Amazon

Amazon.com is one of the Web’s most exciting and instructive stories. Started in a garage by Jeff Bezos in 1995, it has since grown to become the largest Internet retailer, with the highest levels of customer satisfaction, the fastest revenue growth rates, and finally, after nine years, profitable. One of the Internet “Big Four” companies, along with Yahoo, eBay and Google, few would have thought it possible when Amazon first opened for business that an online bookstore would become one of the premiere general retailers in the world. But Amazon’s ability to maintain operations at a sufficiently profitable level is a fact that continues to worry investors in 2005. Critics are of two minds: either Amazon will become the online Wal-Mart (and suffer from its huge size just as Wal- Mart does) or it will fail to deliver superior growth and profits because it has spread itself too thin, taken on too many product lines, and given away too much revenue to customers by offering free shipping and superior service. Supporters, and Bezos himself, counter that Amazon has become the Web’s largest retailer on a revenue basis by focusing on the customer, not short-term profits, and that it will ultimately become one of the most profitable by following the same strategy. 

Amazon certainly has had a roller coaster ride in its ten brief years. In December 1999, Jeff Bezos graced the cover of Time magazine as its Person of the Year. In the same month, Amazon’s stock reached a peak of $113 per share. In January 2001, Amazon reported a whopping $1.411 billion as its overall loss for the year. Its stock hit a low of $6 a share. Amazon laid off 1,300 employees, constituting about 15% of its workforce. Questions about its long-term viability abounded. Bezos promised he would make the company profitable in two years, but few believed this was possible. But, in 2003, Amazon reported soaring sales; it achieved its first annual profit ever (about $35 million), and its stock price more than doubled to $25 a share. The good news continued into 2004 when Amazon reported profits of $588 million on $6.92 billion in revenue. 

How was Amazon able to turn around its business from a $1.4 billion annual loss to a $588 million profitable operation despite the dot.com stock market crash and the withdrawal of venture capital funding for e-commerce companies? The story of Amazon.com, the most well-known e-commerce company in the United States, in many ways mirrors the story of e-commerce itself. So, let’s take a closer look at Amazon’s path to preview many of the issues we’ll be discussing throughout this book. 

In 1994, Jeff Bezos, then a 29-year-old senior vice president at D.E. Shaw, a Wall Street investment bank, read that Internet usage was growing at 2,300% per year. To Bezos, that number represented an extraordinary opportunity. He quit his job and investigated what products he might be able to sell successfully online. He quickly hit upon books—with over 3 million in print at any one time, no physical bookstore could stock more than a small percentage. A “virtual bookstore” could offer a much greater selection. He also felt consumers would feel less need to actually “touch and feel” a book before buying it. The comparative dynamics of the book publishing, distributing, and retailing industry were also favorable. With over 2,500 publishers in the United States, and the two largest retailers, Barnes and Noble and Borders, accounting for only 12% of total sales, there were no “800-pound gorillas” in the market. The existence of two large distributors, Ingram Books and Baker and Taylor, meant that Amazon would have to stock only minimal inventory. 

Bezos easily raised several million dollars from private investors and in July 1995, Amazon.com opened for business on the Web. Amazon offered consumers four compelling reasons to shop there: (1) selection (a database of 1.1 million titles), (2) convenience (shop anytime, anywhere, with ordering simplified by Amazon’s patented “1-Click” express shopping technology), (3) price (high discounts on bestsellers), and (4) service (e-mail and telephone customer support, automated order confirmation, tracking and shipping information, and more). 

In January 1996, Amazon moved from a small 400-square-foot office into a 17,000-square-foot warehouse. By the end of 1996, Amazon had almost 200,000 customers. Its revenues had climbed to $15.6 million, but the company posted an overall loss of $6.24 million. In May 1997, Amazon went public, raising $50 million. Its initial public offering documents identified several ways in which Amazon expected to have a lower cost structure than traditional bookstores: it would not need to invest in expensive retail real estate, it would have reduced personnel requirements, and it would not have to carry extensive inventory, since it was relying in large part on book distributors. During 1997, Amazon continued to grow. It served its one-millionth unique customer, expanded its Seattle warehouse, and built a second 200,000-square-foot distribution center in Delaware. By the end of 1997, revenues had expanded to $148 million for the year, but at the same time, losses also grew, to $31 million. 

In 1998, Amazon expanded its product line, first adding music CDs and then videos and DVDs. Amazon was no longer satisfied with merely selling books. Its business strategy was now “to become the best place to buy, find, and discover any product or services available online.” It also opened Web sites in Great Britain and Germany. Amazon, pundits noted, was planning to be the online Wal-Mart. Revenues for the year increased significantly, to $610 million, but the losses also continued to mount, quadrupling to $125 million. 

The year 1999 was a watershed year for Amazon. Bezos’s announced goal was for Amazon to become the “Earth’s Biggest Store.” In February, Amazon borrowed over $1 billion, using the funds to finance expansion and cover operating losses. During the year, it added electronics, toys, home improvement products, software, and video games to its product lines. It also introduced several marketplaces, including Amazon.com Auctions (similar to that offered by eBay), zShops (online storefronts for small retailers), and sothebys.amazon.com, a joint venture with the auction house Sotheby’s. To service these new product lines, Amazon significantly expanded its warehouse and distribution capabilities, adding eight new distribution centers comprising approximately 4 million square feet. By the end of 1999, Amazon had more than doubled its 1998 revenues, recording sales of $1.6 billion. But at the same time, Amazon’s losses showed no signs of abating, reaching $720 million for the year. 

Although Bezos and Amazon were still riding high at the end of December 1999, in hindsight, it’s possible to say that the handwriting was on the wall. Wall Street analysts, previously willing to overlook continuing and mounting losses as long as the company was expanding into new markets and attracting customers, began to wonder if Amazon would ever show a profit. They pointed out that as Amazon built more and more warehouses brimming with goods, and hired more and more employees (it had 9,000 by the end of 2000), it strayed farther and farther from its original vision of being a ”virtual” retailer with lean inventories, low headcount, and significant cost savings over traditional bookstores. 

The year 2000 ended on a much different note than 1999 for Amazon. No longer the darling of Wall Street, its stock price had fallen significantly from its December 1999 high. In January 2001, it struggled to put a positive spin on its financial results for 2000, noting that while it had recorded a staggering $1.4 billion loss on revenues of $2.7 billion, its fourth-quarter loss was slightly less than analysts’ projections. For the first time, it also announced a target for profitability, promising a “pro forma operating profit” by the fourth quarter of 2001. Few analysts were impressed, pointing out that the method by which Amazon was suggesting its profit be calculated was not in accordance with generally accepted accounting principles. They also noted that growth had slowed in Amazon’s core books, music, and video business, and profit margins were slim in the faster-growing categories, such as consumer electronics. 

In 2001 and 2002, Bezos and fellow executives began to implement their strategy for profitability: cut prices, offer free shipping, and leverage Amazon’s investment in infrastructure and consumer brands, while lowering costs of operation significantly. By evolving and leveraging the existing business model, Amazon hoped to do what analysts thought was impossible. 

The “easy” part of the strategy was driving business revenues higher by offering customers the “lowest possible prices” for a broad range of goods, providing free shipping for orders greater than $25, and then multiplying sources of revenue. Amazon’s Merchants@ and Amazon Marketplace allow other businesses to fully integrate their Web sites into Amazon’s site to sell their branded goods, but use Amazon’s fulfillment and payment infrastructure. Nordstrom, Toys “R” Us, Gap Inc., Target, and many other retailers use Amazon to sell their goods and then pay Amazon commissions and fees. Amazon also offers its expertise in Web site hosting through its Merchant.com program to national brands such as Target. In the Amazon Marketplace program, individuals are encouraged to sell their used or new goods on Amazon’s Web site even when they compete directly with Amazon’s sales of the same goods. Amazon reports that sales by third parties now represent 27% of revenues and that it makes as much profit on commissions from other vendors as it does from its own sales. 

Lowering costs proved difficult, but not impossible. In early 2001, Amazon closed two of its eight warehouses and laid off 15% of its workforce. It hired 35-year-old engineer Jeffrey Wilke and a half-dozen mathematicians to figure out how to cut costs. The team found a way to redistribute book inventory among the warehouses to reduce shipping costs; used Six Sigma quality measures to reduce errors in fulfillment; consolidated orders from around the country prior to shipping (adding an extra day to fulfillment of “free shipping” orders); and further lowered shipping costs by using its own trucks to deliver orders to postal system centers. Wilke and his team reduced fulfillment costs from 15% of revenue in 2000 down to 10% by 2003. The effort contributed to Amazon’s first ever annual profit in 2003: $35.3 million on revenues of $5.26 billion. The results were even better in 2004: a $588.5 million profit on revenues of $6.92 billion. 

Looking back on the last ten years, it’s clear that Wall Street and Main Street have differing views on Amazon. Amazon has been a tremendous Main Street e-commerce success story even if it took nine years to achieve profitable operations. It has changed its business model several times, focused on improving the efficiency of its operations, and maintained a steady commitment to keeping its 49 million customers satisfied. In 2005, Amazon was one of the leaders in a survey of customer satisfaction with retail Web sites, while traditional bricks-and-mortar retailers such as Target and Costco received low marks for their online offerings. Right now, Amazon must be counted as an online retailing success story. Few would have predicted this outcome in 1995, or even in 2000. 

For the future, however, Amazon faces powerful competitors who keep innovating, such as eBay and Yahoo! Shopping. eBay has been profitable from its first day, while Yahoo achieved profitability in 2002. But despite Wall Street critics, Bezos has not changed his original vision: in 2005, for instance, he announced additional expenditures to increase customer convenience, such as a flat-fee shipping membership program (Amazon Prime). And although Amazon’s revenues continue to grow, profits in 2005 were down compared to 2004. So the Amazon roller coaster ride continues, and what’s around the next curve remains to be seen. “Amazon Announces Free Cash Flow Surpassed $500 Million for the First Time; Customers Joined Amazon Prime at an Accelerated Rate,” Amazon.com, February 2, 2006; Amazon.com Form 10-Q for the nine months ended September 30, 2005, filed with the Securities and Exchange Commission on October 27, 2005; ”Amazon Faces the Challenges of Its Second Decade,” by Paul Festa, Cnetnews.com, July 15, 2005; “A Retail Revolution Turns 10,” by Gary Rivlin, New York Times, July 10, 2005; “Tabs on Tech: The Internet,” by Laurie Kawakami, Wall Street Journal, June 1, 2005; “Internet Big Four:Worth a Look As Growth Stocks,” by James B. Stewart, Wall Street Journal, May 4, 2005; “Amazon Net Falls As Rivals Take Toll, by Mylene Mangalindan, Wall Street Journal, April 27, 2005; Amazon.com, Inc. Form 10-K for the fiscal year ended December 31, 2004, filed with the Securities and Exchange Commission on March 11, 2005; “Amazon Gets the Last Laugh,” by Chip Bayers, Business 2.0, September 2002. 

The Amazon story is emblematic of the e-commerce environment of the past ten years: an early period of business vision, inspiration, and experimentation, followed by the realization that establishing a successful business model based on those visions would not be easy, which then ushered in a period of retrenchment and reevaluation, ultimately leading to a more finely tuned business model that actually produces profits. During the last two years, the fortunes of the ecommerce revolution once again have been contrary to what many people thought would happen after the stock market crash of March 2001, when the stock market value of e-commerce, telecommunications, and other technology stocks plummeted by more than 90%. After the bubble burst, many people were quick to write off ecommerce and predicted that e-commerce growth would stagnate, and the Internet audience itself would plateau. But they were wrong.  
