
 2.6 Coffee, Anyone? 

If you are anything like me, you are probably dying to get your morning coffee. A good option is 

the Starbucks around the corner. A hot coffee will give you the energy you need to get through 

the morning. I’ll get a tall one please, no room.  

Starbucks uses Arabica beans, which are considered one of the best in the world.  These beans 

are a major ingredient in Starbucks products, so an increase in the cost of Arabica could hurt the 

profits significantly.   

Starbucks is not, and does not want to be, in the business of anticipating the price movement in 

coffee beans. They are in the business of creating a relaxed environment where you can get a 

drink and hang out, study, work or chat up strangers. They like having certainty as far as the 

coffee beans prices go.  

But as with a lot of other things, the prices of the coffee beans could vary wildly. What to do? 

Enter coffee contracts. They allow Starbucks to achieve more certainty. How? Starbucks can 

enter into a contract and agree on the quality, quantity and delivery period. By doing that, 

Starbucks knows what and how much it will get, and when it will get it. But these contracts are 

not very useful unless Starbucks can manage the price risk. To achieve that, Starbucks can fix the 

price from the get-go. Alternatively, the price can be fixed later and Starbucks can have some 

control over what the price will be. Either way, by entering into these contracts, Starbucks can 

control the costs and soften the blow if prices suddenly spike. The size of these commitments 

for Starbucks as of October 2011: a billion dollars. 

It takes two to tango, and these contracts are no different. Somebody needs to commit to 

delivering coffee under the agreed terms and price. Who would do this?  It could be a coffee 

bean producer. What is cost to Starbucks is revenue to the person who sells the beans. But like 

Starbucks, the coffee bean producer is not in the business of predicting coffee prices. If they can 

achieve predictability with respect to how much they will make, that is a good thing. By making 

this commitment, they can sleep well at night.    

Once this commitment is made, it may turn out to be a mediocre deal. If prices decline, 

Starbucks may wish they never made these commitments. But if prices go through the roof they 

will be oh-so happy that they have done it. Just like your car insurance. You may just end up 

paying tons of money in premiums and never have an accident in your life. Yet there is nothing 

better than knowing that if something bad happens you are covered. You can sleep well at night. 

This is precisely the point. We, as individuals or as businesses do not like uncertainty. Certainty 

has value, and therefore a price. That doesn’t mean we want to kill uncertainty completely. We 

can tolerate some of it. But we don’t have to tolerate more than we want. Enter risk 

management contracts. They allow you to buy certainty at the level you want it. There are all 

sorts of complex risk management products and they can be intimidating. At the end of the day 

though, they can all do one thing. Allow someone out there to achieve more certainty. 


