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Chapter Four

Product Sales Affiliate Programs

If you believe that Al Gore invented the Internet, then you’ll have no trouble at all accepting Amazon.com's claim on their web site and in multiple company press releases and marketing documents that they invented the affiliate marketing system – whereby partner sites (affiliates) earn commissions on sales made by customers they have referred to an e-commerce site.

While there are some very important variations of the affiliate system pioneered by adult sites, this form, popularized by Amazon.com is the one best known by most web surfers. But affiliate marketing was used by a number of other pioneers – including adult sites --  before Amazon even opened its virtual doors. While Amazon may now have more affiliates than any other etailer – 500,000 according to their web site – they clearly did not invent the system. 

Affiliate marketing  has been around for as long as human commerce, known in pre-Internet days as the sales commission or finder’s fee. But the inherent efficiency with which a web page hyperlink can send customers to a ecommerce site, and the ability to track those customers’ purchases easily back to the site that referred them, represents a fundamental change in the process and demonstrates one of the key functions where the Internet functions better than the brick-and-mortar world.

According to Forrester Research, about 13% of ecommerce in 1999 was generated by affiliate relationships and project this to increase to 21% by 2003.  Not only are affiliate programs important sources of revenue, but they are also highly effective at driving traffic to etailers. This lesson has not been lost on the survivors of the DotCom Meltdown who are likely to adopt affiliate marketing to an even greater degree than projected.

Forrester Research’s April 1999 survey of 47 marketing managers found that affiliate program tied for the most effective marketing technique with e-mail promotions (spam) to customers. But despite this, only 17% of etailers had affiliate programs compared with 77% who spammed their market. Indeed, despite being more effective, affiliate programs were used by significantly fewer web sites than were public relations, banner ads and traditional legacy media advertising such as television, radio, newspapers, magazines and billboards.

Indeed, the traffic-generating device that non-adult sites use most: banner ads (89%), were the second least effective, barely ahead of newspapers which were dead last. 

Given the clear advantages of affiliate systems, their relative lack of use by non-adult web sites is baffling. But it’s no mystery to David Levine, affiliate program pioneer and owner of SexToyFun.Com, a highly profitable $3 million per year Web business he founded in 1994 and runs out of his house with no employees: “Since the adult world has built businesses on profits rather than ego and venture capital, we have been forced to build real working business models. Non adult players have grown up being rewarded for impressive stories instead of impressive results. 

Non-adult companies are still slow to pick up on the concept that paying for performance has dramatic cost advantages to an ecommerce site trying to increase traffic and sales. Standard-priced banner ads, along with public relations and legacy media advertising in print and on billboards, television and radio all require that advertisers pay up front with no guarantee of success. These “pay-first-and no guarantees” tactics are like hiring a sales person on straight salary with hopes that they will turn into stellar performers and finding that they hare fallen asleep in the stock room. On the other hand, performance-based advertising and promotion such as affiliate systems are like sales people paid on straight commission – no salary, no draw. 

The failure of non-adult web sites to recognize this has adversely impacted the average non-adult Web surfer who suddenly found that favorite online content and shopping sites had gone out of business, leaving them with fewer choices and fewer voices.

On the web, etailers and their affiliates work in much the same type of situation, no performance, no pay. It holds down promotional costs and provides an incentive for affiliates to increase traffic to the etailer.

The affiliate system also allows partner sites to profit from ecommerce without having to buy and maintain inventory or to construct expensive and technically complicated online shopping and transaction systems.

Consumers may find some downsides to this performance-based arrangement. Affiliate web sites who are paid a percentage of the sale have an incentive to promote higher-priced goods. In addition, affiliate programs, especially for non-adult content sites, can create an incentive to alter editorial judgement in favor or making a sale. For example, a site that reviews books or movies, CDs or stereos and has affiliate relationships to sell those same products can never be as credible as a site that does not have those affiliate relationships. Why? Because even if a site is completely scrupulous about separating editorial judgment from commercial concerns, the existence of the incentive to do so will always make consumers wonder if a review was tailored – even subconsciously – to eliminate the negative or accentuate the positive, all to make a sale.

The first prototype affiliate system  seems to have originated with a now-defunct ski and sports site SportSource (www.s2.com), in the spring of 1994. SportSource founder Jeff Scott, currently an Internet Architect for NETdelivery Corporation, said that he and a partner stumbled over the idea when they were building some of the Web’s first e-commerce sites for ski and sports stores.

“We were working in the Small Works Lab of Bill Joy's in Aspen, Colorado,” said Scott. [Joy is a founder of Sun Microsystems] “We also had been working on a venture going under the auspices of SportSource. We thought that if we took all of the content from the various stores and put them on one content site (s2.com) where the focus wasn’t as commercial, then we could use that content to send traffic to the various store sites.  “This ‘borrowed content landscape’ idea was that, since we were developing the content for all these sports-related sites, if we shared that content in a general area (S2.com) and it had a different appeal than the directness of a particular vendor, our revenue went up since all participating sites were paying for the click through (hits at that time), for the traffic.

“We had the affiliate idea in mind to use it to drive viewers respectively between all of these sites in some fashion. We had a raw attempt at banner placement and even a rotating ad selection script that drew graphics based on where the visitor had linked from. 

“Anyway, our model was a success for driving visitors between content S2 and participating sites,” said Scott. “We had a great model for a while, site hosting, development, maintenance, Internet consulting, ad development and click-through revenue all from two dozen sites or more.”

In the short space of spring and summer of 1994, Scott and his partners cranked through most of the iterations of web based advertising, starting with banner ads and progressing to pay-per-clicks and then to a rough approximation of merchandise value. Scott said that they never did produce a formal commission system, but often took their payment in “swag” – ski equipment, lift tickets and the like.

But as Scott and his team found out back then (and as etailers are still learning),  great model and a pivotal revenue concept didn’t take you very far without profits to sustain it.

Later that year, in November 1994, CDNow advanced the affiliate concept by producing its “Buy Web” program which initially failed because it paid no commissions. The development of the program was described in a January 2000 business school study  -- When Exposure-Based Web Advertising Stops Making Sense (and What CDNOW Did About It) – by marketing professors Donna L. Hoffman and Thomas P. Novak who founded eLab, the Electronic Commerce Research Laboratory at Vanderbilt’s Owen Graduate School of Management (ecommerce.vanderbilt.edu).

As Hoffman and Novak describe it, the Buy Web program grew out of discussions with Geffen Records which wanted to sell their artist’s discs directly but didn’t want to develop the technology or get into the business of selling music directly. Jason Olim, CDNow’s CEO and co-founder, “realized that CDNow could link directly from the artist on Geffen’s Web site to his [CDNow] Web site, bypassing the CDNow home page and going directly to the artist’s discography page. In this way, CDNow linked Geffen Records to CDNow and the affiliate advertising format was born.”

Significantly, no money changed hands. Geffen Records, of course, made money anytime a CD was sold, so they had their profit built in. But with no money changing hands, it’s small wonder that when CDNow made the system available to individual music lovers and their web sites, the Buy Web program bombed. Hoffman and Novak say that by 1996 there were just a “few hundred” affiliates. 

CDNow wised up in 1995 and began paying a 3% commission to affiliates, subsequently increasing that to 15%. In 1997, the program morphed into the “Cosmic Credit” program that pays affiliates from 7% to 15% of purchases based on volume. The program now has more than 250,000 members.

But despite CDNow’s refinement of the affiliate system mostly as we know it today, the company is still not profitable. Neither is Amazon.com which claims to have invented the affiliate system and has received a patent on major parts of it despite solid evidence that others got there before.

This is significant since one of the key hurdles to obtaining a patent is demonstrating that no “prior art” exists. Conversely, this fundamental tenet of the patent system says that a person cannot take an existing system or procedure or device (prior art) and patent it.

Actual profits from an affiliate system had to wait until David Levine built SexToyFun (www.sextoyfun.com) a substantial but decidedly quirky sex paraphernalia site. Levine said he launched his site in 1994 and began his first affiliate program in the spring of 1996. “When we listed our site with Yahoo In 1995, there were only about 50 companies in their sex section. Now they have thousands.”

Levine’s affiliate program was actually a virtual store service which allowed adult webmasters to set up, customize and brand their own sex toy stores with Levine’s operation handling all the billing, fulfillment, shipping and customer service.. Then in early 1997, Levine set up a more conventionally structured affiliate system like that used by Amazon and CDNow so webmasters could get referral commissions from the sale of products from his store. 

While Levine’s conventional affiliate system was launched after SportSource and CDNow, his pioneering role was the invention of  “v-commerce” an e-commerce business model halfway between traditional affiliate systems and outright etailing.

Affiliate systems are attractive for web site owners primarily for the ease of participation: write some HTML code here and there then sit back and wait for the fat commissions. Unfortunately, those commissions usually look more like Calista Flockhart than Oprah partly because they tend to be low (5% or so) and because the traffic to most affiliate sites is slight relative to a Yahoo or other frequently visited sites. But even if commissions were larger, even very high traffic sites are unlikely to prosper with non-adult affiliate systems, largely because the companies who offer the programs grab the customers and monopolize their business once the initial referring purchase is made. 

This happens because even if a non-adult affiliate site sends their partner a brand new customer, the affiliate gets a commission only if that customer first goes through the affiliate’s site. If that new customer then returns directly to, say Amazon.com at some later time, the affiliate gets nothing. In a business environment where one of the key waypoints on the path to profitability is to reduce the cost of acquiring new customers, non-adult affiliate programs offer only a token finder’s fee to the small affiliate site owner who spends time and money to obtain visitors and customers. Then, after the first purchase, the program sponsor essentially hijacks that new customer’s business and share nothing more with the affiliate site. The affiliate does all the work and a big sponsor such as Amazon gets all the revenues.

The adult field has addressed this on the content side by awarding their hefty commissions to affiliates for as long as paying members keep paying.

Until Levine invented the v-commerce system in 1996, however, product-related affiliates  -- adult and non-adult – had no alternative except to build their own full-blown e-commerce operation: program the store and payment system, establish credit and wholesale relationships with suppliers, create a shipping department, customer service operation, business licenses, sales-tax accounts and every other part of establishing and running a business. While today it is possible to set up the online part of this relatively easy using a pre-packaged e-commerce operation from BigStep, YahooStore, eCongo and others, there’s still all those other real-world bureaucratic hassles.

But the v-commerce operation pioneered by Levine offers a middle route. The central e-supplier provides an online “catalog” from which the v-commerce affiliate can select. Each product selected by the affiliate goes into a cookie-cutter web page supplied by the mother site which offers a number of different pre-programmed and customizable styles from which to select.

When an order is placed in the affiliate’s store, the mother site then works in the background, handling everything else from order taking and payments to shipping customer service and returns  -- all within an e-commerce environment that looks just like the whole process is run by the affiliate.

Building upon the adult industry’s experience, v-commerce was discovered by the non-adult market in 1998 when venture capitalists funded more than a dozen start-ups including vcommerce.com (born as Vstore) which backed by more than $54 million in venture capital, is the non-adult patriarch in this field. Through its arrangements with about 50 manufacturers and very large product distributors, it offers a dizzying array of more than 1 million different products to a network of some 250,000 affiliates. Vcommerce.com pays commissions from 2% to 25% of the sale price.

By early 2001, most other non-adult v-commerce operations had burned through their venture capital and were either out of business (Affinia.com, Nexchange), hanging on by a thread (Iconomy, Vitessa) or trying to re-invent themselves into another category that would attract more venture capital (esaler.com reborn as pop2it, a so-called “contextual commerce technology company.”)

Thanks to the product affiliate sales system he invented, Levine has succeeded in making a profit from ecommerce on the Internet – something that has eluded hundreds of venture-financed etailers who have collectively poured billions of investment dollars down a very large and seemingly insatiable cyber-rathole. Significantly, Levine has been profitable from his first few months on the Web. Amazon and others are still scrambling to get out of the loss columns.

But as hard as it is for an etailer to profit from selling physical goods over the Internet, making a profit from selling any sort of web content other than sex is an even harder task – nearly impossible, in fact, as evidenced by the lack of profits by any major “pure play” (Internet only) content site. Not unsurprisingly, adult Web sites excel at profiting from content.

