Porter (2001) expected that
e-commerce would render more transparent all mar-
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kets, thus changing the nature of competition. Pro-
gress, however, has in many areas been relatively
slow and the revolutionary transformations relatively
modest — although certainly not absent.

What makes the present period perhaps most differ-
ent from the past, is the willingness of a large number
of actors to experiment with trade-offs. Hal Varian,
Dean of the School of Information Management &
Systems at the University of California at Berkeley,
and prominent writer on the new Internet economy
(Shapiro and Varian, 1999), confirms that applying it
successfully remains troublesome. ‘If we look at how
the net is changing the nature of markets, it’s not that
it can’t do it, but we are struggling to find the busi-
ness models that work. No one has an answer to how
you make money. That means it's a time for exper-
imentation” (Business Week, 2001). Most popular
attention on the Internet economy during the 1990s
dealt with business-to-consumer applications of the
web. The most promising applications, however, are
now in Business-to-Business (B2B). The Forrester
company for instance, predicted that the US market
for business trade over the Internet would increase
from $ 43 billion in 1998 to more than $ 1.3 trillion
in 2004. The US is ahead in the implementation of
the Internet in business relations, but European firms
have in many areas taken up the challenge - albeit it
generally more cautiously than their American peers.

This article focuses on the use of the Internet in sourc-
ing strategy. It shows that next to the obvious techno-
logical progress, transformation processes involve
choices in the same areas of trade-off that have
always been important. In particular, electronic auc-
tions are investigated. Electronic auctions are Inter-
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net-based auctions, which, for example, occur in the
context of B2B (Freemarkets) or C2C (E-Bay). They
can be regular auctions, where the buyer bids, or so-
called reverse auctions, where suppliers bid for a
buyer’s business. Furthermore, there are various bid-
ding systems, of which the English auction is most
popular.

The key question of this article is how European
firms are applying reverse electronic auctions in
terms of trade-off choices, especially in the context of
tendering supply chain contracts. The article docu-
ments a concrete experiment of electronic bidding
through a reverse Internet auction and how it was
influenced by a number of interrelated trade-offs in
the sourcing strategy of a prominent European com-
pany: Royal Philips Electronics. First, these trade-offs
will be discussed in terms of their implications for
electronic auctions. Then the case study will be
presented and analysed. We finish with some impli-
cations and managerial recommendations.

Trade-offs

The early literature on electronic markets centred on
assessing the influence of electronic markets on
make-or-buy decisions (Malone et al., 1987). It was
hypothesised that rapid developments in ICT would
lead both to an increased outsourcing of activities
and a shift from hierarchies and longer-term co-oper-
ative relations to markets and shorter-term price-
based relations as the preferred co-ordination mech-
anism in buyer—supplier relationships (Malone et al.,
1987). But the market-hierarchy dichotomy is too
simplistic. More recently, authors have added to and
refined the original hypothesis. The so-called ‘mixed-
mode” hypothesis, states that firms operate on a con-
tinuum between markets and hierarchies and
increasingly use combinations of the two in their
relationships (Holland and Lockett, 1997). This con-
forms to the notion of networks and co-operative
buyer—supplier relations. No conclusive research
results have been reported in support of either the
original claim or the more recent version.

This discussion, however, is perhaps too one-dimen-
sional in nature. In reality, firms that need to take a
decision on whether and how to organise an auction
will face multiple dilemmas. Freemarkets (2002), a
leading organiser of electronic B2B auctions, ident-
ifies the following benefits for sourcing companies:
‘Establish true market prices; identify immediate sav-
ings and substantial returns on investment; increase
the speed and efficiency of negotiations, consolidate
a supply base or introduce new, high-quality global
suppliers; leverage in-depth supply market infor-
mation and commodity expertise to make better
sourcing decisions’. We distinguish between three
dilemmas. First, firms must decide how to fit an auc-
tion into their existing strategies. Then, they need to
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decide what types of suppliers to accept in terms of
pre-selection, which determines the control over the
selection. Finally, they need to solve practical supply
chain management problems, which are intertwined
with the location and nature of the supplier that is
chosen. Thus three trade-offs can be considered of
strategic relevance to firms:

1. Strategy: short term considerations versus long
term fit

2. Control: public versus private

3. Geography: global versus local.

These trade-offs build on the strategy tensions as for-
mulated by De Wit and Meyer (1998), while adding
the strategic dimensions of ‘timing’ (#1) to the classic
OLI paradigm. That includes the control dimension
in the form of Ownership (O) and internationalis-
ation (I) of markets, in addition to Location (L) con-
siderations. Each trade-off results in a key question
and we shall explore these questions through the
case study.

Strategy Trade-off: Short Term versus
Long Term

Internet solutions were originally promoted as hav-
ing inherent advantages regardless of organisational
or product characteristics. Electronic auctions, for
example, were simply associated with their cost-cut-
ting character. Now, however, a more intricate
understanding is emerging, which points to the need
to fit any Internet solution with the firm’s strategy
(Koppius et al., 1999). For example, electronic auc-
tions may not be appropriate means for stimulating
product innovation given the continuous threat of
exit by the buyer. Thus, in order to assess the stra-
tegic value of an auction, one needs to assess the fit
with the firm’s strategy. Key elements of firm strat-
egy in this respect include price/trust,
immediate/repeated, first/second mover and
buyer/supplier trade-offs.

A first and perhaps obvious issue is that of price ver-
sus trust. Auctions are primarily seen as a costcutting
instrument for the buyer, which seems to be at odds
trust buyer—supplier relations. For these relations to
effectively operate, a mutual long-term commitment
is required. But this is only a first potential problem
related to the use of auctions. Next, there is the ques-
tion to what extent an auction can incorporate total
cost of ownership intentions. A total cost of owner-
ship approach requires including other dimensions
like costs of disposal and services, reliability and
speed of deliveries. One technical solution to this
problem is the multi-dimensional auction, which can
be used to incorporate a number of these dimensions
in the bidding process. The nature of the product will
determine to what extent a multi-dimensional auc-
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tion is necessary. In fact, the product may pose a
natural limit on what can reasonably be auctioned
as a high degree of standardisation between bidders
is needed.

Auctions can often create positive immediate effects,
by substantially lowering the price of the supplied
product. But substantial additional savings are not
likely to occur in a repeated auction, since most trans-
action costs are shaved off in the first auction.
Another potential problem that arises in the case
where the auction is primarily aimed at cost minimis-
ation is that new entrants might undercut prices in
order to get the contract and as a consequence will
operate at a loss. There is a risk that the supplier can-
not deliver as promised or even perishes altogether.
This is commonly known as the ‘winner’s curse’,
examples of which are provided by Kern et al. (2002)
for the case of outsourcing relations. If the supplier
goes out of business this not only creates an immedi-
ate problem but also a future problem. A large num-
ber of competing suppliers must exist that keep
investing in process and product innovation of pro-
ducts, even when they do not get the order. This
enables them to remain competitive in a later auc-
tioning round when prices will certainly be even
lower. In the case of a shakeout among competing
suppliers as a result of the auction the possibilities
for fruitful future auctions rapidly decrease.

Furthermore, enduring savings can often only come
from supply chain optimisation — something that
requires co-development schemes and thus intensive
collaboration between buyer and supplier. If firms
that lose an auction exit from the industry, this low-
ers the number of competitors — and thus ultimately
the effectiveness of future auctions. Therefore it is
safe to conclude that the potential reach of electronic
auctions is limited to cases that lend themselves to a
market-like setting.

So far the effects of B2B auctions on the players are
difficult to assess. The Aberdeen group (Brandel,
2002) estimated that 94 per cent of net online market
transactions were through auctions and six per cent
through catalogue sales. In more than two-thirds of
the cases, companies hold online auctions to buy
goods rather than to sell them. These are also dubbed
as reverse auctions. Buyers make offers that suppliers
are free to accept or not.

Another element of strategy concerns first versus
second mover advantages. In the early years of e-
commerce first mover advantages were seen as cru-
cial. However, many of the first-moving companies
on the Internet suffered from all sorts of start-up
costs. Not many have reaped a profit, whilst techno-
logical and marketing investments have been sub-
stantial. Moreover, in the area of B2B, the common
dictum in the Internet community that the first-
comer/winner takes all (Kelly, 1998) does not seem
to hold true. It can pay off to be more cautious and
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enter relatively late — certainly where a company is
a leading node in a supply network. This may even
be more true for the use of auctions, since any firm
will have to hold a large number of auctions annu-
ally. Therefore, a good performance in the initial auc-
tion is important because of reputation effects with
various stakeholders like suppliers. Instead of learn-
ing-by-doing, a firm may want to do some learning-
by-observing too as mistakes can be costly.

A final element of strategy that impacts auctions,
concerns who holds most power: is it the supplier
or the buyer who dominates the supply chain? (cf.
Ruigrok and Van Tulder, 1995). Schary and Skjott-
Larsen (2001, p. 211) note that auctions might have
the effect of eliminating long-term pricing domi-
nance, but also that they might have ‘negative com-
petitive implications if suppliers face a single buyer
in a vertically integrated market, or vice versa. These
issues have yet to be resolved’. It has been observed
that lack of supplier readiness has been a barrier in
89 per cent of companies wanting to engage in online
auctions (Financial Times, 2002). But the existence of
market power of the other party should be a reason
to be cautious. Engaging in or initiating an auction
may well run against the long-term interests of the
firm.

Out of this first generic trade-off, on strategy, we
extract the question to what extent is a particular
electronic auction compatible with the short-term
interest a firm has versus its long-term sourcing strat-

egy?

Control Trade-off: Public versus Private

To what extent are outsourcing markets becoming
open or closed to competition? Peter Drucker (2001),
writing about major business trends in the 21st cen-
tury, predicted that firms will join hands to collec-
tively outsource. This limits the control of procure-
ment departments over their suppliers in favour of
lower prices and higher flexibility. Surfing on the
Internet-hype, many venture-funded e-marketplaces
were indeed founded, and a number of large supply
consortia, such as in automobiles (Covisint), con-
sumer packaged goods (Transora) and telecommuni-
cations (VerticalNet’s Fiber Optics Online and others)
were created in the late 1990s. Following the bursting
of the Internet bubble, however, many venture
funded e-marketplaces ran out of cash recently and
went bankrupt, precipitating a probably more intense
shake-out in the future (Financial Times, 2002). At the
same time, the consortia that initiated collective e-
procurement platforms face growing difficulties in
funding as well as behavioural barriers to get former
competitors to collaborate. Many leading firms do
not participate in the consortia. Additionally, compe-
tition policy authorities like the European Com-
mission have looked at these initiatives suspiciously.
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This raises transaction costs and induces a possible
danger of sanctions due to collusive behaviour.
Industry consortia have not really handled substan-
tial parts of the participants’ sourcing volumes yet.
According to a comment in the Financial Times (ibid):
‘large companies (...) became concerned that public
exchanges would come between them and their cus-
tomers and suppliers.” One of the most vital strategic
relationships a company has is that with its suppliers.
As a result, the number of companies with private
online B2B exchanges has increased and this is likely
to become the predominant model of B2B electronic
trading. General Electric, by the middle of 2001, did
more business on its own private online marketplace,
than all the public B2B exchanges put together (The
Economist, 2001). The predominance of private mar-
kets also would put the statement of Michael Porter
(2001) that e-commerce renders competition more
transparent, in a different perspective. Private mar-
kets are inherently less transparent than public mar-
kets since they create entry barriers and use idiosyn-
cratic procedures.

An extension of this issue concerns the question
whether to use only existing suppliers or also new sup-
pliers. Effective auctions are not easy to implement.
They often require training of suppliers to take part
in the company’s auction. In

case of new entrants either

from other branches or from

other countries, training costs

may be even higher. More

importantly, however, it is not

always easy to switch sup-

pliers. The costs to switch from

existing or known suppliers to

new suppliers can be substan-

tial. Should a company wait to invite new suppliers
to later auctions, with the risk of putting less pressure
on existing suppliers to lower their prices, or immedi-
ately invite them, with the risk of either not receiving
appropriate offerings or facing increased training
costs? There are costs attached to evaluating the
offers of unknown suppliers, which should be added
to the cost picture of the auction. In general, supply
chains are built on networks of longer-term relation-
ships and are based on familiarity. Yeung (1998) for
instance, when looking at Asian supply networks,
concedes that networks of relationships precede and
hold primacy over the development of electronic
information systems. The family and other personal
bonds prevalent in Asia might not be entirely valid
in the European context, but we can still expect
switching to be difficult.

The key question of interest on this second trade-off
is therefore: when is organising a closed market with
well-known suppliers better than the case of a market
open to all participants?
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Geography Trade-off: Global versus
Local

The traditional tension in international management
has been between global and local. In day-to-day
practice, international sourcing managers casually
mix up two outsourcing concepts that relate to differ-
ent geographical categories: just-in-time and global
sourcing. Just-in-time involves local sourcing (also
referred to as ‘one day trucking’), which poses very
different managerial demands from global sourcing.
The trade-off is influenced for instance by the degree
of standardisation needed or envisaged in the out-
sourcing relationship. In reality, global outsourcing
is still not a very prominent strategy in particular
because of the high transaction costs and risks
involved in dealing over long distances (Mol and Van
Tulder, 2002). Lowering production costs is only one
of a long list of sourcing goals. It is particularly rel-
evant for outsourcing to low wage countries that pro-
vide the opportunity for low cost supplies. However,
this strategy involves a number of additional trans-
action risks due to institutional deficiencies locally,
for instance in the form of unstable currencies. A var-
iety of hedging devices exists that allow for reducing
risk and moderating volatile exchange rates. Yet the
number of countries and currencies for which these
techniques are available is rela-
tively limited and many emerg-
ing countries, that might pro-
vide cheap supplies, are not
included (Schary and Skjott-
Larsen, 2001, p. 360).

Bartlett and Ghoshal (2000)

tried to move beyond the global

versus local debate, by
presenting a transnational ‘stool’ combining three
legs: global (taking advantage of economies of scale
and scope), multinational (being sensitive to the need
for local adaptation), and international (engaging in
continual innovation and flexibility). This requires
managerially complex models that may not always
be easy to implement. But for European producers a
partial solution to many of the geography trade-off
problems may be easier than anticipated. With the
opening up of Central and Eastern Europe after 1989,
a regional supply basis of low-cost, relatively high
skilled, and eager suppliers suddenly came within
reach. This also opened the debate under which con-
ditions CEE producers would become integrated in
EU production networks: as rivals substituting for
EU producers (and thus also substituting EU jobs)
or as complementary producers — often entering in a
lower tier of the supply chain (Zysman and Schwartz,
1998). Some observers have been rather sceptical
about the possibilities of firms in transition econom-
ies becoming suppliers to EU producers for more
advanced components. On the other hand, many
governments, in particular in the group of countries
that are lined up to be the first to become full mem-

European Management Journal Vol. 20, No. 5, pp. 447-456, October 2002



REVERSE AUCTIONS OR AUCTIONS REVERSED

bers of the EU (Hungary, Czech Republic, Poland
and Slovenia), have been successful in attracting FDI
over the course of the 1990s. Part of this investment
is aimed at the local market, but most is aimed at
(re)exporting to the west. The function of these new
subsidiaries in the changing European business net-
works is not yet well understood.

The key question flowing from this third trade-off is
what implications the geography trade-off has for the
range of feasible supplier locations in an electronic
auction.

The Case: Philips Electronics

This article proceeds by using the case study method-
ology, which is mainly concerned with explanatory
‘how’ and ‘why’ questions (Yin, 1988, p. 18). A case
study is a research strategy focussing on ‘under-
standing the dynamics present within single settings’
(Eisenhardt, 1989, p. 534). Generally the case study
method is considered best suited to (1) investigate a
contemporary phenomenon within a real-life context,
(2) when the boundaries between phenomenon and
context are not clearly evident, and (3) when multiple
sources of evidence are used (Yin, 1988, p. 20). The
earliest European experiences with electronic auc-
tions can only be researched through case studies
because of the very contemporary character of the
topic, and also because of the limited number of auc-
tions that have occurred. The experience in Europe
with sourcing auctions is not yet extensive. The num-
ber of companies that have actually taken part in auc-
tions is estimated at 6 per cent, according to a 2001
survey among purchasing managers (Financial Times,
13 March, 2002). In the US, the number is higher. This
case study attempts to illustrate the auctioning pro-
cess and the consequences of electronic auctions on
buyer — supplier relations. The case study of Philips
is based on multiple interviews, a public roundtable
discussion and secondary materials. All these
materials were gathered in late 2000 and early 2001.

Today, Philips, the focal firm in this case, is officially
based in Amsterdam, but the core of its activities is
still in Eindhoven, the city in the south of The
Netherlands where it was founded. Philips is one of
the few large European firms in professional and con-
sumer electronics to have survived cut-throat compe-
tition with American and Japanese firms. In many
product areas, the company derives a strong com-
petitive edge from its technological achievements
that are primarily researched and developed in-
house. Since the early 1990s, Philips, traditionally
quite vertically integrated, has actively pursued a
stepped-up outsourcing strategy in order to reap the
profits of more efficient suppliers and to create flexi-
bility by holding the option to switch suppliers.
Initially, however, this strategy emerged out of crisis
management. Philips was at the brink of bankruptcy
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in the early 1990s. In practice, many new’ outside
suppliers were the old in-house suppliers. This did
not raise flexibility much and it was open for debate
whether prices went down at the required level given
the absence of price incentives. Slowly, in the 1990s,
Philips started to focus on strategic sourcing. But the
firm is still far removed from its ultimate goal, which
is to ‘build to order’ as pioneered by companies like
Dell and Cisco. Efficient, flexible and enduring
relations with ‘contract manufacturers’ — as Philips
calls its suppliers — in particular in consumer elec-
tronics and medical systems should pull the firm
closer. Electronic sourcing might help to bring pur-
chasing closer to the strategic aims of Philips. The
present case looks at the way in which Philips Medi-
cal Systems (PMS) has tried to use reverse auctioning
to find a more effective way to manage relationships
with suppliers. The case study explores the various
stages of the auctioning process and the conse-
quences on price, supplier choice, and geographical
spread.

Background

PMS is a division of Philips with a 1999 turnover of
2.5 billion Euro and some 11,800 employees. The 1999
divisional earnings before taxes amounted to 225
million Euro. PMS is a very research-intensive organis-
ation. In 1999 it spent 7.9 per cent of its sales on R&D
expenditures. In 2000, PMS completed three major
acquisitions in the US by buying Medquist, Agilent
Technologies and ADAC Laboratories. This further
strengthened its position globally and particularly in
North America. PMS has plants in four sites: Best
(near Eindhoven) and Heerlen in The Netherlands,
Seattle in the US and Hamburg in Germany. PMS
products include Ultrasound, MR, CT, IT and X-ray
machines. PMS is the world’s number 3 player in
medical systems behind GE of the US and Germany’s
Siemens. In Europe, only Siemens has a larger market
share than Philips. The total size of the markets PMS
operates in globally is an estimated 17.5 billion Euro,
of which modalities (the main PMS products) make
up 10 billion Euro.

The X-ray products, which will be the focus of atten-
tion here, are produced in both Best and Hamburg.
The case being discussed deals with three types of X-
ray machines produced in the Hamburg plant. The
electronic X-ray equipment is stored in 19-inch cabi-
nets. For cabinets, 19 inches is a fairly standardised
size, which will also be found in many offices. PMS
uses a tailor-made variant of the 19-inch cabinet,
which has fewer features than the full-fledged, uni-
versal 19-inch cabinet and is therefore usually
cheaper than the universal cabinet. The cabinets have
not changed much in basic appearance or materials
used over the last few decades. However, there have
been changes in the production process, with the
increased use of CAD/CAM machines, automated

451



REVERSE AUCTIONS OR AUCTIONS REVERSED

cutting and other new process technologies. The
three major steps in the production process are cut-
ting steel plates, painting and varnishing them and
then final assembly. Specifications of the cabinets
PMS buys change every year or so. Furthermore, the
specifications are slightly different for each of the
three types of X-ray machines.

Since the early 1980s, PMS had been buying the cabi-
nets from the same supplier, Stork Industrial Mod-
ules (SIM), a business unit of Stork. Stork is a large
Dutch industrial conglomerate with many business
units that are engaged in a wide range of services
and production activities, including machine build-
ing and engineering. The 1999 turnover of Stork was
2.4 billion Euro. Like that of Philips, the firm’s stock
is traded in Amsterdam through Euronext. SIM is a
part of the Aerospace group,

which had a total turnover of

364 million Euro in 1999.

SIM has the explicit goal of

being a first-tier supplier and

attempts to manage the supply

chain for its customers. Its three

main areas of production

include electronic cabinets &

covering, mechatronic modules

and machines, and outdoor

products, which includes for example telephone
booths. SIM has two sites in The Netherlands, in
Eindhoven (SIM headquarters) and nearby Helmond,
as well as a production facility in Poland. Further-
more, it often collaborates with another Stork busi-
ness unit, Stork Electronics, to produce joint modules.
Throughout the almost twenty years that SIM pro-
duced this product the relationship between PMS
and SIM could be characterised as positive and col-
laborative. This can partly be traced back to the fact
that the two major Dutch industrial firms Philips and
Stork meet regularly to discuss all kinds of topics and
often have joint interests in public or government
affairs. To some extent, there is also a historical con-
nection because parts of Philips had been sold to
Stork. However, the relation between PMS and SIM
was not very intensive because hardly any product
innovation occurred over the 20-year period. So there
was little or no exchange of engineering capability or
joint problem-solving, which is so typical of value-
adding relations.

Case Description

PMS was first introduced to an electronic auction
when it participated in a workshop organised by the
Technical University of Munich together with a num-
ber of large German firms, including banks. Having
seen the savings one bank made on its electricity bills
due to an auction, PMS became interested and
decided to scan its product portfolio for possibilities
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to conduct its own electronic auction. Several items
were seen as potential targets for an auction but some
were not possible for practical reasons, like long-run-
ning contracts, and for others the purchasing value
was simply too low to profitably organise an auction.
Outside of Bill-of-Materials purchasing Philips uses
quite a lot of centralised, company-wide contracts
and for those PMS could of course not hold its own
auctions. PMS had decided that the minimum annual
purchasing value would have to be around 0.5
Million DM (250,000 Euro). The 19-inch cabinets
appeared to be one of the few items for which both
the purchasing value (several million Euro) and buy-
ing conditions were appropriate. PMS decided to
give the electronic auction a try, and obtained two
auction slots from TU Munich, which acted as the
auctioneer. One of these slots was never used due to
technical problems. Mr. Lud-
wig Binder, purchasing man-
ager of PMS Hamburg admit-
ted the auction was something
of an experiment. However, he
also suggested that the out-
comes proved PMS made the
proper decision.

As PMS was planning to source

this type of cabinet for another

two years, it decided to hold a
single auction (tender) for 3700 units over a 2-year
period. To this end, 10 suppliers were selected. Nine
of these suppliers were certified by PMS, through
earlier purchases or RFQs by PMS Hamburg or Best.
PMS people visited all of these nine suppliers at some
point in the two years prior to the auction. The tenth
supplier was a Rumanian supplier that PMS met at
a trade fair. PMS was not aware of its capabilities but
decided to include it ‘to obtain a benchmark price’.
It never intended to actually choose that supplier. In
retrospect, it turned out that this firm was a supplier
to other large multinational firms, including Siemens
(although not to its medical division). The final list
of 10 participants was agreed upon by the purchasing
department and the development department. None
of these 10 suppliers had any previous experience
with electronic auctions. The suppliers were fully
informed two weeks prior to the auction. Suppliers
were not allowed to communicate during the auction
and bids were anonymous to PMS during the auc-
tion. All suppliers were under the obligation to make
at least one bid in the auction, which would last for
a minimum of one hour with a maximum one hour
duration.

At SIM there was no such thing as a warm welcome
for this initiative. To SIM the announcement came as
a shock because it was not previously informed about
PMS’s plans in this area. Hans Biithker, general man-
ager of SIM responded in the following way:

Well, you can imagine that if you have been supplying a
product for 20 years and feel that you have a certain kind
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of relation with your customer, this comes as a surprise.
You're somewhat shocked. When we received these
materials two weeks in advance, our first response was: if
it’s going to be like this, we best quit now.

However, SIM decided to participate nonetheless in
order to ‘obtain some experience with this new tool’
but also to show that it classifies the medical industry
as a strategic industry for its business. SIM made
some calculations and decided it could take another
7 per cent off the price in order to remain profitable.
SIM did not expect anyone to go much lower than
7 per cent below the current price level, which was
consistent with PMS’s expectations, which were a
price reduction in the range of 10-12 per cent. In fact,
PMS set a 10 per cent minimum reduction from the
previous price before it would change its source,
which it defined as its commitment to the incum-
bent supplier.

Outcomes

Apart from Stork and the Rumanian firm described
earlier, the participants in the auction were two Dan-
ish firms, a Spanish firm, a Czech firm, a Slovakian
firm, two German firms and another Dutch firm. The
Slovakian firm had informed PMS in advance that it
did not believe in the auction tool and could only
reluctantly be convinced to participate at all. How-
ever, the Slovakian and Rumanian firm strongly
influenced the auction pattern. The auction pattern is
given in Figure 1.

The Slovakian firm had decided before the auction to
what price level it was willing to bid and directly

advanced to that level. Only the fact that there was a
5 per cent threshold level for every 5 minutes slowed
down the price drops. As described above, SIM had
decided in advance that it would go no further than
7 per cent below its old price level. Some of the other
firms also had their own reasons to limit their bids.
In the end, only the Slovakian firm, the Rumanian
firm, a Danish firm, and a German firm competed for
the lowest bid. Just when the price seemed to stabil-
ise towards the end of the auction, the Rumanian
firm made another price drop that made it win the
auction with a bid that was 29.4 per cent below the
original price. However, given that it was not certi-
fied, it could never have won the order in the first
place. The order was awarded to the second highest
bidder (the German firm). Given the general price
level of the other Northern European bidders, this
German firm appears to be somewhat out of range
since it bid 25 per cent below the old price level. Its
bid can be explained by specific circumstances. This
firm owns a plant in Hungary that was not utilised
to its capacity before the auction. Since the firm had
capacity to spare, it decided to make a lower bid than
it could normally have made given its cost levels. The
firm was satisfied to regain only part of the fixed
costs it was incurring, which was rational from its
perspective.

After the auction ended there was brief contact
between PMS and SIM when Mr. Binder visited SIM
in Eindhoven. SIM was provided with a final opport-
unity to cut its price level, but declined to do so. PMS
maintains that if SIM had gone down to 15 per cent
below the original price, there may have been a lot
of discussion on whether or not to switch suppliers.
Another disagreement between the two parties
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Figure 1 Auction Pattern.

On the horizontal axis, the minutes the auction have lasted are portrayed while the vertical axis contains the percentage from the original
price. The different participants all have their own price line, with Rumania making the lowest final bid (70.6 per cent), then Germany 1

and so on.
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centres on the final order for cabinets that PMS
placed with SIM. A rather large quantity of cabinets
was ordered from SIM after the auction was finished
and the decision to switch suppliers had been made.
While PMS maintains that it had been offered the
opportunity to order more cabinets by SIM, SIM said
that PMS had demanded the extra load to build up
inventory in case the new supplier was unable to
deliver the cabinets at the right time and quality. The
relation between SIM and PMS was terminated after
the auction. Although the two parties still meet regu-
larly, if only by being located so close to one another,
there is no ongoing co-operation anymore. SIM has
phased out the product. Interestingly, in the after-
math PMS faced some serious start-up problems with
the new supplier. The first prototypes did not func-
tion up to standard. All of this could obviously be
solved, but this required some additional manage-
ment effort.

Implications from the Case

The relationship between PMS and SIM was termin-
ated because both parties could not foresee any
future improvements to make it worthwhile to con-
tinue the commitment. This appears to be a major
departure from the situation as it was. However, sev-
eral interesting things emerge

on both sides of the relation-

ship. PMS conducted a pre-

vious audit that signalled SIM’s

product offering might not be

competitive anymore. Further-

more, the electronic auctioning

process forced PMS to review

its entire product portfolio in a

structured manner with the

explicit objective of identifying candidates for the
auction in terms of potentially realisable savings. The
cabinets emerged as the prime candidate. Both things
seem to suggest that PMS, rather than introducing a
major change at that time, was perhaps several years
late in considering a change of supplier. If PMS had
more closely monitored market developments in
cabinets, it might have been tempted to consider
switching at an earlier point. Obviously achieving the
lowest possible costs in purchasing these cabinets
was not a high priority at PMS in previous years.

From the perspective of SIM these cabinets were a
product at the low end of its technology range. Com-
pared to relations with other buyers, including high-
tech firm ASML, this was a relatively static situation.
In fact, nothing much had changed over the course
of 20 years. The fact that SIM has now decided to
phase out the product entirely, instead of trying to
improve its competitiveness, is telling in this respect.
It is interesting to note that moving production to the
plant in Poland was never considered, not before the
auction, not during the auction and not after the auc-
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tion. This is indicative of the low management pri-
ority given to retaining the product and also of the
unwillingness to move any production activities from
The Netherlands to Poland. The latter would prob-
ably cause internal resistance and social unrest. The
conclusion is that the product was simply not con-
sidered a core product of SIM even though the indus-
try it was produced for was defined as a core cus-
tomer.

Both parties witnessed changes in the outside world
over the 20-year time period during which SIM deliv-
ered the cabinets to PMS. Sourcing became more
international and many new technologies and pro-
ducts were introduced. After 1989, Central and East-
ern Europe increasingly became a part of the Euro-
pean economic space. Customer demand for medical
products has altered and the nature of competition
in the market has changed too. Buyer-supplier
relations are increasingly seen as a potential source
of competitive advantage. Both buyers and suppliers
increasingly pursue co-operative buyer-supplier
relations. But this relationship hardly changed. Per-
haps the most intriguing question coming out of this
case study is why nothing changed for so long. The
changes that occurred as a consequence of the auc-
tion could have come at a much earlier time. Viewed
this way, the primary function of the electronic auc-
tion is to speed up processes
that were somehow inevitable.
The electronic auction is more
a carrier or catalyst of changes
than an engine for change. This
is not to say the role and impact
of the auction is marginal. This
auction did in fact have a sig-
nificant impact on both firms.
This impact is perhaps mostly
related to the way these firms think about using elec-
tronic auctions in buyer-supplier relations. Their
awareness of electronic commerce and electronic auc-
tions in particular has increased dramatically.

Conclusions

The value of experimentation is obvious in this case.
But has the underlying auctioning model, a badly
needed experiment (Hal Varian), worked and what
could its future be? For the outsourcer in the short-
run it delivered the expected cost cut. The incumbent
supplier was not particularly delighted with the pro-
cess or the result as it felt it did not get the opport-
unity to change its strategy to accommodate for e-
commerce. The new supplier faced initial difficulties
to deliver according to expectations. Referring to the
three generic trade-offs Philips and its suppliers
faced and experimented with, the following con-
clusions can be drawn.
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Strategy Trade-off: Short-term versus Long-term

PMS obtained its desired cost saving, in fact the out-
come was far beyond what it had expected. On the
other hand, the case shows that the auction implied
the incumbent supplier lost turnover and decided to
stop producing the goods altogether. Thus, there is
one supplier fewer. Furthermore, it appears that most
of the possible savings have now been realised, since
all parties agree that the obtained price is very low,
indeed it may be below the cost price given the tem-
porary capacity surplus that determined the winning
bid. Repeated auctions thus become less feasible
because there are fewer bidders and lower potential
savings. Furthermore, Philips should anticipate help-
ing its new supplier with setting up a new pro-
duction line.

The pricing dominance of the supplier is clearly sub-
stituted for by buyer dominance in the present case
(Schary and Skjott-Larsen, 2001). The case shows that
the original supplier had less room for price changes
than desired by the buyer, which in the end even
resulted in the exit of the original supplier. Whether
this was really the aim of Philips is unclear. The cabi-
nets were clearly not strategic or advanced compo-
nents for PMS, although the supplier disagrees. On
the other hand, SIM phased out a product for an
industry that it had identified as ‘strategic’. This may
be related to the fact that SIM was an unwilling par-
ticipant throughout the process. Electronic bidding
and auctions contain a risk for the purchasing firm,
because they can lower the long-term innovative
potential of suppliers, which might turn out to be
problematic if the cabinets are further integrated with
electronic equipment into one module. Once the bal-
ance tips in favour of short-term relations and prices,
this seems difficult to change, particularly when new-
comers win the auction on the basis of excess
capacity in a low wage country.

Control Trade-off: Public versus Private

PMS clearly opted for a private and relatively closed
market for its reversed auction. In one sense compe-
tition became more transparent due to e-commerce,
as Michael Porter suggested, because all players
could observe the pricing process. However, there
are private considerations behind the various bids
and PMS pre-selected certain suppliers and ruled out
others on the basis of non-price considerations, both
of which are not signs of transparency. These other
criteria were not included in the bidding process and
remained hidden. Thus, the competition was cer-
tainly not truly transparent. This is bound to re-
emerge in future auctions although multi-dimen-
sional auctions may prove to be a partial solution
for this.
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Geography Trade-off: Global versus Local

The tension of global versus local in this case has
clearly been resolved by a regional logic. In practice,
a wide variety of hybrid forms exist, not necessarily
covered by the third, international, leg of the trans-
national stool of Bartlett and Ghoshal (2000). The case
shows the importance of shared institutions and pre-
dictable environments since only European firms
participated in the auction. Intra-regional compe-
tition affected the supplier selection process in two
ways: (1) by pressing the other firms to lower their
prices, (2) by offering the possibility to one producer
of excess capacity that could be used to undercut
competition. The substitution effect, however, is not
complete. Jobs at Stork were offset by jobs at a Ger-
man producer and its Hungarian supplier. The pro-
ducer from a second-tier country like Rumania had
a clear function in the dynamics of the auction, but
remained a non-credible supplier.

Will Philips be able to use electronic auctions to their
full extent and still stay a technological leader in
mass markets? Philips has to deal with the paradox
of outsourcing on the basis of price, with an end-pro-
duct strategy on the basis of innovation. As such, the
strategic aim of ‘build to order’ is not easy to achieve.
The ‘build to order’ strategy is primarily applied by
companies that have optimised the distribution sys-
tem, but have not aimed at end-product innovation.
Whether Philips is prepared to accept a similar out-
come in other product areas — which might involve
a serious drawback to its innovative capacity —
remains to be seen.
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