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Executive Summary

The Division of Purchases Reverse Auction pilot was established in accordance with legislation passed during the 2001 session of the Kansas Legislature. House Bill 2119 (included in Appendix A of this document) requests that the Director of the Department of Administration’s Division of Purchases conduct a pilot study to evaluate reverse auction technology.  A reverse auction is defined in the bill as “a procurement process following procedures approved by the Director of Purchases where bidders are invited to bid on specific goods through real-time electronic bidding, with the award being made to the lowest responsible and responsive bidder; during the bidding process, bidders’ prices are revealed and bidders shall have the opportunity to modify their bid prices for the duration of the time period established for the bid opening.” The legislation prohibits the use of reverse auctions for services for construction projects, or for any other services.

Reverse Auction Services Contract

The Division of Purchases awarded a contract to MaterialNet Inc. in December 2001 after considering bids from eighteen (18) potential service providers.

Agency Surveys

Prior to awarding this contract, state agencies were surveyed to determine if any major equipment purchases were pending that could be successfully procured using reverse auctions.  In addition, interviews were conducted with several other states with experience in conducting Reverse Auctions. The Division of Purchases also reviewed existing indefinite quantity contracts that are open to all state agencies to identify possible candidates.

Reverse Auctions Conducted

The Division of Purchases conducted two reverse auctions in 2002.  The first Reverse Auction attempted to secure pricing for Law Enforcement Vehicles for the Kansas Highway Patrol.   The second Reverse Auction sought pricing for Paint Stripers for the Kansas Department of Transportation.

Reporting Requirements

During the 2002 Legislative Session, Senate Bill 481 modified the reporting requirements to include written status report due on or before January 15, 2003 and another on or before January 15, 2004.  

This report is issued by the State’s Director of Purchases John T. Houlihan, and is intended to fulfill this legislative requirement.  It provides explanation of what a reverse auction is, outlines objectives for the pilot project, and summarizes the activities undertaken since the passage of the reverse auction legislation. It includes a recommendation to move beyond the “Pilot Project” phase by adding the Reverse Auction tool to the State purchasing statutes on a permanent basis.

What is a Reverse Auction?

A reverse auction is a pricing tool for conducting procurement. A “traditional” auction consists of an item for sale by a seller, where buyers bid against each other and the item goes to the buyer bidding the highest amount. The term “reverse” auction is used to describe an event where a buying organization (in this case, the buyer is a state agency) puts out a request for quotation, and suppliers (sellers who can provide that item) bid against each other to determine the lowest price at which they will sell this commodity.

It is not a requirement of a reverse auction that it be performed either online or in a short time period, but in its most traditional use, the term refers to a “real-time” bidding event performed for several hours or less over the Internet using a secure connection with a pool of suppliers that have agreed to participate prior to the event, and have been pre-qualified and trained on the auction software. 

As with any auction, the event can be implemented using a variety of bidding methods and strategies that may vary based on characteristics of a particular market or business environment. Most commonly, the amount of a bid is shown, but the supplier making the bid is given a code name, so that their identity is concealed during the auction. It is important to note that, like any award, other non-price factors are considered, and it is not always the case that the award will be made to the lowest bidder.

Initially, it is common for the software supporting the event to be hosted by a reverse auction services vendor in a secure environment available via the Internet.  If the technology proves beneficial and the buying organization anticipates their use growing over time, a cost-benefit analysis may suggest that they purchase the software, host it internally, and provide training to suppliers without the assistance of a vendor so that they may eliminate the fees associated with holding reverse auctions. However, many private sector companies continue to use reverse auction service providers to host and manage reverse auctions with the idea of minimizing the technical risk and support costs while concentrating on their core competency – the purchasing function.

Objectives of the Pilot Study

The Division of Purchases has identified the following objectives for the pilot study:

Cost Savings

· Can cost savings be achieved? If so, does it appear to be likely that continuous cost savings can be achieved for the same commodity, or is the tool best used occasionally to benchmark pricing?

· What factors about a commodity make for a more / less successful reverse auction? Is it useful, for example, for smaller dollar or non-routine purchases?

· What, if any, additional costs may be incurred as a result of the reverse auction process?  

Administration/Efficiency

· How easy/difficult is it for buyers and sellers to make use of this technology? What level of effort is required to administer a reverse auction (full service v. self-service)?

· How is the overall length of the procurement affected by using reverse auction technology? What tasks in the procurement process are made more simple/difficult by using this technology? New tasks required? Old tasks no longer necessary?

Reception by Buyer/Supplier Community

· What is the level of interest among state agency procurement officers and management in the technology?

· How do suppliers feel about using the technology?

· Are local units of Kansas government interested in participating?

· What reasons are given by buyers/suppliers to participate, or decline to participate?

Reverse Auction Services Contract Award

Contract Number 03719 for Reverse Auction Services was awarded to MaterialNet, Inc. on December 26, 2001.  

The cost negotiated for a full-service auction is $2,500 per auction, and the charge for self-service auction is $1,500. There is also a provision for a secondary method of financing that involves a sharing of cost savings with no “upfront” fee. 

The contract is available to all state agencies and local units of government, and all auctions are to be established and administered through the Division of Purchases. 

In June 2003, the Division of Purchases exercised the option to renew the contract from July 1, 2002 through June 30, 2003.  If the pilot is to be extended, or if the authority for the Division of Purchases to utilize Reverse Auction Services is made permanent, a new Request for Proposal will have to be issued by April 1, 2003.

Recommendation

Use of Reverse Auctions as method of procurement is gaining acceptance in many states and larger local government jurisdictions across the country, and is utilized by private corporations on a regular basis.  We recommend that the Kansas Legislature take the steps necessary to statutorily incorporate the ability to perform Reverse Auctions into the Division of Purchases governing statutes.

Appendix A

Reverse Auction Procedures

Outline of Reverse Auction Procedures

A. Discussion and agreement between the Agency and Division of Purchases regarding the viability of the use of the Reverse Auction procurement method for the transaction in question.

B. Division of Purchases issues a Request for Quotation which includes:

a. An announcement that the State will use a Reverse Auction to obtain pricing;

b. A request for the vendor to submit information which will be used to pre-qualify potential auction participants

c. A request that pricing NOT be included in the response to the RFQ.

C. Responses are received from potential bidders

a. Agency reviews the responses and in concert with the Division of Purchases, determine which respondents are qualified to participate in the Reverse Auction.

b. Qualifications include:

i. Vendor is a qualified distributor of the products specified

ii. Vendor agrees to participate in the Reverse Auction

D. Contact is made with Reverse Auction Contractor and an Auction is scheduled, including a series of planning telephone conference calls.

a. Initial discussions are centered on the format of the auction, including:

i. Anticipated duration of auction event;

ii. Ceiling Price (can be an arbitrary figure, but is typically 10 to 25% above the anticipated cost of the equipment; a bidder must bid below the ceiling price to enter the auction).

iii. Reserve Price (a historical cost factor based on past transactions or estimates of what the equipment will cost today…the Reserve Price will be the ruler against which success will be measured).

iv. Basic item description / identification factors for each item bid (because of the limited amount of space on a computer monitor);

v. decrements (the minimum dollar amount by which a bidder must reduce their bid for it to register electronically)

vi. Auction extension requirements (a “take the lead” bid placed within the last two minutes of the auction will automatically extend the auction for an additional two minutes).

b. Vital statistics (Name, Address, Telephone Number, E-Mail Address) are provided to the Reverse Auction Contractor so that training materials can be distributed and training sessions scheduled as needed.

c. Once final approvals have been obtained from the involved parties, the countdown to auction begins.  Approvals must be given by:

i. Agency

ii. Division of Purchases

iii. Vendor Community

iv. Reverse Auction Contractor

E. Auction Day:

a. Division of Purchases Conference Room is set-up as a central viewing station for interested parties;

b. Secure Remote Viewing is available for those not able to attend in person;

c. An auction manager for the State of Kansas establishes a telephone link with the contractor in a separate room;

d. Bidders begin to log onto the computer website hosted by the Contractor; presence of the bidder is evident on-screen;

e. At the appointed hour, the auction begins;

f. Bids are registered on-screen as the bidder submits a bid which is below the ceiling price (if not below the ceiling price, the bidder will be prompted as to why their bid is not reflected on-line);

g. If a bidder encounters difficulty establishing an on-line connection:

i. Reverse Auction Contractor immediately attempts to contact off-line bidders by telephone

ii. Technical issues are reviewed; if no immediate solution can be found, a representative from the Reverse Auction Contractor will  enter pricing by proxy from their command center.

h. Bidding activity continues;

i. After the auction reaches the “two minutes remaining” mark, any bid submission that changes the ranking of the two lowest bids received will extend the auction for an additional two minutes (if a bid is received 10 seconds into an extension, the auction clock is reset to 2 minutes);

j. The Auction ends when no bids are placed during the final 2 minutes of the auction, or if the auction is ended by the Division of Purchases Auction Manager;

k. An auction summary is available within minutes;

l. Purchase orders are prepared after evaluation of the auction summary (if bid results are not favorable, a purchase order may not be prepared).

Appendix B

Summary of Reverse Auction

Law Enforcement Vehicles

Kansas Highway Patrol

Kansas RFQ #04769

On May 14, 2002, the Division of Purchases conducted its first Reverse Auction on behalf of the Kansas Highway Patrol for Law Enforcement Vehicles.

In the weeks prior to May 14th, five (5) vendors submitted a response to our Pre-Qualifying Request for Quotation, and all five were judged to be qualified to participate in the Reverse Auction.  

Immediately prior to the beginning of the auction, one bidder opted to withdraw from the process and not participate in the Reverse Auction because they didn’t care for the format; they felt it was counterproductive.  The vendor did note that they would have submitted pricing by sealed bid, if that option were available.

The performance of our contractor, MaterialNet, was phenomenal.  In the days prior to the Auction event, they provided detailed planning documents with detailed progress notes and decision points.  They were flexible when we needed to change the number of line items.  They expedited the notification and training of the four vendors that were pre-qualified to participate in the auction.  They walked us through the vendor interface so that we could experience the auction from the vendor's perspective.  As the auction began, they were on hand via  telephone and offered many hints and suggestions that improved the performance of the auction.  They were prompt in contacting bidders when it appeared that they were either not on-line or were not participating.  Overall the performance of the contractor exceeded our expectations and was beyond reproach.

PLEASE NOTE:  In the Fall of 2001, a separate Request for Quotation was issued for 2002 model year vehicles.  Contained in this RFQ was a condition that the vendor honor the final bid price for 2003 model year vehicles purchased through May 31, 2002.  The results of the 2001 transaction became the measuring instrument against which the results of this Reverse Auction would be judged.

For Item #1 (130 vehicles, staggered delivery), the price received via the Reverse Auction was a modest 2% higher than that which we received in the Fall of 2001  ($21,448 vs. $21,027).  Admittedly, the difference ($421) taken times the number of vehicles (130) was significant ($5,473), especially in light of the fact that we had hoped for a lower price.

For Item #3 (130 vehicles, single delivery), the price received via the Reverse Auction was even closer to the price received last fall ($21,358 vs. $21,027 - a difference of 1.5% or $331).  Given that the model year had changed (2002 vs. 2003) and six months had passed since the previous bid, we considered that price to be reasonably competitive.  

As noted previously, the results of the Fall 2001 bid set the standard for pricing against which the results of the Reverse Auction would be judged.  While the pricing received as a result of the Reverse Auction was competitive in its own right, the Kansas Highway Patrol made the right decision to take advantage of the lower price that was available from the Fall 2001 Request for Quotation.

Special Thanks to:

Division of Information Systems and Communications (DISC) for their technical assistance in the loan and set-up of computer and projector devices that were used to convert the Division of Purchases Conference Room into a central viewing station during training and on Auction Day.

A detailed summary of the auction results can be found at the following website:

http://da.state.ks.us/purch/04769AuctionSummary.xls

Appendix C
Summary of Reverse Auction

Paint Stripers

Kansas Department of Transportation

Kansas RFQ #04995

On July 9, 2002, the Division of Purchases conducted its second Reverse Auction on behalf of the Kansas Department of Transportation for Truck Mounted Paint Striping Equipment.

The Reverse Auction process is credited with saving the Department of Transportation over $120,000 over the initial estimated costs of the equipment.

In the weeks prior to July 9th, four (4) vendors submitted a response to our Pre-Qualifying Request for Quotation, and all four were judged to be qualified to participate in the Reverse Auction.  

Immediately after the beginning of the auction, it became apparent that one bidder was not connected to the on-line bidding site.  MaterialNet immediately contacted off-line bidder by telephone.  The technical issues were severe enough (and the auction short enough) that it became apparent that the bidder would not be able to attend on-line.  A representative from MaterialNet signed into the Auction from the MaterialNet Command Center and entered bids into the auction on the bidders behalf.  

The auction was completed in “textbook” fashion.  As noted previously in this report, a bidder must enter the auction by placing a bid that is below the ceiling bid.  With an expected cost of $300,000 per unit, the first bids arrived in the neighborhood of $328,000.  The bidding continued at a fast and furious pace, eventually crashing through the $300,000 reserve price.

As the auction entered the final two minutes of the original auction, the pace of the bidding was still very brisk.  As the auction approached the one hour mark the bidding frenzy subsided, and the auction ended after 1 hour and 1 minute.  Using the original estimate of $300,000 and the final bid price of $259,400, we calculated a savings to the Kansas Department of Transportation of $40,600 on each Paint Striper, for a total of $121,800 (14%) for all three units (excluding options).

The cost of the auction as set by Contract Number 03719 was $2500.  KDOT agreed to pay for the auction services in light of the savings generated by the process.

A detailed summary of the auction results can be found at the following website:

http://da.state.ks.us/purch/04995AuctionSummary.xls
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