Starbucks Goes to China

Starbucks Corporation is a coffeehouse chain based in the United States. It is the largest coffeehouse company in the world, with 7521 self-operated and 5647 licensed stores in 39 countries. Starbucks serves premium-priced, drip brewed coffee, espresso- and non-espresso-based hot beverages, tea, and ice-blended drinks. It supplements these offerings with pastries, salads, and sandwiches. Through its Starbucks Entertainment division and Hear Music brand, the company has ventured beyond refreshments into books, music, and film.  This case study examines its development and geographical expansion with particular reference to the Chinese market.
Early Beginnings

The founders of Starbucks were three academics who were united by a love of fine coffees and exotic teas. They established a store in the Seattle in the north west of the US, which was devoted to roasting and selling coffee beans to discerning customers to prepare coffee in their homes.  However, it was Howard Shultz, who joined the company in 1982, who was really responsible for the Starbucks that we know today.  While also a devotee of the fine coffee beans sold through the informally but enthusiastically run Seattle stores, he introduced to the company two new ideas that the three founders were not altogether happy with.  One was the idea of expansion.  Shultz believed that there was a market for high quality speciality coffee in all of the major cities in the States.  Secondly, as a result of his experience of visiting coffee shops in Milan, Italy in 1983, he was enthusiastic about local coffee bars that provided an informal and relaxing atmosphere where people could meet and chat over cups of coffee.  The lack of support for his ideas caused Shultz to leave the company and set up on his own company, which enabled him to put his ideas into practice.  In 1987, as a result of the three founder members of Starbucks deciding to pursue other interests, Shultz bought up their company, combining it with his own to form Starbucks Corporation.

Initial Expansion

The new Starbucks had nine stores in 1987.  Schultz’s business plan was to expand this by 125 over the next five years.  He opened stores in Chicago in 1987, followed by Oregon and then Los Angeles and San Francisco.  By 1992 the total number of stores had reached 161, well exceeding his business plan.  This rapid rate of expansion was financed by new equity capital from private investors.  The new company moved into profit for the first time in 1990.  From the onset the strategy was to open only company owned stores, franchising was avoided so as to keep the company in full control of the quality of its products and the character and location of its stores.

Employee Relations

Shultz went out of his way to ensure that Starbucks was a good place to work.  It felt that it was important that staff in his stores communicated the company’s passion for good coffee, and that they performed well.  Speedy delivery of drinks, remembering regular customers and cheerful service would all help to make the company stand out.  He introduced an expanded health cover for all of his staff, including the many part-time workers.  He provided a stock option system enabling his workers to acquire shares in the company at reduced market value. He also paid well above the minimum wage.  Staff turnover stood at 65% compared to between 150 and 400% in similar retail outlets.  

Schultz also actively encouraged staff to contribute to the company’s mission statement (See Appendix 1), and to contribute to specially formulated Open Forums where new ideas and current concerns could be aired.

Growth and Expansion Strategy

In 1992 Starbucks became a public company and with the new source of capital was able to drive its expansion strategy faster.  The company had initiated a revolution in retail coffee drinking which was being copied by many other companies.  An expansion strategy was put into place to ensure the company remained the national leader.  Areas with favourable demographic profiles were found, and a target city was then identified to serve as a “hub”.  Teams of professionals were located in these city hubs where 20 or more stores were opened in the first two years.  Once stores blanketed the hub, then additional outlets were opened in smaller, surrounding “spoke” areas.  Knowledge and appreciation of the Starbuck brand was spread by word of mouth rather than direct advertising.  Each store acted as its own promotion vehicle, enhancing sales in the surrounding area.

To support the store expansion strategy, the company created its own in-house team of architects and designers to ensure that each store would convey the right image and character.  Each store was leased in an existing structure and thus each store differed in size and shape.  Most stores ranged in size from 1,000 to 1,500 square feet and were located in office buildings, downtown shopping and retail centres, airports, university campus areas or busy neighbourhood shopping areas convenient to pedestrian foot traffic.  The company centralized buying, developed standard contracts and fixed fees for certain items and consolidated work under those contractors who displayed good cost-control practices.  Modular designs for display cases were developed and the whole store layout was developed on a computer, with software that allowed the costs to be estimated as design evolved.  All this cut store opening costs significantly and reduced store development time from 24 to 18 weeks.

Product Lines

Starbucks continues to offer a choice of regular or decaffeinated coffee drinks, a special “coffee of the day”, and a broad selection of Italian-style espresso drinks.  In addition, customers can choose from a range of fresh roasted whole bean coffees, a selection of fresh pastries and other food items, sodas, juices, teas and coffee-related hardware and equipment.  The retail mix in the 1990s was roughly 61% coffee beverages, 15% whole coffee beans, 16% food items, and 8% coffee related products and equipment.  In recent years, the company has begun selling special jazz and blues CDs that had been put together for Starbucks to use as store background music.

Employee Training

New employees undergoing rigorous training which typically takes the form of a 24-hour training schedule in the first two to four weeks of employment with the company.  As well as education about coffee itself, more practical training for baristas involves opening and sealing coffee bags correctly, grinding beans, learning the recipes for the different drinks, steaming the milk and, of course, learning how to pull perfect (18 to 23 second) shots of espresso. Customer relations are also important, from making eye contact and compensating dissatisfied customers

Product Supply

Starbucks is in the high quality coffee segment and so only uses quality Arabica coffee beans as opposed to the cheaper Robusta coffee beans used for instant coffee manufacture.  Some of these beans are purchased on the commodity market, but most of its coffee is obtained on a negotiated basis at a substantial premium above commodity coffee.  Coffee prices are subject to considerable volatility due to weather, economic and political conditions in the growing countries as well as agreements establishing export quotas or efforts on the part of the International Coffee Organisation and the Association of Coffee Producing Countries to restrict coffee supplies.  Starbucks enters into fixed price purchase commitments in order to secure adequate supply of green beans and to limit its exposure to fluctuating coffee prices.  When this is not possible, it purchases coffee futures contracts to provide price protection.  Nonetheless, periodically unexpected movements in coffee prices do occasionally squeeze the company’s margins.

Roasting Coffee Beans

Starbucks roasts all its own beans in modern powerful roasting ovens which are run by highly trained and experienced personnel.  Standards are so exacting that roasters test the colour of beans in a blood-cell analyser and discard the entire batch if the reading is not on target.

Competition

The success of Starbucks in the United States has ignited the coffee house sector causing a rapid growth in recent years.  This has encouraged existing stores in this area to bring forward their expansion plans.  Major chains such as Burger King, Dunkin’ Donuts and McDonalds have all sought to rival Starbucks and have taken ads on television, newspapers and on billboards.  Some success has been achieved, particularly by Dunkin’ Donuts, but Starbucks has managed to maintain its position as the pre-eminent quality coffee shop chain.

International Expansion

The rapid expansion of Starbucks in the US and the resulting increase in competition in the domestic market led the company to consider overseas expansion.  The first foreign branch of Starbucks was opened in Tokyo, Japan in 1996, and further branches were to follow in Asia-Pacific area in Australia, Hawaii, Hong Kong, Indonesia, Malaysia, China, the Philippines, Singapore, South Korea, Taiwan and Thailand.  Branches in Continental Europe were opened in 2001.

Starbucks expansion strategy outside the United States was to license a reputable and capable local company with retailing know-how in the target country to develop and operate new Starbucks stores.  In some cases, Starbucks was a joint venture partner in the stores outside continental United States.  Starbucks created a new subsidiary, Starbucks Coffee International (SCI) to orchestrate expansion and build the Starbucks brand name globally.

Starbucks Goes to China

By 2006 it was becoming increasingly obvious that at current rates of economic growth, the Chinese economy would be rivalling in size the US economy in future decades.  Starbucks reaction to this, as stated by the company’s president, Howard Shultz, is to expand the company’s presence in this market such that it becomes second only to the US market in importance.  The intention is to open thousands of stores in China in the coming years.

Although China accounted for less than 10% of Starbucks' US$6.4 billion global sales inn 2005, Schultz says the country will soon become the firm's largest market outside of North America

"We look at this market in terms of how quickly Starbucks has been accepted in just a few years. The market response has exceeded our expectations," Schultz said. 

Since the first Starbucks outlet on the Chinese mainland opened in Beijing in 1999, Starbucks has become one of the most popular brands among Chinese white-collar workers aged between 25 and 40, surveys have shown. Starbucks in Beijing has maintained an annual sales growth of more than 30% in recent years. In Shanghai, the chain started to make a profit the second year after the first store opened in the city. Its net profit reached 32 million Yuan ($4 million) in less than two years. 
But to Schultz this is only "the good start" of Starbucks' long-term expansion plans in China. A more challenging task is to grow even faster in what is potentially the company's largest overseas market.  

Partnerships

Analysts believe finding the best ownership structure is vital if Starbucks is to realize that aim. To lower risks in overseas markets, Starbucks uses different types of ownership structures. It either authorizes a local developer to use the Starbucks brand or sets up a joint venture with partners.  


Beijing Meida Coffee Co Ltd is Starbucks' authorized developer in northern China. In 2006 it operated 49 outlets in Beijing and 10 outlets in Tianjin.  It used to be 90% owned by a Hong Kong-based firm, of which H&Q Asia Pacific, one of the largest venture-capital companies in the Asia-Pacific region, was a major shareholder. Beijing Sanyuan Group, a leading Chinese dairy, held the remaining shares. In October 2006 SCI bought out H&Q Asia Pacific and so became the majority shareholder.


Shanghai Uni-President Starbucks Coffee Ltd is responsible for operations in Shanghai and eastern China's Jiangsu and Zhejiang provinces. The joint venture used to be 95% owned by Taiwan-based Uni-President Group, while Starbucks held a 5% stake. Starbucks raised its share to 50% in 2003 by reportedly paying $21.3 million to Uni-President. 


Hong Kong catering conglomerate Maxim's Caterers Ltd is Starbucks' joint venture partner in Hong Kong, Macau and southern China. Starbucks last year increased its stake in the joint venture, Coffee Concepts (Southern China) Ltd, to 51% from 5%. 

The three individual companies can seek independent development within their own regions but cannot help Starbucks' national expansion plans, analysts said. The coffee company has to acquire controlling stakes in its joint ventures if it wants to strengthen management control and "reap substantial profits as the market grows", said Pei Liang, secretary general of the China Chain Store and Franchise Association.  "Licensing or holding a minority stake is an effective tool when first stepping into a new market because it involves a small investment," Pei said. "But Starbucks, the brand's owner, only receives royalty fees from the licensee. It is unable to regulate cash flow in the business." 

Different Countries Different Cultures

While entering the Chinese market has been successful overall, it has not been without its problems.  Starbucks experienced some competition when it entered the Hong Kong market from the Pacific Coffee Company.  While it is still flourishing, with fifty branches in Hong Kong itself and a mere eight outlets in mainland China, it has been left behind by Starbucks expansion.  More threateningly however was Shanghai Xingbake Coffee, a copycat brand which sought to open up in mainland China using Starbucks name.  Seattle was deeply concerned that the Chinese courts were not be prepared to recognize Starbucks copyright to its name within China.  In the event, in January 2006. Xingbake Coffee were ordered to pay Starbucks US$61,000 and required to stop using Starbucks brand.

For a nation with such a long and finely developed tradition of tea drinking, it is not immediately obvious that a chain of coffee shops would necessarily be all that popular. The price that Starbucks changes for its premium coffee is also very high compared with wage levels in China.  In January 2006 for example, monthly per capita in China was 1,121 yuan, while per capita income in Bejing and Shanghai was a little above 2,000 yuan.  In a Starbucks outlet in Beijing, a small cappuccino or latte’ was priced at about 20 yan.  This has led some to suggest that Starbucks appeal in China is different to that in the United States.  A large proportion of American customers buy their cups of coffee to take away  - often on their way to their offices in the morning.  In China however, this is much rarer. In the Hong Kong and S. China branches of Starbucks less than 5% of sales are take-away.    Starbucks branches are treated more as destinations where customers can sit and linger, usually eating snacks with their coffee. This often means that stores, on average, need to be larger.  The busiest times are in the afternoon and evenings when friends congregate to see and be seen by others and chat over the events of the day.  It provides an opportunity for individuals to partake in the more laid back style of living of America culture. Being a regular visitor to Starbucks can mark someone out as being particularly stylish and modern.  

Should sentiment move against America and American culture, either because of a growth in hostility to the United States or an outbreak in nationalistic sentiment, sales in China could be damaged.  The uproar over the opening of a Starbucks in the Forbidden City in 2000 is an indication of what could happen.  Some tradionalists have complained that lolling around on sofas in coffee bars is against the Chinese tradition of diligence and hard work.

Being such a well-known international brand also opens Starbucks up to criticism by the lose coalition of interests that oppose big business and international capitalism.  Environmentalists, those concerned with the exploitation of primary producing developing countries and groups that accuse multi-national companies of neo-colonial commercial exploitation have all targeted Starbucks in the past.  Campaigns by these groups can affect the sentiment of Starbucks customers leading to potential loss in sales.

Increasing the Pace
To help Starbucks grow more efficiently, Schultz strengthened the management team in China by appointing a number of new executives in April. Based in Shanghai, they directly report to US headquarters and are expected to consolidate Starbucks' operations in China, including in management, logistics and marketing. 

The team, which Schultz calls "real professionals", includes Wang Jinlong, who headed Starbucks' overseas expansion in the late 1990s; Eden Woon, the former chief executive officer of the Hong Kong General Chamber of Commerce; and Shantel Wong, once chief marketing officer for McDonald's China.  "With 400 stores in China, including 180 on the mainland, Starbucks' business in China is large enough already to have a direct relationship with the Seattle support centre and the senior team there," Schultz said. "We also believe the opportunities in China represent the largest opportunities we can have outside of North America. It deserves to be a separate business unit unto itself." 

One mission of the strengthened Chinese team is to speed up the pace of opening wholly owned Starbucks stores in cities where its three partners do not operate, while the US company negotiates with its partners about raising stakes.  Since last year, Starbucks has opened nine wholly owned stores in Qingdao, in eastern China's Shandong province, and Dalian and Shenyang in north-eastern China's Liaoning province. "Expansion will continue," Schultz said. 

The removal of restrictions on foreign investment in the retail industry at the end of 2004, due to China's World Trade Organization membership, also opens the door for Starbucks to be directly involved in the development of the China market, Schultz said. It also opens the door to Starbucks’ competitors as well.  Fellow global giants McDonald’s and Kentucky Fried Chicken, who have McCafes and K-Cafes are also taking advantage of this opportunity.

"But we must look at how everybody can win. A great partnership is a win-win situation for everybody, and that is what we have been doing with Beijing Meida," Schultz said. "And let us not forget to give credit to Meida for helping Starbucks enter China back in 1999. Hsu Ta-lin, chairman of H&Q Asia Pacific, was instrumental in that effort."  

With 11,500 stores around the world, the 35-year-old Starbucks still opens five new ones daily. Schultz said in February that the coffee retailer would maintain annual earnings growth of at least 20% over the next three to five years.  "We believe over the long term that the market opportunities for Starbucks worldwide mean at least 30,000 stores, with 15,000 in North America and 15,000 outside North America," Schultz said. 


Appendix 1
 

Mission Statement

Establish Starbucks as the premier purveyor of the finest coffee in the world while maintaining our uncompromising principles while we grow.

The following six guiding principles will help us measure the appropriateness of our decisions:
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Provide a great work environment and treat each other with respect and dignity.

Embrace diversity as an essential component in the way we do business.
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Apply the highest standards of excellence to the purchasing, roasting and fresh delivery of our coffee.
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Develop enthusiastically satisfied customers all of the time.
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Contribute positively to our communities and our environment.
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Recognize that profitability is essential to our future success.
Environmental Mission Statement

Starbucks is committed to a role of environmental leadership in all facets of our business.

We fulfill this mission by a commitment to:


Understanding of environmental issues and sharing information with our partners.

Developing innovative and flexible solutions to bring about change

Striving to buy, sell and use environmentally friendly products

Recognizing that fiscal responsibility is essential to our environmental future

Instilling environmental responsibility as a corporate value

Measuring and monitoring our progress for each project

Encouraging all partners to share in our mission
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Risk Factors in Starbucks’ China Operations

The China market is important to the Company’s long-term growth prospects – doing business there and in other developing countries can be challenging

Starbucks expects the People’s Republic of China to be its largest market outside of the United States.  Any significant prolonged deterioration in U.S.-China relations might adversely affect the Company’s China business.  The Company’s growing investments in its China operations will increase the Company’s exposure in this market.

Many of the risks and uncertainties of doing business in China are solely within the control of the Chinese government.  China’s government regulates the business conducted by Starbucks through its subsidiaries, joint ventures and authorized licences by restricting the scope of the Company’s foreign investments within China and the food and beverage, retail, wholesale and distribution business conducted within China.  Although management believes it has structured the Company’s China operations to comply with local laws, there are substantial uncertainties regarding the interpretation and application of laws and regulations and the enforceability of intellectual property and contract rights in China.  If China’s governmental authorities were ultimately to conclude that Starbucks has not complied with one or more existing or future laws or regulations, or if their interpretations of those laws or regulations were to change over time, the Company’s affiliates could be subject to fines and other financial penalties or forced to cease operations entirely.  Moreover, it could adversely affect the Company’s business if it is unable to enforce its intellectual property and contract rights in China’s courts.

Source:  Starbucks Annual Report 2006
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Monday, March 19, 2007

Starbucks Investors Hope Meeting Will Calm Jitters 


By Nichola Groom
Reuters
Mon Mar 19, 2007 10:04 PM BST 

LOS ANGELES (Reuters) - Starbucks Corp. (SBUX.O: Quote, Profile , Research) management, facing a battered share price and concerns about dilution of its brand, is expected to reassure investors at its annual meeting this week that its aggressive growth plans are still on track.

Since hitting an all-time high in November, Starbucks shares have lost more than 20 percent as investors fret over profit margins that have lagged expectations and, most recently, a high-profile memo in which Chairman Howard Schultz warned of the "commoditization" of its iconic brand.

Investors are eager for the company to address those concerns at Wednesday's meeting in Seattle.

"Will management boost investor confidence with hints of current trends, announce more aggressive share repurchase intentions, discuss compelling innovation or offer other meaningful commentary?" UBS analyst David Palmer wrote to clients on Monday.

Starbucks annual meetings are typically little more than company pep rallies, with performances by musicians such as Tony Bennett and clips of Starbucks references on late-night talk shows receiving more attention than business trends.

Analysts including Palmer and Goldman Sachs' Steven Kron, however, expect this year to be different as it will be the first time Schultz will address investors since warning senior management in a leaked memo last month that measures taken to fuel rapid expansion had led to a "watering down" of its brand.

The memo has contributed to a more than 5 percent drop in Starbucks shares since it was made public on Feb. 23. Investors and analysts expect shareholders to react positively to efforts to reassure them of its commitment to a strategy of adding 2,400 stores this year to its more than 13,000 worldwide.

"A reiteration of targets and strategy could reinvigorate investors," Kron said in a note to clients last week, in which he said Starbucks' recent stock weakness created "a compelling buying opportunity."

Other analysts agree that the stock, which is trading at 28 times analysts' average 2008 earnings estimate, is prime for buying. The shares have historically traded at around 35 times forward earnings or higher.

The Schultz memo has not been the only worry for Starbucks shareholders in recent months. Higher labor and other costs have led to weaker-than-expected profit margins, and investors are eager for signs of improvement.

"The concern that at least investors have been feeling of late has really been the weaker-than-expected margins," said Mike Koskuba, an analyst and portfolio manager with Victory Capital Management, which owns about 1 million Starbucks shares. "If (Schultz) was to address the margin issue, that would be a positive."

Starbucks also recently received a slew of negative publicity over a trademark dispute with the Ethiopian government and a magazine report saying McDonald's Corp.'s (MCD.N: Quote, Profile , Research) coffee beat Starbucks' in a taste test.

Koskuba said he expects a very upbeat annual meeting, though Starbucks investors are not the only ones eager to have their concerns heard by management on Wednesday.

A protest of labor union supporters and Ethiopian coffee farmer supporters is planned at the meeting.
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Chairman Howard Shultz’s Memo


Published: Feb 23, 2007 
From: Howard Schultz

Sent: Wednesday, February 14, 2007 10:39 AM Pacific Standard Time

To: Jim Donald

Cc: Anne Saunders; Dave Pace; Dorothy Kim; Gerry Lopez; Jim Alling; Ken Lombard; Martin Coles; Michael Casey; Michelle Gass; Paula Boggs; Sandra Taylor

Subject: The Commoditization of the Starbucks Experience

As you prepare for the FY 08 strategic planning process, I want to share some of my thoughts with you.

Over the past ten years, in order to achieve the growth, development, and scale necessary to go from less than 1,000 stores to 13,000 stores and beyond, we have had to make a series of decisions that, in retrospect, have lead to the watering down of the Starbucks experience, and, what some might call the commoditization of our brand.

Many of these decisions were probably right at the time, and on their own merit would not have created the dilution of the experience; but in this case, the sum is much greater and, unfortunately, much more damaging than the individual pieces. For example, when we went to automatic espresso machines, we solved a major problem in terms of speed of service and efficiency. At the same time, we overlooked the fact that we would remove much of the romance and theatre that was in play with the use of the La Marzocca machines. This specific decision became even more damaging when the height of the machines, which are now in thousands of stores, blocked the visual sight line the customer previously had to watch the drink being made, and for the intimate experience with the barista. This, coupled with the need for fresh roasted coffee in every North America city and every international market, moved us toward the decision and the need for flavor locked packaging. Again, the right decision at the right time, and once again I believe we overlooked the cause and the affect of flavor lock in our stores. We achieved fresh roasted bagged coffee, but at what cost? The loss of aroma -- perhaps the most powerful non-verbal signal we had in our stores; the loss of our people scooping fresh coffee from the bins and grinding it fresh in front of the customer, and once again stripping the store of tradition and our heritage? Then we moved to store design. Clearly we have had to streamline store design to gain efficiencies of scale and to make sure we had the ROI on sales to investment ratios that would satisfy the financial side of our business. However, one of the results has been stores that no longer have the soul of the past and reflect a chain of stores vs. the warm feeling of a neighborhood store. Some people even call our stores sterile, cookie cutter, no longer reflecting the passion our partners feel about our coffee. In fact, I am not sure people today even know we are roasting coffee. You certainly can't get the message from being in our stores. The merchandise, more art than science, is far removed from being the merchant that I believe we can be and certainly at a minimum should support the foundation of our coffee heritage. Some stores don't have coffee grinders, French presses from Bodum, or even coffee filters.

Now that I have provided you with a list of some of the underlying issues that I believe we need to solve, let me say at the outset that we have all been part of these decisions. I take full responsibility myself, but we desperately need to look into the mirror and realize it's time to get back to the core and make the changes necessary to evoke the heritage, the tradition, and the passion that we all have for the true Starbucks experience. While the current state of affairs for the most part is self induced, that has lead to competitors of all kinds, small and large coffee companies, fast food operators, and mom and pops, to position themselves in a way that creates awareness, trial and loyalty of people who previously have been Starbucks customers. This must be eradicated.

I have said for 20 years that our success is not an entitlement and now it's proving to be a reality. Let's be smarter about how we are spending our time, money and resources. Let's get back to the core. Push for innovation and do the things necessary to once again differentiate Starbucks from all others. We source and buy the highest quality coffee. We have built the most trusted brand in coffee in the world, and we have an enormous responsibility to both the people who have come before us and the 150,000 partners and their families who are relying on our stewardship.

Finally, I would like to acknowledge all that you do for Starbucks. Without your passion and commitment, we would not be where we are today.
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