Starbucks Coffee Company

Starbucks is the leading retailer of specialty coffee beverages and beans and related food and merchandise. Its annual sales are over were $6.0 billion, with a profit over $400 million. Starbucks owns and operates more than 6,600 retail stores and has licensed an additional 3,700 airport and shopping center stores in 41 countries.  The average Starbucks customer visits the store 18 times a month; 10 percent visit twice a day.

In addition to its direct retailing activities, Starbucks has formed strategic alliances with Dreyer’s Grand Ice Cream, Kraft Foods, Barnes & Noble Booksellers, Jim Beam, United Airlines, and PepsiCo to expand its product and distribution portfolios. Howard Schultz, chairman and CEO, and his senior management team were focusing on how to sustain its phenomenal growth and maintain Starbucks’ market leadership position.

The Coffee Market

The commercial market for coffee began in AD 1000 when Arab traders brought the coffee tree from its native Ethiopia to the Middle East. Over the next 200 years, coffee drinking spread through the Arab world and was eventually introduced in Europe in the 1500s by Italian traders. By 1650, coffee houses emerged as popular meeting places in England and France. Well-known public figures would frequent London coffee houses to discuss political and literary issues.

Coffee consumption flourished in the mid-twentieth century, aided by developments in manufacturing and cultivation. By 1940, large coffee processors such as Nestlé (Hills Bros. brand), Kraft General Foods (Maxwell House), and Procter & Gamble (Folgers) developed instant and decaffeinated coffee varieties in addition to their staple regular ground. Supermarkets emerged as the primary distribution channel for traditional coffee sales.

In the late 1980s, per capita coffee consumption fell slowly and steadily as consumers turned to soft drinks, bottled water, juices, and iced teas. The three major manufacturers—Procter & Gamble, Nestlé, and Kraft—fought for market share in a stagnant market. All of the major coffee brands were unprofitable. In an effort to regain profitability, the majors decreased their historically high expenditures on image advertising, increased the use of robusta beans (as opposed to high-quality arabica beans) to further reduce costs, and converted from 16-ounce cans to 13-ounce cans, claiming that the contents produced the same amount of coffee. Coupons and in-store promotions dominated manufacturer marketing plans as price warfare continued.

The Starbucks Coffee Company: Background

Inspiration for the present Starbucks concept came to Howard Schultz when he went to Italy on a buying trip in 1983. While wandering through the ancient piazzas of Milan, Schultz took particular note of the many cheerful espresso bars and cafes he passed. Italians, he felt, had captured the true romance of the beverage. Coffee drinking was an integral part of the Italian culture. Italians started their day at the espresso bar and returned there later on. “There’s such a strong sense of community in those coffee bars,” he mused. “People come together every single day and in many cases they don’t even know each other’s names. In Italy, coffee is the conduit to the social experience.”

Schultz realized that Americans lacked the opportunity to savor a good cup of coffee while engaging in good conversation in a relaxed atmosphere. He returned to the United States convinced that Americans would find the Italian coffee house culture attractive. In 1987, Schultz bought Starbucks.

Retail Offering

Starbucks offers more than a cup of coffee. The VP of marketing, elaborates: Our product is not just that which resides in the cup. The product is the store and the service you get in the store. We need to help people appreciate at a higher level why that coffee break feels the way it does, why it’s worth the time it takes to prepare a good cup of coffee. I like to think that Starbucks is not so much food for thought, but brewed for thought. Coffee has for centuries been for thought. I have sometimes thought to myself, “Get out of this chair. You hit the wall.” It’s that private time for me between 2 and 3 p.m. when I walk down the Commons area here and make myself an Americano and think something through. I think that’s maybe what Starbucks has to offer people: that safe harbor, that place to kind of make sense of the world. In the long run, what distinguishes us from our competitors, what is the most enduring competitive advantage we have, is that we are able to give our customers an experience at the store level...better than any competitor out there, even the small ones. Starbucks should be a place, an experience, tied up in inspired thought.

Although designs vary in any particular store to match the local market, the typical Starbucks store works around a planned mix of organic and manufactured components: light wood tones at the counters and signage areas, brown bags, polished dark marble countertops, glass shelves, thin modern white track lighting, and pure white cups. Even the logo delivers the double organic/modern message: The Starbucks icon is earthy looking, yet rendered in a modern abstract form, in black and white with a band of color around the center only. The colors of the lamps, walls, and tables mimic coffee tones, from green (raw beans) to light and darker browns. Special package and cup designs are coordinated to create livelier, more colorful tones around holidays. Starbucks also keeps its look lively with rotating in-store variations based on timely themes.

Starbucks stores are spacious so that customers can wander around the store, drinking their coffee and considering the purchase of coffee paraphernalia ranging from coffee beans to brushes for cleaning coffee grinders to $1,000 home cappuccino machines. Starbucks also sells exclusive CDs.  For example, it sold 775,000 copies of Ray Charles' "Genius Loves Company" CD and 115,000 units of Coldplay's "X&Y," two of more than three dozen compact discs offered for $8 to $15.95 each Although coffee beverages are standardized across outlets, food offerings vary from store to store.

Starbucks has strict quality standards. For example, espresso is brewed precisely 18 to 23 seconds and thrown away if it is not served within 10 seconds of brewing. Coffee beans are donated to charities if they are still in the store seven days after coming out of their vacuum-sealed packs. Drip coffee is thrown away if it is not served within an hour of making it. Throughout the store, there exists a keen attention to aroma: Employees are not allowed to wear colognes, stores use no scented cleaning products, and smoking is verboten.
Human Resource Management

The company, recognizing that its frontline employees are critical to providing “the perfect cup,” has built an organizational culture based on two principles: (1) strict standards for how coffee should be prepared and delivered to customers and (2) a laid-back, supportive, and empowering attitude toward its employees.

All new hires, referred to as partners, go through a 24-hour training program that instills a sense of purpose, commitment, and enthusiasm for the job. New employees are treated with the dignity and respect that goes along with their title as baristas (Italian for bartender). To emphasize their responsibility in pleasing customers, baristas are presented with scenarios describing customers complaining about beans that were ground incorrectly. The preferred response, baristas learn, is to replace the beans on the spot without checking with the manager or questioning the complaint. Baristas learn to customize each espresso drink, explain the origins of different coffees, and claim to be able to distinguish Sumatran from Ethiopian coffees by the way it “flows over the tongue.”

Starbucks’s Coffee Master Program teaches the staff how to discern the subtleties of regional flavor. Graduates (there are now 25,000) earn a special black apron and an insignia on their business cards. The highlight is the "cupping ceremony," a tasting ritual traditionally used by coffee traders. After the grounds have steeped in boiling water, tasters "crest" the mixture, penetrating the crust on top with a spoon and inhaling the aroma. As employees slurp the brew, a Starbucks Coffee Educator encourages them to taste a Kenyan coffee's "citrusy" notes or the "mushroomy" flavor of a Sumatran blend.

If the ritual reminds you of a wine tasting, that's intentional. Schultz has long wanted to emulate the wine business.

Holding on to their motivated, well-trained employees is important, so all are eligible for health benefits and a stock option plan called “Bean Stock.” Each employee is awarded stock options worth 12 percent of his or her annual base pay. (Starbucks now allows options at 14 percent of base pay in light of “good profits.”) Employees are also given a free pound of coffee each week and a 30 percent discount on all retail offerings. Baristas know about and are encouraged to apply for promotion to store management positions. Every quarter the company has open meetings at which company news, corporate values, and financial performance data are presented and discussed.

Due to the training, empowerment, benefits, and growth opportunities, Starbucks’ turnover is only 70 percent, considerably less than the 150 to 200 percent turnover at other firms in the food service business. “We treat our employees like true partners and our customers like stars,” comments Schultz.

Location Strategy

Starbucks’ retail expansion strategy was sequential, based on conquering one area of a city or region at a time. Centralized cities served as hubs or regional centers for rollout expansion into nearby markets (e.g., Chicago as a hub for the Midwest). “Clustering” was also central to the strategy—major markets were saturated with stores before new markets were entered. For example, there were over 100 Starbucks outlets in the Seattle area before the company expanded to a new region. Having several stores in close proximity to one another generally increased overall revenues, though slowed growth in comparable store sales in saturated markets suggested sales came at the expense of some cannibalization of existing businesses.

Traffic was the major determinant in selecting cities and locations. “We want to be in highly visible locations,” senior VP of real estate explains, “with access to customers that value quality and great coffee. You want a store in the path of people’s weekly shopping experience, their route to work, their way home from a movie. You want to be America’s porch that no longer exists.”

Supply Chain
In the 1990’s, the specialty coffee market experienced substantial growth, driven largely by the coffee-drinking habits of college graduates and young professionals.  While retailers like Starbucks benefited from this growth, coffee growers and supplies did not.  There was a worldwide over supply of lower-grade coffee beans.  Although Starbucks purchased the highest quality, Arabica beans and paid premium prices, all growers suffered from the over supply.  Even though Starbucks dominated the specialty coffee industry, it did not use its purchasing power to negotiate lower prices from growers and suppliers and squeeze their profits.  Instead, the company decided to use it market power to implement social change within its supply chain.  It partnered with Conservation International, an environmental nonprofit organization, to develop C.A.F.E.  (Coffee and Farmer Equity) Practices.   Some of Starbucks’ objectives of C.A.F.E. Practices were:
1. Build mutually beneficial relationships with coffee growers and suppliers.

2. Increase economic, social, and environmental sustainability in the industry including conservation and biodiversity.

3. Provide economics incentives for suppliers who adhere to C.A.F.E. standards

4. Promote transparency and economic fairness within the supply chain.

The C.A.F.E. Practices were a minimum set of requirements, including coffee quality, social issues, and economic transparency,  that growers and suppliers had to be met in order to be considered a source for coffee beans.  Economic transparency meant that a supplier had to disclose the amount of money that was ultimately paid to growers.

All suppliers were evaluated not just on their performance, but also on their supply networks of farms. Farmers were rewarded for coffee growing and processing practices that contributed positively to the conservation of soil, water, energy, and biological diversity, and had minimal impact on the environment. Also, C.A.F.E. Practices encouraged farmers and others to make sure that workers’ wages and safety met or exceeded the minimum requirements under local and national laws. Suppliers scoring on the independently assessed C.A.F.E. Practices were paid a price premium and received the largest orders. Starbucks has a goal to buy the majority of its beans from suppliers meeting the C.A.F.E. standards.
Growth Strategies
In addition to offering store in over 40 countries, Starbucks has taken other opportunities to capitalize on the company’s strong brand name. 

· Frappuccino. The Frappuccino beverage is a sweet, cold, creamy drink that combines milk, coffee, and ice. The product was very successful when introduced to cafés in 1995, so Starbucks entered a joint venture with PepsiCo to bottle a ready-to-drink (RTD) version. Frappuccino coffee drinks come in six varieties (Mocha, Decaf Mocha, Vanilla, Coffee, Caramel, and Mocha Lite) and are available at convenience or grocery stores.

· MAZAGRAN. MAZAGRAN is a carbonated coffee RTD beverage. The product is manufactured, bottled, and distributed by PepsiCo, but Starbucks shared in the R&D and set flavor standards.

· Dreyer’s Grand Ice Cream. Dreyer’s Grand Ice Cream agreed to produce a line of premium ice cream products flavored with Starbucks coffee. The first products in this line, five coffee-flavored gourmet ice creams, were sold under the Starbucks name and distributed through supermarket outlets. Starbucks ice cream is the leading brand of gourmet coffee ice cream on the market. The ice cream is available in the following flavors: Java Chip Big, Mud Pie, Coffee Almond Fudge, Coffee Fudge Brownie, Low Fat Latte, Classic Coffee, and Caramel Cappuccino Swirl. Frozen Frappuccino ice cream bar novelties are available in three varieties: Mocha, Java Fudge, and Caffe Vanilla.

· Kraft and supermarkets. Through an agreement with Kraft, the company also sells its branded coffee beans through supermarkets, which command 80 percent of all coffee sales and generate nearly $3 billion in sales annually. The company designed a line of specialty coffees just for supermarkets and opened Starbucks-operated kiosks in selected grocery chains. Kraft manages all distribution, marketing, advertising, and promotions for Starbucks’ whole bean and ground coffee in grocery and mass-merchandise stores. By the end of fiscal year 2001, the company’s whole bean and ground coffees were available throughout the United States in approximately 18,000 supermarkets.

· Jim Beam. Through a partnership with Jim Beam, a Starbucks coffee liqueur was developed.

· Several alternative channels had already been established, including the sale of whole beans through Nordstrom department stores and the sale of coffee by the cup in the cafés of Barnes & Noble bookstores. Additional channels under consideration or in place include distribution through service providers like Holland America Cruise Lines, United Airlines, and Sheraton and Westin Hotels.

Changing Customer Base
As Starbucks grew, its customer base evolved. Starbucks’ historical customer profile—the affluent, well educated,  white-collar female between the ages of 24 and 44—had expanded. For example, about half of the stores in southern California had large numbers of Hispanic customers. Newer customers tended to be younger, less well-educated, and in a lower income bracket than Starbucks’ more established customers. These newer customers were more interested in convenience and than the experience.  To improve the perceived service, especially the time to place an order and receive the coffee, Starbucks starting installing automatic expresso machines in its stores.
Discussion Questions

1. What is Starbucks’ retail strategy? What is its target market, and how does it try to develop an advantage over its competition?

2. Describe Starbucks’ retail mix: location, merchandise assortment, pricing, advertising and promotion, store design and visual merchandising, customer service, and personal selling. How does its retail mix support its strategy?

3. What factors in the environment provided the opportunity for Starbucks to develop a new, successful retail chain? What demand and supply conditions prevailed in the U.S. coffee market when Howard Schultz purchased Starbucks in 1987? What insight did Schultz have that other players in the coffee market did not possess?

4. What were the principal drivers behind Starbucks’ success in the marketplace? What does the Starbucks brand mean to consumers? How have the growth opportunities that Starbucks has pursued affected the value of its brand name?

5. What are the major challenges facing Starbucks as it goes forward? Is the brand advantage sustainable going forward? Can Starbucks defend its position against other specialty coffee retailers?
