amazon.com.

amazon.com

aBrief History and Analysis

-

<© Duncan Willi amsor>

May 2001




SUMMEANY OF TNE CBBE.....ee ettt e e e et e e e eaa s 3

10T U o1 o o D PSPPSRI ¥
SEAMTING POINL. ...ttt e e et e e e et e e e et e e e eaaae e e e e st e e eabn e eeennn sl 4.
= 7= [0 ) GO 4
HOW DOES AMAZON OPEIELET. ... ettt et e et ettt e e e e e e et e e ea e e eaeaeanaanens 5
Other Businesses: discontinued iN 2000.............iiiiiiiii e eeans 6
ASDCIALES PrOGraIMIMIE. ...ttt et e e ee et e e e et e e e et e e e ean e e aeneannaaaees 6
The AmMazon BUSINESS MOTE! ... 10
What About Profit inthe BuSINESS IVDAEI?.......vniie e 11
AMAZON S PrOfit HISIOIY ...t e e et e e e e e e e e e 12
Analysis of Costs: al of their costsare aurrently variable............cooooiiiiiiiis 13
A More Traditional Analysis Of the ACCOUNLS...........uuiiiiiiiiieeiii e eee e 15

INCOME SEALEIMENT ...t e e e e e et et e et e e e e e e e e ameeeeeneeeens 15

Ratio Analysis of the INCOmMe StaeMENt.............o i 16

BalanCe SNEEL ... 16

Ratio Analysis of the BalanCe SheetS........u i 20

Cash FIOW SEALEMENE ...ttt e e et e e e et e eeeenaan s 21
Who Are We To Say All O ThiS?. ... et 22
Onthelnside: Who's SEllING WHEL?........oiiii e 24
CONCIUSIONS. ...ttt e ettt e e e e th e e e e et e e e e et e e eennta e eeetnnaeaesnneeeeen 24
The FULUre fOr AMAZONT...... e ettt e e et e e et e eeenaaa s 25

Acknowledgement: | am grateful to David Salbstein and Colin Ong for their helpful comments
on the first draft of thisreport. | have taken their comments into acount and | believe this case
IS better because of that.

Amazon.Com A Brief History and Analysis by Duncan Williamson May 2001
Page 2



Summary of the ase

The purpose of this analysis of amazon.com was to explore the nature and operation of any
particular amazon businessmodel that could be identified; and to assessthe dfed that such a
model has on the businessand its affairs.

Overall, the cae demonstrates that amazon.com does appea to have developed its own
businessmodel; and that model comprises the following elements, taken from various
amazon.com publications and references:

It's All About the Long Term
ObsessOver Customers
When hiring employees, they ask:

o Wil you admire this person?

o Will this person raise the average level of effedivenessof the group they’'re
entering?

0 Along what dimensions might this person be asuperstar?

Our businessis cash favoured and capital efficient

Our vision isto build the Earth’s most customer-centric company, a placewhere people
can cometo find and discovery anything and everything they might want to buy
online.

Online selling (relative to traditional retailing) is a scae businesscharaderized by high
fixed costs and relatively low variable asts.

Ownership, frugality, bias for adion, raising the bar, innovation and customer
obsesson. These ae Amazon's cultural values

Other parts of the crporate alture aethe red, green and yellow days

Wedon't nedal to build physical stores or stock those stores with inventory.

Whilst we believe that thisis afair representation of the anazon model, much of this caseis
dominated dredly or indiredly by the acounting and financial aspeds of the business we
demonstrate that amazon.com has a negative balance shed, despite the form of presentation of
the balance shed found in the 2000Annual Report; and we seethat whilst sales have grown at
a phenomenal rate, costs have grown at an even more phenomenal rate. We dso demonstrate
that one dfea of amazon.com’'s growth strategy is effedively to turn al of its costsinto
behaving asif they were variable.

Finally, whilst we tend to believe that 2001will be amake or bre& yea for amazon.com, the
case @ncludes with alook to the future: we try to highlight a number of key isaues that
amazon.com is fadng.
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Introduction

My interest in amazon.com had been passve until | had an e-mail exchange with a wlleague
about the relative merits of economics and business sudies, as taught in schools in the UK. In
the course of that discusgon, | asked what kind of view an economist had of a Dot Com
business sich as Amazon, thinking that | knew what a businessman would reply to such a
question. Little did I know what | was going to come up against as | trawled the World Wide
Web for answers to my own question.

What follows is a summary of some of the many views that | have been able to piecetogether
on the startling and meteoric rise of amazon.com.

| hope | have fairly represented what | have found and whilst some of my opinions might
appea strong or even regative, | have to take my hat off to al of the people who have done for
Amazon what | think no one dse has ever done anywhere, in any country, at any time and for
so long!

Starting Point
Writing in hisyea 2000letter to shareholders, CEO Jeffrey P Bezos proudly announced
amazon.com the company isin a stronger position now than at any time in its past.

Sales grew to $2.76 hillionin 2000 ...

Grossprofit grew to $656million in 2000 ...

We served 20million customersin 2000 ...
Considering that amazon.com only started operating in 1995 that redly is aremarkable
achievement: from zero salesto $2.76 BILL ION in such a short spaceof time hasto be a
record. At the time of writing, amazon.com has a market capitalization on the NASDAQ of
$5.287hillion, asat 1:43 am EST! 19 May 2001 (seefigure 1 below).
So why did | say in the introduction that
“ ... some of my opinions might appea strong or even regative ... “
Well, take alook at their balance shed as at 31 December 2000and we find that its net assts
are valued at MINUS $967,251,000 in other words, if we had liquidated amazon.com at the
end of businesson 31 December 200Q they would not only have had nothing left, but they
would still have been in debt to the tune of amost $1 billion.

Paradox

So we have aparadox: how can a cmmpany have net assets that are negative to the tune of
amost $1 hilli on, yet be valued at around $53 billi on? The following chart shows us that the
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market capitalisation of amazon.com on the NASDAQ today is roughly the same & market
cgpitalisation at the end of 2000Q
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Figure 1 Source: http://finance.yahoo.com/

On the basis of historicd data, it's not possble to answer the question of why the people who
populate the NASDAQ fed that they ought to value anazon.com so highly. NASDAQ wallahs,
of course, tend not to resped history so much as the future, of course. We must take the view,
therefore that anyone who has bought and retained their shares in amazon.com have done so
becaise they are confident of arosy future for it. There ae dso those investors who bought
shares in Amazon awhile ayo, saw their values fall and are hanging on to them hoping to off set
their current paper losses!

How Does Amazon Operate?
Aswe begin to unravel Amazon, let’s take alook at what it is, what it does and how it doesiit.

Basicdly, Amazon is an online service provider in that it sells books, music, DVDs, and
several other products and services lely from its websites on the Internet.

“Our US online retall stores currently consist of books, music, DVDs, videos, consumer
eledronics, toys, camera and photo items, software, computer and video games, tools and
hardware, lawn and petio items, kitchen products and wirelessproducts. We aiticipate new

online store alditionsin 2001and beyond.”
2000 Annual Report
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There ae dso

“ Amazon Auctions and zShogs: Amazon Auctions allows buyers and sellers to conduct
transadions with resped to awide variety of productsin an easy to use auction format.
Amazon zShops allows individuals and businesses to offer popular as well as hard-to-find
items to Amazon.com’s customers.

“ Other Services: Services other than Amazon Auctions and zShops result from agreaments
with strategic partnersto promote their products and servicesto our customers. In September of
200Q we launched a m-branded toy and video game store with Toysrus.com ... Other strategic
partners include drugstore.com ... Audible ... Ashford.com ... NextCard ... Sotheby’s.com ...

Ofoto.com ... CarsDired.com.”
2000 Annual Report

Amazon also has an international asped to it now, so in general, a potential customer logs on to
an Amazon web site in the USA, the UK, Germany, France or Japan, seaches their massve
database of books, CDs and so on, deddes to buy one or more products ... and the rest of the
processfalsinto place payment, processng and delivery to the austomer.

Any user of the World Wide Web will testify to Amazon’s Web presence without having
caried out any survey to prove this point, let us assert that the arerage Web user will come
aaossAmazon'slogo or site & least oncein a sesson lasting at least an hour. Amazon redly
has done afirst rate job of persuading users and businesss that it isa cmpany to be linked to.

Other Businesses; discontinued in 2000
Writing in the 2000Annual Report, CEO Bezos said:

“Many of you have heard me talk about the “ bold bets’ that we & a cmpany have made and
will continue to make—these bold bets have included everything from our investment in digital
and wirelesstechnologies, to our dedsion to invest in smaller e-commerce @mpanies,
including living.com and Pets.com, both of which shut down operationsin 200Q We were
significant shareholders in both and lost a significant amount of money on both ...

“In retrosped, we significantly underestimated how much time would be available to enter
these cdegories and underestimated how difficult it would be for single-category e-commerce

companies to achieve the scde necessary to succeeal.”
2000 Annual Report

Associates Programme
One way that Amazon has managed to crede such a presenceis with its Associates programme.

The 3 August 2000edition of the Sedtle BusinessWire gave some useful insights into the
Amazon Asciates programme.
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“ amazon.com today announced that enroliment in its Associates Program has readed 509000
members ... started in July 1996 By smply linking to amazon.com, Asociates can ean
referral fees of upto 15 percent on certain items when visitors click through to amazon.com to
make purchases.

Additionally, Associates will earn abonus for referring 100r more new customers per quarter
to amazon.com ... Bonuses will be cdculated ac®rding to the following

New Customers Bonus Payment
Referred

10- 19 $20
20- 49 50
50-99 150
100- 199 350
200- 499 800
500- 999 2,250
1000+ 5,000 +$5 for eath new

customer over 1,000

amazon.com's Asciates network includes Web sites of al sizes and virtually every areaof
interest. The Associates Program's record-setting enroliment is evidence of its versatility and
wide goped aadossmultiple product caegories.”

(amazon.com Associates Program Cel ebrates 500,000 Member Mil estone With New-Customer Referral Bonuses.
http://www.findarticles.com/cf O/mOEIN/2000 August 3/63834082p1/article.jhtml?term=history+of+amazon.co
m)

The 2000Annual Report tells us that the number of Assciates at the end of 2000was 530,000,
We don’'t have awy detailed information on the st of the Associates programme but a wuple
of smple cdculations reved that it costs at least $10.6 million per quarter: that’s 530,000
members eaning the minimum $20 ead. The maximum possble is astronomicd: al members
eaning the maximum $5,000+ $5 per additional new customer; if they al had 2000referrals
ead, that would cost Amazon more than $5 billi on per quarter, clealy thisis absurd!

The Associates programme is clealy a significant cost whatever the total adual cost.

On top of this, Amazon offers discounts diredly to its customers, over and above the normal
selling price Again, predase information on the value of this discount scheme aen’t available;
but a quick survey of 50 from amazon.com today (20 May 2001) titles reveded that many
books are discounted by as much as 20%, others by 10% and yet others attrad no discount at
all. Given the 3 million ++ itemsin the total database, any survey caried out in ten minutes
cannot be representative!

Writing for Information Today, Inc in March 1999 Steve Coffman said

“Amazon offers a seledion of over 3 million titles, including al 1.5 million English language
titles currently in print, as well as everything listed in Books Out of Print. That's more than 17
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times the 175000to 200,000titles available & your locd Barnes and Noble or Borders and
way more than the 20,000to 40,000titles you might exped at a typicd neighborhood
bookstore.”

Of course, Amazon doesn't adually stock al those titles. It maintains an inventory of about
300,000 0f the most popular itemsin its warehouses ... These books list in their caaog as

" Ships Within 24 Hours." Then they have arangements with ...wholesalers ... to deliver
another 420,000titles that they don't have in stock within 24 to 48 hours. Therest ... they order

diredly from the publishers..."
(Building Earth's LARGEST Library: Driving into the Future:
http://www.findarticles.com/mODPC/3_7/5405862%p /articlejhtml)

Writing in the same aticle, Coffman also points out

“ ... Barnesand Noble last yea [had] more than 2,000 stores and 27,000 employees. Amazon
has done it al with no store and only 614 employees.”

It istrue that Amazon has no storesin the mnventional sense, but throughout Bezos' lettersto
shareholders, we find that he talks about Amazon stores all of the time. Moreover, at the end of
2000

“On an aggregate basis, these fulfillment centers comprise gpproximately 4.5 milli on square

fed of warehouse space”
(amazon.com 2000 Annual Report page 4)

By fulfillment centres, it means warehouses and the fadlities it neals to serviceits customers.

| don't know the floor areaof an average Barnes & Noble store, but if we asumeit’s of the
order of 20,000 square fed, then Amazon hes the equivalent of 225 stores represented by its
fulfilment centres. Alternatively, Bezos used the analogy of football fieldsin his 1997 letter to
shareholders (when their fulfillment centres represented 6 football fields), and 4.5 million
square fed represents 100football fields (assuming that an American football field is the same
size aasoccea pitchl). Still along way away from Barnes & Noble, but hardly entirely virtual.
Nevertheless we might conclude & first sight that operating fulfilment centres might be more
cost advantageous than operating high stred stores: is thisthe cae, though?

Amazon hes taken the view that its customer oriented approach (ObsessOver Customersisa
paragraph heading from the 1997letter to shareholders) and it has taken this approach right into
its logistics operations:

Since Amazon works entirely online, let’slook to author James Aaron Cooke writing for
Cahners Publishing Company in January 2000to give us osme insightsinto Amazon’'s
distribution operations:
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“Uniform Materials Handling

With al of the new distribution centers [DCs|, amazon.com wanted to maintain some
consistency in the materials-handling equipment used.

One of the innovations the online retailer has embracel in al of the DCs s the use of radio-
frequency technology to dired its warehouse sociates adivities. Arnold [Chris Arnold,
logistics direaor] reports that when it first installed RF technology, the company saw a 70-
percent improvement in operational efficiency.

At the moment, the eretailer's warehouse operations handle fulfillment for all orders placel on
the company's Web site. "Amazon feds grongly about filli ng its own orders," says Paul
Kreuser, diredor of supgdy chain development. "We can control the austomer [satisfadion]
when we fulfill the ordersin-house.”

For adual deliveries, the mmpany till relies on parcd giant United Parcd Service (UPS and
the U.S. Postal Service Nonetheless Arnold recently told the audience @ a Council of
Logistics Management annual conference sesson that the company would like to try "zone-
skipping," a pradicein which a shipper linehauls a consolidated truckload of product to a
bregkbulk center for locd distribution.

... amazon.com has chosen to do its distribution in-house. "We ae not seang the kinds of
problems that e-merchants that relied on third perties had [during the 1999holiday season],"

says amazon.com spokesman Bill Curry. "Distribution does matter.”
(Clicks and mortar:
http://www.findarticles.com/cf_0/m0GZB/1_3958670261p/article.jhtml?term=history+of+amazon.com)

Amazon cdlsthis aspead of its businessfulfillment.

“Fulfilment costs represent costs incurred in operating and staffing fulfilment and customer
service centers (including costs attributable to receving, inspeding and warehousing
inventories; picking, packaging and preparing customers' orders for shipment; and responding
to inquiries from customers), and credit card fees.

Fulfillment costs amounted to $415million, $237million, and $65million in 200Q 1999 and
1998 respedively.”
(amazon.com 2000 Annual Report page 43)

If we accet that Amazon hes the equivalent of 225retail stores, then for the financial yea
200Q the fulfillment costs averaged around $185000 er store.

Total Amazon inventories are shown in the end of 2000balance shed at $174563000 if we
asume that eat of Amazon’s stores held inventory for all of its ssgments, ead store would

hold an average of atotal of $776000worth of goods; and average sales per store for 2000

amounted to $12,275480.
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The Amazon BusinessM odedl

Let’slook at various pieces of information available and seewhat that revedsin terms of the
kind of businessmodel that Amazon represents. We will seethat we might conclude that the
management at Amazon is paternalistic, democratic and such like but whether this represents a
brand new model, or paradigm, is doubtful.

It's All About the Long Term: the stronger our market leadership, the more powerful
our economic model (1997 letter to shareholders): our long standing objedive of
building the best, most profitable, highest return on capital, long term franchise (1999
letter to shareholders)

ObsessOver Customers (1997 letter to shareholders)

When hiring employees, they ask:

o Wil you admire this person?

o Will this person raise the average level of effedivenessof the group they’'re
entering?

0 Along what dimensions might this person be asuperstar? (1998Ietter to
shareholders)

Our businessis cash favoured and capital efficient. And we do not need to build
physicd stores or stock those stores with inventory. (1998letter to shareholders)

Our vision isto build the Earth’s most customer-centric company, a placewhere people
can cometo find and discovery anything and everything they might want to buy
online. (1999Ietter to shareholders)

Online selling (relative to traditional retailing) is a scae businesscharaderized by high
fixed costs and relatively low variable asts. (2000letter to shareholders)

Ownership, frugality, bias for adion, raising the bar, innovation and customer
obsesson. These ae Amazon’s cultural values acording to [Steve] Frazer [managing
diredor of Amazon.co.uk]. (Daily Telegraph 17 May 2001)

Other parts of the corporate aulture ae the red, green and yellow days ... If it isred,
everybody was doing either customer service or distribution centre. If it is yellow, it
would be half your department. If it was green, it would be relaxed. (Daily Telegraph 17
May 2007)

Wedon't nedal to build physical stores or stock those stores with inventory.

Perhaps the key elements of Amazon’s businessmodel are the words and phrases highlighted
above:

Long term growth
Customer obsessve
Cash favoured
Capital efficiency
High fixed cost
Frugality

No physicd stores
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We nedl to bea these aspeds of their businessmodel as we review their operations: we won't
necessily refer to these aspedsdiredly, but keg them in mind as you read what follows.

What About Profit in the Business M odel?

Author Ledley HaZeton interviewed Jeff Bezos for a July 1998article and asked about
Amazon’s then ladk of profitability. Of course, Amazon has even now yet to make aprofit.
Here'swhat Bezos sid in 1998

"We' refocusing on introducing ourselves ta@ustomers. To do anything else right now would be
avery poor management dedsion. It' snot at al unusual for a foutyea-old company to beinan
investment cycle rather than a harvest cycle. What is unusual is for such companiesto be
publicly traded, but even that' s not unique. Biotedhnology companies have operated in this
mode dl along, and public markets have supported that strategy. And | think they'v e supported
us because the Internet has creaed an opportunity for companies to build brand names far more
quickly than has been historicaly possble, which means that everything else happens far more

quickly, too."
(Jeff Bezos: how he built a billi on-dollar net worth before his company even turned a profit
http://www.findarticles.com/cf /m3514n7_ v452098566% 3 article.jhtml?erm=jeff +bezos)

Almost ayea later, Bill Curry, amazon.com spokesman, said:

"We ae busy trying to run a businesswhich makes our customers happy. We do not get
distraded by stock prices or by people who muse aout the stock price"

(Daily Telegraph 3 June 1999

http://www.tel egraph.co.uk/et?ac=0050263322453Brtmo=pUhpbsBe& atmo=rrrrrrrq& pg=/et/99/6/3/cnama0d3.ht
ml)

Clealy, Amazon istaking along term view as far as profitabili ty is concerned. Can they afford
to take such along term view though. Surely, there isn’'t a businessalive today that failed
eventually to turn in a profit. What’s Amazon’s profit history? Let’s e
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Amazon’s Profit History
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Figure 2: legping frog or fighter agoplane? Whatever we cdl the graph, it’s clea that sales
and profitability are on diverging paths. they are negatively correlated. As slesincrease, net
profits deaease. There has never been atime when Amazon turned in a profit. There may be
some blue sky on the horizon for Amazon, though, when we look at the segmental information

for the business

amazon.com Books, Early-Stage

Financial year 2000 Music and Businesses
$000 DVD/videg and Other Total U.S. International Consolidated
Net sales 1,69826¢ 68264z  2,38090¢ 381,07t 2,761,982
Grossprofit 417452 160,88¢ 578341 77,43€ 655777
Segment gain (losg 71,441 (24337) (171930 (145070 (317,000
Other non-cash operating expenses 0 0 0 0 (546,880
Net interest expense and other 0 0 0 0 (242797
Equity in losses of equity method

investess, net 0 0 0 (304,596
Net loss 0 (1,411,273

Table 1 Segmental Data: Financial Year 2000

For the first time in the cmpany’s history, one of its divisions turned in a profit, in the
financia yea 200Q the books, music and DVD division. A note of caution, however: the

segment gain (operating profit?). There is always the doubt over how costs are dlocated and
apportioned to divisions of large cmpanies, in the same way that we have doubts over such
alocaions and apportionments for departments within divisions. In other words, there may be

simply a bookkeeguing gain and not ared one.
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How did Amazon assgn its common costs such as buildings leases, to eat division or
segment? This processis often arbitrary therefore its ssgmental results may only be acarate to
5% ... 10% ... 20%, who knows?

The dlocaion and apportionment concerns, though, disspate when we redise that the overall
position of the cmpany is that the final net lossis $1.4 billi on on sales of $2.8 hilli on.

Taking a somewhat unkind view of the aurrent Amazon situation, we can conclude that for
every $1 worth of salesto a austomer, Amazon effedively gives arebate of $1.51. That istotal
sales $2.8 hilli on total costs/cash outlays $4.2 hilli on.

Analysisof Costs: all of their costsare currently variable
Earlier, we saw that Bezos said that

Online selling (relative to traditional retaili ng) is a scde businesscharaderized by high
fixed costs and relatively low variable wsts. (2000Ietter to shareholders)

Taking the data we have from Amazon’s annual report and acounts and SEC filings, we can
plot the last threeyea’s sles on a graph. On the same graph, we can plot what we believe to be
Amazon’'s costs. Figure 3 shows total costs and operating costs, defined as follows:

operating cost = sales - segment gain/(losg
total costs = sales - net loss

The graph in figure 3 is based on the income statement data taken from their annual report
200Q but does it bea out Bezos view that Amazon is a high fixed cost business? It doesn’t
appea to! The data on which the graph is based are mntained in table 2, below it.

Amazon.com 1998 - 2000 Analysis of Costs

4,500,000,000

4,000,000,000

3,500,000,000
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Sales and Costs
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[ MetSutes —— Operating coste ——Total vosis

Figure 3 Analysis of Costs

Whilst there ae problemsin the gproadc taken here, it does at least beg the question of
whether Bezosisright. From the evidence ontained in Amazon’'s own data, it doesn't appea
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to be ahigh fixed cost business even if the estimates here ae way off beam, they probably still
don’t support that contention!

200( 199¢ 199¢
Net Sales 2,761,98300C 1,63983900C 60981900C
Operating costs 3,62586300C 2,24559400C 71887400C
Total costs 4,17325600C 2,359807,00C 73436500C

Table 2 Analysis of Costs

Using basic gtatistics, the ast functions derived from these data ae:

Tota Costs =TC =-247302+ 1.5981x
Operating Costs =0C =- 56680+ 1.348%

The TC function shows that fixed costs are negative: meaning that if Amazon wereto close
down, someone would pay it $247,302,000to remain closed: clealy not sensible; and that as
salesincrease $1, variable wstsincrease by $1.60.

The OC function shows that fixed costs are ayain negative and amount to MINUS$56.7 million
and variable sts per unit are $1.35.

More complete data would obviously help with our analysis; including much more detailed
segmental data; but what thistellsusisthat over thethreeyear period under r eview
Amazon’s costs are tending to display amost perfed variability! What price Bezos' view
that Amazon is a high fixed cost business?
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A More Traditional Analysisof the Accounts

Let’stake amore traditional view of Amazon’s acounting data now, and seewhat else we can
conclude. The last threeyeas income statements and then some analysis.

I ncome Statement

amazon.com

($ 000

Net sales

Cost of sales

Grossprofit

Operating expenses.

Marketing and fulfillment

Tednology and content

General and administrative

Stock-based compensation

Amortizaion of goodwill and other intangibles
Impairment-related and other

Total operating expenses

L ossfrom operations

Interest income

Interest expense

Other income (expense), net

Non-cash gains and losses, net

Net interest expense and other

L ossbefore equity in losses of equity-method
investees, net

Equity in losses of equity-method investees, net
Net loss

Basic and dluted lossper share

Shares used in computation of basic and diluted
lossper share

Table 3 Income Statements for 1998— 2000

Source:

Y ears Ended Decanber 31,

200( 199¢ 199¢
2,761,987 1,63983¢  60981¢
(2106206  (1,3491949 (476155
655777 290645 133664
594,48¢ 413150 132654
269,326 159,722 46,424
108962 70,144 15,618
24,797 30,618 1,88¢
321,772 214,694 42,599
200311 8,072 3,53E
1,519,657 896,400 242,719
(863880 (605755 (109055
40,821 45,451 14,052
(130921 (84566 (26,639
(10,059 1,671 0
(142,639 0 0
(242,797 (37,444 (12586
(1,106677) (643199 (121641
(304,596) (76,769 (2,905
(1,411,273 (719968  (124546)
(4.02) (2.20) (0.42)
350872 326752 296344

http://quote.fod.com/sedsedext.asp?CIK=1018724& Diredory=103221@& Y ear=01& SECIndex=50008 & nStartL oc=147754 nEndL. oc=1506

95& symbds=AMZN& currticker=AMZN

Weéll, thisis not good realing isit. Beyond the grossprofit level, this satement is almost

entirely painted in red.

It istrue that Amazon is a very expensive businessto run. We can imagine that Bezos would
tell usthat marketing costs and so on are so high because they are still effedively astart up
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company that is casting its eye to the future: marketing and fulfillment costs virtually ea up
grossprofit on their own in 200Q and they more than did that in 1999and they were equal to
grossprofit in 1998

We might exped technology and content costs to be high for a web based businessand they
are, in al yeas. Administration costs are increasing at a significant rate too, and they stand at
over $100million by the end of 200Q

In the longer term, can we exped these sts to stabilize? One would hope so. Moreover, it is
clea from letters to shareholders, pressreleases and reports in the media that Amazon has been
laying off staff over the last yea and more. They know they cannot support such spiraling
increases in costs.

To some extent much more worrying, though, is what is happening below operating profit in
2000

Net interest payments were $90 million in 200Q and in all threeyeas, interest expense is
significantly higher than interest income. The other adjustmentsin this dion are bookkeeping
entries in many ways but their underlying impad is sgnificant and they ill ustrate that in
financial terms there may be an element of panic setting in: long term strategy in reality
having an impact on the short term financials.

Ratio Analysis of the Income Statement

The traditional ratios based on this income statement confirm what we have been saying:.
They’re not good realing.

amazon.com analysis 2000 1999 1998
Grossprofit % 23.74% 17.72% 21.92%
Lossfrom operations % -31.28% -36.94% -17.88%
Interest income & % of sales 1.48% 2.77% 2.30%
Interest expense a % of sales -4.74% -5.16% -4.37%
Net loss% -51.10% -43.90% -20.42%

Table 4 Income Statement Ratio Analysis

One wonders why the 1999 GrossProfit was $ low and the lossfrom operations $ bad. The
net lossis getting worse and worse over the threeyea period, too.

Maybe they're trying too hard?
Balance Sheet
We have been presented with just two yeas balance sheds but maybe that’s enough. Aswe

observed nea the beginning of this history and analysis, the financial yea 2000balance shed
iIsanightmare: it shows a negative net asst position.
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As presented here, in table 5, however, the balance shed, taken from the aanual report 200Q
does not show the negative position that we have represented. This version of the balance shed
shows total assts st against total liabili ties and stockholders equity: a positive
$2,135169,000in 2000 so where does our negative value mme from? Take alook at table 6, a
redrafted but still corred, representation of the balance shed of amazon.comasat 31
Deceamber.

amazon.com ($ 000

ASETS Y ears Ended December 31,

Current assts. 200( 199¢
Cash and cash equivalents 82243t 13330¢
Marketable seaurities 278087 57287¢
Inventories 174565 220,64¢
Prepaid expenses and other current assts 86,044 79,645
Total curr ent assts 1,361,12¢ 1,006477
Fixed asts, net 36641¢€ 317,61z
Goodwill, net 15899C 534,69¢
Other intangibles, net 96,33¢ 19544¢
Investments in equity-method investees 52,07z 226727
Other equity investments 40,177 14473¢
Other as=ts 60,04¢ 40,154
Total assts 2,13516¢ 2,46585(

LIABILITIES AND STOCKHOLDERS EQUITY (DEFICIT)
Current liahilities;

Accounts payable 485,38¢ 46302¢€
Accrued expenses and other current liabili ties 272,68¢ 17620¢
Uneaned revenue 131,117 54,79C
Interest payable 69,19¢ 24,88¢
Current portion of long-term debt and other 16,577 14,322
Total current liabili ties 974,95¢€ 733234
Long-term debt 2,127,464 1,466,33¢
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Commitments and contingencies

Stockholders equity (deficit):

Preferred stock, $001 @r value:

Authorized shares -- 500000

Issued and outstanding shares -- none 0 0
Comnon stock, $001 @r value:

Authorized shares -- 5,000,000

Issued and outstanding shares -- 357,140and
345155shares at December 31, 2000and 1999

respedively 3,571 3,452
Additional paid-in capital 1,33830< 1,194,36¢
Deferred stock-based compensation (13,448) (47,806
Accumulated other comprehensive loss (2,376 (1,709
Accumulated deficit (2,29330)) (882028
Total stockholders equity (deficit) (967,251 26627¢
Total liabilities and stockholders equity

(deficit) 2,13516¢ 2,46585(
Table 5 Balance Shees 1999 and 2000

Source:

http://quote.fod .com/sec/sectext.asp?CIK=1018724& Directory=103221@& Y ea=01& SECIndex=50008& nStartLoc=143483
&nEndLoc=14742& symbolssSAMZN& currticker=AMZN

Table 6 shows, perhaps, a more redistic view of Amazon's balance sheds. Here we have
defined Net Assets as Total Assets- (Current Liabilities + Long Term Liabilities). Amazon
would probably say that thisisa auel way to represent their balance shed, but for a mmpany
in their position, it isafairer way of showing the redity of what that position is. Dire!

Amazon.Com Redrafted Balance Shed

($000 200c 199¢
Total Assts 2,13516€ 2,46585C
Total Liabilities 3,10242C 2,199572
Net Assts (967,251) 26627¢
Stockholders Equity (967,251) 26627¢

Table 6 Redrafted Balance Sheds. 1999 and 2000
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Amazon hes sgnificant problems in terms of its goodwill and other intangibles. Goodwill i s
esentialy the difference between what an investor will pay to own a businesscompared to the
balance shed value of that business In many senses, we would exped the goodwill of
amazon.com to be very high. After al, the market capitalization is $5.3 billi on yet the book
value of the businessis -$1 billi on: an estimated $63 billi on of goodwill! The depredation of
goodwill and other intangibles is known as amortisation.

However, goodwill tends to have to be red rather than theoretica. Nevertheless the 2000
Annual Report tells us:

“Amortization of goodwill and other intangibles was $322million, $215million and $43
million for 200Q 1999and 198, respedively. These wmstsincreased in 2000 ...During the
fourth quarter of 200Q we recrded an impairment losson goodwill and other intangibles of
$184million relating to certain of our 1999aqyuisitions.

“Impairment-Related andOther Impairment-related and other was $200milli on, $8 million
and $4million for 200Q 1999and 1998 respedively. We record impairment losses on
goodwill and other intangible assets when events and circumstances indicate that such assts
might be impaired ... include material adverse dianges in operations, significant adverse
differences in adual results in comparison with initial valuation forecasts prepared at the time
of aqquisition, adedsion to abandon acquired products, services or technologies, or other
significant adverse changes that would indicae the carying amount of the recorded asset might
not be recmverable ... the general dowdown in consumer spending, our dedine in market
capitalization as determined by the quoted market price for our common stock, the pervasive ...
we identified certain levels of impairment corresponding with the businessunit goodwill and
other intangibles initialy recorded in connedion with the following acquisitions: Alexa
Internet, Badk to Basics Toys, Inc., Acme Eledric Motor Co. (Tool Crib) and LiveBid.com,
Inc.”

Table 7 shows a seledion of ratios that we can derive from Amazon’s balance shed and
income statements.
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Ratio Analysis of the Balance Sheets

amazon.com analysis 2000 1999
working capital ratio 1.4C 1.37
add test ratio 1.22 1.07
stock turnover 30.2E 59.69
debtors turnover n'e n/a
creditors turnover 13137 17293
total asst turnover 1.2¢ 0.67
net asset turnover -2.8€ 6.16
net assts ($000 (967,251) 266278

Table 7 Balance Sheet Based Ratios

The working capital and aad test ratios look as if they come from a hedthy company! The
stock (inventory) turnover ratio has improved from 1999to 2000in line with inventory
dedsions and even the aeditor ratio has changed for the better. In line with such a business
there ae no credit sales, hence no debtors (acounts recavable).

Total asset turnover islow in 1999and doubles by the end of 200Q but of course net asset
turnover is negative: what price capital efficiency here?

How do we know if these ratios are good or not? What can we compare them with to help usto
draw such conclusions? We need to compare the ratios with ratios of businesses as smilar as
possble to Amazon and seewhat results they have. Of course, most people reading this history
and analysis would say that Amazon is unique, without equal ... nevertheless consider table 8.

Pearson Reed Johnston

Plc International Plc Press Plc

net profit % 14.26% 15.18% 1111%
operating profit % 9.45% 22.14% 17.09%
working capital ratio B3 144 106
adad test ratio e 0.62 5
stock turnover 1126C 39.87 460
debtors turnover 1388 26.33 601
creditors turnover 4229 33.38 1297
sales per employee 944 20.03 457
net profit per employee 134 18.22 D9
op profit per employee B1 26.58 B2
net asst turnover A4 175 D1
non UK sales as % tot sales 53.7% 72.54% 1.94%

Table 8 Cmparators?
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Purely to give us me ideaof how well Amazon might be doing in terms of liquidity,
profitabili ty and turnover, here ae the results of threeBritish companies in the same, or similar,
business the book trade!

Clealy, these other businesses are profitable; but Amazon’s working cepital ratio and add test
ratios are comparable; and Amazon’'s gock turnover ratio is good. Amazon’s creditor ratio is
saintly compared to two of these three Net asset turnover results, however, show Amazon the
door!

Unfortunately, we don’t have mnsistently avail able data from Amazon to caculate sales etc
ratios per employee

Cash Flow Statement

Aswith al cash flow statements, Amazon’s cash flow statement is difficult to read inthat it is
filled with a huge anount of technicd information. Look at table 9.

amazon.com Y ears Ended December 31 2000 1999 1998
CASH AND CASH EQUIVALENTS, BEGINNING OF

PERIOD ($ 000 13330¢ 7158z 11011¢
OPERATING ACTIVITIES:

Net loss (1,411,273 (719968 (124546)
Adjustments to recncile net lossto net cash provided by (used

in) operating adivities

Depredation of fixed assets and other amortization 84,46( 36,80¢ 9,421
Amortizaion of deferred stock-based compensation 24,797 30,61¢ 2,38¢€
Equity in losses of equity-method investees, net 304,59¢ 76,76¢ 2,90¢
Amortizaion of goodwill and other intangibles 321772 214694  42,59¢
Impairment-related and other 200311 8,07z 1,561
Amortization of previously uneaned revenue (108211 (5,837 --
Loss(gain) on sale of marketable seaurities, net (280 8,68¢ 271
Non-cash investment gains and losses, net 14263¢ -- --
Non-cash interest expense and other 24,76¢€ 29171 2397C
Changes in operating asts and liabilities:

Inventories 46,08 (172069 (20,513
Prepaid expenses and other current assts (8585  (54,927) (16,758
Acoounts payable 22,357 33016€ 78,674
Accrued expenses and other current liabili ties 93,967 9583¢ 31,232
Uneaned revenue 97,818 6,22¢ --
Interest payable 34,341 24,87¢ (167)
Net cash provided by (used in) operating activities (130,442)  (90,875) 31,035
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INVESTING ACTIVITIES:

Sales and maturities of marketable seaurities 545724 2,064101 227,78¢
Purchases of marketable seaurities (184,455 (2,359399) (504,435
Purchases of fixed assts (134,758 (287,055 (28,333
Investments in equity-method investees and other investments (62533 (369607 (19,019
Net cash provided by (used in) investing activities 16397¢ (951959 (323999
FINANCING ACTIVITIES:

Proceals from exercise of stock options 44,697 64,46  14,36¢€
Proceals from long-term debt 681,49¢ 1,26363<¢ 325987
Repayment of long-term debt (16,927 (188886 (78108
Financing costs (16,122 (35151 (7,783
Net cash provided by financing adivities 693147 1,104071 254462
Effed of exchange-rate changes on cash and cash equivalents (37,557) 48¢ (35
Net increase (deaease) in cash and cash equivalents 68912¢€ 61,72€ (38536
CASH AND CASH EQUIVALENTS, END OF PERIOD 82243t 13330¢€  71,58¢
Table 9 Cash Flow Statements 1998— 2000

Source:

http://qudte.fod .com/sec/sectext.asp?CIK=1018724 Directory=103221@. Y ear=01& SECIndex=50008 & nStartL oc=15101& nEndL oc=15589& symbds=AMZ
N& currticker=AMZN

The upshot of this cash flow statement isthat at the end of financial yea 2000 Amazon had a
cash mountain of $822435000 it had $133309,000and $71,583000for 1999and 1998
respedively. They are cah rich then ... doesn’t that make amockery of the ealier balance
shed adjustment to show that they are aurrently trading on a negative balance shed?

Take a toser look at the Financing Activities sdion of the table 9; and espedally at the line
Proceeds from long term debt. Over the threeyeas 1998— 200Q Amazon hes raised atotal of
$2,271,125000in long term debt: $2.2 BILLION in long term debt. Wow!

Take this long term debt out of the cah equation and the cah in the balance shed would be
MINUS $1,448690,000 ... a1 overdraft of almost $1.5 BILL ION.

The rest of the cah flow statement is not exadly awe inspiring but it does $ow signs of aladk
of stability in that some items are dhanging wildly from yea to yea: such as inventories,
acounts payable, purchases of fixed assts. Never agood sign if a cmpany’s changing its
financials in such erratic ways.

Who AreWe To Say All of This?

Our prognosis for Amazon is pessmistic: it needs Bezos forecast of avery hedthy 2001to turn
into redity to prevent this company from sinking this yea.
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However, who are we to think and say this when the NASDAQ has amazon.com valued at
more than $15billi on? Well, we ae not alone!

It seems quite dea from the data that Amazon isin financia trouble, even if it’snot in
marketing and logistics trouble! Nevertheless we can only find one significant doubting
Thomas in the Financial Pressto stick his nedk out and agreewith the analysis here: Ravi Suria
who works for Lehman Brothersin the USA. Apparently, Suria caised a stcorm when he cane
out of the Amazon closet and criticized them for their poor financial performance Suriais not
Bezos' best friend now!

Suria surfaced in June 2000and his analysis caused Amazon’s dare priceto plummet by 26%.
Suria thinks Amazon is heading for Carey Stred (or Chapter 11 asthey say in the USA).

“Suria says. In 1999 Amazon was a growth story. In 2000it becane a cedit story and in 2001

it'sadistress sory. The party is over.”
(Daily Telegraph 25 February 2001
http://www.tel egraph.co.uk/et?ac=0050263322453 Brtmo=0Kr02iKg& atmo=rrrrrrrq& pg=/et/01/2/25/ccamaz25.

htmi)

Suria has forecast that Amazon is going to run out of working capital this yea, astable 10
illustrates:

2001 Working
Capital

($m)

Mar 2000 704
Jun 2000 55¢
Sep 2000 504
Dec2000 38¢
Mar 2001* 20%
Jun 2001* 87
Sep 2001* (21
Dec2001* (39

Table 10 Suria'sWorking Capital Analysisof Amazon

* these are Suia’ sforecasts.
http://www.findarticles.com/cf /mOHWW/9 47156147 0p3/article.jhtml?erm=jeff +bezos

In fad we should be worried about Suria and his colleagues. From the same source a table 10
comes the following.

“If nothing else, Eric Von der Porten [who runs Leeward Investments| adds, Suria has forced
stock analysts who are often "smitten by the opportunity” in a cmpany to do some detailed
analysis. That' s osmething that Merrill Lynch’Henry Blodget readily admits. "He has helped
me think about several thingsin greder detall and in adifferent way than | would have thought
about them," he says.
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But Blodget still disagrees with Suria's conclusion. "I think he'swrong,” he says, "and | hope he
iIswrong."
http://www.findarticles.com/cf /mOHWW/9 47156147 0p3/article.jhtml|?term=jeff +bezos

Isn't that worrying? We wonder how on eath they could have missed something so obvious as
Amazon’s plight: a negative balance shed and aworsening profit situation? What was Blodget
looking at we wonder?

On thelnside: Who's Selling What?
Over the last yea or so, officers of the cmpany, together with a number of shareholders, have

been classfied as Insiders who have sold atotal of 3,089,954 shares at a value of $87,906,528
(Source: http://biz.yahoo.com/t/alamzn.html)

One wonders at the morality of selling shares in organisations, if such sales are for persona
gain, when that organisation is 9 heavily in debt. Equally worryingly, there is currently a Class
Action under way in a District Court in Washington concerning alegedly misleading
statements made by Officers of amazon.com relating to an offering of 690 million in 6.875%
convertible subordinated notes due 201Q In thisadion, there is also the dlegation that

“... Then, on 3/9/01, it was reveded amazon.com's CEO was being investigated for selling
800,000 shares of Amazon.com prior to a negative report by an analyst. Amazon.com's gock
has now dropped to below $12 per share ...”

(PressRelease

Milberg WeissFiles ClassAction Suit Against Amazon.com, Inc.

www.mil berg.com/amazon)

Conclusions

A brief conclusion: amazon.com is a fascinating case study; but it is a strange story. Maybeit’s
the hype surrounding Dot Com companies that forces even serious investors and analysts to get
things sgnificantly wrong; but to date, it seems very strange that Amazon has been able to get
itself to the position of having a negative balance shed, never having got into profit ... and no
red prospeds of doing so for the foreseedle future.

We have looked at severa aspeds of Amazon’'s businessand financia life; but cannot clam to
have done that in an exhaustive way. Nevertheless we have pointed out wegnessesin the
Amazon Model: we have pointed out that there ae serious questions hanging over their mode!:
espedaly in the aeas of

Long term strategy as it impads their financia position

Their view on the behaviour of their cost structure: it’s much more variable than they
think

They don't appea to be particularly frugal

They have alot of cash hut it’s at the expense of long term geaing

They are not espedally capita efficient
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Our reseach has siown only one professonal analyst, Ravi Suria, to get anywhere nea our
own viewpoint: thiswas ared surprise!

Finaly, the overall attitude to such a situation maybe best summed upwith this quotation from
the Daily Telegraph of 10 April 2002

“Amazon’s ares Dared by as much as 42% to $11.90 after the aanouncement ... that first
quarter revenues and losses would be better than expeded: $695m and lossof $480m
respedively.”

http://www.tel egraph.co.uk/et?ac=0050263322453 8rtmo=QemQO0x0R& atmo=rrrrrrrq& pg=/et/01/4/10/cnamaz
10.html

What can one say? If that is all it takes to make some people happy ...!

Finally, perhaps amazon.com epitomize the acountant’s saying that cash problems will always
outweigh profitability problems:

“W hen planning the short or long term funding requirements of a business it is more important
to forecast the likely cash requirements than to projed profitability etc. Whilst profit, the
difference between sales and costs within a spedfied period, isavita indicator of the
performance of a business the generation of a profit does not necessarily guaranteeits
development, or even the survival. Bear in mind that more businesses fail for lack of cash
than for want of profit.”

(White Paper - Making Cash Flow Forecasts

www.planware.org)

The Future for Amazon?

Amazon.com’s future from an ac@unting and financial position looks grim; but what about
other aspeds of the businessthat might enable the company to ride out the potential disaster
fadng it? Let’slook at just afew aspeds concerning amazon.com's future, al taken from 2000
Annual Report.

Firstly, amazon takes alook at the technologicd side of their business

“Industry growth and new customer adoption will be driven over the mming yeas by relentless
improvementsin ... customer experience ... driven by innovations made possble by dramatic
increases in avail able bandwidth, disk space and processng power, al of which are getting
cheg fast.”

They are optimistic éout what they cdl their capital efficiency, as we saw ealier in this case:
“Price performance of processng power is doubling about every 18 months ...

Price performance of disk spaceis doubling about every 12 months ...
Price performance of bandwidth is doubling about every 9 months ...”
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“... price performance improvements ... will allow usto, for example, do ever more and better
red-time personalization of our Web site.”

Amazon clealy fed that eledronic retaili ng has a major advantage over traditional retailing, as
the following comment stresses:

“In the physicd world, retailers will continue to use technology to reduce ®sts, but not to
transform the austomer experience We too will use technology to reduce ®sts, but the bigger
effed will be using technology to drive adoption and revenue. We il believe that some 15%
of retall commerce may ultimately move online.”

The 2000Annual Report takes a very upbea approad to its future, even saying that it has the
benefit of “financia strength” among its feaures. Spe&king of the immediate future for
amazon.com, the report says.

“The yea 2001will be an important one in our development. Like 200Q this yea will be a
yea of focus and exeaution. As afirst step, we' ve set the goal of achieving a pro forma
operating profit in the fourth quarter ... we have aplan to get there, it’s our top priority, and
every person in this company is committed to helping with that goal. | look forward to
reporting to you our progressin the coming yea.”

In the sedion of the 2000Annual Report deding with the future, anazon.com has to
adknowledge:

“We Havean Accumulated Deficit and Anticipate Further Losses
We Have Significant | ndebtedness’

We have dready spoken of these aspeds of the future, speeking of their competitors, the 2000
Annual Report spells out the intensity of the cmpetition as well as the advantage that other
companies have in terms of alonger history and greder brand awarenessthan amazon.
Moreover, they are dive to the posshility that as amazon movesinto full profitabili ty, other
companies may move into their ssgments:

“We Face I ntense Competition The ecommerce market segments in which we mmpete ae
relatively new, rapidly evolving and intensely competitive. In addition, the market segmentsin
which we participate ae intensely competitive and we have many competitors in different
industries, including the Internet and retail i ndustries. Many of our current and potential
competitors have longer operating histories, larger customer bases, greaer brand recognition
and significantly greaer financial, marketing and other resources than we have. ... Asthese e
commerce market segments continue to grow, other companies may enter into business
combinations or alliances that strengthen their competitive positions. We dso exped that
competition in the ecommerce market segments will i ntensify.”

As might be expeded, amazon foreseethe possbility that advances in technology may crede
competitive forces that are unknown at the moment:
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“In addition, new and expanded Web technologies may increase the competitive pressures on
onlineretailers ... increased competition may reduce our operating profits, or diminish our
market segment share.”

Amazon admits that whilst it has a businessmodel to work by, and we have seen that it has a
plan of survival, the model is not yet fully mature and reliable:

“We Havea Limited Operating History and Our Stock Pricels Highly Volatile We have a
relatively short operating history and, as an e-commerce @mpany, we have arapidly evolving
and unpredictable businessmodel. The trading price of our common stock fluctuates
significantly. For example, during the 52-week period ended Decanber 31, 200Q the reported
sale price of our common stock on the NASDAQ National Market was as high as $91.50 and as
low as $14.88 per share.”

As any investor knows, the share price of a cmmpany may be highly significant or an
irrelevance. We offer no further comment on this point.

© Duncan Willi amson
May 2001

Amazon.Com A Brief History and Analysis by Duncan Williamson May 2001
Page 27



