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TOO LITTLE LEFT
ON THE PLATTER

High costs are eating into McDonald's profits.

O OTHER NAME is more
quickly associated with fast
food than McDonald's, even in
a hawkerfare paradise like Ma-

laysia. Obtaining a McDonald's franchise
is usually akin to striking a million-dollar
lottery jackpot. But not so for McDon-
ald's in Malaysia — at least, not yet.

When the first McDonald's restaurant
opened its doors for business on April
29, 1982, it had more on its mind than
selling burgers. The odds were stacked
against the new kid on the block. The
reasons: Western
fast food was no
longer a novelty and
competitors were
everywhere. Staying
alive was hard.
Costs and over-
heads were high
and casualties
abounded. In its
quest to become the
number one fast
food chain in Malay-
sia, McDonald's was-
ted no time in scuf-
fling for market
share.

Its immediate
mission was to bat-
tle Kentucky Fried
Chicken (KFC)
head on in the bur-
geoning fast food
market. While other fast food chains
were struggling, KFC flourished. McDon-
ald's had some catching up to do.

Strategies employed to gain market
share include moving vociferously into
each other's territory — McDonald's
offered fried chicken and KFC intro-
duced the Colenel Burger. The war rages

McDonald's, on the other hand, had
left a trail of red ink. According to
documents filed in the Registrar of Com-
panies, Golden Arches Restaurants Sdn
Bhd, the company which controls the
McDonald's operations in Malaysia, had
reported losses every year between 1983
and 1989 (see Table 1). In the span of
seven years, its accumulated losses
wiped out its entire paid-up capital of 10
million shares of 1 rgt each. Business
then survived on term loans and other
bank borrowings guaranteed by McDon-

taurants increased its paid-up capital to
20 million rgt. Of the 20 million rgt share
capital, the McDonald's Corporation in
the US holds a 49 per cent stake. The
remaining 51 per cent is divided be-
tween Tan Sri Vincent Tan Chee Yioun,
group chief executive officer of Berjaya
Group Bhd (26 per cent) and Mohammed
Shah Abdul Kadir, McDonald's manag-
ing director (25 per cent).

But an increased paid-up capital will
do little good with McDonald's bogged
down as it is by high operating costs.

on.
Having been on the fast food scene

much earlier than McDonald's, KFC had
an edge. In addition, it was also reaping
millions in profit after achieving its 'criti-
cal mass' — the point at which its
clientele can support running costs.

aid's Corporation in the United States.
There was no risk involved as far as the
bankers were concerned.

Then came 1990, the year that saw
McDonald's go into the black for the first
time since its inception, with a net
operating profit of 303,097 rgt. In that
same year, it made an extraordinary gain
of 722,136 rgt on the sale of some shares.
Both did not help much. They were
drowned in an accumulated loss of
approximately 17.97 million rgt. As of
Dec 31, 1990, McDonald's accumulated
losses still stand at 16.94 million rgt.

In May 30, 1991, Golden Arches Res-

Even though McDonald's enjoys a
steady growth in turnover (McDonald's
turnover was slightly over 60 million rgt
in 1990), it has problems in keeping its
costs down.

According to a source close
to McDonald's, current operating ex-
penses (excluding advertising, rental
and depreciation) is on the high side.

As for advertising, McDonald's bud-
gets 6 to 9 per cent of its turnover for.
production costs and air time and space
in the various media. As Shah puts it,
'We're investing in the future, It's a long
term strategy to build customer loyalty,
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awareness and frequency of purchase.
It's very costly now, but it's going to pay
off.'

In the Malaysian fast food scene, Mc-
Donald's and KFC are neck-to-neck in
terms of advertisement spending. Shah
concedes that McDonald's is more
skewed toward television advertise-
ments. 'An advertisement on television
services the whole nation in terms of the
promotion of awareness. We must con-
tinue to let everybody know that we're
around, hopefully to the extent that the
second word after Mama for a baby
would be McDonald's,' Shah quips.

He says the budget for advertising will
not go up or drop drastically despite the
increasing number of outlets. (McDon-
ald's currently has 24 outlets in Malaysia
with the majority of them in the Klang
Valley.)

The prohibition on the use of foreign
models in local advertising has pushed
up advertising expenditure for McDon-
ald's, as with most other multinational
companies. It has to produce its own
television commercials instead of using
the ones directly from the US. 'Produc-
tion cost will be higher initially,' says Lai
Si Meng, general manager for operations,
'but it will even out over time.'

The other major cause for concern is
its food and paper cost. Estimated by
sources close to McDonald's to be ap-
proximately 48 per cent of turnover, it is
a continuous drag on earnings. McDon-
ald's knows it, and attempts are under-

way to reduce this cost without infring-
ing on quality.

The plan: regional sourcing to share
costs. Relying on its host of single-pur-
pose (exclusive) regional suppliers (see
Table 2), Shah says McDonald's hopes to

bring its food and paper cost down. An
industry observer says if McDonald's is
able to cut food and paper cost down
from the current 48 per cent to about 30
per cent, huge profits will start rolling in.

One of McDonald's local supplier,
MacFood Services Sdn Bhd which is a
subsidiary of US-based Keystone Food
Corporation, exports processed beef,
chicken and fish patties to Singapore
and Hong Kong. Other suppliers work on
the same basis. McDonald's Malaysia
imports buns from Singapore.

McDonald's is currently using local
and imported lettuce. To further control
cost, it has initiated a project with the
Malaysian Agriculture Research and De-
velopment Institute (Mardi) in Cameron
Highlands to grow lettuce. However, in
certain seasons of the year, local farmers
do not plant it. As such, lettuce will still
be imported. 'There are seasonal restric-
tions,' Shah says, 'but we are experi-
menting with some new variety which
are more resistant to wet weather.'

Then there is chicken which, it seems,
Malaysians are big on. It is also the meat
used by major competitor KFC. Since 22
per cent of its current product mix
comprises chicken, it makes good sense
for McDonald's to try to reduce the cost
of its chicken so that it can compete
favourably vis-a-vis KFC. Of the 22 per
cent, approximately 10 per cent is made
up of fried chicken. McNugget and
McChicken take up the remaining 4 per
cent and 8 per cent respectively.
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Chicken is supplied by MacFood Ser-
vices and CP Chicken. 'Chicken projects'
are in the pipeline to further control cost,
Shah reveals. He declines to elaborate,
but says that McDonald's will not go into
chicken farming. 'Running a chicken
farm would be foreign to us even though
I might have experience in it,' he says.

'If you cut any cost in the McDonald's
business, it will straight away be translat-
ed down to the bottomline,' Shah as-
serts. 'If there's a 1 per cent cut in cost,
then there's a 1 per cent increase in
profits.'

But Shah says McDonald's is not into
diversification. 'We concentrate and give
1,000 per cent of our attention to our
core business which is selling burgers,'
he adds.

In regional sourcing, McDonald's
works hand-in-hand with its suppliers.
'We will also help our suppliers to man-
age,' Shah says. 'But we do not have any
stakes in their businesses. And because
they are single-purpose suppliers, we
don't see any reason to own them. In
many ways, we determine each other's
destiny. When they achieve economies
of scale, our costs drop automatically.
When we grow, they grow.'

In the US, Shah says, some of McDon-
ald's suppliers are as big as McDonald's
today. The McDonald's system is a prov-
en system,' Shah adds. 'If it has worked
in the US and other parts of the world, it
will also work here.'

Another cost that weighs McDonald's
down is that incurred in building its
restaurants. Compared with its other ri-
vals, the built-up cost per restaurant is
among the highest. Kitchen equipment,
imported from the US and the Philip-
pines, cost about 500,000 rgt or more.

Its signages are also very costly. Ac-
cording to sources close to McDonald's,
one signage can command as much as
150,000 rgt which is about four to five
times the cost of a normal signage. And
there is more than one signage in a
restaurant. McDonald's insists on high
quality to maintain its image — good
news for its local and regional supplier of
signages, Parisign.

Industry observers,
however, say that if Mc-
Donald's is able to bring
its signage, kitchen
equipment and renova-
tion costs down, it can
be more aggressive and
competitive. The costs
for kitchen equipment,
signages, furniture and
other fixtures totalled
18.85 million rgt for Mc-
Donald's in 1990.

Aesthetics aside, there
is the service fee or roy-
alty. Since it opened for
business in 1982, McDonald's Malaysia
pays a royalty of 5 to 6 per cent of
turnover to McDonald's Corporation in
the US. For 1990, the service fee was 2.98
million rgt. But McDonald's in countries
like Singapore and Japan pay a signifi-
cantly lower service fee, which means a
smaller cut into their turnovers.

Why not a standard service fee around
the globe? Tom Trela, McDonald's inter-
national staff director for Asia Pacific,
says that the difference depends on the
type of business arrangements McDon-
ald's Corporation in the US has with its
various franchisees world-wide, the size
of equity, and also technical support like
test kitchens and management informa-

tion systems. McDonald's Malaysia at the
moment is dependent on the facilities in
the US and within the region.

Finally, in addition to being highly
geared, McDonald's has a very tight cash
flow situation. In 1990, funds generated
from its operations was 2.87 million rgt.
In that same year McDonald's was bur-
dened by some loan repayment commit-

ments of approximately
14.6 million rgt. And that
was excluding interest
payments of close to 3.9
million rgt.

Despite this, McDon-
ald's is cool about its
financial position. Mon-
ey spent to date in
achieving its critical
mass is beginning to
bear fruit. Shah is confi-
dent that it is the begin-
ning of the end of Mc-
Donald's issue of red ink.

'We were in the black
in 1990, and we are opti-

mistic that it will stay that way from now
on,' he quips.

The reasons: advertising will remain
relatively constant even with an increase
in the number of McDonald's outlets; its
stainless steel kitchen equipment which
'can last a lifetime' would eventually
have their depreciation wiped out; re-
gional sourcing will bring operating
costs down; and its freehold land and
buildings, if revalued, will fetch at least
twice their original costs.

With a steady growth forecast for its
turnover, McDonald's is ready to 'flip' its
competition — and more burgers.

ALL THE RIGHT
INGREDIENTS

Partners Mohamed Shah Abdul Kadir, McDonald's
MD, and Vincent Tan go back a long way together.

I Steven K C Poh

WHEN TAN SRI Vincent Tan
Chee Yioun, group chief ex-
ecutive officer of Berjaya
Group Bhd, got the McDon-

ald's franchise for Malaysia in 1982, he

had no title to his name and was un-
known in corporate circles, though he
was a successful life insurance agent for
American International Assurance
(AIA). But with McDonald's, he became

'McTan' and got his big break.
The franchise gave him credibility and

put him on the platform to corporate
stardom. The reason: in addition to Tan,
McDonald's was aggressively courted by
several other large and well-established
Malaysian concerns prior to starting
business here. And Tan managed to
convince executives of McDonald's Cor-
poration to award him the franchise. His
reputation blossomed and he became a
young, aggressive businessman to be
reckoned with.

Perseverence has paid off. The reward
was sweet, considering that he had pur-
sued McDonald's for more than eight
years from the time he read about the
fast food chain in Time magazine in
1973. Currently Tan is no longer running
McDonald's even though he is still the
largest local shareholder. Mohamed
Shah Abdul Kadir, McDonald's other
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major shareholder, is managing director
(see accompanying story for share equi-
ty structure). As Shah puts it, it is 'a
unique kind of situation' that Tan is a
dormant, major local shareholder which
is contrary to the McDonald's owner-
operator philosophy.

Tan is steering a much bigger corpo-
rate group — Berjaya — these days.
There is not enough time for him to be
hands-on in McDonald's. 'If you're not
actually hands-on, it's rather difficult to
lead and motivate a team and to ensure
that there's sustained growth, and to
make sure that there's profitability at the
end,' Shah explains.

Tan had discussions with McDonald's
Corporation in 1988 and brought with
him Shah, who was
still an undischarged
bankrupt then. They
met up in Hong Kong.
After some intensive
discussions and ne-
gotiations, there was
an agreement for Tan
to relinquish his man-
aging directorship.

Shah was made the
managing director
designate, but there
were conditions at-
tached. In addition to
obtaining permission
from the Malaysian
High Court to be on
the Golden Arches
Restaurants' board of
directors as required
under the provisions
of the Company's Act, Shah had to
undergo and complete the rigorous Mc-
Donald's training programme which in-
cludes stints in the McDonald's Ham-
burger University in Oak Brook, Illinois.
According to Shah, that was to make
sure that 'he likes the job and and the job
likes him'.

Shah recounts an incident when he
was still managing director designate.
While cooking burgers and cleaning the
grill at a McDonald's restaurant one day,
a crew member came up to him and
asked: 'Excuse me uncle, aren't you a
little old to be a crew member? How long
have you been unemployed?' Shah re-
plied: 'Times are hard and I have a few
children to maintain.' News about him
being a managing director designate was
still a secret then.

In total, Shah trained for 1½ years
before he was officially appointed man-
aging director. That was in May 1989. He
was discharged of bankruptcy on Oct 3,
1990. Says he, 'I'm glad it's all over. It
feels good to be born again.'

'I have a feeling that I manage other

people's money better than I manage my
own money,' Shah adds. 'My children
see that in me, and they get their pocket
allowances raised easily. My employees
cannot get a raise in their salaries that
easily because it's Vincent's money and I
have to control it.'

Beyond financial assistance, Shah is
grateful to Tan for the trust he has shown
him. The recession years were a bad
time for most people in Malaysia. Many
companies folded up and Shah was one
of those who went down with the ship.
Executives close to Tan say that it was
through no fault of his own. Shah was
one of the directors in a construction
engineering company, the now defunct
Kumpulan Pantai which was involved in

TAN: Sentimental about McDonald's SHAH: Hands-on management

the construction of palm oil mills and
power stations.

Shah, in recalling the unfortunate inci-
dent, says, 'If you don't see the light at
the end of the tunnel, it's better to close
shop and get everybody out; bite the
bullet instead of dying a slow death.'
That he did. And in 1985 that he joined
Tan as a full-time partner and director in
his businesses.

To say that Shah is grateful to Tan is
putting things mildly. 'It's not easy for
people to trust you especially when you
have been in that kind of a rut. But
Vincent trusts me a lot and really be-
lieves in my managerial skills. And since
1985, I have not proven him wrong yet,'
Shah says. 'All the companies that I've
touched, other than Sports Toto and
McDonald's, have turned to gold for
him.' He was referring to the Pulau
Tioman project, Plaza Damansara and a
few other companies.

Shah's relationship with Tan stretches
to as far back as 1971 when Tan showed
up one day to sell Shah a life insurance
policy.

'1 like his style,' Shah says. 'He's very
aggressive and to shake him off, I bought
a policy from him.' The relationship
obviously did not stop there.

'We were good friends, we still are,
and today we're business partners,' says
Shah.

But will Tan keep his shares in McDon-
ald's despite its stream of red ink? Execu-
tives close to Tan hint that he may sell
them. Shah doubts it. 'Even though Vin-
cent could make better use of his money
elsewhere for better immediate returns, I
don't think he'll sell his McDonald's
shares,' Shah says. 'He's very sentimental
about McDonald's.'

Sources close to McDonald's also say
that it was agreed that Tan will not inject

more personal funds
into McDonald's to
increase his stake.
'Unless, of course he
wants to give McDon-
ald's a cheap loan,'
Shah jokingly says.
Tan also is not able to
take funds out from
McDonald's for his
other businesses.

'I don't think he
needs any funds from
McDonald's; we're a
net borrower any-
way,' Shah explains.
'There's a dividend
policy, but there's no
dividend to declare at
the moment. Vincent
is able to take out
dividends but as for

the share equity ratio, it will remain the
same throughout (even though there are
options to change).'

There is a formula in the agreement
drawn up with McDonald's Corporation
in which Shah could buy up all the
shares on the local partnership side.
McDonald's Corporation can buy up the
shares, too.

'But I'm happy with the tripartite ar-
rangement because I see no hindrances
to Vincent being a shareholder,' Shah
says. 'The advantage of him being a
shareholder is he has been in the busi-
ness for years before. And he knows
what is going on.'

It appears that employees at McDon-
ald's like Shah, commending him for his
leadership and management skills. Shah
has this to say: 'In reality, the McDonald's
business takes more of a system than a
man to make it successful. But of course
you've got to have the man — someone
who is dedicated to the system.'

Tan had his break with McDonald's.
Will it be the same for Shah?
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