INTRODUCTION

| fyou're a property manager selling your
surplus assets, you may have come
ll across some auctioneers charging sales
commissions while others charge a buyer
premium. This article will explain exacely
what a buyer premium is, In addition,
many people think that a 10% buyer pre-
mium has the same effect on your net pro-
ceeds as a 10% sales commission. But this
is actually wrong! We'll discuss how these
two pricing methods differ in affecting
your bottom line as a property manager.

BACKGROUND ON BUYER
PREMIUMS

Auctioneers have at their disposal two
pricing mechanisins to generate revenues:
sales commissions and buyer premiums.
Though auctions can be traced all the way
back to 500 B.C., it was Christie’s, the
famed art auction house, that intraduced
buyer premiums more than 32 years ago in
1975. Buyer premiums are fees paid by the
buyer that are typically expressed as a per-
centage of the “hammer price” at which an
item is sofd. Both Sotheby’s and Christie’s
use both buyer premiums and sales com-
missions in all their auctions. Today, buyer
premiums are a widely-accepted pricing
mechanism in the auctioneering industry
for real estate, industrial equipment, vehi-
cles, collectibles and scrap.

QUESTION
Let’s say a property manager (the seller)
meets with 3 auctioneers:
* Auctioneer A proposes a 10% sales
commission and a 10% buyer premium.
» Auctioneer B proposes a 209 sales
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ANSWER

Use the following Equivalency Formula

_to convert buyer ptemiums into their “sales

commission equivalents” (defined as the
sales commissions that have the equivalent
effect on the seller’s revenue):

commission. - sales Conrisslon Equlialent = Buyar Promlum (1 + Bugar Pramlim) |
s Auctioneer C &gt m e e fe m quivalen '

proposes a 2

20% buyer

premiun.

20% salés cammission

Assuming the

16.67% sales commiss

same quality of
services for all 3 auctioneers (i.e. buyer base
size, marketing approach, reporting capa-
bilities, etc,), which auctioneer maximizes
the seller’s revenue? If you think they're all
the same, you're wrong.

MYTH

A sales commission of 1% has the same
impact on the seller’s revenue as a 1%
buyer premium.

REALITY

A sales commission of 1% reduces the
seller’s revenue more than a 1% buyer pre-
mium. In fact, as the sales commission
increases, its negative impact on the seller’s
revenue accelerates when compared to the
buyer premium.
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The seller should choose Auctioneer C
with the 20% buyer premium in order to
maximize revenue. Even though all the auc-
tioneers might have appeared to be exactly
the same, the reality is that the seller could
have mistakenly given up 3.3% in revenue
with the wrong choice (the difference in
seller revenue generated by Auctioneer B at
20% versus Auctioneer C at 16.67%). For
example, with auctions worth $1,000,000,
Auctioneer C will provide the seller
$24,000 in more revenue than Aucrioneer
A and $33,000 in more revenue than Auc-
tioneer B.

IMPLICATION

Sellers should normalize sales commis-
sions and buyer premiums using the Equiv-
alency Formula when evaluating auction-
eers based on price. O




APPENDIX

Two formulas have been derived that can canvert the buyer premium into
its sales commission equivalent {and vice versa) in terms of its effect on the
seller's revenue, We call these the Equivalency Formulas.

Sales Commission Equivalent = [Buyer Premium / {1 + Buyer Premium)]
Buyer Premium Equivalent = [Sales Commission / {1 - Sales Commission) ]
Conversion Table: The tables on the right canvert between buyer premi-
ums and sales commissions while keeping the seller’s revenue constant,

Algebraic Proof

The foltowing is the algebraic proof for the Equivalency Formulas.
Definitions

Let V = $ value of the asset to the buyer {final auction price plus buyer premium)
Let P = $ final auction sale price of the asset {excluding the buyer premium)

Let s = % salas commmission

Let b = % buyer premium

Let RS = $ revenue to the selier

Relationship A: Value of Asset to the Buyer vs, Final Auction Sale Price

The value of the asset to the buyer (V) is equal to the final auction sale price of the
asset (P) plus the buyer premium paid by the buyer {b x P). But how do we express
the final auction sale price (P} as a function of the value of the asset to the buyer
{V) and the buyer premium {b)?

Relationship B: Seller’s Revenue vs, Value of Asset to the Buyer

The seller's revenue from the auction (RS) is equal to the final auction sale
price (P) minus the sales commission paid by the seller (s x P). How do we
express the seller's revenue (RS} as a function of the buyer premium (b),
sales commission {s) and value of the asset to the buyer (V)7

Relationship C: Sales Commission vs. Buyer Premium

How do we express the sales commission (s} as a function of the buyer
premium (b}, or vice versa, if we set the seller’s ravenue {RS) to be equiva-
lent in either case?

Jonathan Wu is the Director of Liquidity Services, Inc.
Jonathan.Wu@Liquidation.com
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