CASE 10
Amazon.com:
An E-Commerce Retailer
Patrick Collins, Robert J. Mockler, and Marc Gartenfeld
HEADING INTO THE SECOND QUARTER OF 2003, JEFF BEZOS, FOUNDER AND CEO OF
Aniazon.com, could look back over the last couple sets of quarterly numbers forAmazon.com and be proud Under pressure from the financial markets to abandon the company's oft-stated goal of sacrificing short-term profits for building long-term growth, market share, and increased shareholder value. Bezos proved that his online retail business model could produce operating profits. Now that Bezos had that issue taken care of, there were a number of new ones that needed to be addressed. Outside the overall economic malaise of the U.S. and world economies, the Internet Tax Moratorium law was up for renewal in November, with no assurance of its being extended, and online stalwarts eBay and Yahoo! were expanding into Amazoacorn's markets. Bezos was faced with the task of developing an effective differentiating enterprisewide strategy if Amazon.com was to survive and prosper against aggressive competition over the intermediate and long-term futures.
Amazon.com is considered to be the premier online retailer in the world. Although it originally started out selling only books, it has expanded into numerous other product lines, as shown in Exhibit 1. Some of these product lines include CDs, DVDs, and videos. However, in order to offer as large a product line as possible, Amazon.com has entered into contracts with numerous retail partners, such as The Gap and Eddie Bauer, to sell their goods through Amazon.com's web site. Some of these partnership agreements involve Amazoacom running another company's own web site. This type of partnership, known as "powered by Amazon." allows companies to use Amazon.com technology and patented web site capabilities, such as 1-Click Ordering. Two well-known retailers who have participated in this type of arrangement are Target and Toys 'R' Us.
With the number of households having broadband access expected to increase to 29 million by the end of 2003 and the number of Internet users worldwide estimated at 500 millioa
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 it was becoming easier and easier for a person to shop from the comfort of home.' As defined by the Federal Communications Commission (FCC), broadband is a new generation of highspeed transmission services that allows users to access the Internet and Internet-related services at significantly higher speeds than by using traditional modems. It has the potential technical capability to meet customers' broad communication, entertainment, information, and commercial needs and desires. And with online retailers commanding a small percentage of retail sales, there is plenty of market to go after.
In an earnings statement announcement released January 23. 2003. Amazon.com showed some outstanding financial numbers. For the fourth quarter, which was the busiest time of year for retailers due to the holiday season, Amazon.com reported record sales of $1.43 billion, an increase of 28% over 2001 fourth quarter sales of $1.12 billion. For the fiscal year ending December 31, 2002, Amazon.com showed an increase of 26% in yearly sales, reporting $3.94 billion in sales for 2002, compared to $3.12 billion for 2001. In addition, for the year ending December 31, 2002, Amazon.com managed its first operating profit of $64.1 million, as compared to a $412.2 million operating loss in 2001. And overall, Amazon.com cut its losses from $567 million to $149 million, an improvement of $418 million." Even though Amazon.com continued to meet its internal goals of focusing on increased market share, expanded product offerings, and overall sales growth, the company was still facing pressure from the stock market to produce consistent operating profits and to prove that its business model worked financially over the long term. This pressure, combined with a decreasing customer confidence level and an increased unemploy ment rate, had made the retail future look uncertain. The main question for Bezos was how to turn Amazon.com into a consistent moneymaker in the immediate, intermediate, and long-term time frames, while continuing to pursue its corporate objective of expansion at reasonable costs.
After graduating from Princeton with a bachelor's degree in electrical engineering and computer science in 1986. Jeff Bezos went to work for a company called Fitel. a startup financial communications firm. From there, Bezos went to Banker's Trust and finally to D. E. Shaw.
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While he was in these jobs, Bezos gained invaluable experience in computer programming, finance, and international markets. During his time at D. E. Shaw, Bezos was assigned the job of exploring possible Internet business opportunities. He looked for the best products to sell through the web and put together a list of products that could easily be sold online, including books, computer software, office supplies, apparel, and music.1 After examining how the retail book business was set up and the fact that there was not a single company that had a stranglehold on the industry, Bezos felt that setting up an online bookstore was the best way to go. He made this recommendation to his company, but his recommendation was rejected. However, the idea of opening an online bookstore became something that Bezos could not let go of. and in 1994 he left D. E. Shaw to chase his dream of commerce on the Internet
In starting his company. Bezos was faced with a number of questions. Although he had the financial and computer background to run his company, Bezos needed to think about where he was going to establish his company. In doing this analysis, Bezos came up with three criteria for the location of his business. The location had to be an area with people who had the necessary programming talent to develop the software, closeness to a major book wholesaler, and a state with little or no sales tax. After narrowing his options down to four areas that fit his criteria. Bezos decided on Seattle. Washington, as being the best place to start his company.
By the time Bezos got settled in Seattle and went about the process of starting his company, there were a number of online booksellers already in business. Because most people were not familiar with the World Wide Web and were just focusing on using e-mail, their business process model was to take book orders via e-mail, fill them, and ship them—a rather labor-intensive process. To help overcome their first-mover advantage and differentiate his company from the competition. Bezos decided to make his company mission to use the Internet to transform book buying into the fastest easiest and most enjoyable shopping experience possible.4 The competition method was not very cost-effective and was in fact very labor intensive and did not fully maximize the capabilities of the Internet The second selling method was to develop an online store so that people who had access to the Internet and a web browser, such as Netscape Navigator or Microsoft Explorer, could go and purchase books. To help defray some of the costs for setting up this web store, open-source programming code (which was free) was used.
In 1995, the Internet was becoming easier to use. and Amazon.corn's method of sales through its web site started to take off. It was the perfect time to become an online retailer. When Sun Microsystems released Java, a programming language that made it possible to run interactive web pages, web sites became easier for customers to use. This, combined with the increasing number of personal computers, formed a market that was there for the taking. By being one of the first companies to go online and embrace the idea of taking orders through a web site, Amazon.com enjoyed a tremendous first-mover advantage, which it continues to enjoy today. Amazon.com has gone through a number of different changes in its short history, including dividing the company into four different operating segments, as shown in Exhibit 2.
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One theme always remained consistent: to get big last, at all costs. This philosophy, which was stated in Amazoacom's 1997 Letter to Its Shareholders, was developed because it was seen as the best way to spread out costs. Due to its low overhead the more sales that Amazon.com had the bigger the increase in profit margin on the items it sold Amazon.com. like all other retailers, had inventory and administrative costs. But by collecting payments immediately for its sales and floating vendor payments 30 to 40 days, Amazon.com was able to generate a large amount of working capital. Amazon.com also enjoyed an additional competitive advantage over traditional brick-and-mortar retailers in that it did not have to operate physical stores in order to sell its goods and services. Although there were some similarities with brick-and-mortar retailers, there were some unique factors with the online environment, as shown in Exhibit 3.
Products
Amazon.com sold a wide variety of products online for both itself and its retail partners. Amazon.com broke down its product line into four areas. The first area was called the Books. Music, and Video/DVD Segment, or BMVD. The second area was called the Electronics. Tools, and Kitchen Segment, or ETK. Apparel and toys made up the remaining two areas.
Books, Music, Video/DVD Segment
The BMVD segment offered books, music, and videos/DVDs for sale. Amazon.com offered these items for sale directly and did not use any of its affiliated partners.
Books
Selling books is what made Amazon.com famous. Amazon.com had more than 5 million titles in stock and available for purchase everyday. Some of the more popular categories included Arts & Photography, Biographies & Memoirs, Business & Investing. Children's Books, Cooking. History. Home & Garden, Horror, Literature & Fiction, Mystery & Thrillers, Nonfiction, Romance, Science Fiction & Fantasy, Sports, and Travel. Books could be purchased in hardcover, paperback, audio, and downloadable formats. Amazon.com offered significant discounts on most categories of books, including those on the New York Times bestseller list. To help customers in their selection process, Amazon.com posted book cover art. sample chapters, editorial staff reviews, and professional reviews of the book. In addition to professional reviews, Amazon.com allowed its customers to review books and had them posted online, alongside the professional reviews.
Music
In addition to its wide selection of books, Amazon.com offered a wide selection of music titles. The music could be purchased in a variety of formats, including tapes, compact discs, and downloadable formats, such as MP3s. Some of the more popular categories included Alternative Rock, Blues, Box Sets, Children's Music. Classic Rock. Classical. Country and Western, Hard Rock & Metal. Jazz. Latin. New Age. Opera & Vocal, Pop, Motown. R&B. Rap & Hip-Hop, and Soundtracks. To help customers in their selection process. Amazon.com posted short music clips for customers to listen to. For the more popular music categories. Amazon.com posted its own editorial reviews, as well as customer reviews.
Videos/DVDs
Amazon.com offered a large selection of video and DVD titles for sale. Some of the more popular categories included Action & Adventure. Boxed Sets of Television Series. Classics, Comedy, Cult Movies. Disney Home Video, Documentary. Drama, Horror. Kids & Family.
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Musicals, Mystery & Suspense, Science Fiction & Fantasy, Sports, and Westerns. To help customers in their selection process, Amazon.com posted movie summaries as well as movie credits, such as actor and director information. To further help customers, Amazon.com posted its own editorial reviews, as well as customer reviews.
Electronics, Tools, and Kitchen Segment
The ETK segment offered electronic goods, tools, and kitchen supplies. Both Amazon.com and some of its retail partners offered these items for sale.
Electronics
Through its web site, Amazon.com sold a wide variety of electronic goods, including offerings from some of its affiliated partners, such as Target. Some of the categories included Audio & Video Products, Cameras, Camcorders, Cell Phones, Computers, Computer & Video Games, and Software. Amazon.com sold all the major national brands, including Sony, Panasonic, and Canon. Because of the number of accessories needed with some of the electronic goods, such as home theatre systems, Amazon.com posted a list of accessories on the same web page as the main item. To further help customers, Amazoacom made available both professional and staff reviews of products. As it did for books and music, Amazoacom posted product reviews by other customers.
Tools
In order to attract self-proclaimed do-it-yourselfers, Amazon.com offered a wide variety of tools, most of which were carried by its affiliate partners, such as Home Depot. Some of the hardware and tools available for sale included cordless screwdrivers and drills, electric saws and drills, circular saws, and sanders. Some of the brands carried included Black & Decker, Dewalt, and Stanley. Amazoacom posted product information as well as product reviews by its staff and other customers.
Kitchen
To complement its selection of cookbooks, Amazon.com offered a wide selection of kitchen products on its web site, from both itself and its partners, such as Target Some of the products included small kitchen appliances, cookware, fine china, and flatware. Some of the brands available included Corningware, Calphalon, and Kitchenaid. To help customers make decisions on what products to buy, Amazon.com made available both professional and staff reviews of products. As it did for its other product lines, Amazon.com allowed customers to review and post their reviews online.
Apparel
Because most people were interested in name-brand clothing, Amazoacom did not sell any of its own line of apparel but focused on offering clothing and accessories through its numerous partners. Amazoacom had partnered with some of the country's leading clothing retailers, including The Gap, Target, Eddie Bauer, and Nordstrom.
For women, some of the categories that were available for sale included Lingerie, Sleepw ear & Hosiery, Maternity, Outerwear, Pants & Shorts, Shirts & Tops, Skills & Dresses, Suits & Separates, Sweaters & Sweatshirts, Swim & Athletic Wear, Shoes, and Accessories. All sizes, including petite and plus sizes, were available. Nationally known product lines sold by The Gap, Target, and Mimi Maternity were available, as were the retailers' own private-label brands. For mea some of the categories available for sale included Outerwear, Pants &
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Shorts, Shirts. Suits & Sport Coats, Sweaters & Sweatshirts, Swim & Athletic Wear, Underwear, Socks & Sleepwear, Accessories, and Shoes. All sizes, including big and tall, were available. Nationally known product lines sold by companies such as Foot Locker and Eddie Bauer were available, as were the retailers' own private-label brands. For children, a full line of products was made available, the categories including Pants & Shorts, Shirts & Tops, Shoes & Sneakers. Outerwear, Sweaters & Sweatshirts, and Skills & Dresses. All children's sizes, including infants' and toddlers', were available. Nationally known product lines sold by companies such as OshKosh B'Gosh and Babies 'R' Us, were available, as were the retailers' own private-label brands.
Toys
In order to have as complete a selection of toys as possible, Amazon.com teamed up with the world's biggest toy store. Toys "R" Us, to offer a wide variety of toys. Some of the categories available included Action Figures, Bikes, Scooters, Dolls. Games. Learning Toys, Preschool Toys, Sports & Outdoor Play, and Video Games. Old favorites such as Lego, Barbie, and G.I. Joe were available, as were more modem games such as Sony PlayStation 2, Nintendo, and Xbox. To help customers in their selection of toys, Amazoacom made available on its web site complete product information and descriptions. In addition. Amazon.com posted both professional and staff reviews of products. As it did for its other product categories. Amazon.com allowed customers to review and post their own product reviews.
Web Operations
Due to its vast selection, Amazon.com was considered to be an online mall. Because of the cost associated with cany ing such a large inventory. Amazon.com made use of partnership and affiliation agreements to supplement its own product lines of books, music, videos and DVDs, electronics, tools, and kitchen products. Because it operated online, Amazon.com accepted all major credit cards for payments. Because it did not operate retail stores, Amazon.com had very little overhead and was able to pass these savings along to customers in the form of low prices.
To help customers determine what to buy, Amazon.com posted product reviews from both its staff and outside experts. In addition to these product reviews. Amazoacom allowed its customers to post their own reviews for viewing by other customers. Because all its products were shipped, Amazoacom offered a number of shipping options, including free shipping on many orders over $25. Amazon.com also posted links to shipping companies so its customers could easily track their orders. Product returns needed to be shipped back to Amazon.com by the customer. To help with this. Amazoacom posted shipping instructions and labels on its web site. For those items purchased from its affiliates, in-store product returns were possible.
Services
In order to be the most complete retailer possible, Amazon.com realized that it needed to expand beyond offering its own products for sale. The best way to accomplish this was to use the Amazoacom selling platform as a basis to offer additional goods and services for sale. By turning its focus away from just selling hooks, music, and movies, some wondered whether Amazon.com would be distracted. However, this was something that the company had always envisioned it would do. In the words of Bezos:
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We want to build a place where people can come to find and discover anything they might want to buy online. You realize very tjuickly that you can't sell everything people want directly. So instead you need to do that in partnership with thousands and indeed millions of third party sellers in different ways. To try to do that alone., in strictly a traditional retailing model, isn't practical.5
Aside from having partnership agreements with other retailers and investing in other online retailers, Amazoacom offered auction services and a store-hosting program for small and medium-sized businesses, called zShops.
Partnerships
In the beginning of 1999, Amazon.com wanted to expand the number of product offerings available on its web site to its customers. Amazoacom decided to go about this in two different ways. The first way was to invest in other online companies that could benefit from the high traffic generated from Amazon, corn's web site. To help pay for these investments, Amazon.com used its high stock prices to purchase ownership stakes in other online retailers. Some of the companies that Amazon.com invested in included Pets.com, Homegrocer.com, and Drugstore.com.6 However, due to the collapse of the stock market, in particular Internet stocks, and years of cumulative losses, most of these companies, in particular Pets.com and Homegrocer.com, ended up going bankrupt and out of business, leading Amazon.com to write off most of these investments, causing a loss of close to $135 million in 2000. In addition to partnering with other online retailers, Amazon.com, due to its patented technology and strategically placed distribution centers, looked at partnering with brick-and-mortar retailers thai did not have the e-commerce expertise thatAmazon.com had. In 2001, Amazon.com signed deals with brick-and-mortar retailers such as Target, Circuit City, and Borders. These deals called for Amazon.com to run all or part of the other companies' e-commerce operations, selling their products on its own web site.7
Amazon.com got into the store hosting business with its offering called zShops. This was similar to the services offered by Internet portal companies such as Yahoo! and MSN. This service gave small and midsized companies a web site to sell their products. In order to attract people to use this service, Amazoacom offered a guarantee, called A-to-Z Guarantee, which insured the buyer in the event of nondelivery or the supply of a defective product. Both Amazon.com and the merchants benefited from this arrangement. Merchants were given an inexpensive way to sell their products to an already established, loyal customer base. Amazon.com benefited from getting a sales presence in products that it did not carry, which helped to reinforce Amazon.com's motto of offering the earth's largest selection.
Amazon.com made money from sellers in its zShops program in a number of ways. Ever) seller was required to pay a monthly fee of $39.99 for the right to list as many as 40,000 items. If the number of listed items exceeded 40.000, the seller was charged an additional listing fee of $0.10 per additional item." In addition to the monthly listing fee, if they were willing to pay a merchandising fee, merchants were able to have their listing placed in conjunction with otherAmazoacom offerings. Finally, when a sale was completed, a closing fee was charged. It was based on the selling price of the item. If the product sold for between $0.01 and $25.00, Amazon.com collected a 5% closing fee. If the product sold between $25.01 and $1,000.00, Amazoacom collected $1.25 plus a 2.5% commission of any amount above $25. If the product sold for more than $1,000.01, Amazon.com collected $25.63 plus a 1.25% commission on any amount above $1,000. In order to help facilitate the payment for goods pur-
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chased in the zShops program (as well as its auction services), Amazon.com set up a program called Amazon Payments, which is explained in the "Customer Service" section of this case study.
Offering this type of service provided many advantages for Amazon.com. It allowed Amazon.com to increase the number of items available on its web site, without the costs of carrying the inventory. By charging monthly management fees and commissions on completed purchases, Amazon.com developed a steady revenue stream without incurring much expense. By offering buyer insurance. Amazon.com was able to protect its loyal customers from fraudulent sellers. Although there were some major advantages of offering this service. there were some potential disadvantages that could materialize in the future. These included the possibility of zShops' merchants offering lower-quality goods, which could dilute Amazon.com's image. It was possible that the zShops could offer goods that competed with the items that Amazon.com sold for itself. There was always the potential of fraudulent sellers. Even though there was buyers' insurance, any fraudulent activity could cause bad public relations for Amazon.com. Finally, there was the possibility that this type of program could distract Amazon.com from its core competencies used in selling its own products.
[$
In response to the continued profitability and financial success of online auction companies, in particular eBay, Amazon.com announced its own online auction service, Amazon.com Auctions, on March 30. 1999. When online auctions continued to improve in popularity, it seemed to be a natural avenue of expansion for Amazoacom. In order to differentiate itself from established companies and to emphasize that the customer was the important part of retailing, Amazon.com offered a money-back guarantee on goods purchased under $350.
Amazon.com made money from sellers in its online auction program in a number of ways. Ever} seller was required to pay a listing fee. This fee was $0.10 per listing. Frequent sellers were eligible for the Pro Merchant Subscription monthly fee of $39.99, which gave them the right to list as many as 40.000 items. If the number of listed items exceeded 40,000, the sellers were charged an additional listing fee of $0.10 per additional item.' In addition to the listing fee, sellers, if they wanted to draw attention to their listing, were allowed to pay a merchandising fee, which ranged anywhere from $0.05 per item per day to $2.00 per listing. This fee enabled the seller to either promote his or her listing higher in its category or to have it stand out in boldface whenever someone did a search for it. And as in zShops, when a sale was completed, a closing fee was charged, based on the selling price of the item. If the product sold for between $0.01 and $25.00, Amazon.com collected a 5% closing fee. If the product sold between $25.01 and $1.000.00, Amazon.com collected $1.25 plus a 2.5% commission on any amount above $25. If the product sold for $1,000.01 or more, Amazon.com collected $25.63 plus a 1.25% commission on any amount above $1,000.
ervices
As a way to help with the interaction with its zShops participants. Amazoacom offered web services, allowing merchants to use some of Amazon.com's patented technology on their own web sites. For bigger merchants, it was a way to help interact with Amazon.com regarding product descriptions and inventory availability.
Amazoacom had developed an online shopping platform that was the envy of the retail world. This platform allowed customers to store billing information and shipping addresses so that each time the customer shopped, it became a one-click process. Amazon.com used this platform to first dominate the online bookselling business and then the online music and
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movie product industry. When Amazon.com tried to use this platform to sell other goods for itself, such as clothing and toys, it was not as successful. Realizing that trying to sell everything to everj one by using their own fulfillment and shipping centers was a no-win situation, Amazon.com decided to license out its technology to other retailers. Amazon.com wanted to partner with national retailers that had sufficient domestic coverage so as to attain its stated motto of offering the earth's largest selection. Companies such as Target, Toys 'R' Us, Office Depot, and Circuit City decided to partner with Amazon.com. These retailers used Amazon.corn's technology on their own web sites as well as offering their wares through Amazoacom's web site. This type of arrangement has worked out for all the parties involved and was something that Amazon.com would continue to do. as evidenced by its announcement of a partnership agreement with the NBA and WNBA.
Customers
Amazon.com catered to people of all ages and descriptions. Amazon.com sold a wide range of products and services that offered something for everyone. Although Amazon.com did not track the demographics of its customers, it had noticed signs that online shopping was starting to become more mainstream. This was evidenced by its best-seller lists reflecting more mainstream tastes, as opposed to its earlier days, when the best-seller titles reflected a more technological focus.10
Seniors
Born before or during World War II, seniors accounted for more than 12% of the U.S. population hi 2002. By 2015, this age group is expected to comprise nearly 15% of the U.S. population. To entice them to buy. Amazon.com offered low prices and excellent customer service.
Baby Boomers
The baby boom generation, comprising individuals born between 1946 and 1964. constituted some 77 million Americans. In 2002, the baby boomers were in their 40s and 5()s. Product lines that appealed to this category included books, home and garden products, kitchenware, and apparel.
•
Generation X
Generation X comprised approximately 45 million people born between 1965 and 1976. These individuals had reached adulthood in the mid-1980s, and in 2002 were in their 20s and 30s. Product lines that appealed to this category included books, kitchenware. and apparel.
Generation Y
Generation Y included individuals born between 1977 and 1994, representing about 25% of the population in 2002. Product categories that interested this group were apparel, music, books, and toys, in particular electronic games such as Xbox and PlayStation 2 games.
Customer Service
One of the reasons Amazon.com became successful was the tremendous emphasis that the company placed on customer service. From its founding. Amazon.com sought to become the earth's most customer-centric company, where customers could find and discover anything
CASE TEN Amazoacom: An E-Commerce Retailer
the) might have wanted to buy online. Because of the empowerment of the customer, maintaining a high level of customer service was necessary. Being an Internet-only retailer made the job a lot easier. Some of the ways that Amazon.com accomplished great customer service were as follows:
1. It informed the customers, when they purchased, of the predicted and actual shipping times. On larger orders, customers were asked if they would like to wait for the entire
order or have it sent piecemeal as the items were ready.
2. It allowed the customers to review products. This helped to build a sense of loyalty among its users.
3.	It sent e-mails offering suggestions on other products that they may be interested in pur
chasing, based on past purchases.
4.	By offering numerous ways to search for products (by title, subject, or author), the com
pany made its web site very easy to use.
5.	By developing and patenting cutting-edge technology such as its 1-Click Ordering
process, the online shopping experience became an easy one.
By having this high level of customer service, combined with an easy-to-use web site, Amazon.com was able to differentiate itself from its competition.
Product Recommendations
As a way to promote sales, while at the same time letting customers know when a certain product was available, Amazoacom sent e-mails out to customers, stating possible recommendations. Amazon.com offered this as a way of making sure that a customer didn't miss the perfect item. Amazon.com determined a customer's interests by examining the items he or she had purchased, items the customer had told Amazom.com he or she owned, and items the customer rated; then it compared the customer's activity on the Amazon.com web site with that of other customers. Using this comparison, Amazoacom was able to recommend other items that may interest the customer. These recommended items would appear in several areas throughout the web site. If the customer needed more information about one area in particular, he or she could click the appropriate link. These recommendations would change when the customer purchased or rated a new item. Changes in the interests of other customers might also affect these recommendations. Because the recommendations would fluctuate, Amazon.com suggested that a customer add items of interest to his or her Wish List or Shopping Cart.
Share the Love
Amazoacom established the Share the Love program to get customers to recommend products to their friends. Each time a customer placed an order for books, music, DVDs, or videos with Amazon.com, the customer was given the opportunity to e-mail friends and give them an additional 10% off the items bought (The customer selected which items and which friends.) If any of those people purchased one of these items within a week, that customer received a credit to use the next time he or she shopped at Amazon.com. This credit was equal to the dollar amount of the friend's 10% discount For example, if the customer bought a CD for $ 15 and decided to Share the Love with a friend on that purchase, that friend would be able to buy the same CD for $13.50. If that friend did purchase the item, the customer would receive a credit for $1.50 (the difference) to use any time in the next 30 days. The customer was eligible to receive one credit per item shared. This was an excellent wav for
Amazon.com to build loyalty among its users while offering customers the opportunity to achieve greater discounts.
A-to-Z Guarantee
When a customer bought an item from Amazon Marketplace, Auctions, and zShops sellers, Amazon.com wanted the buyer to feel safe. To address this concern, Amazon.com developed a program called A-to-Z Guarantee. This guarantee concerned the condition of the item purchased and its timely delivery. The buyer was covered as long as he or she provided payment to the seller and either the seller failed to deliver the item or the item was materially different from what was depicted in the seller's description. Buyers who purchased items using Amazon Payments were eligible to receive up to $2,500 of the purchase price, including shipping charges. If the buyer did not pay using Amazon Payments, he or she was eligible to receive up to $250 of the purchase price. Amazon.com provided this coverage at no cost to its buyers, as a demonstration of how committed it was to creating a safe buying experience.
Safe Shopping Guarantee
To address concerns raised about the theft of credit card numbers, Amazon.com started a program called Amazon.com Safe Shopping Guarantee. This guarantee offered protection to the customers while they shopped at Amazon.com so that they never had to won-) about credit card safety. In addition to the use of encryption technology called Secure Sockets Layer to process customer transactions, this guarantee covered any liability on unauthorized use of a customer's credit card, up to $50, which was the legal amount a person was liable for under the Fair Credit Billing Act for fraudulent credit card transactions.
Amazon Payment Option
In order to help its loyal customers make payments when the} were dealing with a zShops merchant or a seller in the Auctions section. Amazon.com developed a plan called Amazon Payments. Amazon Payments allowed an Amazon.com customer with an account to use the same credit card on file with Amazon.com to pay for other purchases. There were no additional fees involved. And by using this program, the buyer was eligible for both the A-to-z Guarantee and the Safe Shopping Guarantee. All sellers on Auctions or zShops accepted Amazon Payments.
Because it only sold its products online, Amazon.com needed to put its customers at ease when they shopped. Amazon.com had worked to develop numerous programs to accomplish this. Evidence of how successful Amazon.com has been with these customer service initiatives can be seen in the recent score it received from the American Customer Satisfaction Index (ACSI), a customer satisfaction survey. This survey is conducted annually by the National Quality Research Center at the University of Michigan Business School in partnership with the American Society of Quality and the CFI Group, an Ann Arbor. Michigan-based management-consulting group. It measures customer satisfaction when dealing with companies within certain business sectors, such as banking, retail, and e-commerce companies. In the survey conducted for the fourth quarter of 2002, Amazon.com achieved a score of 88, which was the highest ever recorded in the history of the survey." Rather than rest on its laurels, however. Arnazon.com was committed to do even better on the next year's survey.
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es and Distribution
Because selling over the Internet was its only means of contact with customers, Amazon.com needed to ensure that its web site was one that its customers could easily navigate and would feel secure with. In addition to these concerns, Amazon.com had to make sure that the process of ordering an item was not difficult. Part of the way Amazon.com did this was by developing the 1-Click Ordering method, which it patented. The 1-Click Ordering method allowed its customers to store their billing and shipping information on the company's web site. Customers could choose how to pay for their purchases, such as by using credit cards, and choose among multiple shipping addresses, such as home and work. Amazoacom liked customers using this feature because with data mining software, it was able to develop profiles of a customer's buying habits that would help it to develop future product recommendations and marketing programs.
In order to make it as easy as possible for customers, online retailers such as Amazon.com offered a variety of shipping options with the major shipping companies, such as the U.S. Postal Service, UPS, and FedEx. The charges for shipping varied, depending on the level and speed of service chosen. To entice increased order amounts and to address concerns about shipping costs, most online companies, such as Amazon.com and Barnes & Noble.com, offered free shipping when customers ordered over a minimum level and chose normal shipping methods, which could take up to seven days. To help a customer track his or her purchases and determine when an order would be delivered, Amazoacom included on its web site links with their shipping companies, allowing customers to easily monitor the progress of their purchases. To address concerns with product returns, Amazon.com made available on its web site all the necessary shipping information, including mailing labels, for the customer to download and use.
hnology
Because Amazoacom was strictly an online retailer, technology played a significant role in the company's success. Amazon.com implemented numerous web site management search, customer interactioa recommendation, transaction-processing and fulfillment services, and other systems, using a combination of proprietary technologies and commercial!) available, licensed technologies. Amazon.com's strategy in 2003 was to focus its development efforts on creating and enhancing the specialized, proprietary software that was unique to its business and to license or acquire commercially developed technology for other applications where available and appropriate. Amazon.com used a set of applications for accepting and validating customer orders, placing and tracking orders with suppliers, managing and assigning inventory to customer orders, and ensuring proper shipment of products to customers. Its transaction-processing systems handled millions of items, a number of different status inquiries, gift-wrapping requests, and multiple shipment methods. These systems allowed the customer to choose whether to receive single or several shipments based on availability and to track the progress of each order. These applications also managed the process of accepting, authorizing, and charging customer credit cards.
its and Trademarks
Amazon.com regarded its trademarks, service marks, copyrights, patents, domain names, trade dress, trade secrets, proprietary technologies, and similar intellectual property as critical to its success, and it relied on trademark, copyright, and patent law; trade-secret protection; and confidentiality and/or license agreements with its employees, customers, partners.
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and others to protect its proprietary rights.12 Amazoacom had registered a number of domain names and been issued a number of trademarks, service marks, patents, and copyrights by U.S. and foreign governmental authorities. Amazon.com had also applied for the registration of other trademarks, service marks, and domain names and copjrighls in the United States and internationally, and it had filed U.S. and international patent applications covering certain parts of its proprietary technology. Amazon.com had licensed in the past, and expected to License in the future, certain aspects of its proprietary rights, such as trademarks, patents, technologies, or copyrighted materials, to third parties. An example of Amazon.corn's patented technology that provided a considerable competitive advantage was its 1-Click Ordering method. Amazom.com recognized that one of the biggest drawbacks to online shopping was that the speed of the purchase was slowed if each time a purchase was made, all billing and shipping information had to be entered again. To overcome this, Amazoacom developed a system in which relevant billing and shipping information about the customer was stored for future uses. Amazoacom sued and won a case against Barnes & Noble.com for violating this patent.
Encryption Technology
One of the biggest concerns online shoppers had was that their billing and credit card information were not secure and could be hacked into during the course of a transaction. To help allay this fear, Amazon.com used Secure Sockets Layer (SSL) software, an encryption technology program. This software was the industry standard and considered to be among the best software available at the time for secure online commerce transactions. It encrypted all of a customer's personal information, including credit card number, name, and address, so that it could not be read as it traveled over the Internet.
Wireless Selling Platform
Due to the widespread use of cell phones and PDAs, Amazon.com developed a stripped-down version of its main web site for customers to download and store on their cellular phones and PDAs. With the growing popularity of these devices, Amazone.com needed to address the potential for people to go online through wireless technologies.
Advertising
In order to increase brand recognition, Amazoacom, like most online retailers in 1999 and 2000, spent tremendous amounts of money on advertising. Amazoacom was willing to sacrifice short-term profits for the chance of acquiring greater market share. Because online retailing was a new way of doing business, Amazon.com felt that the best way to differentiate itself from the competition was to spend a tremendous amount of money on advertising its goods and services across all advertising media. However, due to the increasing pressure of producing an operating profit while still offering low prices and free shipping, Amazon was forced to consider cutting operating expenses, in particular advertising. By investing in more online ad activities, such as product recommendations and search engines, Amazon.com had successfully been able to cut back significantly on its marketing budget over the previous two years, as shown in Exhibit 4.
Television and Radio
During the 2002 holiday season, Amazoacom spent approximately $5 million on television ads making fun of the hassles of mall shopping. After reev aluating the effectiveness of its ads, Amazon.com decided to suspend all forms of television and radio advertising.
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Marketing Expenses
2002	2001	2000
$125,383	$179,980	$175,838	$67,427
$138,283
Source: Amazon.com, Form 1IJ-K (2003).
According to Amazon.corn's Diego Piacentini, the company realized "that spending money on improving customer experience by dropping prices is definitely more effective than spending the same amount of money to do advertising on TV."'1
A great cost-effective way to get information out about product offerings is by using circulars, direct mail, and newspaper advertisements, particularly in Sunday newspapers. While it suspended its television advertising campaign, Amazoacom continued to use such inserts to help promote current offerings and coupons touting discounts on future purchases.
Amazon.com had successfully used the Internet to advertise itself, to both new and old customers. Through the use of data mining software programs and direct e-mail advertisements, Amazon.com was able to notify customers of products that they might be interested in purchasing. The company developed these recommendations based on the customers' prior purchases and comparisons with similar customers with the same purchasing habits. With programs such as Amazoacom Alerts, users could sign up to be notified when the latest releases of authors and artists they were interested in were made available for sale. Through deals with Internet service providers such as AOL and search engine companies such as Google, Amazon.com was able to effectively and directly market its goods and services over the Internet By signing up more than 900,000 web sites into its Amazoacom Associates program, Amazon.com was able to advertise on a number of individual web sites at a minimal cost.
Because of the cost of running television and radio ad campaigns and concerns over the effectiveness of this type of advertising, Amazon.com focused its attention on advertising through the Internet Through the use of data mining software programs and prior buying patterns, Amazon.com had developed extensive profiles of its customers. It used the profiles to develop a successful direct e-mail marketing program, alerting customers to items that they might be interested in. In addition. Amazon.com worked with search engine companies such as Google to make sure that its ads were prominently placed on web pages when people got the results of searches. Through its online partners, Amazon.com continually promoted its own web site and products. Because of the low cost of this type of advertising, Amazon.com used money that had previously been spent on ad campaigns to offer free shipping to its customers on many orders of $25 or more. The "buzz" from offering free shipping was better than the "buzz" from any ad campaign.
Region
Because of its online selling model, Amazon.corn was available throughout the entire domestic U.S. market through its web site. Outside the United States, Amazon.com operated web sites in five international markets—Canada, France. Germany. Jaoaa and the United
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 Kingdom, as shown in Exhibit 5. In 2002, Amazon.com was not present in any other additional international market
The corporate headquarters for Amazon.com was located in Seattle, Washington. Because Amazon.com conducted all its business over the Internet and did not have the need for any retail outlets, all its orders were processed through fulfillment centers. These fulfillment centers were strategically located throughout the country, to facilitate the delivery of merchandise both to Amazon.com from its distributors and to Amazon.com's customers in a timely fashion. These fulfillment sites were located in states that had low or no sales tax, to limit any potential sales tax expense for Amazon.com's customers. These U.S. centers were located in New Castle, Delaware; Coffey ville, Kansas; and Campbellsville and Lexington, Kentucky. Amazon.com continually evaluated all its real estate holdings to ensure that it had the necessary" geographic coverage. In order to provide a high level of customer service, Amazon.com operated four separate customer service centers, located in the following places: Tacoma, Washington; Grand Forks, North Dakota; and Huntington, West Virginia. In addition to these centers, Amazon.com had customer service outsourcing agreements with certain vendors in India, Northern Ireland, and the United States.
As shown in Exhibit 5, the international markets in which Amazoacom conducted operations included Canada, Japan, France, Germany, and the United Kingdom. Due to the complexities of operating in foreign markets, such as local laws and customs, Amazoacom had set up a separate web site in each country. These international sites shared the common Amazoacom platform but were localized in terms of language, products, customer service, and fulfillment.
Because Amazon.com was an online retailer and did not have the need for any retail outlets, all its orders were taken over the Internet and then processed through fulfillment centers. These fulfillment centers were strategically located throughout its international markets, to facilitate the delivery of merchandise both to Amazon.com from its distributors and to Amazon.com's customers in as timely a fashion as possible. In Japan, Amazon.com outsourced its order fulfillment functions to Nippon Express, and in Canada it outsourced its order fulfillment operations to Assured Logistics. In its other international markets, Amazon.com operated local distribution centers. For these international fulfillment centers, Amazon.com leased and operated the sites in Marston Gate, United Kingdom; Orleans, France; and Bad Hersfeld, Germany.
In order to provide a high level of customer service to its international customers, Amazon.com operated customer service centers in Slough, United Kingdom; Regensburg,
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Germany; and Sapporo, Japan. In addition to these centers, Amazon.com had customer service outsourcing agreements with certain vendors in India. Northern Ireland, and the United States.
Amazon.com's first goal was not to produce a profit but to gain market share. Management was willing to sacrifice profits for the potential for growth. As can been seen in its shareholders' deficit on the balance sheet hi Exhibit 6, Amazon.com did exactly that It was not until the dot-corn bubble burst that Amazon.com began to focus on controlling expenses and producing an operating profit according to generally accepted accounting principles. See Amazon.com's 2002 Annual Report (at mvw.amazon.com) for complete financial statements.
;>me
Starting in 2001, Amazon.com began to focus on increasing sales and reducing expenses so that it would be able to produce an operating profit. As is shown in Exhibit 7, Amazon.com was able to increase its gross profit margin in 2001 and 2002, finally showing an operating profit in 2002. Amazon.com cut advertising expenses tremendously by no longer advertising on television. The costs associated with offering free shipping were evaluated and limited to purchases over $99. However, due to pressure from other online booksellers such as Buy.com offering free shipping, Amazon.com was forced to follow suit and lowered the minimum amount of purchases needed for free shipping to most orders over $25. Despite these pressures, Amazon.com was able to generate sufficient cash to service its debt and capital obligations.
•
One of the most important issues facing online retailers in the early 2000s was the issue of sales tax In early 2003, there was a moratorium on the taxation of e-commerce transactions. But due to the tremendous pressure that state budgets were experiencing at the time, governments were looking for new, recurring revenue streams. The problems with the taxation of
Exhibit *! Balance Sheet: Amazon.com (Dollar amounts in millions)
Year ending December 31       2002
 2001
 2000
 2002
 2<X)1
 

Cash and Cash equivalents Marketable securities Inventories Prepaid exp. + other current assets Total current assets Fixed assets., net Goodwill, net Other intangibles, net Other assets
$ 738 563202 113
$  540 456144 68
$  822 278 175 86
Accounts payable Accrued expenses Unearned revenue Interest payable Short term debt Total current liabilities Long term debt Shareholders' deficit Total liabilities and
$ 618 31548 72 13
$ 445 30588 68 15
$ 485 273 131 69
17


1,616 239 71361
1,208 272 4534 78
1361 366 159% 153


















1,066 2,277 (1,353)
921 2,156 (1,440)
975 2,127 (967) $2,135










$1,990
$1,637


stockholders' tk-tkit
51,637    $2,135
Sales
$3,932.9
$3,122.4
$2.762.0
Cost of goods sold
2.858.0
2,375.0
2,105.2
Gross profit
1 ,074.9
747.4
656.8
Gross profit margin (%)
27.3%
23.9%
23.8%
SG&A expense1
881.4
848.2
997.6
Depreciation & amortization
87.8
1299
322.8
Operating income
105.7
(230.7)

Operating margin (%)
2.7%
—
—
Non-operating income
(71.2)
(5.2)
(273.9)
Non-operating expense
142.9
1392
1309
Income before taxes
(150)
(556.7)
(1,411.4)
Income taxes
0.0
0.0
0.0
Net loss
(150)
(556. 7j
n.4i i4J
Diluted earnings per share
(0.40)
(1.53)
(4m>
Note:



I. SG&A expenses—Selling, general, and administrative expenses include all salaries, indirect production, marketing, and general corporate expenses.
Source. Hoover's Online, "Company Profiles—Amazon.com," wvfw.hoovers.com.
online transactions had nothing to do with the charging of the tax rates. The issue had to do with how different states categorized products. A recent agreement by 33 states to simplify and help develop a consistent tax platform was pointing in the direction of taxes being levied on these transactions, so a significant competitive advantage was possibly coining to an end. However, the agreement might not succeed if the U.S. Supreme Court issued another ruling forbidding the taxation of interstate commerce by individual states.
As the Financial Accounting Standards Board (FASB) looked at the issue of determining whether to show employee stock options as an expense, companies such as Amazon.com worried. Part of the appeal of working for online companies was the opportunity of striking it rich through stock options. Companies had no problem with issuing the stock options because they were not an expense on the income statement. But with the issue of excessive compensation and financial gimmicks being brought to a head, the FASB was close to issuing a directive on this issue. And with a number of prominent companies such as Citicorp and Coca-Cola already agreeing to show these options as an expense, the stock options situation for Amazon.com needed to be addressed.
nt Strategy
Amazoacom's management has shown a tremendous amount of flexibility in its strategy. In Amazoncom's first years of existence, Bezos had the company solely focused on increasing market share and offering superior customer service. However, once the dot-corn bubble burst, along with it Amazon.com's stock price, Bezos had to strike a balance between the company's stated goal of increasing market share and producing a profit.
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daily within present financial situations, as well as other alternatives in other strategic areas, in order to decide which would be most appropriate.
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to address buyer and seller concerns about privacy, fraud, and security while also expanding the number of payment options available to both parties.
The first drawback within this alternative was that Amazon.com would be competing against its own product offerings, as well as those of its retail partners. A second drawback was the fact that it was going head-to-head with one of the few other profitable online companies, eBay. eBay had built a considerably large base of loyal customers who would possibly be reluctant to go to a competitor.
A way around the first drawback was to either set up the auction services in a separate and distinct section on the web site, away from the retail aspect, or set up a new web address for this service line. A way around the second drawback was forAmazon.com to market itself as a less expensive alternative to eBay, setting its pricing structure at a level that was lower than eBay's.
The second alternative was to develop and implement a business-to-business (B2B) exchange for suppliers, manufacturers, distributors, and retailers to use. Because the largest percentage of e-commerce sales resulted from transactions conducted on B2B exchanges, this opened up a large potential market for Amazon.com to expand into.
The benefit of this alternative was that Amazon.com could easily market this service to its large number of affiliates and partners that it conducted business with. Having its partners' suppliers and distributors participate in this online exchange would allow their affiliates to achieve greater operational efficiencies in their supply chain. These efficiencies would translate into lower prices for Amazon.com. A second additional benefit for Amazon.com would be the steady cash flow it would receive through the charging of hosting fees and commissions on completed transactions.
This alternative was feasible because Amazon.com would use its past experiences and patented technology to develop a secure, easy-to-use platform that its customers would be comfortable with. It was also feasible because of the large number of midsize to small companies that did not have the necessary capital to develop or run their own exchanges but wished to participate in these auctions in order to increase their own sales and market coverage. This alternative could win against the competition because these additional offerings would be available to all companies—not just companies from one specific industry, which most existing B2B exchanges did (for example, Covisint in the automotive industry). And because Amazon.com would only be acting as an intermediary with these exchanges, costs would be kept to a minimum because Amazoacom would only be the host of the exchange and would not have to hold any inventory.
The drawback to this was that Amazon.com would be entering a business that would require more intense customer service than its other lines of business. This was due to the high dollar amounts of the transactions, as well as the issue of product specifications. An additional drawback would be the issue of payment processing and concerns with the shipping and receiving of goods.
A way around the first drawback was to assign specific customer service personnel to each exchange category. By having an assigned customer service representative handle all aspects of the exchange transaction, Amazon, corn's employees would be able to build an excellent relationship with the involved parties, which would help to address any issues that might occur. The way around the second drawback could be broken down into two categories. First, Amazon.com would use its escrow payment service to hold all monies until the goods were received and all parties were satisfied. To help address shipping concerns, Amazon.com, because of its relationship with shipping companies, could negotiate discounted deals with I hem for their exchange partners to use.
Both alternatives seemed to make sense. They both seemed to have advantages and disadvantages. Both offered ways to increase sales and market share while staying ahead of the competition. Bezos and his management team decided to study both alternatives further, espe-
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Although it stalled out with books and moved into related fields such as movies and music, Amazon.com also wanted to continue to expand the number of products available to its customers. In 1999, by using its high stock price to fund purchases, Amazon.com invested in other online retailers, such as Drugstore.com, Homegrocer.com, and Pets.com. However, none of these formats were ever as successful as Amazon.com, and most were not able to survive the collapse of the dot-corn industry in 2000. Doubts were raised in regard to Amazon, corn's future survival. So Bezos changed strategies once again.
Bezos focused on proving the viability of his business model. In developing this new strategy, Bezos first had to determine what products to offer for sale and the best way to incorporate them into Amazoa corn's sales model. Rather than investing and running web sites in addition to its own, as it had done in the past, Amazon.com decided to form partnerships with other retail companies to cross-sell their products on either Amazoa corn's own web sites or on the partners' web sites. Bezos saw this as part of his philosophy to offer everything to everyone. Amazon has been so successful with this strategy that it was running other retailers' web sites in early 2003, earning not only a percentage of sales but also a management fee.
Bezos attempted to produce an operating profit by cutting expenses, in particular advertising expenses. He looked at eliminating the use of expensive television and radio ads and focused on the more inexpensive and personal e-mail ads and reminders. This reduction, along with other cost-saving initiatives, paid off. In the year ending December 31, 2002, Amazoacom produced its first operating profit
ward the Future
Although Amazoacom had established itself as one of the premier online retailers in the world, pressure from increased competition, an overall poor economic environment, and the possible repeal of the sales tax exemption afforded e-commerce transactions had put pressure on Amazoacom to evaluate and possibly formulate new strategies in order to remain competitive. CEO Bezos and his management team were faced with two alternatives in order to keep the company ahead of the competition. Both alternatives focused on the services offered by Amazon.com, and both recognized the continued need to expand. However, each one had a different vision to accomplish this.
The first alternative was to expand Amazoacom's business in online auctions. Because of the continued need for an intermediary in these types of transactions, Amazon.com would be able to market this additional service to both its current customer base, through the use of personalized e-mails, and to new customers, through a general advertising campaign, including television and print ads.
The benefit of this alternative was that Amazoacom would be expanding on an existing service offering and would not incur any developmental or startup expenses. An additional benefit would be that by aggressively promoting this service, Amazoacom would be able to attract new visitors to its web sites, and these customers might also purchase additional goods and services, such as new books and music that Amazon.com offered.
This alternative was feasible because of the prior experience Amazon.com had developed in expanding and marketing other product lines and services. By learning from past mistakes and successes, Amazoacom would be able to formulate the correct marketing campaign to attract additional traffic to its web sites. The alternative could work because Amazoacom had become one of the premier online brands and had a large enough customer base to compete against eBay and other established online auction services such as Ubid.com and Yahoo! Auctions. In addition to its name recognition, Amazon.com would look to use its large number of customer service programs, such as Amazon Payments and Safe Shopping Guarantee,

