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July 24, 2006

E-Commerce Report 

After Delving Into 33 Other Lines, Amazon Finally Gets Around to Food 

By BOB TEDESCHI

NOW sitting atop Amazon.com’s best-seller list: coffee. Not the book. The bean.

Amazon introduced a grocery store last week, complete with sales rankings, customer reviews and recommendations. (For the record, customers who bought Froot Loops also bought digital pedometers. Who knew?) It is the 34th product category Amazon has rolled out since it started expanding in the late 1990’s, but for some it is the most puzzling, since it calls to mind some of the worst Internet business debacles on record.

“I’m a little baffled by this,” said Sucharita Mulpuru, an analyst with Forrester Research. “Groceries are a $500 billion business, and Amazon has never had a piece of that action, but economically I just don’t know how much sense this makes.”

Webvan and Pets.com tried to defy fiscal logic by selling goods with profit margins as low as their shipping costs were high. But these and other companies quickly learned that there was no easy way to make up the money lost on selling 50-pound bags of dog food or 20-pound packages of diapers.

Amazon’s approach is at least slightly different. The company will not ship perishable items, and will instead concentrate on dry goods like packaged cereals and canned food. Many of those items come packaged in groups, like last week’s best seller, the 4-pack of Senseo Douwe Egberts Dark Roast Coffee Pods. The 72 single-serve pods cost $16.40. 

Shipping adds about $6 more, but Amazon is betting many of its grocery customers will instead use the site’s Prime service, which, for $79 annually, gives customers unlimited two-day shipping on most Amazon items, including all groceries.

Amazon does not disclose sales results for individual product categories, making it difficult for analysts to track the progress of its new stores. Its jewelry store, which was rolled out in late 2003, has been a notable exception, generating enough sales growth for the company to highlight the store in its quarterly results over the last year. But other more recent additions, like its wedding store and its beauty store, have not generated as much fanfare. 

Wall Street analysts are suspicious of Prime, since cheaper shipping threatens to diminish Amazon’s profit margins, which have rebounded over the last year after slumping for years. Gross margins for the company’s American businesses have reached about 27 percent, after dropping to about 24 percent in 2004.

Amazon’s chief executive, Jeffrey P. Bezos, has defended the program as costly but necessary to maintaining long-term customer loyalty.

The introduction of the grocery store promises to intensify that debate, since it could accelerate customer demand for the program. Even if Prime subscribers make enough grocery purchases to get free shipping on many items, though, the site can still protect profit margins, said Maria Renz, who, among other duties, helps oversees Amazon’s grocery section. 

“The items we’re selling really aren’t that heavy,” Ms. Renz said. “A box of diapers, at 20 pounds, weighs about the same as a KitchenAid mixer, which we ship for free.” (Of course, the mixer costs $190, and carries a considerably higher profit margin than diapers.) 

But according to Forrester, there appears to be a correlation between those who buy a lot of groceries offline and those who spend aggressively online. Web shoppers who spent more than $250 online in the past three months bought more than $800 worth of groceries during that time. Those who spent less than $250 online bought about $660 in groceries. A grocery store, then, could be a way to reach more big Web spenders.

To do that, Amazon gave itself time to work out the logistics and economics of shipping food. The company started selling gourmet food and health-related items in 2003, giving it experience with major packaged goods vendors like Procter & Gamble, Kraft and others. In response to customer requests, the site continued to expand its food selection until late last year, when Amazon decided groceries could sustain their own store.

“We sit down and I say I want all 80-plus flavors of Jell-O gelatin,” Ms. Renz said. “No brand manager is used to having that sort of conversation.”

The store currently carries 14,000 items, about the same amount of dry goods that an average grocery store would carry. The difference is that Amazon includes many niche products that conventional grocers cannot carry — like some high-end or regional brands of granola and gluten-free spaghetti — because the products have such limited appeal.

As is typical for the company, Amazon will not disclose much about the behavior of its grocery customers, such as whether they are likely to also fill their shopping baskets with higher-profit goods from other parts of the site. Ms. Renz said the typical customer is a “busy working mom and dad, looking for a good price and the most convenient way to buy what they need.”

From the looks of it, busy office managers may also be visiting the store, said Andrew B. Parkinson, president of Peapod, the online grocery division of Ahold, which owns Stop & Shop, Topps and other chains in the Northeast.

Because many of Amazon’s items come in bundles, Mr. Parkinson said, “they could appeal more to businesses than consumers.’’

“It might be attractive for filling the pantry at work, for instance.”

Still, Mr. Parkinson said Amazon’s entry into the category “is something to take notice of,” given the site’s customer base and expertise in online selling and shipping.

The nation’s biggest grocery stores, including chains like Stop & Shop, continue to take their time with their online sales efforts. In stark contrast to the ambitious plans of Webvan, which had hoped to set up delivery operations quickly throughout the country, traditional grocers have waited for demand to build before offering the service in new markets.

Peapod, for instance, will usually refrain from offering online ordering and delivery to new towns unless those towns have the population density, and enough high-speed Internet users, to ensure success. By now, Mr. Parkinson said, Peapod’s service covers 60 percent of the markets of Ahold’s United States stores.

Ahold does not disclose revenue or profitability figures for its online shopping division, but Mr. Parkinson said the operation had become more profitable in recent years as it relied on better technology and techniques for more efficient product handling and shipping.

The company has tweaked delivery prices, too. Customers used to pay $10 for orders between $50 and $75, and $5 for orders over $75. Now they pay $10 for orders under $100 and $7 for orders above.

One big difference between Amazon and traditional grocers, of course, is that grocery stores can sell perishables. And because Peapod customers are usually stocking up on all of their grocery purchases for the week, average order sizes are considerably higher than those at the offline stores.

But perhaps the bigger difference between the online grocery efforts of traditional stores and Amazon is their purpose. Both look to Internet grocery sales to build the bottom line, but for grocers with both an online and offline component, the effect is more indirect. 

“I wouldn’t say our online customers are more profitable than our store customers, but this service keeps them more loyal,” Mr. Parkinson said. “That’s an important part of any grocery chain’s profitability.”
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