THE WALL STREET JOURNAL

AUGUST 15, 2011

AOL Growth Comes at a Cost

After Acquisition Binge, Internet Company Faces Fierce Competition for Ad Dollars
By EMILY STEEL
AOL Inc. has no shortage of websites, with more than 800. They range from hundreds of little hometown-news sites in the Patch network to its 37 bigger-name properties, including the Huffington Post, TechCrunch, MapQuest and Moviefone.

But the Internet company right now isn't earning enough money selling ads on those sites to cover its costs for a profitable business, analysts say. And that could be a troubling sign for Chief Executive Tim Armstrong, who has placed his bets on remaking the Internet-service provider into a hub for news, information and entertainment.
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AOL CEO Tim Armstrong at an event in June in Cannes, France.

Some major advertisers, including Unilever PLC, Ford Motor Co. and Best Buy Co., say they see promise in AOL's strategy and that they are boosting their ad spending on AOL sites as part of overall increases in digital-ad expenditures. That said, AOL faces fierce competition for marketers' ad dollars from social-networking sites and new technology-focused methods for buying digital ads.

Facebook Inc. is expected to grab a 17.7% share of the U.S. display-ad market this year, while Google Inc. captures 9.3%, according to research firm eMarketer Inc. AOL's share of U.S. display-ad revenue, meanwhile, is expected to decline to 4.2% this year from 4.8% in 2010 and 6.4% in 2009, the firm estimates.

"They [AOL] absolutely have some core assets, but I think you would have a hard time finding someone who would describe them as a 'must buy,'" says Craig Atkinson, chief digital officer at PHD, the media-buying unit owned by Omnicom Group Inc.

AOL shed as much as one-third of its market value last week after posting a second-quarter loss and cutting its full-year earnings forecast. Revenue declined 8.4% to $542.2 million. The swooning shares were revived Thursday with news of a $250 million stock repurchase. On Friday, AOL rose 31 cents to $11.78 at 4 p.m. in composite trading on the New York Stock Exchange, up 2.7% on the day and down 27% from $16.11 the previous Friday.
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AOL has invested heavily in producing content. In the most recent quarter, AOL's cost of revenue increased 20% from a year earlier to $403.4 million.

The higher spending reflected increased personnel costs due to acquisitions, particularly within Patch, bought in 2009.

AOL is spending about $160 million a year on Patch, which equates to about $150,000 to run each individual Patch site annually, according to an analyst's estimate. AOL first focused on building traffic to Patch sites, and just recently started ramping up ad sales. Mr. Armstrong said in a call with investors last week that while revenues for Patch sites are small, they are growing quickly and on track to be profitable over time.

Earlier this year, AOL spent $315 million to acquire online news and commentary site the Huffington Post. Last fall, the company spent $97.1 million to buy three companies: TechCrunch, online video company 5min Media and software company Thing Labs Inc. In addition, AOL agreed to pay as much as $23.1 million to certain employees of the acquired companies contingent on work for AOL.

Boosting traffic is crucial to capturing ad spending. Traffic to AOL sites rose just 3% in June, according to comScore Inc., with increases to its newer properties, such as the Huffington Post and local Patch websites, barely making up for steep declines at its legacy sites, such as the AOL.com home page and mapping site MapQuest.

"If you sell lemonade for $1 and it costs $800 to make it, that's not a great business," says Robert Peck, managing partner at Quasar Capital Advisors, which advises Internet and technology companies.

AOL also is facing pressure from "ad exchanges." The new systems, operated by companies such as Google, allow advertisers to bid directly on the ad space available on a large group of sites instead of negotiating broad ad deals with big publishers like AOL.

While AOL's global ad revenue rose 4.7% in the three months ended June 30, the company said growth was weaker in June and July than in preceding months, particularly in display ads.

Mr. Armstrong, a 40-year-old former Google ad executive who took AOL's helm in 2009, is attempting to build up the digital-media business so that the company can shed its reliance on subscription revenue tied to its legacy Internet-access business.

Some 37% of AOL's revenue still comes from subscriptions, and an additional 16% is tied to Web-search advertising.

They are shrinking fast, though. Revenues tied to both of these businesses declined more than 20% in the second quarter.

Mr. Armstrong says that AOL's domestic display-ad business should return to industry growth rates in the second half of the year. He points to the company's initiative to pitch major marketers and other websites on using its larger, more interactive advertising units to win ad dollars from traditional media like print and television.

Unilever, for one, is open to the idea. "From an advertising perspective, we're finding more variety and more places to put our brands on AOL today than before," says Rob Master, vice president of media for the Americas at Unilever.

"We're all about quality content," Mr. Master adds

