Introduction

The best business that I know is Starbucks. The reason that I am so bullish on this
business is three-fold: vertical integration dominance, international brand perception, and income
generation through rewards. I also believe that Starbucks has a few distinct advantages over their
competitors, mainly Dunkin’ Donuts and McDonald’s. In this brief analysis, I’1l touch on each of
these factors.

Vertical Integration Dominance

Vertical integration in consumer economics is a strategy where companies own multiple,
if not all, stages of the supply chain. The coffee supply chain follows the general structure of
harvesting, processing/milling, roasting, exporting, and selling. It’s quite rare for a company that
produces goods to own their whole supply chain, but Starbucks has done something unique in
this regard. Starbucks began with Hacienda Alsacia' and has continued to add farms in Central
America as recently as Q4 2024 with future investments in Africa and Asia promised”. Beyond
just the farms, Starbucks has plants, such as their Flexible Plant in Kent, WA?® that takes care of
processing and roasting coffee beans. After this, they export directly to Starbucks stores and
online shops to sell to consumers.

The way that I value and evaluate a business is by how much quality they offer to their
customers while being able to increase total volume. As an example, a poor business in my eyes
is one that has ten products but can only make three of them quality products. By controlling
their whole supply chain and pouring money into R&D at the farms (like Hacienda Alsacia),
Starbucks reflects a company that’s maintaining quality products in increasing volumes.

This vertical integration strategy provides Starbucks with several competitive moats that I
find particularly compelling. First, they have unprecedented control over their cost structure -
while competitors are at the mercy of market prices and middlemen, Starbucks can better predict
and control their input costs. Second, they've built an invaluable knowledge base about coffee
production that spans from soil chemistry to consumer preferences. This expertise allows them to
innovate at every step of the value chain, from developing disease-resistant coffee varieties to
creating new beverage concepts that consistently resonate with consumers.

International Brand Perception

What truly sets Starbucks apart in my analysis is how they've managed to position
themselves differently in various markets while maintaining a consistent core identity. In the
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United States, Starbucks represents a daily routine - the "third place" between home and work.
However, in emerging markets like China, they've successfully positioned themselves as a luxury
brand, commanding premium prices and attracting status-conscious consumers.

This dual positioning is something I rarely see executed well. Most companies either
dilute their brand trying to be everything to everyone, or they remain so rigid they fail to adapt to
local markets. Starbucks has threaded this needle masterfully. In China, for instance, they've
introduced unique offerings like mooncakes during the Mid-Autumn Festival* while maintaining
their core brand promise of quality coffee and a premium experience. This tells me they've built
something more valuable than just a coffee shop chain; they've created a global luxury brand that
happens to sell coffee.

Income Generation Through Rewards

The aspect of Starbucks that I find most fascinating is their rewards program, which I
view as possibly the most sophisticated loyalty program in retail. What appears simple on the
surface - stars for purchases - is actually a complex ecosystem that generates valuable customer
data and, more importantly, predictable revenue streams.

The rewards program has effectively turned Starbucks into a bank-like entity’. When
customers load money onto their Starbucks cards or app, the company holds these funds as
"stored value card liabilities" - essentially interest-free loans from customers. As of their last
annual report, this amounted to billions in essentially free floating capital that Starbucks can
utilize before the actual purchase occurs.

But the genius goes beyond the float. The program creates a feedback loop: customers
earn stars, which encourages more frequent visits, which generates more data about purchasing
patterns, which allows Starbucks to tailor promotions more eftectively, which drives more
purchases. It's a virtuous cycle that nobody else is replicating to the same scale.

Financial Due Diligence

The financial performance of Starbucks reveals the strength of their business model. I’1l
break down key metrics that I believe show why this is the best business I know (despite recent
headwinds).

Revenue Composition and Growth:

The company generated $36.2 billion in total net revenues for FY2024, with
company-operated stores contributing $29.8 billion (82% of revenue) and licensed stores adding
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$4.5 billion (12% of revenue)®. This revenue mix is crucial because it shows Starbucks' ability to
maintain control over the customer experience while still benefiting from the capital-light
licensed store model. The modest 1% year-over-year revenue growth reflects near-term
challenges, particularly in their two largest markets: a 6% decline in U.S. comparable store sales
and a 14% decline in China. I would be remiss if I didn’t mention some of that.

Profitability and Margins: What I find particularly compelling is Starbucks' ability to maintain
healthy margins despite inflationary pressures and operational challenges:

Operating income of $5.4 billion represents a 15% operating margin

Net earnings of $3.76 billion translate to a 10.4% net margin

Earnings per share of $3.32 show the company's ability to generate significant
shareholder value

The Rewards Program's Financial Impact: The stored value card liability on their balance
sheet stands at $1.78 billion, representing what I consider to be essentially an interest-free loan
from customers. This float, combined with deferred revenue of $5.96 billion, creates a
remarkable $7.74 billion in customer-provided financing that Starbucks can use to fund
operations and growth.

Balance Sheet Strength and Capital Allocation: The company maintains a solid balance sheet
with:

$3.29 billion in cash and short-term investments

Strategic capital expenditure of $2.78 billion, reflecting continued investment in growth
A dividend program paying $2.59 billion to shareholders

Share repurchases of $1.27 billion, demonstrating confidence in their business model

What I find most impressive is how these financials reflect the competitive advantages we
discussed earlier:

1. Their vertical integration strategy is reflected in the robust gross margins despite
industry-wide cost pressures

2. The brand strength is evident in their pricing power and ability to slowly rise costs

3. The rewards program's impact is clear in both the stored value card liability and deferred
revenue figures

However, the recent comparable store sales declines (-7% globally in Q4 FY24)’
highlight the challenges Starbucks faces in maintaining growth at their current scale. Yet, I view
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these challenges as cyclical rather than structural - the core business model remains strong, as
evidenced by their ability to maintain healthy margins and continue strategic investments during
this period.

Competitive Analysis

What separates Starbucks from competitors like McDonald's and Dunkin' Donuts is their
fundamentally different approach to the coffee business. While McDonald's and Dunkin' view
coffee as a component of their broader quick-service restaurant strategy, Starbucks has built their
entire ecosystem around the coffee experience. This distinction manifests in several critical ways
that I believe give Starbucks an insurmountable advantage.

First, let's examine McDonald's approach. Their McCaf¢ initiative, while successful in
terms of raw revenue, operates as a complementary offering to their core fast-food business. This
creates an inherent conflict in their value proposition - they're trying to convince consumers that
the same place they get their Big Mac can deliver a premium coffee experience. Despite their
massive scale and efficient operations, McDonald's struggles to shed the fast-food association
that limits their ability to command premium prices in the coffee segment. Their coffee pricing
strategy typically undercuts Starbucks by 30-40%, reflecting their inability to position
themselves as a premium coffee destination.®®

Dunkin' presents a different challenge but faces similar limitations. While they're more focused
on beverages than McDonald's, their brand positioning as "America runs on Dunkin"
emphasizes speed and convenience over experience and quality. Their franchise-heavy model,
while efficient for rapid expansion, creates several disadvantages compared to Starbucks:

They lack the vertical integration that gives Starbucks quality control from farm to cup
Their franchise model limits their ability to implement rapid innovations or maintain
consistent quality standards

e They've struggled to establish a meaningful presence in premium international markets
where Starbucks excels

What I find particularly compelling about Starbucks' competitive position is their ability
to compete asymmetrically. While McDonald's and Dunkin' compete primarily on price and
convenience, Starbucks has created a value proposition that largely insulates them from direct
price competition. Their rewards program, mobile ordering capabilities, and "third place"
atmosphere create switching costs that their competitors haven't been able to replicate effectively.
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When a customer has $50 loaded on their Starbucks app and is three stars away from a free
drink, they're unlikely to be tempted by McDonald's slightly cheaper coffee.

Conclusion

In my analysis, Starbucks represents a rare combination of operational excellence, brand
power, and financial innovation. While many see them as a coffee company that got big, I see
them as a masterclass in vertical integration that happens to sell coffee. Their ability to control
quality through owned supply chains, command premium pricing through sophisticated brand
management, and generate predictable revenue through their rewards program creates a business
model that I believe is both defensive and positioned for continued growth.

What makes them truly exceptional in my view is how each of these elements reinforces
the others. The vertical integration supports quality, which supports brand perception, which
justifies premium pricing, which funds further integration investments. It's this virtuous cycle,
more than any individual element, that makes Starbucks the best business I know.



