Why are e

Starbucks-dominated category wakes
up and smells McD’s espresso rollout

CEO Schultz brews
up customer revival
for coffeehouse titan

BY GREGG CEBRZYNSKI

With coffee category growth archi-
tect Howard Schultz again chief
barista at Starbucks Corp., brand
strategists say that company and
its espresso-driven challenger
McDonald's both must address
evolving taste trends to maintain
or capture market share in the
lucrative specialty coffee category.

As the burger giant installs

argain-priced espresso bars
chainwide and the coffeehouse
titan attempts to revive the
“Starbucks experience” to forestall
defections of recession-wary loyal-
ists, consumers hold the key to
brewing consistently strong finan-
cial results, marketing pundits
observe,

McDonald’s phased rollout of
MeCafe coffee bars was expected to
have surpassed the 1,000-store
mark by the start of 2008 on its
way to deployment in the chain’s
nearly 14,000 U.S. units by next
year. Complete with baristas work-
ing automated espresso machines,
McDonald’s new program will offer
caffe lattes, cappuccinos, mochas

(See MeD, page 6)

McDonald's
McCafe coffee
bars feature

espresso-based

beverages and
other gourmet-
oriented coffee
specialties,
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and an ice-blended drink called
Frappe.

McDonald’s, while pricing its
espresso-based items at around
$1 less than comparable ones at
Starbucks, is projecting an addi-
tional $1 billion in sales from its
new drinks and other beverage
additions.

Starbucks, meanwhile, has
shaken up management just as
the chain has seen a rare same-
store downturn in customer traf-
fic, though profits, sales and store
counts have continued to soar.
Schultz resumed the role of chief
executive of the 15,000-unit chain
this month, replacing the exiting
Jim Donald.

As he did so, Schultz — in lan-
guage reminiscent of a famously
leaked internal memo in which he
warned last year that cookie-cutter
systems could rob Starbucks of its
allure — vowed to restore the “con-
nections our customers have with
Starbucks, our coffee, our brand,
our people and our stores.”

However, success for both Star-
bucks and McDonald’s hinges on
appealing to a customer who has
developed a sophisticated palate
for coffee and won't settle for infe-
rior products, said Robert
Passikoff, founder and president
of Brand Keys, a New York-based
branding consulting firm.

He calls such a patron the
“bionic consumer of the 21st cen-
tury” who possesses a more ad-
vanced sense of tastes and higher
expectations than did coffee
drinkers of previous generations.

“They're smarter. They're more
sophisticated,” Passikoff said.
“They all know what lattes are, TV
and Starbucks and everyone else
that came after Starbucks have in-
stitutionalized these beverages.”

But as Schultz pointed out to
analysts and employees, the “Star-
bucks experience” — the key to the
chain’s brand image and sales —
has suffered dramatically for a
number of reasons. Switching to
vacuum-packaged coffee and thus
denying customers the store-
filling aroma of the beans would be
one reason, and growing the chain
too quickly would be another.

For the fiscal year ended last
Sept. 30, the Starbucks chain
added 1,788 new U.S. coffee-
houses, up from 1,543 a year ear-
lier and 1,176 the year before that.
Meanwhile, domestic Starbucks
units saw their same-store sales
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grow last year only 4 percent, after
rising 7 percent in 2006 and 9 per-
cent in 2005.

In Passikoff’s view, slow service
and the loss of theatrics are what is
eroding brand loyalty for Starbucks.

The chain lost ground in the
“service and surroundings” cate-
gory of the Brand Keys 2007 Cus-
tomer Loyalty Engagement Index,
he points out.

“It has nothing to do with the
ability to deliver product quality,”
Passikoff said. “It's the consumer

mind-set. You're going to get a
great product, but you have to
wait, and the theater and enter-
tainment is gone.”

MeDonald’s espresso machines
are located in the front of the store
so that customers can watch the
baristas make their drinks, but
Passikoff said theatries will not be
a significant factor in driving bev-
erage sales for the chain because
“you know what you get at Me-
Donald’s” in terms of ambiance.

However, he expects that some
customers who visit MeDonald's for
an Egg McMuffin will decide to buy
their morning lattes there as well.

Although some industry ob-
servers view the situation strictly
as a McDonald's-versus-Starbucks
showdown, marketing expert Tim
Hackbardt sees McDonald's
espresso initiative as a “genius”
strategic move by the chain to
gain a larger share of the quick-
service breakfast market,

As other chains move to increase
their breakfast business, McDon-
ald's will be a step ahead of them by
offering more coffee varieties than
they can, said Hackbardt, a former
Taco Time and Del Taco marketing
executive who founded White Barn
Group, a strategic restaurant mar-
keting and ad agency in San Juan
Capistrano, Calif.

A “large portion” of consumers
decides where to eat a quick-

service breakfast based on coffee
offerings, and if they want variety
they’ll have to go to McDonald’s,
Hackbardt said.

“At all those other QSRs will
you get that coffee experience or
variety? The answer is no,” he said.

Hackbardt expects McDonald’s
to win over coffee customers from
other quick-service chains and even
from such chains as Panera Bread,
but “passionate” Starbucks cus-
tomers won't abandon that chain
for McDonald's, he predicted. The
Starbucks customer who's strapped
for time, however, may decide to
buy a latte at the Golden Arches.

“They're laser-focused on speed,
and that's where they win,” he said.

Although such chains as
Shoney's and Denny’s have intro-
duced premium coffee blends,
Hackbardt and other marketing
experts don't envision a stampede
among restaurants to open coffee
bars similar to McDonald’s.

“But it certainly would be
worth testing,” Hackbardt said.

McDonald’s McCafe specialty
coffees come in small, medium and
large sizes, priced from $1.99 to
$3.49, said Lisa Frick, the chain’s
director of menu development.

In the markets where the spe-
cialty coffees have been available,
McDonald’s has promoted them
with print, radio and TV ads, local-
store marketing “and, most impor-

WWW.NRN.COM

McDonald’s rollout of coffee bar
adjuncts was expected to reach
1,000 stores by the start of 2008.

tantly, product sampling,” she said.

“The best way we can get peo-
ple to believe in [the product] is to
give them a sample,” she said.

The sampling program has re-
sulted in return visits and pur-
chase intent that are “so high”
that McDonald's is convinced that
“this is really what [customers]
want,” Frick said.

ATV spot for the coffees opens
with shots of various people enjoy-
ing the drinks. A voice-over says,
“Want to treat yourself to some-
thing special?” That's followed by
scenes of more people having fun
while holding the new coffees. The
final voice-over says, “Now you're
right where you want to be.”

The ads are being revised for
the systemwide rollout of the cof-
fee bars, but “our premise will not
change,” Frick said.

“We are not comparing our-
selves to anybody,” she said. “We
are standing on the product we
have, which we believe is very
high quality.”

MeDonald’s did “a lot” of ethno-
graphic research to determine
what drives consumer behavior
and then developed the coffee
products to fit consumer tastes,
said John Roney, its director of US.
consumer and business insights,

“Coffee is such an emotional
product,” he said. “We've been
tracking reaction to taste as we
continue to roll this out. Ulti-
mately where it gets us to is opti-
mizing the produet.”

Roney said McDonald’s is a
“much more approachable brand”
for consumers who are not “ex-
perts"” on coffee varieties.

That positions McDonald’s to
target customers new to the

gourmet-coffee scene, said brand-
ing expert Rob Frankel.

“Will they steal customers from
Starbucks? No,” he said. “But who
will they get? All the people who
want better coffee and are willing
to pay for it but don’t yet patronize
Starbucks.”

Starbucks' Schultz told ana-
lysts earlier this month that the
chain “built the equity of our
brand through the Starbucks ex-
perience,” but Frankel, who says
he has iconoclastic views about
branding, disagrees that Star-
bucks is even a brand.

“Starbucks has never had a
brand or a brand strategy,” he said.
“Starbucks has an identity. If they
had a brand, people, including
Howard Schultz, would be able to
articulate it. Because they can't ar-
ticulate that, they leave themselves
vulnerable to other competitors.

Advertising raises a brand’s
awareness, he said, but Starbucks
has never made people under-
stand why it is “the only solution”
to their coffee needs. That's what
branding does, Frankel said.

“People are not able to explain
why they should be loyal to [Star-
bucks] in a consistent manner,” he
said.

During the holidays Starbucks
broke its first national TV cam-
paign, which ad critics generally
praised. But the chain has to be
careful that future campaigns staj
true to the Starbucks image, said
White Barn Group’s Hackbardt.

New campaigns can harm the
brand, “depending on the cre-
ative,” he said.

“It's more critical for this brand
than any other,” Hackbardt said.
“It’s got to work with the consumer.
It's got to be very unique, very dif-
ferent than you'd normally see.”m
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FOR THE RECORD

| “Activist investor Peltz’s Cheese-
| cake stake could mean changes
for chain,” Jan. 7, page 1, stated
the terms of a severance agree-
ment for Cheesecake Factory
founder, chairman and chief ex-
ecutive David Overton that have
been in place with few changes
for at least seven years and thus
were not enacted specifically be-
cause of any concerns about a
possible shift in corporate con-
| trol to Nelson Peltz.
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Starbucks testing cheaper cups of joe

MARKETING

Starbucks’ $1 coffee

BY KEIKO MORRIS

keiko.morris@newsday.com
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January 24, 2008

with free refills in its hometown.

Faced with growing competition from cheaper rivals, Starbucks Corp. is testing offering small cups of drip coffee for $1 TRAVELUNRA - . E
That's about 50 cents less than the Seattle-based coffee retailer normally charges for an 8§ ounce cup of joe, though prices | Get o m:—]‘\r B
vary from store to store. # and GET GOIN

Small cups of premium coffee at McDonald's Corp., Dunkin' Donuts and other lower-cost competitors typically cost just &
more than 51, accordmng to The Wall Street Journal, which first reported on Starbucks' new day.

Progr Y

But the company said in a statement e-mailed by Starbucks spokeswoman Bridget Baker that the test "is not indicative of | S8
any new business strategy.” Starbucks would not say when the test began, how many stores are part of it, whether it's |
considering a similar p jon for any other brews or whether any new test markets are on the horizon. ~

oyal Starbucks customers are used to shelling out extra
bucks for their brew, but recently the gourmet coffee
giant decided to experiment with a $1 cup of coffee (in-
cluding refills). e
Testing is limited to Seattle. The move is the latest twist in
a corporate saga in which chairman Howard Schultz took
back the chief executive position and vowed to revitalize the
company. The test “is not necessarily indicative of any new
business strategy,” the company says. Still, industry experts
say this could be a move to defend its top position. in 2006,
McDonald's introduced premium coffee and recently an-
nounced that it will add baristas and specialty coffee drinks.

Barry Berman, a marketing professor at Hofstra University's
Frank G. Zarb School of Business,
talked to Newsday about Star-
bucks’ latest move.
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“Testing is a way of life for us, as we are constantly looking for new ways to connect with the customer and provide the
best Starbucks experience,” the statement said.

Starbucks in July raised the average price of its coffee and other freshly made drinks in most of its U.S. stores by 9 cents, citing the rising cost of dairy products and other
essentials. A 5-cent increase had taken effect in October 2006.

Price increases have helped shore up revenue as traffic in U.S. stores flattened and then declined for the first time in the company's history last quarter.

Starbucks chairman Howard Schultz, who recently retumed as chief executive after the company fired CEO Jim Donald as part of efforts to revitalize the company, has
acknowledged the faltermg economy to have contributed to the decline.

e

Schultz said he believes the company’s main problem was it lost its focus on customers in recent years as it concentrated on growth.

Copyright © 2008, Newsday Inc. i

] What's behind this
experiment?
In marketing there's a concept el B reuters. shesssesTed0EMI _ Sl Juve seend 2l
called the tiger competitor — & -
that is, if you mess with me, % & [Pacwinsan: = B -8 e O

we're going to have a long battle
and you're never going to forget
you encroached on my turf.

B Does Starbucks’
customer base overlap with
the McDonald's customer
base?
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Starbucks testing $1 coffee, free refills-WSJ

Wed Jan 23, 2008 2-58am EST

Barry Berman

NEW YORK, Jan 23 (Reuters) - Starbucks Corp (SBUX.O: Quote, Profile,
Research) is testing $1 coffees and free refills, The Wall Street Journal
reported on Wednesday, as the global coffee chain faces increasing
competition from fast-food rivals.

The person who buys a $5
cup of coffee and the person who buys a $1 cup of coffee are
so different, and | don't think there's overlap. One says, "I
want caffeine,” and the other, "l want a sensuous experience.
| want to experience Europe.” !

Iﬂ Who are Starbucks' biggest competitors?

Probably a good food store that has a breakfast menu or that
has take-out and serves a premium coffee done well. It's also the
corner store that does espresso or cappuccino and, again, there
are a lot of restaurants that don't do that. These restaurants
want to make coffee in a pot and have 100 cups of coffee ready,
and the Starbucks person is not looking for that. There's no
direct chain that does that the way Starbucks does.

The report said Starbucks is experimenting with a “short™ $1 cup as well as
free refills for brewed coffee in its Seattle-area stores. Starbucks charges
around $1.50 to $4 00 for a coffee, depending on size and flavour

was not i diately available for ¢ . but the report quoted
the company’s spokeswoman

Shares in Starbucks have lost around half their value over the past year amid
worres about U.S. ¢ pending, over-expansion, and competitii

from fast-food rivals such as McDonald's Corp (MCD.N: Quote, Profile,
Research) who offer specialty coffees.

The report said that 51 undercut regular coffee prices at both McDonald's and
Dunkin’ Donuts, a unit of Dunkin' Brands Inc.. which start in the low $1
range.

} ia earlier this year, bringing
Howard Schultz back into the chief executive position. It also said it would

E What about concerns over store traffic slowing? close underperforming U.S. outlets and speed up intemational grovth

Starbucks has arpund 15,000 stores around the world including over 10,000

You can't just keep building locations and assume custom- e T

ers will come at the same rate. There's a given amount of
people who will buy that coffee and, at one point, you satu-
rate the market.

m What do you think about this experiment?

The question is, will a $1 cup of coffee ruin Starbucks'
image, an image they worked so hard to develop? European,
exotic, top guality — all those concepts don't go with a $1
cup of coffee. . . . The other issue is, if I'm in line buying a $5
cup of coffee, | don't want to wait in line behind people buy-
ing a $1 cup of coffee.
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McDonald’s to take on Starbucks

Fast-food giant plans to serve up lattes at all U.S. outlets, newspaper says
MSNBC News Services
updsted 4:48 p.om, ET. Mon., Jan, 7. 2008

You don't give your brand name away at a $1 price. An
example is when Honda decided that they wanted to have a
fancy car, they didn't sell the Acura at the same dealership.
. . . So [$1 Starbucks coffee] makes no sense. . . . |t only-
makes sense [as a strategy] to say to McDonald's, “I'm not
going to lie and play dead while you take customers away
from me." :

McDonald’s Corp’s plan to expand the beverage lineup at its U.S. restaurants with cappuccinos, lattes and other drinks is expected to add $1 billion
to annual sales, a spokeswoman said on Monday.

The espresso-based drinks, which are currently in 800 of McDonald's nearly 14,000 U.S. locations, mark the newest effort by the world's No. 1
restaurant company to upgrade its coffee offarings and take on rival Starbucks Corp.

McDonald’s has even added a "barista” position in its restaurants and dedicated a section of counter space to the automated espresso machines
$0 customers can see the drinks being made, spokeswoman Danya Proud said. These details were first reported Monday in the Wall Street Journal.

It'sa knee']e rk reaction to their sales performance d ropping., But though McDonald's expects the coffee drinks, smoothies and new bottled beverages to add $1 billion to its annual revenue (the company
ke recorded $21.6 billion in sales in 20086), investors and analysts said they do not expect much of that to be at Starbucks’ expenss,

MONDAT. FEBRUARY 05, 2007 ket ial . . “Paople don't go to McDonald’s for their coffae, they go for their food,” Friedman Billings & Ramsey analyst Howard Penney said in an intarview.
A - L - - "It’s ridiculous to think that McDonald's is going to take all of Starbucks’ business. Even McDonald’s doesn't think that's going to happen.”
MeDonald's coffee ranks high

In the last year, Starbucks shares have fallen 48 percent on investor fears about slowing U.S. sales growth, soaring dairy prices and increased
competition from McDonald’s, Dunkin” Denuts and other fast-food rivals. McDonald's stock, meanwhile, has dimbed 33 percent as extended hours,

Coffee snobs be warned: according toa demand for breakfast offerings and other new products have fueled U.S. growth.

= ou Ut Ml o Ab in fi C drinks kind of based coffe h d d th rkat i d b I h
. out one in five Americans drinks some kind of espresso- e each day, and the market is supposad to grow by at least 4 percent eacl

Consumer Reports magazine, . year untl 2011, !

McDonald's coffee was rated higher than

Starbucks. In Nevember, Don Thompson, president of McDenald’s USA, announced the aggressive plan. “We want to move from beverages as an
acc imant to being a b ge destination,” Thompson said in a b ing with I "0Our spead, our convenience, the value
that we can afford to customers without quality comprise will make us a formidable player.”

McDonald's coffea was "decent and

moderately strong,” while Starbucks’ One McDonald’s investor said the Golden Arches’ foray into espresso-based drinks would still not provide the choice that many die-hard Starbucks

was "strong, but burnt and bitter customers have come to expect. As a result, McDonald’s could end up taking market share from other relative newcomers to the latte field,

enough to make your eyes water,” the

3 i “If you want a half-caf, no-whip, low-fat, sugar-free, raspbarry syrup latte you are probably not going to get that at a McDonald’s,” said Janna
magazine said.

Sampson, co-chief investment officer at OakBrook Investments in Lisle, Ilinois. "But you aren't going to get that at Dunkin’ Donuts either. It's a
more direct hit at Dunkin’ Donuts’ business.”

‘\!cn‘mald‘s introduced coffee made from 100 percent Arabica beans, the 5till, fears about competition have helped drive Starbucks’ multiple below that of McDonald’s. The stock trades at about 17.6 times analysts’
kind used at Starbucks, a year ago. average 2008 earnings estimate, compared with a multiple of 18 for McDonald’s shares.

w : . In 2007, Consumer Reports magazine rated the McDonald's drip coffee as better-tasting than Starbucks. Starbucks responded that taste is
The coffee fr_om Starbucks, meanwhile, was detern}wed to be "strong, but subjective and its millions of customer visits per week demonstrated the popularity of its coffee.
burnt and bitter enough to make your eyes water instead of open.”

According to the Wall Street Journal, only about 800 of McDonald's have the specialty coffee drinks now, and some may not get the full beverage

The testers also ranked coffee from Burger King and Dunkin' Donuts, which program until 2009.

i nw}y abliion canez yeat. Neither stood up to the Dunkin® Brands Inc. added aspresso beverages to Dunkin’ Denuts shops in 2003 and credits the full-line of coffee drinks with helping its aggressive
competition, the magazine said. growth plans.

Burger King's brew Tooked like coffee but tasted more like hot water, the g?:wci:;aman coffee chain Tim Hortons, which is expanding its own U.S. presence, said customer demand for one-stop food and coffee shopping is

report states, while Dunkin's 'was inoffensive, but it had no oomph.’

A full-court press by McDonald’s couldnt come at a worse time for Starbucks Corp., the world's largest chain of coffes houses, which is struggling
MecDonald's was not only the bast tasting, but was also found to be the least with rising dairy prices, growing competition and flattening store traffic in the U.S, ~

pensive cup, the ine said loere u
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