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By 2009, AirAsia had established itself as Asia’s most successful low-cost airline.
Between January 2002 and March 2009, AirAsia had expanded from two aircraft and
200,000 passenger journeys to 79 aircraft and 11.8 million passenger journeys. Its
route network had grown beyond Malaysia to cover ten Southeast Asian countries.
In addition to its hub in Kuala Lumpur (KL), Malaysia, it had replicated its system by
establishing associated airlines in Thailand and Indonesia.

By 2007, UBS research showed that AirAsia was the world’s lowest-cost airline
with costs per available seat kilometer (ASK) significantly below those of Southwest,
Jet Blue, Ryanair, or Virgin Blue (Figure 1). It was also one of the world’s most prof-
itable airlines. In 2008, when very few of the world’s airlines made any profit at all,
AirAsia earned a return on assets of 4%} In 2009, it won the Skytrax Award as “The
World’s Best Low Cost Airline”

AirAsia had built its business on the low-cost carrier (LCC) model created by
Southwest Airlines in the US and replicated throughout the world by a host of
imitators. AirAsia had adapted the basic LCC model to the market, geographical,
and institutional features of Southeast Asia while preserving the principal opera-
tional features of the strategy. However, in 2007, AirAsia embarked upon a major
departure from the LCC model: expansion into long-haul flights by inaugurating
routes to Australia and China and then, in 2009, to India and the UK. The conven-
tional wisdom was that the efficiency of the LCC model was dependent upon short
and medium-distance flights with a single type of aircraft and minimal customer

amenities—intercontinental flights required contravening these basic conditions.
Very few LCCs had ventured into long-haul; even fewer had made a success of it.

To evaluate AirAsia’s potential to expand from being a regional carrier to an
international airline would require a careful analysis of the basis of its existing cost
advantage and an evaluation of the transferability of these cost advantages to the

long-haul market.

The growth of AirAsia is closely associated with the entrepreneurial effort of Tony
Fernandes. Son of a Malaysian doctor, Fernandes was sent to boarding school in

Written by Robert M. Grant. The case draws upon a report written by Sara Buchholz, Nadia
Fabio, Andrés Ileyassoff, Laurent Mang, and Daniele Visentin: AirAsia: Tales from a Long-haul
Low Cost Carrier, Bocconi University (2009), and from an eatlier case by Thomas Lawton and
Jonathan Doh: The Ascendance of AirAsia: Building a Successful Budget Airline in Asia (Ivey
School of Business, Case No. 9BOSMO054 2008). Used by permission of the authors. © 2012,
Robert M. Grant.
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FIGURE 1 Costs in US cents per available seat kilometer for different low-cost
airlines
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Britain with a view to following his father’s footsteps into the medical profession.
Tony had other ideas and, after an accounting degree at the London School of 2
Economics, he went into music publishing, first with Virgin, then Time Warner. He E
describes his decision to start an airline as follows:

I was watching the telly in a pub and I saw Stelios [Haji-Ioannou] on air talk-
ing about easyJet and running down the national carrier, British Airways. (Sound
familiar? Hahaha.) T was intrigued as I didn’t know what a low cost carrier was but
T always wanted to start an airline that flew long haul with low fares.

So I went to Luton and spent a whole day there. I was amazed how people were '
flying to Barcelona and Paris for less than ten pounds. Everything was organized E
and everyone had a positive attitude. It was then at that point in Luton airport that 3
I decided to start a low cost airline.?

He subsequently met with Conor McCarthy, former operations director of Ryanair. | 3
The two developed a plan to form a budget airline serving the Southeast Asia market. ‘
Seeking the support of the Malaysian government, Fernandes was encouraged
by Prime Minister Mahathir Mohammad to acquire a struggling government-owned
airline, AirAsia. With their own capital and support from a group of investors, they
acquired AirAsia for one Malaysian ringgit (RM)—and assumed debts of RM40 mil-
lion (about $11 million). In January 2002, AirAsia was relaunched with just three 3
planes and a business model that McCarthy described as: “a Ryanair operational 1
strategy, a Southwest people strategy, and an easyJet branding strategy.”® i
Fueled by rising prosperity in Malaysia and its large potential market for lei- i ‘_'
sure and business travelers seeking inexpensive domestic transportation, AirAsia’s i ‘.
domestic business expanded rapidly. In January 2004, AirAsia began its first inter-
national service from KL to Phuket in Thailand; in February 2004, it sought to tap
the Singapore market by offering flights from Johor Bahru, just across the border
from Singapore, and in 2005 it began flights to Indonesia.




International expansion was financed by its initial public offering (IPO) in
October 2004, which raised RM717 million. Airline deregulation across Southeast
Asia greatly facilitated international expansion. To exploit the market for budget
travel in Thailand and Indonesia, AirAsia adopted the novel strategy of establish-
ing joint-venture companies in Thailand (Thai AirAsia) and Indonesia (Indonesia
AirAsia) to create new hubs in Bangkok and Jakarta. In both cases, the operations of
these companies were contracted out to AirAsia, which received a monthly fee from
these associate companies.

From the beginning, Fernandes had set his sights on long-haul travel, guided
by the example of his hero, Freddie Laker, the pioneer of low-cost transatlantic
air travel. However, this risked his good relations with the Malaysian government
because it put AirAsia into direct competition with the national airline, Malaysia
Airlines. Hence, Fernandes established a separate company, AirAsia X to develop its
long-haul business. AirAsia X is owned 16% by AirAsia (with an option to increase
to 30%), 48% by Aero Ventures (co-founded by Tony Fernandes), 16% by Richard
Branson’s Virgin Group, with the remaining 20% owned by Bahrain-based Manara
Consortium and Japan-based Orix Corporation. Operationally, AirAsia and AirAsia X
are closely linked.

In 2007, flights began to Australia, followed by China. By July 2009, AirAsia X had
flights from KL to the Gold Coast, Melbourne, and Perth in Australia; Tianjin and
Hangzhou in China; and Taipei and London using five Airbus A340s, with three more
to be delivered by year-end. Planned future routes included Abu Dhabi (October
2009), India (2010), and later Sydney, Seoul, and New York. At Abu Dhabi, AirAsia
X planned to have a hub that would serve Frankfurt, Cairo, and possibly East Africa
too: “You just can’t get to East Africa from Asia,” observed Fernandes.! To support its
expansion, AirAsia X ordered ten Airbus A350s for delivery in 2016.

AirAsia’s Strategy and Culture

Strategy

AirAsia described its strategy as follows:

e Safety first: partnering with the world’s most renowned maintenance provid-
ers and complying with world airline regulations.

e High aircraft utilization: implementing the region’s fastest turnaround time at
only 25 minutes, assuring lower costs and higher productivity.

e Low fare, no frills: providing guests with the choice of customizing services
without compromising on quality and services.

e Streamline operations: making sure that processes are as simple as possible.

e Lean distribution system: offering a wide and innovative range of distribution
channels to make booking and traveling easier.

e Point-to-point network: applying the point-to-point network keeps operations
simple and costs low.”

Prior to its expansion into long-haul, AirAsia identified its geographical cover-
age as encompassing three-and-a-half hours’ flying time from its hubs. Fernandes’
confidence in his growth strategy rested on the fact that “This area encompasses

CASE 9 AJRASIA: THE WORLD’S LOWEST-COST AIRLINE = 525



526 CASES TO ACCOMPANY CONTEMPORARY STRATEGY ANALYSIS

a population of about 500 million people. Only a small proportion of this market -
regularly travels by air. AirAsia believes that certain segments of this market have E
been under-served historically and that the Group’s low fares stimulate travel within

these market segments.” Its slogan “Now Everyone Can Fly!” encapsulated AirAsia’s

goal of expanding the market for air travel in Southeast Asia.

To penetrate its target market, AirAsia placed a big emphasis on marketing and
i brand development. “The brand is positioned to project an image of a safe, reliable
low-cost airline that places a high emphasis on customer service while providing an ;
i enjoyable flying experience.” For an LCC, AirAsia had comparatively large expendi- 3
! tures on TV, print, and internet advertising. AirAsia used its advertising expenditures
counter-cyclically: during the SARS outbreak and after the Bali bombings, AirAsia
boosted its spending on advertising and marketing. In addition, it sought to maxi-
mize the amount of press coverage that it received. AirAsia also built its image
through co-branding and sponsorship relationships. A sponsorship deal with the
AT&T Williams Formula 1 race car team resulted in AirAsia painting one of its A320s
in the livery of a Williams race car. Its sponsorship of Manchester United encour-
aged it to paint its planes with the portraits of Manchester United players. It also 3
sponsored referees in the English Premier League. A cooperative advertising deal :
with Time magazine resulted in an AirAsia plane being painted with the Time logo.

Its internet advertising included banner ads on the Yahoo mobile homepage and
a Facebook application for the Citibank—AirAsia credit card. The overall goals were
increasing visibility, encouraging interaction, and allowing users to immerse them-
selves in the AirAsia brand.

This heavy emphasis on brand building provided AirAsia with a platform for
offering services that met a range of traveler needs. AirAsia offered an AA express
shuttle bus connecting airports to city centers with seats being bookable simultane- E 3
ously with the online booking of plane tickets. Fernandes also founded Tune Hotels, E 3
a chain of no-frills hotels co-branded with AirAsia. Tune Money offered online finan- ;
cial services—again co-branded with AirAsia.

Culture and Management Style

AirAsia’s corporate culture and management style reflected Tony Fernandes own
personality: informal, friendly, and cheerful. In the same way that culture and brand
identity of Southwest Airlines and the Virgin airlines (Virgin Atlantic, Virgin Blue,
and Virgin America) reflect the personalities of founders Herb Kelleher and Richard
Branson, respectively, Fernandes has used his personality and personal style to cre-
ate a distinct identity for AirAsia. His usual dress of jeans, open-neck shirt, and base-
ball cap provide a clear communication of AirAsia’s unstuffy, open culture. Its team
spirit, commitment to job flexibility, and lack of hierarchy were reinforced from the
top: Fernandes worked one day a month as a baggage handler, one day every two
months as cabin crew, and one day every three months as a check-in clerk.
The share offer prospectus described AirAsia’s culture as follows:

The Group prides itself on building a strong, team-orientated corporate culture. The
Group’s employees understand and subscribe to the Group’s core strategy and
actively focus on maintaining low costs and high productivity. AirAsia motivates

its employees by awarding bonuses based upon each employee’s contribution to 4
AirAsia’s productivity, and expects to increase loyalty through its ESOS [employee
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share ownership scheme] which will be available to all employees. The Group’s
management encourages open communication which creates a dynamic work-
ing environment, and meets all its employees on a quarterly basis to review
AirAsia’s results and generate new ways to lower costs and increase productivity.
Employees . . . frequently communicate directly with AirAsia’s senior management
and offer suggestions on how AirAsia can increase its efficiency or productivity. . .

In addition to the above, AirAsia:

@ inculcates enthusiasm and commitment among staff by sponsoring numerous
social events and providing a vibrant and friendly working environment

@ strives to be honest and transparent in its relations with third parties. . .

@ fosters a non-discriminatory, meritocratic environment where employees are
offered opportunities for advancement, regardless of their education, race, gen-
der, religion, nationality or age, and

e emphasizes maintaining a constant quality of service throughout all of AirAsia’s
operation through bringing together to work on a regular basis employees
based in different locations.”

AirAsia’s Operations
AirAsia’s operations strategy comprised the following elements:

e Aircraft: In common with other LCCs, AirAsia operated a single type
of aircraft, the Airbus A320. (It switched from Boeing 737s in 2005.) A single
aircraft type offered economies in purchasing, maintenance, pilot training,
and aircraft utilization.

e No-frills flights: AirAsia offered a single class, which allowed more seats
per plane. For example, when it was operating its Boeing 737s, these
were equipped with 148 seats, compared to 132 for a typical two-class
configuration. Customer services were minimal: complimentary meals and
drinks were not served on board—but snacks and beverages could be
purchased, passengers paid for baggage beyond a low threshold, and there
was no baggage transfer between flights. AirAsia did not use aerobridges
for boarding and disembarking passengers, which was another cost-saving
measure. Flights were ticketless and there was no assigned seating. Such
simplicity allowed quick turnaround of planes, which permitted better
utilization of planes and crews.

e Sales and marketing: AirAsia engaged in direct sales through its website and
call center. As a result, it avoided paying commission to travel agents.

e Outsourcing: AirAsia achieved simplicity and cost economies by
outsourcing those activities that could be undertaken more effectively and
efficiently by third parties. Thus, most aircraft maintenance was outsourced
to third parties, contracts being awarded on the basis of competitive
bidding. Most of AirAsia’s information technology requirements were also
outsourced.

CASE 9 ATRASIA: THE WORLD’S LOWEST-COST AIRLINE
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® Information technology: AirAsia used Navitair’s Open Skies computer reser-
vations system (CRS), which linked Web-based sales and inventory system,
which also linked with AirAsia’s call center. The CRS was integrated with
AirAsia’s yield management system (YMS) that priced seats on every flight
according to demand. The CRS also allowed passengers to print their own
boarding passes. In 2006, AirAsia implemented a wireless delivery system
which enabled customers to book seats, check flight schedules, and obtain
real-time updates on AirAsia’s promotions via their mobile phones—an impor-
tant facility in the Asia-Pacific region because of the extensive use of mobile
phones. The YMS helped AirAsia to maximize revenue by providing trend
analysis and optimize pricing; it also gave information on future passenger
numbers that was used by AirAsia’s Advanced Planning and Scheduling (APS)
system to minimize operational costs by optimizing supply chain and facilities
management. These two IT systems allowed AirAsia to reduce costs in logis-
tics and inbound activities. During 2005, AirAsia adopted an ERP (enterprise
resource planning) system to support its processes, facilitate month-end finan-
cial closing, and speed up reporting and data retrieval.® This was superseded
by an advanced planning and scheduling system, which optimized AirAsia’s
supply chain management and forecasted future resource requirements.

@& Human resource management: Human resource management had been a
priority for AirAsia since its relaunch under Tony Fernandes. A heavy empha-
sis was given to selecting applicants on the basis of their aptitudes, then cre-
ating an environment and a system which developed employees and retained
them. AirAsia’s retention rates were exceptionally high, which it regarded,
first, as an indicator of motivation and job satisfaction and as a cost-saving
measure—because employees were multi-skilled, AirAsia’s training costs
per employee tended to be high. Job flexibility at all levels of the company,

P S

including administration, was a major source of productivity for AirAsia.
AirAsia: Cost Information

To offer a comparative view of AirAsia’s operational efficiency and cost position, L
Table 1 provides operating and financial information on Malaysia’s two leading air- 5
lines: Malaysia Airlines and AirAsia. Although Malaysia Airlines’ route network was : ;
very different from that of AirAsia’s (Malaysia Airlines had a larger proportion of : o
long-haul routes), it was subject to similar cost conditions as AirAsia. : of
For the first time since its relaunch in 2002, AirAsia made a loss in 2008. This was A
the result of Fernandes’ decision to unwind AirAsia’s futures contracts for jet fuel S

purchased. When crude oil prices started to tumble during the latter half of 2008,
Fernandes believed that AirAsia would be better off taking a loss on its existing con- ; E
tracts in order to benefit from lower fuel prices. p
I
. : ir
Going Long-haul Al
, a1
Fernandes was aware that expanding from short-haul flights in Southeast Asia : U

to flights of more than four hours to China, Australia, Europe, and the Middle , C
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TABLE 1 Comparing operational and financial performance between AirAsia

and Malaysia Airlines, 2008

CASE 9 AIRASIA: THE WORLD’S LOWEST-COST AIRLINE = 529

AirAsia Malaysia Airlines
Operating data
Passengers carried (millions) 11.81 13.76
Available seat kilometers (billions) 18.72 53.38
Revenue passenger kilometers (billions) 1349 36.18
Seat load factor (%) 75.0 678
Cost per available seat kilometers (sen?) 11.66 22.80
Revenue per available seat kilometers (sen) 14.11 20.60
Number of aircraft in fleet December 31, 2008 78.0 109.0
Number of employees 3,799 19,094
Aircraft utilization (hours per day) 11.8 1.1
Financial data (RM, millions)?
Revenue 2,635 15,035
Other operating income 301.8 466.0
Total operating expense 2,966.0 15,1983
of which:
—Staff costs 236.8 2,179.9
—Depreciation 3470 3279
—Fuel costs 1,389.8 6,531.6
—Maintenance and overall 345.1 1,1464
—Loss on unwinding derivatives 830.2 —
—Other operating expenses® 139.2 5,020.0
Operating profit (351.7) 305.5
Finance cost (net) 5175 60.8
Pre-tax profit (869.2) 264.7
After-tax profit (496.6) 2456
Total assets 9,520.0 10,0716
of which:
—Aircraft, property, plant and equipment 6,594.3 2,464.8
—Inventories 20.7 379.7
—~Cash 153.8 3,571.7
—Receivables 694.4 2,020.1
Debt 6,690.8 4334
Shareholders'equity 1,605.5 4,197.0

Notes:

*RM: Malaysian ringgit; 1 ringgit: 100 sen (cents). During 2008/9 the average exchange rate was US$1+ RM3.43.

®For AirAsia the main components were aircraft lease expenses and loss on foreign exchange. For Malaysia
Airlines the main components were hire of aircraft, sales commissions, landing fees, and rent of buildings.

Sources: Company annual reports.

East required major changes in operating practices and major new investments,
primarily in bigger planes. The creation of AirAsia X was intended to facilitate a
measure of operational independence for the long-haul flights while also spread-
ing the risks of this venture among several investors. The investors in AirAsia X
also contributed valuable expertise: Virgin Group had experience in establishing
and operating four airlines (Virgin Atlantic, Virgin Express, Virgin Blue, and Virgin
USA), and the chairman of Air Ventures was Robert Milton, the former CEO of Air

Canada.
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TABLE 2 Comparing AirAsia and AirAsia X E 3 TABLE 4
AirAsia AirAsia X
Concept Low cost short-haul, no-frills Low cost long-haul, no frills 1 ;‘ Aircraft type
Flying range Within four hours'flying time ~ More than four hours'flying time from departing - Route?
from departing city city i Maximum p
Aircraft Airbus A320 with 180 seats Airbus A330 with more than 330 seats F 3
Cabin Single class Economy and Premium (previously known as XL) :
conﬁggranon ) ) i _ , ) E 4 Flight fuel cc
Seat option Unassigned seating, plus Assigned seating with seat request option : Leasing cost
Xpress Boarding option En route nat
In-flight dining  Range of light meals and Pre-ordered full meals available including Asian, Tenreilri] s
snacks available for purchase  Western, vegetarian, and kids' meal; light snacks charges
onboard also available for purchase onboard : Landing/pai
Source: AirAsia websites www.airasia.com and www.airasiax.com. . Departure h
3 Avrrival hand
S . . e . . 1 Segment to
Table 2 shows the principal differences in AirAsia and AirAsia X’s operations and Tetal ot
SEREEE Average cos
j‘, Notes:
Kuala Lumpur to London: Price and Cost Comparisons & UL = Kuala
F bExcluding m:
A comparison of prices and costs allows a clearer picture of AirAsia’s ability to - Source: S. Bu
compete in the long-haul market—a market in which AirAsia had to establish itself E 2009). Data b

against some of the world’s major airlines. Between KL and London, AirAsia was
in competition with at least six international airlines, the closest of which were E
Malaysia Airlines, Emirates, and British Airways. E 3 1

A comparison of economy, round-trip airfares between the two cities is shown :
in Table 3. As Table 4 shows, these fare differentials reflected differences in cost
between AirAsia and its long-haul competitors. These cost differences do not take
account of differences in load factors, which can have a major effect on the average E 3
cost per passenger. AirAsia reported that its KL-London flights had a load factor in E a
excess of 90%. For the airlines as a whole, Table 5 shows load factors. ;

3 n
3 it
TABLE 3 Fare comparisons: AirAsia and its competitors between Kuala Lumpur E p
and London E
E h
Cheapest other AirAsia price Cheapest other E A
AirAsia X2 (US$)  airline® (US$) advantage (%) airlines - p
KL-London round trip 433.96¢ 683.68 365 1. Gulf Air - T
2. Qatar Air E =
3. Emirates E 7
London-KL round trip 433.96¢ 530.35 18.2 1. Emirates E 2 -
2. Etihad E 3 A
3. Gulf Air E b
Notes: - v
?Average fare between September 1 and October 1, 2009. ] -
°Average of lowest airline fare on each day between September 1 and October 1, 2009. ; St

“Average outbound fare: $187.87; average inbound fare: $209.48; meals and baggage charges: $36.61. - @
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TABLE 4 Flight operating cost comparison: Kuala Lumpur to London (in US$)

AirAsia British Airways  Malaysia Airlines Emirates
Aircraft type Airbus 340-300  Boeing 747-400 Boeing 747-400 Boeing 777-300
Route? KUL-STN KUL-LHR KUL-LHR KUL-DXB-LHR
Maximum passenger capacity 286 337 359 360

KUL-DXB DXB-LHR

- Flight fuel cost 79,299 159,522 159,522 77,525 80,822
Leasing costs 5952 0 0 0 0
En route navigation charges 7,949 12,294 12,294 1,435 6,613
Terminal navigation arrival 419 645 645 0 645

charges
Landing/parking 1,100 2,200 2,200 2,200 2,200

Departure handling 6,000 12,000 12,000 12,000 12,000
Arrival handling 6,000 12,000 12,000 12,000 12,000

- Segment totals 105,160 114,280

| Total cost per flight® 106,719 198,661 198,661 219,440

| Average cost per passenger® 373.14 589.50 553.37 609.56

| Notes:

L (UL = Kuala Lumpur, STN = London Stansted, LHR = London Heathrow, DXB = Dubai.

| Excluding maintenance, depreciation, meal services, and crew salaries.

| Source: S. Buchholz, N. Fabio, A. lleyassoff, L. Mang, and D. Visentin, AirAsia: Tales from a Long-haul Low Cost Carrier (Bocconi University,
| 2009). Data based on NewPacs Aviation Tool Software. Used by permission of the authors.

The Outlook for Long-haul

There can be little doubt that AirAsia had been remarkably successful in building
a budget airline in Southeast Asia. Its cost efficiency, growth rate, brand aware-
ness, and awards for customer service, airline management, and entrepreneurship
all pointed to outstanding achievement, not simply in replicating the LCC business
model pioneered by Southwest Airlines but in adapting that model and augmenting
it with innovation, dynamism, and marketing flair that derived from Tony Fernandes’
personality and leadership style.

However, its AirAsia X venture presented a whole set of new challenges. AirAsia
had successfully transferred several of its competitive advantages from AirAsia to
AirAsia X. The low costs associated with fuel-efficient new planes, secondary air-
ports, and human resources practices had allowed AirAsia X to become the low-cost

TABLE 5 Difference between airlines in load factors (%)

2004 2005 2006 2007 2008
AirAsia 77.0 750 780 80.0 755
Emirates 734 746 759 76.2 79.8
British Airways 67.6 69.7 70.0 704 712
Malaysia Airlines 69.0 715 69.8 714 67.8

Source: S. Buchholz, N. Fabio, A. lleyassoff, L. Mang, and D. Visentin, “AirAsia: Tales from a Long-haul Low Cost
Carrier” (case report, Bocconi University, 2009). Used by permission of the authors.
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operator on most of its routes. The AirAsia brand and corporate reputation provided ‘ C ¢
AirAsia X with credibility on each new route it inaugurated. By sharing web-based
and telephone flight booking systems along with administrative and operational
services between the two airlines, AirAsia X was able to secure cost efficiencies that
would not be possible for an independent start-up.

Nevertheless, doubts remained over AirAsia X’s ability to compete with estab-
lished international airlines. Unlike AirAsia, which was attracting a whole new mar-
ket for domestic and regional air travel, AirAsia X would have to take business away
from the established international airlines whose business models offered some
key competitive advantages over that of long-haul LCCs. In particular, the dense
domestic and regional route networks of the established carriers offered feeds for
their intercontinental flights. These complementarities were supported by through-
ticketing, baggage transfer, and frequent-flyer schemes. Their sources of profit were
very different from the LCCs: most of their profit was earned from first- and busi-
ness-class travelers, which permitted subsidization of economy-class fares.

These challenges pointed to the advantages of closer integration of AirAsia X with
AirAsia. AirAsia X’s CEO, Azran Osman-Rani, had argued for the operational and
financial rationale of merging AirAsia X into AirAsia: “It would be difficult for AirAsia
in the future if it did not have trunk routes as [this] is where the traffic volumes come
from, so AirAsia needs growth from AirAsia X and the merger allows it to tap growth
opportunities in the long-haul markets.” Responding to allegations that the real ratio-
nale for the merger was to allow AirAsia to finance AirAsia X's losses, Azran said:
“Rubbish, we can clearly dispute that. For the first quarter ended March 31, 2009 our
net profit was RM 18 million and we are net cash flow positive. We even had a little
cash at RM 3 million. We are in a very good position and on a much firmer footing
and now is an interesting time to talk about a merger.”

—— e

1. Operating profit before depreciation, amortization, and 6. “AirAsia Berhad,” Offering Circular (October 29): 3. ¢
interest as a percentage of average total assets. 7. Ibid.: 5. I

2. See www.tonyfernandesblog.com, accessed June 3, 8. C. Cho, S. Hoffman Arian, C. Tjitrahardja, and R. 1
2009. Website no longer available. Narayanaswamy, AirAsia: Strategic IT Initiative (student .

3. Quoted by T. Lawton and J. Doh, The Ascendance of report, Faculty of Economics and Commerce, University
AirAsia: Building a Successful Budget Airline in Asia of Melbourne, 2005).
(Ivey School of Business, Case No. 9B08MO054, 2008). 9. “AirAsia X CEO backs Merger with AirAsia Bhd,”

4. “AirAsia X to Hub in Abu Dhabi: AirAsia CEO,” Kbaleej The Star Online (July 23, 2009), http://www.thestar.

Times (August 5, 2009). com.my/Story/?file=%2F2009%2F7%2F23%2Fbusiness

“Corporate Profile,” http://www.airasia.com/ot/en/ %2F4369512, accessed July 20, 2015.

about-us/corporate-profile.page, accessed July 20, 2015.
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Case 2 Starbucks Corporation, -
May 2015 Ben

Income:
Total net
—compx
—license
Howard Schultz, chairman and CEO of Starbucks Corporation, opened the com- —CPG/1
pany’s annual shareholders meeting in Seattle on March 18, 2015 with the following Cost of s.
words:
Store opr
2014 was a remarkable year: record revenue, record profit, record stock price. But, Otherog
I must say, when I think about the year and what we've accomplished, what I'm ' Depreciz
most proud of is our consistent ability to balance profitability and social impact.” S
Schultz went on to elaborate some of Starbucks’ accomplishments in relation to Special ¢
both financial and social performance and, in doing so, noted that a $10,000 invest- ' Total ope
ment in Starbucks’ stock at the time of its 1992 IPO would currently be worth almost )
1 Operatin
$2 million.
Starbucks’ rise from a single Seattle coffee store to a global chain of over 22,000 ‘ Net earn
coffee shops employing almost 200,000 people and generating revenues that would ‘ Net cash
top $18 billion in 2015 was one of the wonders of American entrepreneurial capi- Capital e
| talism. Its founder, Howard Schuliz, was a legend among US business leaders, his ,
- heroic status enhanced by the fact that, having built a hugely successful corporation Balance
and relinquishing the CEO position in 2000, he returned in 2008 to restore Starbucks’ Working
flagging performance. Within two years, profits and share price had set new records Total asst
(Table 1 and Figure 1.

a For many observers, including the owners of the Milanese cafés that had pro- . , Short-ter
vided the inspiration for Schultz, the Starbucks story was little short of miraculous. — Long-ter
America’s first coffeehouse had opened in Boston in 1676. How could brewing Sharehol
a better cup of coffee in the 1980s produce a company with a market value of
$78 billion? Given the ubiquity of good coffee, could Starbucks possibly sustain its Notes:
success? “Consume

5The spec

Costs.

‘Operatin:
The Starbucks Story —

Starbucks Coffee, Tea and Spice had been founded by college buddies Gerald
Baldwin and Gordon Bowker. In 1981, Howard Schultz, a coffee filter sales-
man, visited their store. The coffee he sampled was a revelation: “T realized
the coffee I had been drinking was swill.” Captivated by the business potential
that Starbucks offered, Schultz encouraged the founders to hire him as head of
marketing. Shortly afterwards, Schultz experienced a second revelation. On a

This case was prepared by Robert M. Grant assisted by Gautham T. ©2015 Robert M. Grant.
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| TABLE 1 Starbucks Corporation: Financial data for 2007-2014 ($million)

CASE 2 STARBUCKS CORPORATION, MAY 2015 443

Consumer Products Group.

p 12 months to end-September 2014 2013 2012 2011 2010 2009 2008 2007
Income Statement Items

! Total net revenues of which 16,448 14,892 13,300 11,700 10,707 9,775 10,383 9412
—company-operated stores 12,978 11,793 10,534 9,632 8964 8,180 8,772 7,998
—licensed stores 1,589 1,360 1,210 1,007
—CPG,? food service, other 1,881 1,739 1,555 1,061 s 3% 1611 1413
Cost of sales 6,859 6,382 5813 4916 4459 4325 4,645 3,999
Store operating expenses 4,638 4,286 3918 3,595 3,551 3,425 3,745 3,216

L Other operating expenses 450 457 430 393 293 264 330 294
Depreciation and amortization 710 621 550 523 510 535 549 467
General and administrative expenses 991 938 801 636 570 453 456 489
Special charges® o 2,784 — — 53 3,324 2669 —
Total operating expenses 13,635 15469 11,513 10,176 9436 9335 9993 8466
Operating income 3,081 (325.4) 1,997 1,729 1,419 562 504 1,054
Net earnings 2,068 8 1,384 1,246 946 391 315 673
Net cash from operations 608¢ 2,908 1,750 1,612 1,705 1,389 1,259 1331
Capital expenditures (net) 1,161 1411 974 1,019 441 446 985 1,080
Balance Sheet ltems
Working capital (deficit) 690 94 1,990 1,719 977 455 (442) (459
Total assets 10,752 11,516 8,219 7,360 6,386 5577 5673 5344
Short-term borrowings —_— — — — —_ 713 713
Long-term debt 2,048 1,299 550 549 549 549 550 551
Shareholders’ equity 57272 4,482 515 4,385 3675 3,046 2491 2,284
Notes:

"The special charge in 2013 comprised a payment to Kraft Foods arising from litigation. Special charges in other years were restructuring

costs.
Operating cash flow was reduced by the $2.8 billion payment made to Kraft.

trip to Italy, he discovered the joys of the Milanese coffee houses which offered
a combination of good coffee, ambiance, social interaction, and the artistry of
the barista. His ideas for recreating Starbucks to be a place where people would
come to share the experience of drinking great coffee rather than to buy coffee
beans failed to persuade the founders. Schultz left to open his own Italian-styled
coffee bar, Il Giornale. In 1987, he acquired the Starbucks chain of six stores,
merged it with his three 1l Giornale bars, and adopted the Starbucks name for the
enlarged company.?
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FIGURE 1 Starbucks’ share price ($), May 2005 to May 2015 (adjusted for splits)
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Schultz’s original idea of replicating Italian coffee bars (where customers 1

mostly stand to drink coffee) was adapted to “the American equivalent of the

English pub, the German beer garden and the French café.”® With the addition of

wi-fi, Starbucks’ stores became a place to work as well as to socialize. By 1992, F
Starbucks, with 165 outlets, went public. With $27 million from the stock offering, E
Schultz accelerated growth. Expansion followed a cluster pattern: opening mul- 3
tiple stores in a single metro area in order to increase local brand awareness and :
to help customers make a Starbucks’ visit part of their daily routine. International -
expansion began with Japan in 1996 and the UK in 1998. Starbucks relied mainly 3
on organic growth, but with occasional acquisitions: the UK-based Seattle Coffee
Company in 1998, Seattle’s Best Coffee and Torrefazione Italia in 2003, and Diedrich -
Coffee in 2006. -

The Starbucks Experience

Starbucks’ mission “to inspire and nurture the human spirit” required not just serv-
ing excellent coffee but also engaging customers at an emotional level. As Schultz
explained: “We’re not in the coffee business serving people, we are in the people
business serving coffee.”

Central to Starbucks’ strategy was Schultz’s concept of the “Starbucks
Experience,” which centered on the creation of a “third place”—somewhere other
than home and work where people could engage socially while enjoying the
shared experience of drinking good coffee. The Starbucks Experience combined
several elements:
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Coffee beans of a high, consistent quality and the careful management of

a chain of activities that resulted in their transformation into the best pos-
sible espresso coffee: “We're passionate about ethically sourcing the finest
coffee beans, roasting them with great care, and improving the lives of the
people who grow them.”

Employee involvement. Starbucks’ counter staff—the baristas—played a
central role in delivering the Starbucks Experience. Their role was not only
to brew and serve coffee but also to engage customers in the ambiance of
the Starbucks coffee shop. This was supported by human resource practices
based upon a distinctive view about the company’s relationship with its
employees. Employees needed to be committed and enthusiastic commu-
nicators of the principles and values of Starbucks, which implied treating
employees as business partners. Starbucks’ human resource practices were
tailored, first, to attracting and recruiting people whose attitudes and per-
sonalities were consistent with the company’s values and, second, to foster
trust and loyalty that facilitated their engagement with the Starbucks experi-
ence. Starbucks’ employee selection emphasized adaptability, dependability,
capacity for teamwork, and willingness to further Starbucks’ principles and
mission. Its training program extended beyond basic operational and cus-
tomer-service skills and placed particular emphasis on educating employees
about coffee. Unique among catering chains, Starbucks provided health
insurance for almost all regular employees, including part-timers. In 2014,
Starbucks introduced its College Achievement Plan, providing tuition reim-
bursement for employees taking online degree programs from Arizona State
University.

Community relations and social purpose. Schultz viewed Starbucks as rede-
fining the role of business in society: “I wanted to build the kind of company
my father never had the chance to work for, where you would be valued and
respected wherever you came from, whatever the color of your skin, what-
ever your level of education ... We wanted to build a company that linked
shareholder value to the cultural values that we want to create with our
people.™ Schultz’s vision was of a company that would earn good profits but
would also do good in the world. This began at the local level: “Every store
is part of a community, and we take our responsibility to be good neighbors
seriously. We want to be invited in wherever we do business. We can be a
force for positive action—bringing together our partners, customers, and the
community to contribute every day.” It extended to Starbucks’ global role:
“we have the opportunity to be a different type of global company. One

that makes a profit but at the same time demonstrates a social conscience.”
Starbucks’ sponsoring of social causes was not without controversy: its March
2015 “Race Together” campaign, which encouraged employees to discuss
racism with customers, was hit by a “cascade of negativity” on Twitter and
was soon abandoned.®

The layout and design of Starbucks’ stores were critical elements of the expe-
rience. Like everything else at Starbucks, store design was subject to meticu-
lous planning, following Schultz’s dictum that “retail is detail” While every
Starbucks store is adapted to its unique neighborhood, all stores reflect some
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common themes. “The design of a Starbucks store is intended to provide both g J
unhurried sociability and efficiency on-the-run, an appreciation for the natu-
ral goodness of coffee and the artistry that grabs you even before the aroma.

This approach is reflected in the designers’ generous employment of natural ] (
woods and richly layered, earthy colors along with judicious high-tech acces- <
sorizing ... No matter how individual the store, overall store design seems to ¢ b s
correspond closely to the company’s first and evolving influences: the clean, Li C
unadulterated crispness of the Pacific Northwest combined with the urban sua- r

vity of an espresso bar in Milan.”

@ Starbucks’ location strategy—its clustering of 20 or more stores in each urban

N

hub—was viewed as enhancing the experience both in creating a local C
“Starbucks buzz” and in facilitating loyalty by Starbucks’ customers. Starbucks’ g a
analysis of sales by individual store found little evidence that closely located - C
Starbucks stores cannibalized one another’s sales. To expand sales of coffee- E 3 i
to-go, Starbucks began adding drive-through windows to some of its stores - c
and building new stores adjacent to major highways. :
Broadening the Experience .
Delivering the Starbucks Experience encouraged Starbucks to broaden its prod- E p
uct range. “The overall strategy is to build Starbucks into a destination,” explained : n
Kenneth Lombard, then head of Starbucks Entertainment. This involved adding food, E & N
music, books, and videos. In music publishing, Starbucks’ “Artists Choice” CDs, for \" - P
which well-known musicians chose their favorite tracks, were particularly success- j 4
ful. “I had to get talked into that one,” says Schultz. “But then I began to understand E N
that our customers looked to Starbucks as a kind of editor. It was like, “We trust you. F c
Help us choose.”” ,- : e
Starbucks also diversified its business model to include other ownership and E Ny
management formats, additional products, and different channels of distribution. 3 e
These included: E 3 s
.‘ ; o
® Licensed coffee shops and kiosks. The desire to reach customers in a variety 3 “
of locations eventually caused Starbucks to abandon its policy of only sell- . e
ing through company-owned outlets. Its first licensing deal was with Host ] S
Marriot, which owned food and beverage concessions in several US airports. 3
This was followed by licensing arrangements with Safeway and Barnes & E St
Noble for opening Starbucks coffee shops in their stores. Overseas, Starbucks le
increasingly relied upon licensing arrangements with local companies. 1 fa
@ Distribution of Starbucks retail packs of Starbucks coffee through E in
super-markets and other retail food stores. E p1
® Licensing of Starbucks brands to PepsiCo and Unilever for the supply of W
Starbucks bottled drinks (such as Frappuccino and Tazo Tea). 2:

@ Starbucks’ involvement in financial services began with its Starbucks prepaid F -
store card, which was later combined with a Visa credit card (the Starbucks/ 1 4 fo
Bank One Duetto card). The Starbucks card allowed entry to the Starbucks ’
reward program, which offered free drinks and other benefits to regular
customers.
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Adjusting the Strategy

Crisis and Retrenchment, 2007-2009

Starbucks’ downturn of 2007-2009 was triggered by slowing growth of same-store
sales and operating profits and exacerbated by the financial crisis. Amidst concerns
over Starbucks’ strategy and future prospects, chairman and founder Howard Schultz
returned as CEO at the beginning of 2008.

Schultz’s turnaround strategy comprised two initiatives. First, retrenchment:
Schultz cancelled new store openings and revised operational practices to improve
cost efficiency. In the summer of 2008, he announced the closure of 600 US stores
and most Australian stores; 6,000 jobs were lost in the stores and 700 positions in
corporate and support activities. Savings in operating costs of $500 million in 2009
included Schultz cutting his own salary from $1.2 million to $10,000 and selling two
of Starbucks’ three corporate jets.®

The second thrust was the reaffirmation of Starbucks’ values and business prin-
ciples, including revitalizing the “Starbucks Experience” and reconnecting with its
customers. Reinvigorating Starbucks’ social commitment played a central role in the
rediscovery process. During 2008, a company-wide reconsideration of Starbucks’
purpose and principles resulted in a revised mission statement and a stronger com-
mitment to corporate social responsibility. Initiatives included participation in the
New Orleans clean-up after Hurricane Katrina and launching Starbucks’ Shared
Planet: an environmental sustainability and community service program.

Schultz’s review of operating practices to assess their consistency with the
Starbucks Experience and Starbucks’ image resulted in reducing the automation of
coffee making. To speed up coffee making, Starbucks had replaced its La Marzocco
espresso machines, which required grinding coffee for each cup, with automatic
machines that required baristas to press a button. During 2008, Starbucks began
replacing these automated machines with new coffee machines that made individual
servings from freshly ground beans. Revisions to Starbucks’ food menu included
withdrawing toasted breakfast sandwiches whose aromas masked that of the coffee:
“The breakfast sandwiches drive revenue and profit but they are in conflict with
everything we stand for in terms of the coffee and the romance of the coffee,” noted
Schultz.?

Reconnecting with customers involved the extensive use of new digital media.
Starbucks was a leader in the use of Facebook and Twitter for promotional and
loyalty-building purposes. Starbucks also pioneered new payment methods to
facilitate transactions and build customer loyalty. The original Starbucks Card, an
in-store debit card, was launched in 2002 and was subsequently linked to a loyalty
program offering rewards based upon cumulative purchases. The loyalty program
was relaunched in 2011 as “My Starbucks Rewards” and was linked to an innova-
tive cell phone payment system. Customers displayed a two-dimensional barcode
on their cell phones which was scanned at the point-of-sale. By 2015, ten million
customers had downloaded the Starbucks app and mobile transactions accounted
for 14% of its US sales.

Most of all, Schultz traveled extensively meeting with employees (“partners”) to
reignite their drive and enthusiasm and reinforce Starbucks’ values. At a series of
meetings held in concert halls and other venues, Schultz recounted inspiring tales
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that exemplified the “humanity of Starbucks” and challenged his store managers to
return to the values and practices that had made Starbucks a special place.

Diversification within the US, 2009-2015

With operational efficiency, customer connections, and core values and principles
restored, Starbucks returned to growth. In the US market the primary emphasis was
on exploiting new revenue opportunities. Overseas, it was building Starbucks’ pres-
ence in emerging markets,

Major US initiatives included:

@ The introduction of Via, a new type of instant coffee, launched in February
2009 at $2.95 for a pack of three individual servings and $9.95 for 12 serv-
ings. Via used a patented process which allowed the company to “absolutely
replicate the taste of Starbucks coffee.” In less than two years, sales of Via
reached $200 million.

e Entry into single-serve pod coffee systems. In 2011, Starbucks began produc-
ing Starbucks’ K-cup pods for Keurig machines. In 2012, Starbucks intro-
duced its own pod-based home espresso system.

e In November 2011, Starbucks acquired premium juice maker Evolution Fresh
Inc. with a view to expanding the retail distribution of fruit juices both within
its own stores and to the grocery trade.

@ In June 2012, Starbucks acquired San Francisco bakery La Boulange, with a
view to distributing pastries and baked goods to 2,500 Starbucks stores by
the end of 2013.

e In November 2012, Starbucks acquired Teavana Holdings, Inc. for $620 mil-
lion with a commitment “to grow and extend Teavana’s already-successful 300
mall-based stores as well as add a high-profile neighborhood store concept
that will accelerate Teavana’s domestic and global footprint.” Schultz antici-
pated over 1,000 Teavana stores and argued that “the tea category is ripe for
reinvention and rapid growth. The Teavana acquisition now positions us to
disrupt and lead, just as we did with espresso starting three decades ago.”"

e In June 2014, Starbucks introduced its Fizzio Handcrafted Sodas: individually
prepared soda drinks in three flavors made from all-natural ingredients.

Several of these initiatives involved growing Starbucks’ sales to the grocery sec-
tor. Under Schultz’s leadership Starbucks’ Channel Development (previously the
Consumer Products Group) became the fastest-growing part of the company. The
strategy was based upon exploiting complementarities between Starbucks’ coffee-
houses and the grocery trade:

Starbucks can seed and introduce new products and new brands inside our stores.
We introduced Via instant coffee in our stores. Instant coffee is a $24 billion global
category that has not had any innovation in over 50 years. And no growth. If we
took Via and we put it into grocery stores and it sat on a shelf, it would have died.
But we can integrate Via into the emotional connection we have with our custom-
ers in our stores. We did that for six to eight months and succeeded well beyond
expectations. And as a result of that, we had a very easy time convincing the trade,
because they wanted it so badly."
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FIGURE 2 Starbucks’ “Blueprint for Profitable Growth”
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This use of Starbucks’ stores to lead sales through traditional grocery channels
became Starbucks’ “Blueprint for Profitable Growth” (Figure 2). At the base of the
model were Starbucks’ values and business principles. As Schultz explained: “We have
built the Starbucks brand with a goal of staying true to our values and our guiding
principles with a deep sense of humanity. Going forward, we will continue to focus on
what made us a different kind of company, one that balances profitability and social
conscience while providing exceptional shareholder value.”** These values were the
basis for Starbucks’ emotional engagement with its customers. Increasingly, Starbucks
augmented face-to-face customer contact within its stores with its use of social media
to extend and deepen its relationships with customers. Starbucks’ social media team
connects with consumers through over 30 accounts on 12 different social platforms—
the most important being Facebook, Twitter, Instagram, Google+, and Pinterest. This
online engagement has greatly facilitated Starbucks’ expansion into new overseas mar-
kets and the introduction of Starbucks-branded products in the grocery trade.

International Expansion, 2009-2015

Schultz saw emerging markets, China in particular, as 2a huge opportunity for
Starbucks:

The big opportunity, in terms of total stores, is what’s happening in China; we've
got 800 stores in greater China, 400 in the mainland. When all is said and done,
we'll have thousands. We're highly profitable there. We've been there 12 years, and
I would say that the hard work—in terms of building the foundation to get access
to real estate, design stores, and operate them—is well in place.*

India was next. In January 2012, Starbucks announced a 50/50 joint venture with
Tata Global Beverages to establish a chain of Starbucks coffeehouses. By July 2014,
Tata Starbucks Ltd. had 50 outlets in India, mainly in airports, malls, and commercial
complexes.

Other new market entries during 2012-2014 included Morocco, Colombia,
Vietnam, Monaco, Brunei, Costa Rica, Finland, and Norway. In 2014, Starbucks took
full ownership of Starbucks Japan, buying out its Japanese partner for $915 million.
Table 2 shows store information by region.
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{ TABLE 2 Starbucks Corporation: Store information, 2007-2014

i ‘:: TABLE
i 2014 2013 2012 2011 2010 2009 2008 2007 E
( Percentage change in same store sales E 1 Bet
Americas 6 7 8 8 7 6) (5) 42 4 " C
EMEA 5 0 0 3 5 3 E
i China/Asia-Pacific 7 9 15 22 11 2 21 71 F 2 Coft
Consolidated 6 7 7 8 7 6) (3) 5 E
Stores opened during the year (net of closures)
Americas 3
Company-operated 1 3 Gro
stores 317 276 228 32 32 419) 4,452 10,652 P
Licensed stores 381 404 280 215 101 110 4382 7,232 E
EMEA
Company-operated
stores O (29) 10 25 (64) 20 2,361 2,861
Licensed stores 180 129 101 79 100 98 5,501 497
China/Asia-Pacific 4 Cre:
rec
Company-operated : C
stores 250 240 154 73 30 24 n.a. n.a.
Licensed stores 492 348 294 193 79 129 n.a. n.a. 3
E 5 Con
All other segments E B
Company-operated §
stores 12 343 0 6 M (2) n.a. na.
Licensed stores (24) (10) (4) (478) 10 (5) na. n.a. 6 Bui
Total 1,599 1,701 1,063 145 223 (45) 1,669 2,571
Total number of stores at year-end
Americas /
Company-operated ‘ 7 e
stores 8,395 8,078 7,802 7,574 7,542 7,574 72,382 67,932 B
Licensed stores 5,796 5415 5,011 4,731 4,516 4415 43,292 38912
EMEA
Company-operated
stores 817 853 882 872 847 9N 2,093 1,831 SourcerSt
Licensed stores 1,323 1116 987 886 807 707 3,020 2,496 _
China/Asia-Pacific E
Company-operated :
stores 1,132 906 666 512 439 409 n.a. n.a.
Licensed stores 3,492 2,976 2,628 2,334 2,141 2,062 n.a. n.a.
All other segments
Company-operated
stores 369 357 14 14 8 9 na. n.a.
Licensed stores 42 66 76 80 558 548 na. na.
Total 21,366 19,767 18,066 17,003 16,858 16,635 16,680 15,011
Note:
*Europe, Middle East, and Africa.
i n.a. = not available. 3
7 Source: Starbucks Corporation, 10-K reports. i
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Theme Action

Notes

1 Bethe Employerof Investin partners capable of
Choice delivering a superior
customer experience
Build our leadership position
around coffee

'A 2 Coffee Leadership

Increase the scale of the
Starbucks store footprint with
disciplined expansion

Portfolio

Grow store usage throughout
the day with new product
offers

Occasions

5  Consumer Product Focus on the Starbucks brand to

Brand Growth unlock industry-leading

profitable growth
6  BuildTeavana Create a second major business
in tea

Drive convenience and brand
engagement through mobile
commerce platforms

7 Extend Digital
Engagement

First and foremost, Starbucks is a people business:
customers' relationship with Starbucks employees is a
key determinant of customer loyalty

Central to Starbucks commitment to quality coffee is close
control of its supply chain right back to the grower
During 2015, 99% of Starbucks' coffee would be ethically
sourced and sustainably produced

Number of stores in China Asia-Pacific to double during
2015-2019, including growth from 1,600 to 3,400 stores
in China

India would become one of Starbucks' top-five markets

In N. America new retail formats include small stores,
Starbucks’ mobile trucks for college campuses, and
“Reserve"roasteries

New food offerings to include hot breakfast items,
lunchtime meals, and evening snack and alcoholic drinks

Starbucks to grow sales of packaged coffee and ready-to-
drink coffee beverages by 60% by 2019

Growth will come primarily for Asia-Pacific—especially
China where Starbucks partnering with Tingy

Teavana to spearhead Starbucks' growth within the $125
billion global market for tea

Starbucks' tea revenues to double by 2019

Starbucks' growth to be underpinned by its Rewards
program and its mobile payments platform

New features to the Starbucks mobile app include advance
ordering and payment prior to pick-up at a Starbucks
store

Source: Starbucks 2015 Annual Meeting of Shareholders, Growth Strategy Panel Discussion.

Starbucks’ Strategy, 2015

By 2015, these themes had been developed into a seven-part strategy that was
outlined by Beto Guajardo, senior vice president for global strategy. The “Seven
Strategies for Growth” are summarized in Table 3.

The Market for Coffee

Coffee was the most popular beverage of North America and Europe, with Northern
Europeans the heaviest consumers (Table 4).

The US was the world’s biggest market for coffee with expenditure (for con-
sumption at home, at work, and at catering establishments) of $52.5 billion in 2013.
In terms of expenditure, the market was split roughly equally between sales for
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TABLE 4 Coffee consumption per head of population, 2014

Rank Country Kilograms Rank Country Kilograms
1 Finland 9.6 11 Bosnia-Herzegovina 43 9
2 Norway 7.2 12 Estonia 4.2 4

! 3 Netherlands 6.7 13 Switzerland 39

4 Slovenia 6.1 14 Croatia 38

5 Austria 55 15 Dominican Republic 37 -

;; 6 Serbia 54 16 CostaRica 37 -

; 7 Denmark 53 17 Macedonia 3.6 E
8 Germany 52 18 Italy 34 -
9 Belgium 49 19 Canada 34 -
10 Brazil 48 20 Lithuania 33
Source: Euromonitor (www.caffeineinformer.com/caffeine~what—the—world—drinks).

the home-brewed coffee and sales of ready-brewed coffee. However, in terms of -
consumption, 80% of the coffee consumed in the US was at home. Sales of home-
brewed coffee had recently reversed their long-term decline due to the popularity .
of single-serve coffee makers.

The US market could also be segmented between “ordinary” coffee and “spe-
cialty” coffee (also known as “premium” or “gourmet” coffee). Although specialty E
coffeehouses had existed for many decades, especially on the east and west coasts -
of the US, Starbucks’ achievement had been to bring quality coffee to the mass mar- ]
ket. Sales of premium brewed coffee were estimated to have grown from about $3.5
billion in 2000 to about $13 billion in 2013, with the number of coffee shops roughly
doubling over the same period to reach 29,000. E

Although Starbucks had been the primary driver of this growth, its success had 1
spawned many imitators. These included both independent coffeehouses and
chains, most of which were local or regional, although some aspired to grow into
national chains (Table 5).

In addition to specialty coffeehouses, most catering establishments in the US,
whether restaurants or fast-food chains, served coffee as part of a broader menu
of food and beverages. Increasingly, these outlets were seeking to compete more
directly with Starbucks by adding premium coffee drinks to their menus. McDonald’s
had introduced a premium coffee to its menuv but had reconfigured its outlets to
include McCafés which highlighted its premium coffee drinks. Burger King and
Dunkin’ Donuts had also moved upmarket in their coffee offerings. Both McDonald’s
and Dunkin’ Donuts had targeted Starbucks in their advertising, characterizing
Starbucks as overpriced and snobbish.

Outside of the US, Starbucks’ competitive situation varied by country. In many, F
competition was even more intense than in the US. For example, Starbucks’ with- -
drawal from Australia was a consequence of a highly sophisticated coffee market '
developed by southern European and Middle Eastern immigrants. Throughout con-
tinental Europe, Starbucks had to deal with well-developed markets with high stan- i
dards of coffee preparation and strong local preferences. In the UK, where Starbucks 3
was second to Costa in terms of outlets, it was barely profitable. 3
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TABLE 5 Leading chains of coffee shops in the US, 2014

Company No. of outlets Headquarters
Starbucks 10,780 Seattle, WA

Tim Hortons 714 Oakville, Ontario
Caribou Coffee 415 Brooklyn Center, MN
Coffee Bean and Tea Leaf 296 Los Angeles, CA
Peet’s Coffee & Tea 193 Emeryville, CA
Tully’s Coffee Shops 180 Seattle, WA
Coffee Beanery 131 Flushing, Ml

It's A Grind Coffee House 105 Long Beach, CA
Gloria Jean's 90 Chicago, IL

Dunn Bros Coffee 85 St Paul, MN

PJ's Coffee 50 New Orleans, LA
Port City Java 32 Wilmington, NC

Source: Multiple web sources.

As well as competition from the bottom (McDonald’s, Dunkin’ Donuts), Starbucks
faced competition from the top. The upmarket Italian coffee roaster Illycaffé SpA
was expanding in the US through franchise arrangements with independent coffee-
houses. Some observers believed that once Starbucks had educated North Americans
about the joy of good coffee consumers of gourmet coffee would go on to seek
superior alternatives to Starbucks.

The home-brewed coffee market was also being revolutionized. Sales of Italian-
style espresso coffee makers, which used highly pressurized hot water to make
coffee, had grown rapidly since 2000. The key stimulus had been the popularity
of single-serve coffee pod systems pioneered by Nestlé’s Nespresso subsidiary. In
the US, Keurig Green Mountain with its K-Cup system was the market leader. Other
major entrants were the Senseo system launched by Philips and Sara Lee, Kraft's
Tassimo system, Lavazza’s Espresso Point system, and Illy’s Iperespresso system. In
March 2012, Starbucks joined the fray by launching its own single-serve, home cof-
fee makers under its Verismo brand. Starbucks also supplied K-Cups for Keurig cof-
fee makers. By 2014, Starbucks was US brand leader in retail sales of both premium
packaged coffee and single-cup capsules (Table 6).

TABLE 6 Brand market shares of packaged coffee shops in the US, 2014

Premium roast ground coffee Single cup servings
Brand Market share (%) Brand Market share (%)
Starbucks 26.1 Starbucks 16.3
Dunkin'Donuts 148 Green Mountain 159
Private label 85 Private label 11.2
Peet’s Coffee & Tea 7.7 Folgers Select 9.5
Eight O'clock 7.6 Coffee People 6.5

Source: Multiple web sources.
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w2 -

The credibility of the growth projections revealed by Beto Guajardo, head of global
strategy, at Starbucks’ 2015 shareholders meeting was reinforced by the release of
the company’s quarterly financial results on April 26, 2015. For the quarter ended , Ty
March 26, 2015, revenues were 18% higher than the corresponding quarter in 2014 -
and operating profit was 21% higher. Among 30 investment analysts polled by the

Financial Times on April 24, 2015, 23 assessed Starbucks as a “buy” or “outperform.” ‘ us
Yet amidst the acclaim for Starbucks’ resumption of its growth path since 2009 Ca
and confidence in its expansion strategy for the future, doubts existed over the com- : Bre
pany’s ability to sustain its outstanding performance record. Several of these risks , , Pu
were identified in Starbucks’ 10-K report for 2014, including: gz
@ Risks to Starbucks’ brand reputation resulting from “business incidents, Fra
whether isolated or recurring and whether originating from us or our w
business partners, that erode consumer trust, such as actual or per- Au
ceived breaches of privacy, contaminated food, recalls or other potential gf\l
incidents...”? The

@ Growing competition in all of Starbucks’ markets: “In the US, the ongo- Sine
ing focus by large competitors in the quick-service restaurant sector on All
selling high-quality specialty coffee beverages could lead to decreases in Toti
customer traffic to Starbucks ... Similarly, continued competition from well- ;o_b

established competitors in our international markets could hinder growth ... Indl
Increased competition in the US packaged coffee and tea and single-serve Sou.
and ready-to-drink coffee beverage markets, including from new and large —
entrants to this market, could adversely affect the profitability of the Channel

Development segment. Additionally, declines in general consumer demand E

for specialty coffee products for any reason, including due to consumer pref-
erence for other products, could have a negative effect on our business.”*¢ —
. . . . us
@ Saturation of the US market: “because the Americas segment is relatively Ve
mature and produces the large majority of our operating cash flows, such a : Car
slowdown or decline could result in reduced cash flows...”"” ott
@ In international markets, Starbucks’ future growth was heavily dependent UK
upon China and Asia Pacific. Here risk factors included political and regula- Tur
tory uncertainties, difficulties of protecting intellectual property and enforcing Uni
contracts, reliance upon foreign partners, and the challenge of adapting to 253
differences in consumer tastes and business and employment practices. Sau
Some observers expressed concern over Starbucks’ growing diversification—both Rus:
its widening range of food and beverage products and its entry supplying the gro- Oth
cery trade, about which Barclays Capital analyst Jeff Bernstein observed: “They’re Jcayﬁ:
starting a new chapter from scratch ... the question has to be: Do you realize the Sou
magnitude of the task youre taking on?”® Other commentators expressed concern Taiv,
over the possible erosion of the Starbucks Experience and Starbucks’ identity as it , Phil
extended into tea, soda drinks, hot food, instant coffee, and drive-through stores. Othk
Othe
Tota
Note.
°EME,
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Appendix: Starbucks’ Country and Segment Data
Starbucks’ Stores by Country

TABLE A1 Starbucks’ company operated stores

2014 2012
us 7,303 6,856
Canada 983 874
Brazil 89 53
Puerto Rico 20 19
UK 506 593
Germany 152 157
France 78 67
Switzerland 55 50
Austria 17 12
Netherlands 7 3
China 823 408
Thailand 203 155
Singapore 106 80
All other? 369 14
Total 10,711 9,327
Note:
?ncludes Seattle’s Best Coffee, Teavana, and Evolution Fresh.
Source: Starbucks Corporation 10-K reports.
TABLE A2 Starbucks’ licensed stores
2014 2012
us 4,659 4,189
Mexico 434 356
Canada 462 300
Other Americas 241 166
UK 285 168
Turkey 220 171
United Arab Emirates 115 99
Spain 86 78
Kuwait 72 65
Saudi Arabia 67 64
Russia 87 60
Other EMEA® 391 282
Japan 1,060 965
China 544 292
South Korea 700 467
Taiwan 323 271
Philippines 240 201
Other CAP 625 432
Other licensed 42 76
Total licensed 10,653 8,702

Note:
*EMEA: Europe, Middle East, and Africa.
Source: Starbucks Corporation 10-K reports.
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Starbucks’ Segment Results, 2013 and 2014 E TAE
TABLE A3 Starbucks’ Americas segment ($million) - Net re
E Comy
2014 2013 E 3 Bl
Net revenues: E Total
Company-operated stores 10,866.5 10,0383 E 3 gtoosrt(
Licensed stores 1,074 9154 T Oth:r
CPG, food service and other 39.1 471 E
Total net revenues 11,979.6 11,000.8 - Depre
Cost of sales including occupancy costs 4,487.0 42149 : ?enf'
Store operating expenses 3,946.8 3,7102 T | otale
Other operating expenses 1004 96.9 k4 eom
Depreciation and amortization expenses 469.5 4293 E 3 Opere
General and administrative expenses 167.8 186.7 - Source
Total operating expenses 91715 8,638.0 E
Income from equity investees — 24 3
Operating income 2,808.1 2,365.2 E 3 TABL

Source: Starbucks Corporation, 10-K report for 2014.

Net rey
CPG
; 5 i R 2 T O Food s
TABLE A4 Starbucks’ EMEA® segment ($million) F 3 Totaln
2014 2013 E Costof
- Other ¢
Net revenues: E Deprec
Company-operated stores 1,013.8 9328 * Genera
Licensed stores 2384 190.3 - Total of
CPG, food service and other 426 369 E Income
Total net revenues 1,294.8 1,160.0 F Operat
Cost of sales including occupancy costs 646.8 5909 .
Store operating expenses 365.8 3394 b 3 Note:
Other operating expenses 482 385 E 3 Channel
Depreciation and amortization expenses 594 555 E ?Licrecz:
General and administrative expenses 59.1 719 x "~
Total operating expenses 11793 1,096.2
Income from equity investees 37 04 ¢
Operating income 119.2 64.2 E 4 Notes
Note: E
: 1. Starbucks’ 2014

SEMEA is Europe, Middle East, and Africa.

Source: Starbucks Corporation, 10-K report for 2014 18, 2015. Openit

investor.starbuck
irhome, accessec
2. Howard Schultz,
Built a Compan)
Hyperion, 1997).
3. J. Wiggins “Whe:
Times (Decembe
4. Quoted in: Howe
Community (Hat
9-406-127, 2006).
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TABLE A5 Starbucks’ China/Asia Pacific segment ($million)

2014 2013
Net revenues:
Company-operated stores 8594 6717
Licensed stores 2702 2453
Total net revenues 1,129.6 917.0
Cost of sales including occupancy costs 5474 449.5
Store operating expenses 2211 170.0
Other operating expenses 48.0 46.1
Depreciation and amortization expenses 46.1 33.8
General and administrative expenses 585 484
Total operating expenses 9211 7478
Income from equity investees 164.0 152.0
Operating income 3725 321.2
Source: Starbucks Corporation, 10-K report for 2014.
TABLE AG Starbucks’ Channel Development segment
2014 2013
Net revenues:
CPG 1,178.8 1,056.0
Food service 367.2 3429
Total net revenues 1,546.0 1,398.9
Cost of sales 8824 8784
Other operating expenses 187.0 1794
Depreciation and amortization expenses 1.8 1.1
General and administrative expenses 18.2 211
Total operating expenses 1,089.4 1,080.0
Income from equity investees 100.6 96.6
Operating income 557.2 415.5

Note:

Channel Development comprises sales of packaged coffee, packaged beverages, and other products to the

grocery and food service trades.
Source: Starbucks Corporation, 10-K report for 2014.

i ~ Notes

. Starbucks’ 2014 Annual Shareholders’ Meeting, March

18, 2015. Opening remarks by Howard Schultz, http://
investor.starbucks.com/phoenix.zhtml?c=99518&p=irol-
irhome, accessed July 20, 2015.

 Howard Schultz, Pour Your Heart Into It: How Starbucks

Built a Company One Cup at a Time (New York:
Hyperion, 1997).

. J. Wiggins “When the Coffee Goes Cold,” Financial

Times (December 13, 2008).

. Quoted in: Howard Schultz: Building the Starbucks

Community (Harvard Business School Case No.
9-406-127, 2006).

. “The Way We Do Business,” http://gr.starbucks.com/
en-US/_About+Starbucks/Mission+Statement.htm,

accessed July 20, 2015.

. ““Starbucks hit by ‘cascade of negativity’ after

ordering staff to talk racism with customers:
Vice President forced off Twitter as angry

public turns on ‘patronizing’ project,” www.dailymail.

co.uk/news/article-3000260/Starbucks-PR-fail-
Twitter-mockery-causes-coffee-executive-

delete-account-customers-say-NOT-want-talk-racism-
ordering-coffee. html#ixzz3YTz4jXh5, accessed

July 20, 2015.
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7. “Starbucks: A Visual Cup o’ Joe,” @Issue: Journal of 11. “Starbucks’ Quest for Healthy Growth: An Interview with . C €
Business and Design 1, (2006): 18-25. Howard Schultz,” McKinsey Quarterly (March 201D).

8. Starbucks Corporation, press release, Starbucks 12. Ibid.
Reports First Quarter Fiscal 2009 Results (January 28, 13. Ibid.
2009). 14. “Starbucks Outlines Blueprint for Profitable Growth at

9. M. Allison, “Schultz Concerned about Consumers, Not Annual Shareholders Meeting,” Starbucks Corporation
Competitors,” Seaitle Times (January 31, 2008), http:// press release (March 23, 2011).
seattletimes.com/html/businesstechnology/2004155269_ 15. Starbucks Corporation 10-K report for 2014: 10.
starbucksadd31.html, accessed July 20, 2015. 16. Ibid.: 12.

10. A meeting at London’s Barbican Center is described in 17. Ibid.: 13.
1. Wiggins, “When the Coffee Goes Cold,” Financial 18. “Latest Starbucks Concoction: Juice,” Wall Street Journal
Times (December 13, 2008). (November 11, 2011).
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Case 7 Harley-Davidson,
Inc., May 2015

For us and for our loyal customers, the motorcycles we build aren't just motor-
cycles. They are living pieces of American history, mystique on two wheels. They are
the vehicle with which our riders discover the power, the passion, and the people
that define the Harley-Davidson Experience.

—HARLEY-DAVIDSON, iNe!

On May 1, 2015, Matt Levatich took over as CEO of Harley-Davidson, Inc.. Levatich
was 48 years old and had joined Harley as a management trainee in 1994. He held
an engineering degree from Rensselaer Polytechnic Institute and an MBA from
Northwestern. The company he was taking charge of was not among the world’s big-
gest motorcycle companies—it shipped 270,726 bikes in 2014 compared to Honda'’s
17 million. However, it was the world’s most financially successful motorcycle manu-
facturer: it earned a higher sales margin and a higher return on equity than any of
its rivals.

Levatich’s predecessor was Keith Wandell, who had stabilized Harley after the
financial crisis of 2008-2009 and returned the company to its growth path. During
Wandell's six-year tenure, Harley’s cumulative total return to shareholders was 280%,
compared to 172% for the S&P 500 as a whole.

The road ahead, however, looked distinctly bumpy. On Levaticlvs first day as
CEO, investment advisor James Berman published a newsletter that asked the ques-
tion: “Is the long, classic American love affair with Harleys a thing of the past?™
Harley’s profit growth depended on its ability to keep expanding the sales of its
high-priced, heavyweight motorcycles. While no other company could replicate the
emotional attachment of riders to the “Harley Experience,” there was always the risk
that motorcycle riders might seek a different type of experience and become more
atracted to the highly engineered models produced by European and Japanese man-
ufacturers. Equally worrying was the fear that motorcycles might lose their appeal
both as a leisure activity and as a male status symbol. Such concerns were fueled
by demographic trends. Harley’s core market was the baby-boomer generation—
and this cohort was moving more toward retirement homes than outdoor sports.
Would the next cohorts—Generation X and Generation Y—have the same affinity
for noisy, heavyweight motorcycles and the cultural values that Harley-Davidson

This case was prepared by Robert M. Grant. ©2015 Robert M. Grant.
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The History of Eaﬂeyfﬁavic’is‘on’

From Birth to ¥

Harley-Davidsen, Inc. was founded in 1903 by Willlam Harley and the three Davidson
brothers: Williaryy, Arthur, and Waker, In 1909, Harley inoduced its tvo-cvlinder,
Vetwin engine with its umbling sound: this engine type would be the charac-
teristic feature of Harley-Davidson motoreycles for the next hundred vears. At that
time there were about 150 US motoreycle producers in the US: by 1953, Hadey-
Davidson was the sole i

The postwar affluence and the rise of youth culture created a growing demand for
MOoLore les. This was satsfied primarily by imports: first the British (BSA, Triumph,

on) and then the sz panese (led by Honda), Harley benefinted from the

rebirth of motoreyeling as a leisure acdvity. Howevesr, its acquisition by the leisure
conglomerare AMF in 96&-; was followed by quality problems and Snancia

Rebirth, 19812008

In 1981, Harley's sconior managess led 2 leveraged buyout of ﬂ)(. company. Despite
ous financial condition, the z*mnmxemem ream embarked ,ip()n rebuilding
i ion methods and working practices. M.mcwcw visited ‘:;p‘m ¢ mmmobw
plants and invroduced thelr own version < ‘,f Toyom's ust-in-time (JIT) system :
MANT {materials-as-needed). Harley’s manufacturing plants adopted colluborative
iy management.
public offering of Harley-Davidson’s shares fueled investment in
new models, plants, and dealerships. Harley's share of the marker for heavyweight
oreveles (over 300ce) grew steadily. During the 1990s, Harley’s higgest challenge
fing the surging demand for its producs. In 1996, Hardey announced its
Plan 2003 to dramatically increase production capacity in the period preceding its
100t anniversary in (}Oﬂ In ’?{MN Harley bmiu more than 300,000 motorevcles,
a tenfold increase on 16 from 1984 to 2008, Harley’s output and revenue had
grown in every single \;,:"ezu‘ ( F *

2008 put an abrupt end 1o growth, After decades of customer
walting Hsts ¢ i a shortage of producton capacity, Harley faced plummeting sales,
excess inveriory, and pr‘w}pm& of bad debts as customers delaulied on their loan
repayy shrinking motoreycle markets of North America and Eﬂl(x“)d
i"Iariewm‘;&mh 11 est average retall price of any major manufz ,
disproportionately. it the credit crunch, Harley-Davidson {'“ il Services
(HDFS), which su’)‘:\i‘u credit, insurance, and exrended warranties to Hardey deal-
ers and customers, was unable (0 securitize its cusiomer loans and wus forced w

hem on s owrn Dooks.

HARLEV-DAVIDSON, INC., MAY 2018
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When Keith Wandell took over as Hadey's CEO in May 2009, his priarities were
o restore funding for Harley's consumer lending, align production and employ-
ment with lower demand, and refocus on the core i"Iaz‘iey«l)znfirlsr)n brand-—wluch
involved closing Buell Motoreycles? and selling Ttalian subsidiary MV Agusta.’ In
2009, Harley posted a net loss for the year—its first as a public company, (Appendix
Table A1 provides details of Hardey-Davidson’s financial per fmm’im'

During 2010-2014, Wandell established “a bold, clear strategic direction tha
would magimize our opportunites guing forward and restore the company as a
strong business that could consistently grow over the long haul”™ The resulting B
transformation of Harley incuded: TABLE

CHipsnan

@ Rethinking and restructuring of manufacturing operations inchuding reduc-

ing capacity and increasing flexibility to allow a wider range of models to be —
produced and 1o match production to seasonal flucruatons in demand-—what : North Ar
Harley called its “surge production system.” \ Totalmar
N - . . . . Harley-D:

& Expanding international sales. The primary focus for Harley’s overseas sales )

Market st

hadl been Europe—the world's higgest market for heavyweight motorcycles.
With Burope mired in recession, emphasis shifted to building distribution and
erowing sales in the emerging markers of Asia and Latin America. In 2011,

Harley opened an Asia-Pacific regional headquarters in Singapore, and an Maxk et st
assembly plant in India® Asia-Padi
é @ EBxpanding the customer base. To reestablish growth in North America, Harley Dz
' arley needed to broaden its customer base from its core demographic of Latin Am
i Mu.h males of 45 years or more. Targeted groups included: women riders, ' awtaﬁgﬁ_’
* Harlistag” (Latine riders), “Tron Elite” \\Afx.amﬁ;,—American tiders), “Harley's ' : Nores:
%{ Heroes® (military and veteran riders), and, most of all, younger riders through ; 5 only.
. new models, The result was 2 major investment in new product development. '

During 2013, Harley launched its “Project Rushmore” motoreycles: “The first 1o
come through our new, world-class product development pipeline and intro-
duce major innovation and design improvements. They were developed with

A%

Source; He
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a Jevel of consumer input that broug! it the voice of the customer 10 mmhut
design in an unparalleled way for us”” They were followed by the “Stree
models—lighrer, sports motoreycles featuring new, liquid-cooted 500cc :md

750¢ce engines.

The Heavyweight I%ieﬁer{:yc}e Mafket;

til the financial crisis of 2008-2009, the heavyweight segment had been the most
rapiciy growing part of the world motorcy cle nmd\s“ with the US accounting for a
major portion of this growth. Worldwide sales of heavyweight motoreycles trebled
herween 1090 and 2008, However, during 2008-2010, sales dropped st arply in North
America and Burope and the subsequent recovery has been slow.

In North America, Harley was the leader in heavyweight bikes, with over half the
ket (Table 1), Overseas, Hadey had been unable 1© replicate this market domi-

U

nance, despite strong sales in a few markets. Harley achieved the remarkable feat of

becoming heavyweight narker leader in Japao. Tt held similar leadership in Austrafia
and Brazil. The Furopean market was more [ragmented, with Harley one among 4
leading group that included Honda, BMW, Suzuki, Yamaha, Kawasaki, and Triumph,
each with market shares in heavvweight motorcycles of berween & and 15%.

The heavyweight motorcycle market comprised three segments:

o Cruiser motorcycles: These were “big, noisy, low riding, unapologetically
aracho oycles,™ wpically with V-twin, large displacement engines and an

voles (GO o
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upright riding position

cithor comifart or speed. Far

gested cities such as Las Angeles, .

motoreycle, while « practical mode o ampoft'z:ion wag pr zmmi ;4 state- ’

ment of style. The cruiser segment was practically created by Harley and
represented over tvoethirds of the heaveweight market in the US. Most of
Harley's competitors in this segment hadd bmitated the main features of the wa-
ditional Hadey design.

[BY

& Tour

7 noforcycles: The
distance ricin
Uincluding t
wired usudes
Harley led this
had engineere

o

e pecially equipped for longers
'msi bikes espe uzsz designed for comf
nda Goldwing and the bigger BMWs). These rourers fea-
ich as audio svstems, two-way inteccoms, and heateys, Whi
ent on the basis of stvie and image, Honda and BMW

T over fong distances

i motereycles for greater smoothness and comfort over

long distances through the use of muli-ovlinder, shalt-<rive engines and
Pel o £ teel

acvas

suspension systems.

rinance motorcycles: These were based on racing bikes, with high-
tevm:ol ogy, high-revving engines offering speed, acceleration, race-track styl-
ing. and minimal concessions 10 mfc,r comfort. The segrent was the most
iraportant in the Buropean and Asia-Pacific markets, representing 62 and 65%
of total heavyweight bike sales 1c:~p£: ctively. The segment was dominared by
Japanese motorcyele comparn
specialists,

A=

I

ation of Bu
weati and Trivmph. Harley had compered in this se
ment during 1993-2010 trough Buell Motoreycles.

s, with a strong represen

Clras D

0'3

Unlike its Japanese competitors, Harley was highly market focused: s Hariey’s
models were concentrated on the “super-heavyweight” segment (over 850ce) and
within this on cruiser and wuring motorcycles.

The Brand

Harlev-Davidson's imag

xe and the loyaly the company eng < among its cus-
[omers were seen 4s ity greatest assers, The famed spfead ag! swmf tec not ;
the brand of one of the world's oldesr motoreyc
ifestyle with which it was associared. Hu%w has been T
hiker status syrmbol L a quast religion, an institution, a way of Hfe™ Harley hadd 4
unique relaticnship wxih American culture. The values dhat Imxie*\' represented
indivichuality, freedom, and adventure—could be taced back to the cowboy and
frontiersman of vesteryear, and before that to the quest that brought people
America in the first place. As the sole surviving indigenous motoreycle company,
Haurley-Davidson represented a once-great tradigon of American engineering and
wanufactring,
The Harley brand was ceniral not just to the company’s mar
strategy as a whole. The ce
thie relationship berween

ot

das “the ultionay

b

o

ng but also to s
*m:J thm 51 o’c the strategy was rel dux Cing i
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regoenized ﬂm; i was not selling moto
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was selling the Harley Txpetience,
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Customers and Customer Relations

[f the appeal of the Harley moto
it represenied, the company’s ¢

the image. Harley’s iovo stvement |

Je was the
lenge wis to en

‘3

L its comsumess’ ud'nv @ pciiults
Hardey Owners’ Group (HOG), which orga inized social and charity events. Ei
feom the CEO down, were encouraged o ke an actve role i atending HOG
shows, rallies “The feeling of being out there on a Harley-Davidsor oo
cycle Jinks us like no other experience can. Ir's made FOG like no other organization
wordd ... more family reunion than organized meeting. 71 Customer Loy led
Teir conminuing reinvesting in Harley products: Harley- hranded accessories and
apparel, cuswomizing their bikes, and eventually wading them in for a new (ty
more expensive) model. Abour half of bike 56.395 were 10 repeat Customers.
Financial success involved Har 1 oning from blue-collar youngsiers 10
Idle-agad and ‘;ppa F-INCOMme mv&sh many of w? om had never ridden a motorcycle
sian males aged 35 and over. The average
age of Hatley's cu&;{cmars ws hel e**'*i o he 47.2 In his final leter to shareholders,
i 1 guccess in expanding Harley's customer base

ard rides.

pically

¥~Iz.rie:y»-1')avidscm grew 1.5, retail sales 1© outreach cus-
o acults, women, African A samericans and Fispanics,
- of the growth in sales © ¢o
restail sales uf“ new lf 1‘%:“'~*>a idson motoreycles
accouried {or more 11 han 36 perce
sates, with <

4t e customers. nternational

srew more than 5 percent and
at of ol rewil Harley-Davidson motoreycle
> Asiz Pacific, EMEA and latin America xwions;: e

orcycle sales on recor '

s

their highest new 1‘(3&&;

reach region.

The Products
Broadening Harle
design.
hag rec

ey's marker appeal had major implications for product policy and
rer since its disastrous foray into smh}l b during the AMF v¢ . Harley
ized thar its LOHIPQM‘{W“ acva v owith super ‘i‘;@:-lw‘weimn' bikes.
% reselutely to the classic styliz ‘ had charvacterized Hatleys since
the company’s early vears. At the heart of mc }imw motoreyele was the ai-
Varwin engine that md been Harlev's distinctive feature since 1909, Harley's [rames,
handlebars, , andl seats also reflected rraditional designs
5 O mmtm At to raditional design features may be seen as making a vir-
v, Tts smaller corporate size and inability o share R & Iy acrc

3

Here i s

S Cars
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and bikes {unlike Honda and BMW)Y mited its ability to iwvest in technolog
new products. As a result, Harley lag
tion of automotive (e Lnazkmc 5
their technology was old-sty
s introdh

far behind ity connpetitors i the apu
s not only did its motorevcles look old-style, much of
. Since the Evolution engine launched in 1984, Harley
cedl just four en tm,}\ new 1NES,
,even in it 2015 models, Hasdey's commitment o radition was <
1 wved o multiple vaives per ovlinder, overbead cam-
ic ignition, most Harley bikes featured aircooled
lves per q‘lm& er. In suspension systems, braking sys-

K-

v Long

push-rod engines with tw

tems, and transmissions, Harley was also a laggard.
Nevertheless, Harley was engaged in constant upgrading—principally incremen-

tal refinements to its engines, frames, aud gesrboxes—aimed at improving power
dedivery and reliability, increasing braking power, and reducing vibraton. Harley
automotive technology alliance partners included Porsche, Ford, and Gemini Racing.

Although rechnological innovation was limited, Hardey was very active in new prod
uct development. By 2015, Harley offered 38 different models. Its ii’mc,wﬂ")ax*empn ent
Center and Prototyping Lab were among the most important units within the com-
pany. Most of Hadey's product development efforts were limited to style char
paint designs, and engineering improvements; however, after 2000, Hadey a
ated technological development. Milestones included the V-Rod ;uociei introduced
October 2001, whic _
the Twin Cam 96 engine in 2006, which featured electronic ignition and a $
gearbox; the Sweer models in 2015, and Hadey's prototype all-electric mmtoxcx Je.
Among the 218 US patents awarded to Harley during 2000-2014, a large proportion
refated to the « §(~‘3£9!‘1 of peripheral items: saddlebag mounting ms, footpegs, seats,
backrests, electrical assernblivs, wnd motorcycle music systems. _Over the same period
Fonda was awarded 10,982 US patents, Kawasaki 2002, and Suzuki 623,

Central to Harley's product strategy was the belief that cvcxy Harley rider should
own 2 unique, personalized motoreycle—hence the offer of a wide range of pre-sale
and post—aale customization opportunid ew hikes offered muliple options for
seats, bars, pegs, controls, and paint jobs, with over 7000 accessories, and special
services such as “Chrome Consulting.”

. new

s shipn

20063 2004 2008 2008 2007

us 2377 2415 1 167.0
inernational 525 9.1 )
Product mix®

Sporistert 197 2 218

Custom G 5 . 437

Touing 4 350 3 4.5

Buel 9 1.2 17 115

Company total® 3017 2 3402 381n 0 3420

PRer en‘ww
dncludes sele
Source: Ha

Note:
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¢ economies was a continuing challenge

Reconciling product differentiation with sca
for Harley, The soluton was 10 o er 4 wide range of customization options while stan-
dardizing key components. Thus, Harley's broad model range involved “permutations of
four™: four engine types, four basic frames, four styles of gas rnk, and 50 on.

The Harley product line also covered a wide price range. The Street 500 madel
priced as an entry-level bike, heginning at $6799, less than one-ffth of the price of the
CVO Limited, at $39,340. Table 2 shows Harley's motoreycle output by product type.

Was

sibution network was central o its resurgence during the
: buyout, many of Harley's 620 US dealerships
were operated by enthusiasts, with erratic opening hours, & paor stock of bikes and
spares, and indifferent customer service, If Harley was in the business of selling
2 lifestvle and an experience, then dealers played 2 pivotal role in delivering that
experience. Moreover, if Harley's target sarker had shifted oward mature, upper
Harley needed to provide 2 retail experience commensuaie

income individuals,

At the expectations of tids group.

Harley's dealer development program increased support for deale
.. and after-sales service, and requiring betier dealer

v a full line of Hadey replacement parts and

i services: in addition to tadidonal

3,

rs while mpos-

ing higher standards of p
facilities. Dealers were obliged to <
accessories and 1o offer an expanding range o
as service and repair and financing, dealers offered test ride facilit
s for customizing bikes

services such
dder instruction classes, motoreyele rental, consulting service
through dealer-based design centers and Chrome Consultants, and insurance $er-
. Davidson Authorized Tours offered vacation packages with hikes sup-
olied by Harley dealers. Over 90% of Harley dealerships in the US were exclusive:
most other motoreycle manufacturers sold through multi-brand dealerships.
Dealer relations wege 2 continuing strategic priotity for Harley. Its Retail
Environments Group established a meticulous set of performance standards and
guidelines for dealers that covered every aspect of managing the showroom and
interacting with actual and potential customess. Harley-Davidson University was
established 1o “enhance dealer compelencies in every area, from customer satisfac-
Gon to inventory management, service proficiency, and front-line sales. ™
Expanding international sales required Hardley w0 extend its dealer network ino
countries swhere i had Yide or no distribution pre

ence, As Table 3 shows, emerging
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TABLE 4 Hudev-Davidsons non-mosorcycle sales, 20052014 (Smilion) »
a

2006 20067 2008 2008 2000 2017 20%2 0 2130 2044 o

i

Source: Fatley Davidson

markets accounted for the whole of the increase in Harley's dealerships berween ¢
2008 and 2014, 5]
i«
%
Other Products and Services o
Sales of parts, accessories, “genecal merchandise” (dothing and collectibles), and ; 8
fnancial services represented 28% of Harley’s mml revenue in 2014 (Table 4x—much th
higher than for other motorevele companies. Clothing sales included not just radi- . St
tional riding apparel but also a wide range of men’s, women's, and children’s leisure :
apparel. ‘ th
Maost of the “generzl merchandising” business s pi(*sc;zt@c% licensing of the Harley- ' a
Davidson name and wademarks to third-party manufacturers of clothing, giftware, 3‘
jewelry, tovs, and other producis. Moat of these were sold through channels other fle
than the Harley dealership nerwork. To expand sales of licensed producs, Héli‘l(’;";
opened “non-traditonal” dealerships: z(“md outlets selling clothing, accessories, and
giftware bur not motoreycles. , C

1
Manufacturing | th

sh
As already noted, Harley-Davidson’s development during the 1980s and 1990s C
focused heavily on upgrading its manufacturing operations: capacity expansion ©5

permit .tc:d investment in new plants and equipment and the introduction of more K

advanced process technologies. Particular emphasis was placed on developing of
manufacturing capabilities through total cquality management, JIT scheduling, ; o7
CAD/CAM, and the devolution of responsibility and decision making 1o the 1ag
shop floor e

Despite the constant development of s manufacturing facilities and opera- ral

tional capabilities

Harley’s low production volume relative to Honda and the other ~
Japanese manufacturers imposed significant cost disadvaniages, especially in the ' He

*vw]’nﬁe mf C'On}pOﬁel 118, f)eapre this lack of bargaining musc i:f ii}.a;ey sought ‘ ‘ an

pa
aw
share information, ideas, and pu

Harlev's capacity for efficiency was also lmited by ks dispersed ms
operations: engine manulacture in Mil Wisconsin and as
Pennsylvania and Kansas Clry, Missour], During 2009-2014, Harley 1 szmrsi 1 s
manufacturing plants and manufacturing systems. A program of plant consolida-
ton involved combining the two »"v‘Ii‘;waui»:e@a'z'ea powertrain plants into a single
facility and merging the separate paint and frame operations at York, Pennsvlvania.




New agreements negotiated with unions a Howed for more {lexible employiment
arrangements and working ¢ lmh supported the introducion of a new

enterpri planning at the York plant. Combined with Harley's
“surge production,” the new sysrem meant customer demarn
ruring, every production line would have the flex

inventories could he recduced.

would drive manufag
bility 1o build every model, and

Human Resource Management

vs remarkable growth between 1&8ﬂ and 2007 was the

£‘<;§Nc>\;m g the 'E uvout from AME The new approach 1o human resource nl'\nawmwt
was huilt on participation, sei-management, open communication, and ream-based
orazzmmmon Te rended from eight- 10 15-member work
groups at plant level right up 1o set wgement where three functional teams—-
e Demand (,uc}o {CDCY, the Pz scuce Product wll‘{“lﬁ} and the Provide
Support—iwere coordinated by the ~ Leadership Council.©

Despite Harley’s commitment 1o Gmp ovee participation and development,
the production cuthacks and cost-cutting pressures during 2009-2012 cre-
;-neo :*emsmms between the company and its employees . The

the Cy

e were resolved

by the 2012 labor agreement, which created 2 new framewaork for worky
i&,&ixmh{g«"-’

Competition

Despite Harley's insistence that it was supplying a unique Hadey experience rather
than competing with other motoreyele manufacturers, the more it wok market
share from other manufacturers and expanded its product range and geogr aphical
scope, the more it came into direct compettion with other producers. The clear-
et indication of direct competition was imitation: Honda, Suzuki, Yanaha, and
Kawasaki pad long been offering V-twin cruisers sty ted closely along the lines
of the classic Harlevs, but at jower prices and with more advanced tech inologies
(Table 3. In competing ugams}r Har fhc Kao:me%e manufacturers’ key advane

tage was the scale economies reater volume, However,
despite their price pren t rted from a lower

rate of de pmeu( ion th'm Olha‘i b (md“‘

zll of Harley's competitors were, compared 1o Harley sightly diversified.

nda HM\& and Suzuki were :mpozmm producers of automobiles, and more than
one-third of ‘121 mahas turnover came from boats and snowmobi
I rcz Té’f‘l'mﬁ}()\ ies. engineering capabilivies, di
at vehicle divis

ihurion, and brar
iong. Moreover, sheer size conferred

reLro-8

ded, Vetwin cruisers were not onty he Japanese

but alse domestic competitors—including new  entrants

- Polaris (Victory

Cand a resuscitared ] Indian. Their heavyweight cruisers
prices ex%edmg those of Harley

AL

bie A2 compares the fnancial performance of leading maotoreycle
companies.

L MAY 2035 B1Y



512 CASES TO ACCOMPANY CONTEMPURARY STRATECY ANALYSIE

TABLE 5 Recopunended rewil prices for

Looruiser malorovcies,

Podad

Hariey~Damdsen
wer 883 Low

Rod Muscle

aTwin

L HOU

Verwin, Ho

Suzukl

C50
cat

Boulevaie
Kéwasak:

Y-lwin,

Vetwin, liguid-cooled, &
ar 900 Custom

valve, h(m %!

Pn&aris
Viciony vegas 8- fr-cooled, 1731¢e

Victory Hammer ¢

Cadmi
Note: émam
CHC =
Source:’ HCTUENS.

Meeting the Challenges of Tomorrow

Harey's fust-half results for 2015 reinforced fears over the sustainability of Hasdey's
top-line growth. Profits were 8% lower than in the year-ago period, sales revenue was

6% lower, and unit sales were down by 1.4%. Wandell’s strategy had been strongly
ientated around expanding sales to “non-core” customer segments, Amon
mger ricers in the US and potential customers in overseas markets,
Tﬁff need 1o attract younger riders was driven by unfavorable US demographic
rends—ihe aging of the baby boomers and the smaller number of white males
entering the 40-55 age band. However, would the Harley Experience have the sa
appeal for Geﬁ@ ation X and Y as it did for the baby-boomers? As the New Tork
Timmes noted, “BMW, Honda and Yamaha are attracting younger customiers who
seem less xm,er' ed in cruising on what their old man rides ™

International markets also presented a major challenge: should Harley adapt ©
the different requirements of these markets or should it remain faithlful 1o the tradi-

o these

1 i 7 s : Srockholder
tional Harley image? “The US and Harley are ted together,” observed Britain’s Bike Stockholder
magazine, “the guy who's into Harleys here is also the guy who owns cowboy boots. Cashflow it

You get a Harley and you're buying into the US my‘stique v

Harley claimed that its new Street 500 and Street 750 models bad met with an
enthusiastic response both in the US and in India (the two countries where this
maodel was manufactured). However, Harley’s previous incursions into smaller
motoreycles—including Buell—had not been successiul.
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sig bikes. While that strategy may make sense
3 Ehm approach
v 2l growth prospects and could doom it if the current consumer spend
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Appendix: Finamial Qata

1 Hartey-Dovidson financiad siatements, 20HE-20149 (4
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