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!
Starbucks (SBUX)
!

What started as a single coffee shop now has locations all over the world. Walk a single block in
New York City and you are bound to see at least one, and most often multiple, Starbucks
locations. Growth has been outstanding. Either the world has embraced coffee, or Starbucks
has made coffee embrace the world.
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Revenue Growth
The most stunning statistic about Starbucks is simply its year over year growth in revenues,
especially in the last 10 years. The chart below best illustrates the swift increase in net revenues
that Starbucks has earned. In 2001, for example, global revenues were $2.6 billion. Twelve
years later in 2013, revenues skyrocketed to $14.89 billion, an increase of almost 6x. Most of
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the revenues are attributable to company-operated stores, which shows that the company has
good vision and know what it’s doing. Most of these revenues are made from end consumers,
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not retailers or bulk business purchases. This is an excellent sign, showing that consumer
demand is healthy and steadily increasing. As more locations open globally, I expect revenues
to grow with them. Looking ahead, I estimate that 2014 revenues will reach $16.6 billion as
more locations open, new products reach the market, and ever increasing demand. Moreover,
Starbucks focuses on what it called “The Starbucks Experience”, which is built upon
exceptional customer service that aims to garner a high degree of customer loyalty.
Competitors like Dunkin Donuts and Tim Hortons are known for their speedy service and cheap
prices, but they do not share the same consumer mindshare as Starbucks. For that reason, I
expect Starbucks to win over new customers that previously frequented competitors through its
focus on customer experience.

Income Statement Analysis
The following Income
Statement analysis is meant to
evaluate only accounts and
amounts that are of particular
interest and is by no means
comprehensive.
Cost of Sales
Following the revenue outlook
for Starbucks, let’s take a look
at the other Income Statement
items.
Sukernik

Starbucks

3

Cost of sales for fiscal year 2013 was $6.3823 billion, which is extremely high for a company
that sells mostly food and drinks. The profit margin for edibles should be higher, given that
most of the food Starbucks sells is mass-produced and not of the highest quality. It’s worth
noting, however, that Cost of Sales includes occupancy costs such as rents, leases, and various
property taxes and insurance costs involved with maintaining the physical locations.
Unfortunately there is no breakdown on a cost by cost basis per product that Starbucks sells,
which would be extremely useful in determining profit margins on a by-product basis.
Calculating the Gross Profit on the whole from the above Income Statement gives us a number
of $8.5099 billion for 2013, or 57% of total revenues. Alternatively, this can be interpreted to
mean Cost of Sales is 43% of revenues, which as mentioned above, is bizarrely high
considering the products Starbucks sells. Perhaps the best explanation would be the expensive
property rent Starbucks pays to open prime locations in New York and other expensive cities.
Operating Expenses

2013

2012

2011

A comparison of Starbucks Operating
Expenses for 2013 with previous years
shows an expected trend. As more Starbucks locations open, Store and Other Operating
Expenses increase almost linearly. Depreciation and Amortization, as well as General and
Administrative Expenses, also increased at a steady and expected pace. For example,
Depreciation and Amortization Expenses totaled to $621.4 million in 2013, versus $550.3 in
2012 and $523.3 in 2011, due to the increasing amount of depreciable assets on the Balance
Sheet (found later in this analysis). Most alarming, however, is a $2.7 billion Litigation Charge
that Starbucks expensed on its Income Statement as a result of arbitration with Kraft Foods
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Group for a breach of contract. How this litigation amount was calculated is duly noted in the
Starbucks financials. In short, the $2.7 billion charge is the result of $2.2275 billion in damages,
plus $556.6 million in what is called “prejudgement interest”, which is an estimated amount of
interest that is accrued from the time the lawsuit entered the court to the day it is settled. This
unusual charge balloons the Operating Expenses for Starbucks to unprecedented amounts, but
is fortunately a one-time charge that will not happen again.
Net Income
Arguably the most important item on the Income Statement is the Net Income for 2013, which
was a mere $8.8 million as a result of the Litigation Charge of $2.7 billion. It would be unwise
2013

2012

2011

to worry about future Starbucks earnings due to this years income, given the unusual nature of
the litigation expense. Without it, Net Income for 2013 would be $2,784 billion higher (pretax),
making it the highest Income Starbucks has ever earned. Due to this, it would be safe to say
that 2013 was the best year Starbucks has ever had, due to excellent revenue growth and well
managed operating expenses. Looking to the future, I would be impressed to see the Profit
Margin increase, either through decreasing the actual cost of its consumables or reduced
occupancy charges. This would greatly increase Starbucks’ Gross Margin and ultimately, Net
Income.

Balance Sheet Evaluation
There is no limit to the amount of detail one can go into on a Balance Sheet evaluation, so
below you will find accounts and amounts that are of particular interest.

Sukernik

Starbucks

5

!
Cash and Cash Equivalents
Immediately noticeable on the 2013 Balance Sheet is the huge increase in Cash and Cash
Equivalents, a change of $1.3871 billion in just one year. Looking at the Income and Cash
Flows Statement’s paint us a clear picture for this cash increase. Looking into the Income
Statement first, and as mentioned earlier, Starbucks had its best year of revenues in 2013. Since
Starbuck’s bread and butter is edibles, and they sold many (as evidenced by revenues), this
may mean that they got rid of inventory. And indeed, looking both on the Balance Sheet and
the Statement of Cash Flows, Inventory went down by $130.3 million and $152.5 million,
respectively. To measure the liquidity of Starbucks, let’s take a look at the Cash Ratio of 48%,
which was calculated by taking the Cash and Cash Equivalents, and dividing them by Current
Liabilities. Industry standards for this ratio include 80% for Dunkin Donuts, and 68% at Tim
Hortons. Such a low cash ratio is quite worrying, given that Starbucks will have to pay off within
the next year liabilities to a total of $5.3773 billion. Nestled in that amount, just as you may

Sukernik

Starbucks

6

have guessed, is the $2.7 billion litigation charge to Kraft Foods. There is also no mention in
the notes of how Starbucks plans to pay off the litigation charge which is higher than its cash
holdings. Regarding the remaining $2.6773 billion in Current Liabilities, I imagine the company
will use current year receipts and perhaps a sale of Short-term Investments to pay off its
liabilities. Lastly, Starbucks also has some Accounts Receivable that can be factored if the
company finds itself really desperate for cash. In the final analysis, although its worrying how
low the Cash Ratio of Starbucks is, I am confident that they will manage to pay off their current
liabilities given the high revenue growth expected in 2014.
Short-term Investments
The Short-term Investment account for Starbucks encompasses everything that is available-forsale, has a maturity of less than one year (or identified by management to be used to fund
operations within one year), and is mostly investment grade. They are recorded at fair value,

which can change month to month. For that reason, unrealized holding gains and losses are
recorded into accumulated other comprehensive income. The $190.3 million decrease of Shortterm Investments from last year could either be the result of selling some investments or simply
a decrease in fair value. 2013 was a good year for stocks and bonds, so I do not believe that a
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decrease in fair value was the reason for the decrease. And indeed, looking at the note for Fair
Value Measurements, we see that Agency Obligations, Corporate debt securities, Government
treasury securities, and Certificates of Deposit were all sold (or matured) during the year.
Furthermore, these Short-term investments are valued at three Levels: Level 1 being the most
accurate with inputs from active markets, Level 2 from significant other observable inputs, and
Level 3, the least accurate, from significant unobservable inputs. All of Starbucks’ Short-term
Investments fall into Level 2 (except for Government treasury securities which are Level 1),
giving rise to the slight chance that their value may imprecise.
Property, Plant and Equipment
I believe that when PP&E rises, then that is an excellent indicator of growth and future
performance. The reasoning for this is elementary. If a company such as Starbucks invests
heavily in PP&E, they do it for the reason of matching their supply of product with the demand
for it. As the revenue growth above shows, demand is growing rapidly for Starbucks products,
so the company must
match their supply
through investing in
the very items that
create it. And as expected, the PP&E note shows that the set of accounts has increased by
$541.6 million in just a year. Starbucks bought more buildings to open locations, made
improvements to them, supplied them with equipment to create the products, furnished the
stores to enhance the customer experience, and finally, depreciated all of those fixed assets.
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These investments into infrastructure speaks volumes of Starbucks’ assertiveness that they will
continue growing in the future.
Goodwill
I wouldn’t be doing my job if I ignored the often misunderstood account of Goodwill in this
analysis. As the Balance Sheet on page 6 shows, Goodwill increased from $399.1 million to
$862.9 million in the short span of a year - an increase of $463.8 million. As any undergraduate
accountant will tell you, Goodwill is an intangible created only out of a purchase of a business.
For this reason, it is necessary to look under the acquisitions note in the financial statements to
see why this increase is warranted. A thorough review of Starbucks acquisitions tells us that
since the last Balance Sheet date the company bought Teavana Holdings, providing $467.5M
in Goodwill. The Goodwill account didn’t

Teavana Purchase

increase by the full amount due to foreign
exchange fluctuations, which resulted in a
charge of $3.7 million to the Goodwill account.
In sum, the Goodwill from the Teavana purchase,
less the currency fluctuation, resulted in the
$463.8 million increase to the account. It is also worth noting that Goodwill for this purchase
was 174% the total assets of Teavana, which Starbucks attributes to the “Teavana’s ‘Heaven of
tea’ retail experience stores” and their presence in high traffic mall locations.

Revenue Recognition
Revenue recognition is an accounting topic that is closely followed, given that it’s a major fraud
risk. This is so because revenue is classified by the type of transaction, of which there are many,
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and some of which are not always clear. Here you will find a summary of Starbucks’ revenue
recognition procedures.
Company-Operated Stores
For company run stores, revenues are recognized when payment is received at the point of
sale. This is accounting speak for when you give money to the cashier, and in return, the cashier
provides you with coffee. Revenue can be recognized because Starbucks has completed your
claim to coffee, and is thus entitled to revenues.
Licensed Store Revenues
These store revenues consist of product sales to licensed stores, in addition to royalties and
other fees paid by licensees to use the Starbucks brand. In this case, Starbucks recognizes
revenues upon shipment to the licensees, barring any contract terms. You may be wondering
why Starbucks is entitled to revenue as soon as it ships its product, which is a departure from
the Sale Basis and considered earlier recognition. It is suitable if Starbucks strongly believes
that the licensed stores to which it ships goods are reliable and will pay on time. If this is the
case, as it is for Starbucks, revenue can be recognized at the time of shipment.
Stored Value Cards
These are simply gift cards that are treated as a cash advance by Starbucks. More technically
speaking, they are Unearned Revenue, which is a current liability on the Balance Sheet.
Revenue for these gift cards is recognized when the customers redeem them for Starbucks
products, at which point the Unearned Revenue is decreased and Revenue increased. A rather
interesting proviso that Starbucks mentions is the “My Starbucks Rewards” program which
gives customers free stars via a smartphone app for each drink they buy. After the 12th Star, the
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next drink is free, which creates an uncommon accounting issue. Starbucks handles these free
stars as a reduction in revenue, “based on the value of stars that are projected to be
redeemed”. Thus, the company makes an estimate on the number of stars customers will
redeem, and consequently reduces revenues by an equal dollar value.

Conclusion
After looking through the Income Statement, Balance Sheet, and various notes and disclosures
to the financial statements, one can get a glimpse into the past, present, and future
performance of Starbucks. Revenues have been growing swiftly, with only one dip in 2009 after
the market crash. And despite the costly Litigation Charge with Kraft Foods, Starbucks
continues to post a healthy Net Income year after year. It would be satisfying to see the Profit
Margin increase in the future, coming from reductions in producing goods and property rents.
Property, Plant, and Equipment proceeds to rise as well, as the company keeps on investing in
infrastructure. Financials aside, the company continues to innovate with new product offerings,
unparalleled customer experience (free Wi-Fi, apps, service), and excellent green supply chain
practices. These intangibles are in my opinion what drives the success of Starbucks (rather than
its consumables), and will continue playing a major role in future growth.

Gathering This Report
I didn’t pick Starbucks out of a hat blindfolded - I knew that the company takes extra care in
presenting itself, and by proxy, it’s financial statements. For this reason, it was very easy finding
the Starbucks 10K report which was nicely presented on investor.starbucks.com, from which I
downloaded the PDF report. The report itself was nicely formatted, in a systematic and logical
order. Perhaps my largest criticism, however, is not of Starbucks itself, but of GAAP as a whole.
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Despite trying to become more readable and accessible, financial statements and related notes
are still unnecessarily highfalutin and chockfull of accounting jargon. The result of this
terminology simply breeds confusion and uncertainty, which might sometimes be what these
companies want to do, in an effort to mask some questionable accounting practices. It’s also
worth discussing how well the Intermediate Accounting book prepares a typical undergraduate
such as yours truly for a report such as this, and more importantly, real life accountancy. In
short, it’s decent. I will refrain from picking on our book specifically, but will instead chastise
academic accounting books as a whole. Their most obvious deficiency is lack of context; why
do we have the “gross method” and “net” methods for accounting for receivables? How did
accountants come up with seemingly arbitrary amortization numbers for patents and
trademarks? Some historical context would allow students to understand the reasoning behind
each accounting tactic. Perhaps these books expect the professor to go into such detail, but I
believe that’s an unfair assumption. To the benefit of our textbook, it does try to generate
interest by including articles from real-life accounting practices, but that is just the bare
minimum. More could and should be done.
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