19495

Dollar Value

§ 14226
1,541.3
17418
20510
1.508.7
33798
2,729.5
28610
2,362.0

208877

October 23, 1933

ARTA%
5426
3575
5643
3757
5816
3421
6073
63492

4,755.448
58506
.08
17208

CASE 26

eBay Inc. (A)

Gary Bengier, chief financial officer and vice president of operations at eBay, clicked on
the send button as he e-mailed the week's financial update to Pierre Omidyar, the com-
pany’s 31-year old chairman. Tt was September 15, 1998, and Wall Street was still reeling
from a summer of severe market volatility, Much of the market’s instability could be traced
to bearish worries over a deepening and continuing economic crisis in Asia and other de-
veloping markets, Many investors feared that the U.S. economy would be unable to resist
what was termed the “Asian Flu" and that economic recession was imminent. Although
U5, interest rates were still low at yields of 4.0 percent for Treasury Bills and 5.6 percent
for 30-year Treasury bonds, the S&P 500 Index was down nearly 13 percent from its all
time high set only two months earlier, After bottoming out at the end of August, the stock
market had regained some upward momentum but with ongoing high volatility. Internet
stocks, however, continued to decline in value. The Internet stock index (TSDEX) was off
nearly 40 percent from its mid-July high. Exhibit 1 shows the path of the S&P 500 index
and the ISDEX for the past three months, while Exhibit 2 presents the long-term trends in
aggregate market volatility.

Two months earlier while stock valuations were at record levels, eBay had begun the
registration process with the Securities and Exchange Commission (SEC) for its first pub-
lic stock sale. Since the market correction, many other companies with initial public offer-
ings (IPOs), such as Internet firms Barnesd&Noble.com, uBid, and netValue, Inc., had either
canceled or postponed their issues. In fact, the past few weeks had been the quietest month
for IPOs since the mid-1970s. Exhibit 3 provides the monthly number of canceled and
postponed TPOs in 1998, relative to the number of offerings completed. Some investors
speculated that eBay was likely to follow suit and either withdraw or postpone its offering,

This case was prepared by Joson Burnett and Professor Michael J. Schill. It was written as a basis for class dis-
cussion rither than o illustrute effective or ineffiective handling of an administrative simaton. Copyright © 1999
by the University of Virginii Durden School Foundation, Charlottesvilte, VA, All rights reserved. To order copies,
send an e-mafl to dardencases® virglniaedu. No part of this publication may be reproduced, stored in a retrieval
system, wsed in @ spreadshest, ov transsitted in any form or by any means—electronic, mechunival, phatoonpy-
ing, reconding, or otherwise—withous the penmission of the Darden School Fanndarion,
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The demand Tor person-to-person trading was traditionally filled by consignment shops.
collectible shows, tlea markets, classified advertisements, and dealer shops, Sellers were
generally required to pay for advertisements and sclling space and to bear the full cost of
transportation and marketing, These higher costs were passed on to buyers through higher Ci
prices. These conventional trading venues suffered from relatively high inventory manage-
ment costs und restricted market coverage. H:
The idea for Internet consignment came o Pierre Omidyar when his girlfriend, an avid nu
PEZ candy dispenser collector, expressed her displeasure over the lack of PEZ trading part- of
ners in the San Fruncisco Bay Area. Months later, in an effort to provide an Internet site &B
where PEZ collectors could meet and make transactions, Pierre founded eBay, Through 1n- ¢B
ternet consignment, Pierre was able to gain a much broader market without the high inven- cre
tory management costs of regular consignment. Buyers and sellers could also access their em

trading forum 24 hours a day, while the cost of Internet consignment would be consider-
ably less for both. des
Traders argued that the time spent searching for items, and the social interaction in- wel
volved in the process, were an important part of the collecting and trading experience, To CoE
attract collectors, Omidyar faced the challenge of recreating the environment and trading ver
experience that buvers and sellers enjoyed. Omidyar added several clever ideas to eBay’s and
web service to stimulate interest, First, he adopted an auctionlike rading format to not only con
create a sense of urgency, but also allow buyers to follow the bidding status for each item, tion

Secondly, he provided sellers with opportunities to “spice up"” their auction pages. Sellers 103
were encouraged to upload pictures of their items or add music, Thirdly, Omidyar created Am
the eBay Community, composed of registered traders sharing in common interests and pas- pan
sions for eollectible and tradable goods. eBay listed all participants’ e-mail addresses and pari
provided chat rooms, such as the cBay calé, where eBay community members could talk
about sale items, hobbics, or other non-trading-related topics. Finally, eBay allowed users tion
1o discuss the relative quality of ilems, sellers, and buyers in the eBay community by pro- net
viding a “Feedback Forum™ for community members 1o interact. alsn
eBay’'s first auction occurred on Labor Day 1995, Three years later, with over one thou- wid
sund categories listed and 70,000 new sule items added daily, eBay had become the largest Inte
and most popular person-to-person trading community on the Tnternet. The goods traded on cons
eBay's web site included; antiques, sports memorabilia, books, toys, cars, computers, dolls, port
coins, jewelry, electronics, photography, and music. The company neither received goods a co
nur payments for goods, but simply provided an arena for buyers and sellers o interact. To requ
generate revenue, eBay charged sellers a nominal posting fee ranging from $.25 to $52.00 an pose
itemn and a completed tansaction fee ranging from 1.25 percent 1o 3 percent of the final sell- Fxx
ing price. Exhibit 4 provides the fee schedule, Auctions for posted items lasted from a cou- repu
ple of hours (o a few weeks, Buyers were allowed to explore the site free of charge. At the trans
close of an avction the seller and buyer were notified by eBay and the transaction was com- '
pleted without eBay involvement. vice
cBay was one of the few profitable Intemet companies in 1998, For the six months abilit
ended June 30, 1998, the company reported operating profit of $2.7 million on total rev- all of

enucs of 5149 million, representing a 220 percent increase in profit and an 800 percent lidifi
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increase in revenue over the first half of the previous year. eBay’s financial statements are
provided in Exhibits 5 and 6.

COMPETITION

Having pioneered person-to-person trading forums on the Internet, eBay had grown its
number of users from 340,000 to 830,000 over the first six months of 1998 and the number
of simultaneous auctions had climbed from 200,000 to 300,000 over the same ime frame.
eBay saw the continuation of such market penetration to be vital to its continued success.
eBay expected to expand its services to an international level by taking advantage of in-
creasing worldwide access to the Internet. eBay’s growth was currently supported by 76
employees.

Despite eBay's early lead, the market for person-to-person trading on the Internet was
destined, however, to attract many of the new and up-and-coming Internet companies, as
well as many large and well-established firms. Already the number of direct and indirect
competitors was formidable. Currently, Yahoo! Auctions Powered by Onsale, Auction Uni-
verse (a subsidiary of Times-Mirror Company), uBid (a subsidiary of Creative Computers),
and Excite, together with numerons other smaller specialized electronic-trading services,
competed directly with eBay in the person-to-person trading market. In addition, First Aue-
tion, ZAuction, and Surplus Auction competed indirectly with eBay in the business-
to-person market. Other large established companies, such as AOL, Microsoft, and
Amazon.com, as well as QVC, Cendant Corporation, and large newspaper or media com-
panies were expected to play more of a role in the industry in the future. A financial com-
parison of eBay's direct competitors is found in Exhibit 7.

The Internet industry had only recently emerged as a major medium of communica-
tion. International Data Corporation (IDC) estimated that the worldwide number of Inter-
net users would grow from approximately 69 million In 1997 o 320 million in 2002, TDC
also estimated that Internet commerce was to grow from approximately 532 billion world-
wide in 1998 to 5130 billion in 2000, Maintaining a competitive position in the surging
Internet industry was particularly tenuous. Rapid technological advancements, capacity
constraints, web/network infrastructure, and system securily were some of the most im-
partant competitive issues. The need to provide reliable systems software and hardware was
1 considerable cost for Internet companies. The rapid pace of technological advancement
required access to sufficient capital to implement swift change, System security issues
posed the greatest danger for eBay, eBay's Web site relied heavily on systems support by
Exodus Communications. A system failure by Exodus could severely damage eBay's own
reputation. eBay was also exposed to the security risks of online commerce. If encrypted
transmissions were decoded, customer transactions could potentially be altered or erased.

Two weeks ago, AOL had named eBay as its exclusive person-to-person auction ser-
vice for a minimum of one year. Since the success of an Internet firm relied heavily on its
ability to contract with search engines, bulletin board operators, and online access services,

all of which provided users access to the firm’s site, the AQL agreement substantially so-
lidified eBay’s competitive position.
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eBAY’S PUBLIC OFFERING Sc
wi
eBay had considered a public equity offering to raise additional capital to repay outstand- P
ing debt and to invest in new technologies or businesses that could improve eBay’s opera- lio
tions and service. To initiate the IPO process, eBay had selected Goldman Sachs as ies lead wi
underwriter, Fenwick & West as its legal counsel, and PricewaterhouseCoopers as its audi- wh
tor. In the early summer of 1998, this team prepared a registeation statement (Form 5-1), of
submitting it to the SEC on July 15th, Over the following few weeks, the SEC examined 5ix
the adherence to required disclosure requirements and registration compliance, but as re- m
quired, made no comments on the quality of eBay’s financial prospects. Discrepancies dis-
covered by the SEC and cited in the letter of comment were addressed in subsequent eBay STy
amendments to the registration, as is standard under SEC rules. During the SEC review, rec
Goldman Sachs and eBay drew up the contract for distribution of the securities, agreging to hil
a firm-commitment, rather than a best-ciforts t‘yfi'cr‘illg.J to
Goldman Sachs assembled the underwriting syndicate and issued the preliminary or “red bet
herring” prospectus.” The syndicate members listed in Exhibit 8 agreed to share the risk of enc
selling their allotted portions of the offering, In return, the underwriters received 7 percent of ear
the total offering proceeds through the underwriting discount, Tn addition 1o compensating ine
the underwriters, eBay expected to incur approximately $1 million in direct offering expenses
1o cover the legal, auditing, printing, and registration fees. Historically, TPOs had been priced dat
such that investors experienced strong positive retums on the first day (see Exhibit 9. Such nes
underpricing provided an additional indirect cost to companies going public. firm
As is customary, the SEC restricted the type of information that eBay or the under- com
writing team could disclose. Company communication was limited 1w the preliminary ings

prospectus, tombstone ads in major financial newspapers, and road-show presentations to
institntional investors, Despite the market volatility, investor demand expressed at the road
shows appeared to be strong.

CONCLUSION

eBay had reached a critical point. Bengier recognized the momentum generated by the TPO
process, but was concerned about the implications of a failed offering. He worried that
although the firm-commitment offering ensured receiving the contracted proceeds, an un-
successful offering might have an important impact on access o new capital in the future,

"In a hest-effons offering the underwriter only agrees “to do their best™ at plucing an offering at the agreed upon

price and npumber of shares. If after a period of “selling™ the issue (usually S0 days), the minimum agreed opon

number of shares had not been subscrbed w; the underwriter seould cancel e issoe. In the more commeon firm-

commirment affering. the underamiter puaranieed that an agreed-upon number of shares would be sold for a ne-

gotiuted price. In some instances the underwritee might sugpest beforchand that the pumber of shares be increased

or decreased, depending on market demand,

*The preliminary prospectus is called a red herring because it must have “Preliminary Prospectus™ wrilten in red .
ink an the front cover, oW
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3o far in September no ather company had dared bring an issve to market. Even Goldman,
which had its own IPO in the works, was thinking of postponing its own offering. The last
[PO had occurred on August 26, when the Tennessee bank, Bankfirst, had raised 319 mil-
lion. The last Tnternet company to go public was the encryption firm, Entrust Technologies,
which had raised 5125 million over four weeks ago. Today Entrust stock was trading some-
what below its offering price and was not considered a successful issue. In fact, 88 percent
of all IPOs for the year now traded below their original prices.” Delaying the offering for
s1x months would cost the company less than $1 million in direct expenses, but potentially
much more in delaying major investment initiatives.

If eBay went ahead with the offering, Bengier worried that the offering price would be
strongly discounted, The emerging Internet stocks had experienced large declines in value
recently. Internet stocks faced increased risks due to the uncertainty of the long-term via-
bility of the industry. Fearing the increased uncertainty, investors had moved their capital
to safer securities. Goldman had originally encouraged eBay to offer 3.5 million shares at
between 514 and $18 per share. The underwriting syndicate continued to be cautious, yet
encouraging. Typically 1POs were priced by applying industry market multiples like price-
eamings, price-sales, or market-to-book ratios; however, this method had proved difficult
in emerging industries like the Internet industry.

Bengier wished he had the opporiunity to collect more data, but eBay’s scheduled 1PO
date was only a week away, He fell that if eBay was going to pull the plug on the deal, it
needed to make the decision now. If eBay were to go ahead with the offering, he needed to
firm up the target price. Since the original agreement was to sell less than % percent of the
company in the 1PO (see Exhibit 10), a price of 516 would value the current owners” hold-
ings at nearly $600 million—a tempting propositon.

MWhere Are All the IPOsY" CNNIm,
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EXHIBIT 1
Eqguity Market Performance
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EXHIBIT 2
Implied Equity Market Volatility
p—rc S (CBOE 3(-day Volatility Index for Optionable Stocks)
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EXHIBIT 3
TPOs Lssued, Postponed, and Withdeawn in 1998

G

R IS .

0

. TFOs withdruwn or postponed - 1P issued

Sowiroe: 1P0) Dara Sysiens

EXHIBIT 4

¢Bay Transaction Fee Schedule

Posting Fees

Opening Value of Sale Tem Fee
H0001 1o S99 525
S10LKD b 32499 S50
S25.00) 1o F49.99 $1.00
Ahave 550,00 $2.00
Cumpleted Transaction Fees'

Final Selling Price Fee
HL01 g0 525.4K1 5.00 pereent
525,00 1w 51000 250 pereent
Above 514K 1.25 percent

" Completed transaction fees are caleulited for such inerval,
For example 2§50 sale would penerate fire revenue of 5144
(525,00 = 5% + S25.00 X 2.5%].

Source: Preliminary Prospectus,
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EXHIBIT 5
Consolidated Balance Sheet for eBay Inc.
p— e AR -
Dec. 31, 1997 June 30, 1998
Ansels
Comrent assets:
Cash and cash eguivalents 33,723,000 510,716,000
Accounts receivable, net 1,024, (K] 2,546,000
Oither current assets 220,000 453,[HK)
Total current assels 4,967,000 14,015,000
Property and cquipment, net G52,000 3,584 D00
Intangible asscts, net 1] 2. 216,00
Total asscts 5,019,000 £19.315,000
Total Liabilities and Stockholders” Equity
Current labilities:
Dbt and leases, current portion 5 258000 5 314,000
Accounts payible 252 000 1,841,004
Customer ndvinces 128000 390,000
[ncome taxes payable 169,000 1,033,000
Oither current liahilitics 317,000 1,634,000
Total current liabilities 1,124,000 5,212 000
Dbt and leases, long-tarm portion 305,000 L& T 00
Deferred tax liabilities 157000 157000
Total liabilities 1.586.000 5,536,000
Series B, mandatory convertible preferred stock 3,018,000 5, L5T.000
Series A, convertible preferred stock, S0.001 par value 4,000 4,000
Common stock, $0.001 par value 20,000 27 000
Additional paid-in capital 1.482,000 15,211.000
Mates receivahle from stockholders — 63, [MH) —1.536.000
Unearned compensation — 1398, 0MK) = 5,729,000
Rewined eamings 976,000 1. 045,060
Total stockholders” equity 1,015,004 9,122,000

Toral liabilities and stockholders’ equity 55,619,000 19,815,000
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EXHIBIT 6

Consolidated Statement of Income for eBay Inc.

Yeur Ended Dee. 31, 1997

Six Months Ended June 31, 1998

Mel revenues
Cosl ol niet revenues

Ciross profi

Operating expenses:
Sales wod macketing
Product developmem
Cengeral aml adminisirslive
Acguired research and developmeni

Total operating expenses

Ineame fronm operations
[nferest and other income, net
[nterest expense

Income before income tisxes
Provigion for incomes tixes

Met income

Met income per share

S5 744.00K) SE4.922.0000
T4, 1736000
49495 (HK] 13, | 360
1.730,0000 46100
RA1,IHK] 1348000
EETERL L 4, LRT00

1] 150

351 1.0HKD E 9SO
1. 487,006 2,681 000
B0,0HK [ b1 AHHE

- 3.0HK] = 251HH}
1.543.000 2,767.000
(65,000 2,35 2000

S BT4,000 3 Z15HHY
5011 0,01

Sonree: Preliminury Frospecius,

EXHIBIT 7

Comparalive Financial Information for Direct Competitors

{for six-months ended June 30, 1998, in millions except for per share and employee data)

eBay Onsale uBid Exclte
Tl revenues b ] 5010 588 3560
Cosl of revenues 1.7 Ha. A1 121
Operating cxpenscs 0.5 17.8 23 1262
Met incoma 0.2 H.2] (1.9 (HT. 0
Earnings per share & (L0 S iMa4) F0.26) % (LOE)
Shares outstanding 34.2 18.8 7.3 44.0
Current assets 14.41 63,3 M.A. g9
Cash & shor-term investments 0.7 514 M.A. 360
Tiral assels 19.5 BH.4 2.7 125.4
Current lizhilities 52 121 M.A, 41,9
Laimg-term debt 0z 0.4 M.A. 50
Met worth 9.1 4.8 2.1 Th.6
Recent stuck price MN.A F 20 Postponed 53l
TR date April 1997 CHiering Aqril 1994
Employees 74 175 30 00

Favirce: SEC filings. casewriter eslimates,

EXI]
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EXHIBIT 8
Participation in Underwriting Syndicate
R
nded June 31, 1998 Underwriter Number of Shares”
= e
4,977 (K Goldman, Sechs & Co 1, 190,81
l.'ﬂﬁ,[ﬂﬁ Donaldson, Lufkin & Jenreue 545,000
E BancBosion Bobertson Stephens 595,000
3,186,000 BT Alex Brown 595,000
Dsin Rawscher Wessels 175,000
2610000 E'TRADE Securilies 175,001
1‘543-[1'0 Volpe Brown Whelan & Company 175,00}
A ]3?' T Tatal 3,500,000
L50 " Members of the snderwriting syndicale mainlain the option W purchase sdditioni shares up Lo 15 pereent of i
10,455 K10 allacation at the offer price, less the underwriters” discount of 7 pereent.
:'Z.El'?l. ot Sovprce: Preliminary Prospecius.
107, (R0
L — 254100 EXHIBIT 9
2767 I Average Imitial-day Returns for All U.S. IPOs by Month (January 1988 to August 1998)
—3 557100 = T ]
| 215000 70 250
041
50 =
— 200
N - Average initinl-day retum
- - 150
B [
E 10 E
employes data) g £
Z 2 — 100
] Exclte -10 -
] 5 ?E? Mumber of [POs
1 - = S0
5 129.2 -3
] (7.1
26) 5‘:‘:'1’:&]’ Al T T | T T | T T T — 0
= ' 28 B9 90 9l 92093 94 95 @5 97 4O¥
A H1.Y Smerves Iny Rilter, Uiniversity of Floridi.
A 360
7 1256
A 419
A a0
e T0G
il 531
mz April 1996
30 2000
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EXHIEIT 10

CASE 27
Current and Prospective Ownership Structure
e R e T ey
Shares Beneficially Shares Beneficially
Owned prior to Offerin, Owned after Offeri
2 B Nuriber of - 2. Pl anet C{i
Mame of Beneficial Owner MNumber Percent  Shares Offered Mumber Percent AE
Pierre M. Omidyar, Founder and Chairman 15229 445 424¥% 15,229 445 I8
JefTrey 5. Skoll, VP Strategic
Planning and Analysis 00,200,000 28.1 101,200,000 257
Roberr C. Kagle, Benchmerk Fands B.791,836 4.3 8,791,836 22,1
Margarer C. Whitman,
President and CEQ 2,400,000 6.0 2 A00,10K) 4.0
Scot I, Cook, Director and
Founder of Tntui 257,250 257,250 :
Howard D, Schuliz, Director and
Foumder of Starbucks 257,250 % 257,250 '
Community Foundation Silicon Valley™ 107,250 ) 10,725 06,525 *
All directors and executive officers 34,790,925 04.8 34, Tapb25 6.6
All existing stockhulders 36,260,523 100.0 36,249,798 912 In Mard
MNew investors 3489275 3,480,275 B8 growth .
* Represents beneficiul ownership of less than | percent. achieve
" eBay had established i chariible fund, the eBay Foundation, to make donations o churitable organizations, The fund was capitalized through establishs
the company s denation of 107,250 shases of commen steck 1o the Comnmunity Foundation Silicon Valley (CFCY). CFCV planned to sell included.
VL7235 shures wilh the initiul offesing on behalf of the foundation, The eBay Foundulion was expected to become an integral part of the eHay
Community, with members helping o allocare chricable domations. hour sery
Source: Preliminary Prospecius. Asumes underwejters” weer-allotment eption to purchase sdditional shanes b mol exercised. Alse does not tclude ; =
7564500 existing stoek options held hy executivis. Luis Q‘“
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