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WHAT WILL AMAZON DELIVER THIS CHRISTMAS?

By Aaron Cheris, Darrell Rigby and Suzanne Tager

As shoppers start to fill their carts this holiday season,
early data suggests healthy sales growth. Despite
mixed macroeconomic indicators, consumers keep

spending, and Amazon anticipates double-digit global
revenue growth in the fourth quarter. Historically, the
retail juggernaut has gained share during the holidays
with its battle-tested strategy. But this year, Amazon
will need to contend with stronger competitors and
declining consumer sentiment. In this issue, we ex-
plore how Amazon will push the boundaries of its

winning playbook and how leading retailers can
thrive alongside Amazon.

Checking on the forecast

We are now one week into the holiday season,
and the latest data continues to support Bain’s
projection that retail sales—defined as US in-store
and nonstore (e-commerce and mail order) sales,
excluding sales by auto and auto parts dealers,
gas stations and restaurants—will grow 3.8% over

last year. According to advance sales estimates
from the US Census Bureau, in-store sales in
Bain-defined retail categories grew 1.9% in Septem-
ber from a year earlier. Meanwhile, e-commerce
sales rose 16.5%, contributing to 4.4% growth in
total retail sales.

In macroeconomic news, healthy corporate profits,

i

low unemployment and rising consumer senti-



ment are favorable indicators, while tariff uncertainty and mixed corporate growth projections suggest
reasons for caution. Here’s what we know so far.

Shoppers have money to spend. Unemployment ticked up, albeit slightly, to 3.6% in October from a
50-year low of 3.5% in September. Disposable income continued its upward trajectory, growing 4.9%
in September compared with last year.

Consumer sentiment is up. After dropping to a three-year low of 89.8 in August, the University of
Michigan Index of Consumer Sentiment increased for the second month in a row, hitting 95.5 in
October. While this is slightly below last year's mark of 98.6, the upward trend is a promising signal
as consumers kick off their holiday shopping.

On-again, off-again tariffs may have a negative impact on retailers and consumers. A recent Bain
survey found that more than 85% of US retailers anticipate increases in their cost of goods sold this
holiday season because of the trade war with China. While regulatory uncertainty continues, execu-
tives anticipate an average 4% cost increase alongside a 2% volume contraction. Of those executives
who foresee higher costs, approximately two-thirds aim to pass at least some of those costs through
to consumers. If tariffs are not rolled back, shoppers could absorb, on average, 23% of cost increases
in the form of higher prices. Retailers that fail to take action to offset the tariff impact could face up
to 400 basis points in gross margin contraction.

Some companies have lowered their revenue and profit forecasts. Apple’s stock price rose after a
better-than-expected earnings report in late October. Meanwhile, Amazon made headlines when it
provided lower-than-expected revenue and profit forecasts for the fourth quarter, causing its stock
price to dip temporarily.

Nonetheless, Amazon’s stock price has since recovered, and the company still anticipates its global
revenue to grow as much as 20% in the final quarter of the year. As retailers enter the busy shopping
season, all eyes will be on Amazon’s holiday moves and whether competitors will succeed in slowing
the juggernaut’s market share gains.

Amazon is a holiday heavyweight

Over the past 25 years, Amazon has built a powerful system that provides a one-stop shop for cus-
tomers (with a broad selection, great value, helpful product information, extensive customer reviews
and a convenient experience) and all-in-one solutions for vendors (with increased scale through growing
customer traffic, easy-to-use seller tools, advertising, analytics, payments and support for logistics).
Its nonretail businesses, including Amazon Web Services and Amazon Advertising, account for less
than 20% of the company’s forecasted revenue for 2019, but these ventures generate nearly 60% of
overall profits and are rapidly growing at a 38% year-over-year clip to date.

Amazon’s core online retail business has similarly enjoyed its fair share of successes. Amazon has
become the predominant starting point for e-commerce search in the US, with more users beginning
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Figure 1: Amazon leads in online product search and conversion rate
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Sources: Adeptmind; Jumpshot

their online shopping journeys on Amazon.com than on any other site, including Google. Amazon’s
conversion rate—that is, the portion of its online page views that result in a sale within a given visit—
was more than triple the rate of other retailers over the past year, according to Jumpshot (see Figure 1).

To date, e-commerce has been a winner-take-most game for general merchandise in many markets.
Amazon is that winner in the US, with more than 40% of the market share. It also leads in the UK,
Germany and Japan in terms of relative market share—that is, its share relative to the next largest
competitor in the market. Even in other key markets where it hasn’t captured the lead, such as India,
Amazon is a strong No. 2 player (see Figure 2).

Amazon has historically won by gaining share during the holidays, with last year being no excep-
tion—the retail giant gained approximately 2 points of share in the second half of 2018 (see Figure 3).
Amazon has expanded its market share by executing a battle-tested strategy of deep assortments at
low prices while emphasizing aspects of the customer experience important for gifting, including
recommendations, fast shipping, registry, gift receipts and easy returns. The company also has a his-
tory of making headline-grabbing announcements during the holidays that boost brand awareness
via earned media. For example, Amazon struck publicity gold twice in last year’s fourth quarter—first
by announcing a minimum wage increase for all employees and later by releasing the much-antici-
pated locations of its second headquarters. In prior years, Amazon has garnered similar attention
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Figure 2: Ecommerce is a winnerfake-most game in many countries, and Amazon is often the winner
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Figure 3: Amazon’s share of e-commerce spending jumps in the second half of the year
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with late-year announcements, ranging from music streaming services (Amazon Music) to smart
home and auto delivery (Amazon Key) to an ambitious drone delivery program.

This year is starting out a little differently

To keep its holiday tradition of gaining share alive, Amazon will need to outpace our forecasted
e-commerce holiday growth rate of 15%. But for all its might, Amazon is facing a bumpier sleigh ride
this holiday season than in prior years: It will have to contend with stronger competitors and declining
social sentiment.

Research we conducted with ROI Rocket suggests that although Amazon has strong overall customer
advocacy, competitors have made significant inroads in recent years. Amazon’s Net Promoter Score®—
a measure of a customer’s likelihood to recommend a store or brand—still ranks in the top half of
retailers across all but one of the categories we evaluated. However, Amazon’s customer advocacy isn’t
keeping step with competitors: The e-commerce giant’s Net Promoter Score rank has declined in six of
nine categories since 2017 (see Figure 4). Meanwhile, category specialists such as Sephora, HomeGoods
and REI have upped their game, earning the top Net Promoter Score for their respective categories.

In addition, Amazon’s consumer sentiment on social media is declining. Bain collaborated with
Brandwatch to analyze millions of social media posts and found that the proportion of negative and

Figure 4: Amazon'’s customer loyalty has slipped relative to competitors since 2017
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Figure 5: Positive sentiment toward Amazon on social media has recently declined
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neutral comments about Amazon has increased over time, while the share of positive comments has
decreased (see Figure 5).

Although customers frequently express their love for Amazon, they have recently cited concerns about
corporate issues, such as Amazon’s treatment of workers and anticompetitive behavior. Shipping and
delivery issues, poor product quality and customer experience were also common concerns. Since
2017, dissatisfaction with corporate Amazon and customer experience has increased significantly. By
contrast, negative comments related to order fulfillment and pricing have relatively diminished.

If historical patterns hold, Amazon’s customer sentiment is likely to erode further in the coming weeks,
as negative sentiment tends to increase during the holiday season (see Figure ). While customer senti-
ment alone can never tell the full story, a surge of negative commentary could erode customer trust
and dampen an integral component of Amazon’s winning strategy—customer experience.

What to expect this holiday season

Will this be the year Amazon’s growth stops outpacing the market? Retailers certainly can’t count the
e-commerce behemoth out yet. Although it’s early in the holiday season, Amazon seems to be pushing
the boundaries of its winning playbook by expanding its deep and attractive assortment, using its
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Figure 6: Negative social posts about Amazon tend to increase during the holiday season
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scale to pass along low prices, and delighting with its fast omnichannel fulfillment and excellent cus-
tomer experience. However, retailers such as Target, Walmart and Best Buy are responding in kind
and closing competitive gaps.

Product: Lining up the right assortment

Amazon is famous for its endless aisle—after all, it offers more than 600 million SKUs. But having
the world’s biggest selection only matters if it includes items that customers want to buy, from the top
national brands that consumers love to high-value products unique to Amazon. This holiday season,
Amazon is making moves to improve its assortment and fuel growth in areas of long-established
strength, such as electronics, as well as relatively underpenetrated categories, such as prestige beauty.

Voice devices are the star atop the tree for Amazon: Alexa products alone represent nearly half of
Amazon-branded electronic device sales, and the Echo Dot was Amazon’s holiday top seller in both
2017 and 2018. Amazon seems to be hoping for a three-peat this year, releasing a slew of voice prod-
ucts, such as the Echo Dot with Clock, just in time for the gift-giving season. While more than 30%
of US households already own at least one voice speaker device, Amazon is betting that model up-
grades spur shoppers’ desire to have Alexa in every room of their house.

7 | Bain Retail Holiday Newsletter 2019-2020, Issue 2 | Bain & Company, Inc.



Beyond Alexa, Amazon recently announced 20 new Fire TV products and launched 9 new private
brands this year in categories ranging from apparel to energy drinks, bringing its global total to 144.
Its private brands have been most successful in categories in which products are highly functional with
little differentiation but have high margins that leave room for Amazon to cut prices (for instance,
batteries and cell phone accessories). As Jeff Bezos likes to say, “Your margin is my opportunity.”

However, in categories in which brands matter more, Amazon has seen mixed results. In apparel, for
instance, Amazon has launched more than 60 brands over the past few years. Bain’s research with Pyxis
indicates that, while Amazon’s largest women’s dress brand, Lark & Ro, has grown approximately 20%
annually over the past three years, that growth is off a very low base. The brand has earned only 1% or less
penetration of the women’s dresses category since its launch in 2016.

The story in beauty and personal care, however, is a bit different. In partnership with Ascential, we
found that sales of Amazon’s private-label beauty and personal care products have grown more than
300% during the past year alone, while the brands’ collective penetration has tripled. While again off
a small base, it is encouraging news for Amazon given its investment in this category.

Exclusive partnerships with top names are also on the rise. A slate of celebrities, from Rihanna to Lady
Gaga to Heidi Klum, have recently launched beauty and apparel lines on Amazon, taking advantage of
its vast customer reach and grabbing attention via its Prime Video platform. Popular direct-to-consumer
brands such as Tuft & Needle and Hanna Andersson have also recently collaborated with Amazon to
create exclusive product lines in home and apparel.

As another means of improving its assortment, Amazon is looking to better relations with its sellers
and resellers. Amid recent regulatory inquiries, it is investing hundreds of millions of dollars in tech-
nologies to prevent counterfeit goods. The retailer has also lowered third-party seller fees in select
categories, such as beauty, jewelry and furniture.

Pricing: Continued low prices where they count

Low prices have been a perennial feature of Amazon’s winning playbook, and early indications suggest
this will continue to ring true during the holiday season. In partnership with DataWeave, we compared
Amazon’s pricing with top competitors on like-for-like items across categories. Amazon had the lowest
price 30% to 50% of the time and matched the lowest price in 35% to 60% of the remaining cases
(see Figure 7). Perhaps more importantly, customers believe that Amazon offers low prices. According
to research we conducted with ROI Rocket, customers said “value for the money” was one of their
top purchase criteria across most product categories. The same shoppers perceive Amazon as a value
leader, ranking it in the top one to three retailers of all categories evaluated, with the exception of
women’s clothing and pet supplies.

In prior years, Amazon has focused on offering competitive pricing on popular traffic-driving items and
during high-traffic periods—and the retailer shows no signs of stopping this holiday season. It tempo-
rarily slashed prices on its top-selling Fire TV Stick to compete with Roku’s Express HD launch in
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Figure 7: Amazon matches or beats other retailers’ product prices more than 81% of the time
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October, and it cut prices on rarely discounted Apple products, such as the iPad Pro, for Prime Day
(which it extended to two days for the first time this year). The retail giant also discounted its Apple
Watch lineup in October ahead of this year’s Black Friday promotions. As we near the biggest shop-
ping weekend of the year, expect Amazon to extend aggressive discounts to its Echo and Fire product
lineups as well.

However, Amazon’s days as the absolute lowest-priced retailer may be numbered. Competitors are
already investing to avoid being undercut this holiday season. Walmart, for example, in an effort to
match Amazon’s holiday price points, recently introduced a program to subsidize price cuts on its
third-party marketplace products. If competitive responses alter customers’ perceptions this holiday
season, Amazon could lose its hold on the pricing advantage.

Omnichannel fulfillment (and returns): Delivering on multiple fronts

Amazon, which has long set the standard for fast and free (or prepaid via Prime membership) shipping
and returns, has upped the ante yet again this year. The retailer announced free one-day shipping on
more than 10 million items for its US Prime users in April. It also appears to be phasing out its US
add-on program—a requirement to bundle small, low-price items into larger orders—to effectively
remove a spending threshold on next-day shipping. In an effort to outperform competitors on conve-
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nience, Amazon has expanded its Prime Now two-hour delivery program to more than 8o US cities,
up from about 6o last year, and it made Amazon Fresh grocery deliveries free for Prime customers.

However, similar to years past, some major retailers are pushing to match Amazon over the holidays.
Target is offering free next-day shipping on more than 100,000 items between November 1 and
December 21, same-day delivery (as soon as an hour) with Shipt in select locations and same-day
Drive Up order pickup at its stores. Best Buy and Walmart have similarly unveiled next-day shipping
offerings just in time for the season.

Amazon, which has long set the standard for fast and free (or prepaid via
Prime membership) shipping and returns, has upped the ante yet again

this year.

Amazon’s competitors have the advantage of using their physical stores as fulfillment centers. Brick-
and-mortar stores still account for more than 80% of US retail sales, and retailers are increasingly
using stores to provide customers with added omnichannel convenience through offerings such as
buy online, pick up in store (BOPIS). Amazon offers similar services but has a relatively small foot-
print. Despite significant press coverage forecasting more than 3,000 brick-and-mortar stores by
2021, the e-commerce titan is far from that goal. Amazon currently has 537 stores, including 484
Whole Foods locations, but it is still searching for winning formulas (see Exhibit A in the appendix).
For example, Amazon shuttered more than 8o of its Pop-Up stores in April after the concept failed to
gain traction, and it only added a combined 22 locations of its Go, Books and 4-star concepts this
year. The retailer also has yet to unveil further details on its new grocery concept, which it announced
back in March.

Yet Amazon’s owned store count is just a small component of its omnichannel offering. The company
recently escalated partnerships, offering more conveniences to an increasing number of customers.
Kohl's has expanded its Amazon Returns program, which allows customers to drop oft Amazon re-
turns at all of its stores free of charge. Amazon’s Counter program, launched in June, allows custom-
ers to pick up Amazon packages at its partner stores—namely, Rite Aid, GNC, Health Mart and Stage
Stores—totaling thousands of locations across the US. Collectively, these programs provide more con-
venient shipping options, offering a secure delivery point for packages as well as simpler returns by
accepting unwanted items without a box or label. If Amazon were to roll out this program to every
partner store, the online giant would gain more than 15,000 physical locations across the country and
reach more than 250 million Americans, according to Bain analysis (see Figure 8). Already, customers
seem to be taking advantage—Kohl’s has reportedly seen up to a 24% uptick in foot traffic following
implementation and expects store sales to improve under the partnership.
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Figure 8: Amazon could partner with more than 15,000 locations across the US
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How retailers can outperform Amazon

Amazon is a powerful competitor, but some retailers are gaining traction and thriving in a rapidly
evolving retail landscape. Their innovative approaches offer hope and lessons for others. Specific
strategies for competing and winning will vary based on a retailer’s market position (see the Bain
Brief “The Future of Retail: Winning Models for a New Era”). Nonetheless, all retailers should focus
on five imperatives to prosper this holiday season and position themselves for a successful new year.

. Strengthen your differentiation. After mastering the foundational basics on assortment, pricing
and customer service, focus on the “wow” factor that Amazon can’t offer. Winning retailers take
several different approaches, often starting with unique products and services. Sephora has devel-
oped a strong private brand program supplemented with celebrity and fashion house exclusives.
The beauty retailer is always looking for the next “it” product by identifying insurgent brands with
the Kendo brand incubator. Costco and Aldi have succeeded in the crowded landscape of value
grocers by limiting SKUs to focus on sharply priced private-label best sellers that fly off the shelves.
Apple and Best Buy offer services and training on the hardware and software they stock rather
than simply selling the products.

. Obsess over customers and their experiences. Develop a deep understanding of your customers’
shopping journeys, and determine how to win at key touchpoints. American grocer H-E-B has
achieved industry-leading customer advocacy by delivering a seamless customer experience both
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online and in store. Nearly one in five H-E-B customers has used the grocer’s online sales channels—
including delivery and BOPIS—citing ease and convenience as the motivating factors. In store,
H-E-B delights customers with localized assortments, convenient layouts and quick checkouts.

- Find the fuel for big investments. Of course, investing in products and customers isn’t free. Leading
retailers systematically and creatively cut costs without hurting the customer experience. For ex-
ample, Target moved digital fulfillment from distribution centers to stores, reducing costs by 40%.
These savings were reinvested in other customer experience improvements—namely, major store
redesigns that resulted in 2% to 4% more growth over older store formats and the hiring of more
than 130,000 holiday workers.

«  Embrace analytics. Winning against Amazon will require the full attention of your finest analytic
minds. Build advanced analytics capabilities that inform basic decisions—such as assortment,
replenishment and pricing—and find ways to incorporate data to support more complex, game-
changing challenges. Early on, Wayfair’s data science team, made up of more than roo employees,
mastered the basics of using analytics to make inventory and pricing decisions. The team now
spends its time developing cutting-edge, data-informed recommender systems and computer vision
tools to meet customer needs.

«  Accelerate innovation (and learn fast). Innovation is powerful when done well but deadly if ignored,
yet few retailers have mastered this mindset and capability at scale. Walmart is harnessing this power,
turning to Agile methodologies as it integrates stores and digital operations. And you don’t have to
look much further than lists of retail bankruptcies for tales of caution. To meet customers’ rapidly
evolving needs, embrace Agile principles such as cross-functional teams and rapid prototyping.

Given the rising consumer demands and digital advances that are rewriting the rules of the industry,
retailers cannot afford to stand still. Amazon will be investing an estimated $100 billion more into IT
than even the largest traditional retailers over the next five years at current spending rates, according
to Bain research. To keep up, retailers will need to make tough trade-offs and take action. Will they
fold, or will they call and raise Amazon?

Looking forward: Future release dates and topics

Here’s a preview of our upcoming newsletters:

e Issue 3 (early December): Supply chain holiday magic
o Issue 4 (mid-December): Boosting holiday traffic
o Issue 5 (mid-January): Post-holiday recap and resolutions for 2020

We look forward to sharing holiday headlines with you and hearing your feedback throughout the
holiday season.

Net Promoter Score®, Net Promoter System®, Net Promoter® and NPS® are registered trademarks of Bain & Company, Inc., Fred Reichheld and Satmetrix Systems, Inc.
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APPENDIX
Exhibit A: Amazon went from 589 to 537 US retail locations in 2019

Number of Number of
locations locations Year-over-
Store format (2018) (2019) year change Description
| | | | ]

Natural and organic grocery stores that feature
Whole Foods 475 484 +9 Amazon Lockers in most locations

Smaller-format stores that sell a variety of books,

Amazon Books 18 20 +2 magazines, devices, toys and games

Convenience stores that sell prepared foods and some
Amazon Go 6 21 +15 groceries using cashier-less technology—a network of
cameras that tracks products and customers

General merchandise stores that sell only products with

Amazon 4-star 3 8 +5 a rating of at least four stars, or that are top sellers, or
that are new or trending on Amazon.com

g _ A now-shuttered set of kiosks that allowed shoppers to
ATERE) [FEP=0f el g & test and buy Amazon-branded electronics
Presented by 0 4 +4 Kiosks with frequently updated, themed selections of
Amazon top brands
Total 589 537 -52
Total without

+

Pop-Up 502 537 35

Notes: Amazon Books, Amazon Go and Amazon 4-star 2019 numbers include coming-soon locations—one for Books, five for Go and three for 4-star; reflects
store count as of November 1, 2019; Whole Foods Market store count includes 365 by Whole Foods Market concept stores
Sources: Amazon.com; WholeFoods.com
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ABOUT OUR RESEARCH PARTNERS

Ascential is a global specialist information company that partners with businesses to win in the digital
economy. Edge by Ascential provides customers with comprehensive and actionable e-commerce—
driven data, such as real-time digital shelf performance metrics, monitoring of price movements and
product listings, and SKU- and category-level online sales and share. For more information about
Ascential, visit www.ascential.com.

Brandwatch (formerly Crimson Hexagon) is the developer of ForSight, a software platform that identifies
statistical patterns in words used in public online texts and social media platforms. Researchers enter
key terms using Boolean search logic so that the software can identify relevant material and use pro-
prietary machine learning algorithms to perform an analysis. To learn more about Brandwatch, please
visit www.brandwatch.com.

DataWeave provides competitive intelligence as a service to e-commerce businesses and consumer
brands via massive scale aggregation and analysis of web data. The company’s Al-powered technology
platform enables retailers to make smarter pricing and merchandising decisions to drive profitable growth
as well as consumer brands to protect their online presence, enhance their availability and optimize
their discoverability. To learn more about DataWeave, visit www.dataweave.com.

Jumpshot provides insights about online user actions that help e-commerce companies and brands
gauge how and where customers are clicking and buying. The company’s real-time, anonymized global
panel tracks 5 billion actions a day across 100 million devices. Jumpshot’s clients include major com-
panies in industries such as consumer products, media, technology and healthcare. To learn more
about Jumpshot, visit www.jumpshot.com.

Pyxis is a consumer behavior analytics firm that analyzes billions of e-commerce and in-store purchases
conducted by millions of consumers. Pyxis uses its SKU-level data and proprietary algorithms to generate
detailed reports about market share, market size, customer loyalty and pricing power for leading con-
sumer companies. To learn more about Pyxis, visit www.pyxisintel.com.

ROI Rocket, a provider of Bain Certified Net Promoter Score studies, offers full-service research, mar-
keting and sales automation as well as digital agency support to consultants, investors and corporate
clients. For details, visit www.roirocket.com or contact Noah Seton (noah.seton@roirocket.com).
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