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Amazon is a low-margin retailer sitting on other higher-margin businesses.shutterstock

E-commerce giant Amazon has struck a deal to acquire Whole Foods Market , an American
supermarket chain with more than 400 stores. The move has put 
even more pressure
on Australian retailers as 
Amazon sets up shop in Australia
. 

But the real threat to Australian retail lies in Amazon’s business model. It is a low-margin retailer
that owns several other highly profitable and fast-growing  businesses, such as cloud services.
These other businesses can and do cross-subsidise its retail operations.

JB Hi-Fi  and Harvey Norman  have suggested they will compete with Amazon on price, but
given the cost structure of Australian retailers this may not be possible.

Amazon is very lean

While Amazon is extremely large, it is very lean. In 2016 alone , Amazon sold US$94.7 billion
of product globally. But the cost of buying (or manufacturing) these products was US$88.3
billion, leading to a gross profit of just US$6.4 billion. 

This means the mark-up Amazon puts on its products is very small. For example, in 2016
Amazon’s gross profit margin (gross profit divided by sales revenue) was just 6.8%. JB Hi-Fi
had a margin of 21.9%, 
Woolworths
26.8%, 
Wesfarmers
31.0%, 
Harvey Norman
31.4%, 
Myer
42.1% and 
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http://phx.corporate-ir.net/phoenix.zhtml?c=176060&amp;p=irol-newsArticle&amp;ID=2281414
http://www.afr.com/technology/amazons-whole-foods-deal-raises-threat-level-for-aussie-retailers-20170618-gwtebn
http://www.smh.com.au/business/retail/amazon-lays-out-australian-commitment-20170324-gv5puo.html
http://phx.corporate-ir.net/phoenix.zhtml?c=97664&amp;p=irol-reportsannual
http://www.theaustralian.com.au/business/companies/jb-hifi-banks-on-its-lowcost-strategy-to-repel-ecommerce-giant-amazon/news-story/958b63c2af6e1bd36e1d0f4a2b94b82c
http://www.theaustralian.com.au/business/companies/gerry-harvey-wages-war-on-amazon/news-story/aef4ec39d77d22657b2f60ed35ff0836
http://phx.corporate-ir.net/phoenix.zhtml?c=97664&amp;p=irol-reportsannual
https://www.jbhifi.com.au/Documents/2016%20JB%20Hi-Fi%20Annual%20Report_ASX.pdf
https://wow2016ar.qreports.com.au/xresources/pdf/wow16ar-financial-report.pdf
https://www.wesfarmers.com.au/docs/default-source/reports/2016-annual-report.pdf?sfvrsn=4
https://static1.squarespace.com/static/54803162e4b08e1b8a472201/t/58ec31736a49630e8a463444/1491874201272/2016-Annual-Report.pdf
http://investor.myer.com.au/FormBuilder/_Resource/_module/dGngnzELxUikQxL5gb1cgA/file/Myer_Annual_Report_2016.pdf
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Super Retail Group
a whopping 43.4%.

But Australian retailers also face high operational costs (wages, advertising, marketing and
leases). The two largest, Wesfarmers and Woolworths, both have operating expenses in excess
of 24.0% of sales revenue, while Myer, Super Retail Group and Harvey Norman are all around
40.0%. JB Hi-Fi is an outlier at just 16.3%.

Another important measure to consider is the net profit margin. This shows what percentage of
each dollar of sales the company ultimately earns after all costs (including tax) are factored in.
Net margin is calculated by dividing net profit after tax by sales revenue.

The net profit margins for Australian retailers are, for the most part, quite low – around 2-3%.
This means they don’t have much room to move on price. If they drop prices, many will become
unprofitable. So even if Amazon doesn’t start a price war in Australia, its business model is such
that prices will be extremely competitive. 

Amazon has other businesses

Most Australian retailers are only retailers. Some of the larger groups, such as Myer  and Wes
farmers
, operate across a few industries. But they ultimately still earn nearly all their revenue from
buying and then re-selling physical products.

Amazon , on the other hand, has a profitable and booming services business. Its “services
sales” represents about US$41.3 billion in sales, or 30% of its revenue. This covers third-party
seller fees (Amazon charges other companies for access to its marketplace and warehouses),
Amazon Web Services (a fast-growing provider of cloud services), digital subscriptions,
advertising services and co-branded credit card fees.

In its 2016 annual report , Amazon reported US$12.2 billion in revenue from Amazon Web
Services alone. The scariest thing for Australian retailers is that this has increased four-fold
since 2013, and is responsible for nearly 75% of Amazon’s operating profit. 
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http://media.supercheapauto.com.au/corp/files/documents/SRG_AnnualReport20.pdf
http://investor.myer.com.au/FormBuilder/_Resource/_module/dGngnzELxUikQxL5gb1cgA/file/Myer_Annual_Report_2016.pdf
https://www.wesfarmers.com.au/docs/default-source/reports/2016-annual-report.pdf?sfvrsn=4
https://www.wesfarmers.com.au/docs/default-source/reports/2016-annual-report.pdf?sfvrsn=4
http://phx.corporate-ir.net/phoenix.zhtml?c=97664&amp;p=irol-reportsannual
http://phx.corporate-ir.net/phoenix.zhtml?c=97664&amp;p=irol-reportsannual
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Amazon, then, not only has a large, low-margin online retail offering, but is supported by a
fast-growing, high-margin cloud service. 

Finding new ways to compete

Most Australian retailers will need to look at other ways of saving costs if they are to remain
competitive with Amazon. For example, Coles and Woolworths can put even more pressure on
suppliers  to reduce
their costs. Coles has 
recently signalled
that it will pursue this strategy. And all of our retailers can try to reduce the cost of leases, and
shift or reduce staff.

The small margins of most Australian retailers mean reducing prices alone isn’t a viable
long-term strategy, especially as Amazon Web Services gains steam and Amazon is profitable
in other countries.

Not every retailer will come under the same pressure, though. In the short term at least,
groceries are still likely to be purchased in stores. But the same can’t be said of clothing and
electronics. This means Woolworths and Wesfarmers should not be as concerned as Myer,
Super Retail Group and JB Hi-Fi.  

The answer for retailers may be to look past price and compete on other aspects of the
shopping experience , such as
convenience or customer service. But only time will tell if that’s what the Australian public wants.

David Bond is a member of the Chartered Accountants Australia and New Zealand.

Read more http://theconversation.com/amazon-poses-a-double-threat-to-australian-retailers-7
8534
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https://theconversation.com/woolworths-case-loss-raises-questions-about-the-acccs-supermarket-strategy-70136?sr=6
https://theconversation.com/woolworths-case-loss-raises-questions-about-the-acccs-supermarket-strategy-70136?sr=6
http://www.news.com.au/finance/business/retail/battle-lines-are-drawn-in-coles-fight-against-aldi-and-amazon/news-story/22c6343b20ccaf110414c77b2af23f88
https://theconversation.com/amazon-in-australia-might-not-be-the-end-of-retail-as-we-know-it-75382
https://theconversation.com/amazon-in-australia-might-not-be-the-end-of-retail-as-we-know-it-75382
http://theconversation.com/amazon-poses-a-double-threat-to-australian-retailers-78534
http://theconversation.com/amazon-poses-a-double-threat-to-australian-retailers-78534

