Recognize that you are developing cost of capital estimates an you want to use the data in the case to develop your inputs and outline the assumptions that you are making and describe the calculations employed to develop your estimates.

1. What is the overall cost of capital for Pepsico (using beta of 1.1)? Do you agree with the 11% number stated by Pepsico? If not, why could your number differ from 11%? 

2. What are the costs of capital for the individual business segments? Estimate these using data in the case and the pure-play method. 

3. Do the costs of capital for the business segments add up to the overall cost of capital? Why or why not? 

4. What is the danger of using the overall cost of capital to make decisions at the divisional level? Give examples of the types of errors that could occur. Can you think of some other uses for a divisional cost of capital? 
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Financial Summary by Business Segment
(in§ millions)
Get Additional Resources
ceareh erextbook Snack Foods 199 1989 1088 1087
Book ¥ | Net sales $50540 $42150 $35143 $32020
Operatng profit 9344 5052 6322 Sa76
u Identifiable assets 38924 33100 16080 16325
7 Depreciation 2325 1893 1568 1541
Capial expenditures 3816 2579 1126 1956
SoftDrinks
Net sales. 65230 51767 46382 39756
Operatng profit 7616 762 4553 096
Detailed Table of Contents Identifiable assets 64652 6,198.1 3994.1 27198
Depreciation 3381 3063 1957 1665
Capital expenditures 3341 2678 1984 2020
3. Ancre . Pl . Jrom—
. Jonn C_elleher an
© Robet P Bunen K Net sales. 62257 52507 43807 38405
6 Robart . Bruner. Operating profit 24 4143 3403 3194
Identifiable assets 34489 30706 3061.0 27829
Deprecition 3065 2699 23 2371
e Capital expenditures 606 216 3442 3708
11, Josh Lamar and A
12, Jonn . Stove, Tho, Corporate
12, Josh Lemer and Jo
14 Kannath M. Eades 5. Corporate expenses. 570, (5452) Go0g) (310,
15. Kenneth M. Eades Identifiable assets 33369 25480 24m2 18275
6. Beten Vilslon Depreciation 69 65 55 53
Capial expenditures 29 92 149 66
Desailed Table of Contants
Totals
Net sales. 178027 152424 125332 110181
Operating profit 16674 13505 11272 9456
Identifiable assets 17,1434 15,126.7 11,1353 90227 -
Deprecition 3840 7120 6293 5630
Capitl expenditures 11982 s 9595 s 701 s 7150
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PEPSICO, INC.: COST OF CAPITAL
Consolidated Statements of Income
Get Additional Resources (v millions except per shars smounks)
Search eTextbook 19% 1989
Book ¥
] ‘ Netsales 178027 $152424
Costs and expenses
- - Cost of sales 86099 7467.7
Selling, administrative, and other 68299 58414
Amortization of goodwill 189.1 1504
Desailed Table of Contants Interest expense 688.5 609.6
Interest income ag1) a712)
161353 138919
3. Ancre . Pl . . .
3 hogeF e T Income from continuing operations before income taxes
5. Robert F. Bruner, K. 1,6674 1,350.5
& Robert . e Provision for income taxes
7. Kenton K. Yee, "Com 5768 4401
& Emary A Tranin, € <
el Income from continuing operations
10, DaviaStres, 1,090.6 9014
e e Discontinued operation charge
13. Josh Lemer and Jo (37 -
14 Kannath M. Eades 5. Netincome
15 Kemntn . $ 10769 $ 9014
16, Baten Vil
Desailed Table of Contants Income (charge) per share
Continuing operations
Discontinued operation $1.37 SLI3
Net income per share 002
.
Average shares outstanding -
798.7 796.0
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Consolidated Balance Sheets
(In millions except per-share amounts)
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Get Additional Resources

1990 1989
Assets
Search eTextbook Current assets:
Book = Cash and cash equivalents $ 1708 $ 762
o ‘ Short-term investments 16449 14577
g Accounts reccivable 14147 1,239.7
Inventories 5858 546.1
Prepaid expenses and other current 2652 2311
Total current assets 40814 35508
Investments in affiliates 1,5059 9708
Desailed Table of Contants
Property, plant, and equipment, net 57109 51302
2 et Goodwill and other intangibles 58452 54749
4. John C. Kelleher an. Total assets PIVAEXEY 8151267
5 Robet . B, K.
& Robet . Bune " iabili B
& Roowt B Liabilities and Shareholders’ Equity
5. Emeoy A Tahan, <.
5 Harey £ Ryar Current liabilites:
10.Davi Stres. Short-term borrowings $1,6265 $ 8663
11, o Lamer a
11 e e Accounts payable 11163 1,045
12, Josh Lemer and Jo Income taxes payable 4437 3137
14 Kennath M. Eades 3. Other current labiliti 15840 14573
(et Total current liabilities 47705 36918
Detsied Table of Contents Long-term debt 65259 66869
Deferred income taxes 9428 856.9
Sharcholders” equity:
Capital stock @ par 144 144
Capital in excess of par 3650 323.9
Retained eamings 47530 39784
Currency translation adjustment 382 662 |
55156 14829
Less: Treasury stock (6114 (491.8)
Total shareholders’ equity 49042 38911
Total liabilities and sharcholders” equity $17.1434 $151267
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g Interest Rates and Yields as of December 31, 1990

Prevail

Get Additional Resources

U.S. Govemment Interest Rates:
Search eTextbook

Book ¥ ‘ Maturity Rate
> ] ‘, 26 weeks 6.57%
1 year 688
10 years 8.16
30 years 830%
Desailed Table of Contants
Money Rates:
Prime rate 9.75%
6-month certficate of deposit 7.47%
3. Ancre . Pl .
. Jomn C_Kellan
5 Robet . B, K.
& Robet . Bune "
R Moody’s Corporate Bond Yield Averages by Rating Class:
o arey £ Ryan.
10, Davia Sties, “Ama Moods Rate
11, Josh Lamar and A
12, Jonn . Stove, Tho,
12, Josh Lemer and Jo Aaa 9.05%
14 Kannath M. Eades 5. Aa 939 -
15 Kemntn . A 964
6. Beten Vilslonga. Sl by
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Exhibit 7

PEPSICO, INC.: COST OF CAPITAL
Report of Average Annual Returns for 1926-1990

Geometric: Arithmetic Standard
Series. Mean' Mean' Deviation
S&P 500 101% 121% 208%
Small company
stocks 116 17.1 354
Long-term
corporate bonds 52 55 84
Long-term
‘govemment bonds 45 49 85
U.S. Treasury bills 3% 37% 34%

" The arithmetic mean is computed as the sum of the single-year returns from 1926 through 1990 divided by the
mumber of reurns (65). The geometrc mean sccounts for the compound-inferet offct such that, when the interst is
compounded over 65 years, th final wealth that resus i the same as if n investor had invested succesively in cach
year to eam a sequence of 6 single-year retums: For example, if an nvestor camed -20% nd +40% over two ycars, the
ithmetic average retum would be +10%. The geometric sverage return (p) would be 5.83%—computed as (1-
DH(I4)= (149

Source:  Roger Ibbotson and Rex Sinquefield, Stocks, Bonds, Bills and Inflation, 1991 Yearbook ([bbotson Associates;
Inc., 1991),
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Get Additional Resources g ‘Number of Price per Long-term Current  Capital  Notes Toal  Estimated®
g Sales Shares Dbt Porion  Leases  Payable Dot Costof
Company. $000)  Bew' (0009 Maket Book 00%) (0005 ©009 (0005 (0009 Debt
Search eTextbook
ASW Brands wow 10 9w suns sie o o 0 sa;s s w0
ConaCol 02600 100 629 4650 ss»  ssssel sonam 0 sl 2gems 9%
CocaCola Boting Sl s om0 13 237564 1222 o o e 1200
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2 C et an g
5 Robet . B K H
© Robert P Bruner,” S *Bewsas repoedby Value Line Ivestment Survey, except for Coca-Cola Bottling and Goodmark Foods, which were obiained from Latus One Source.
7. Kerton € Yoo, o &
o £ *Case wite's etimates.
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