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PAN-EUROPA FOODS S.A.

In early January 1993, the senior-management committee of Pan-Europa FQodg was to meet
to draw up the firm’s capital budget for the new year. Up for consideration

that totaled over (European Currency Unit) ECU208 million. Unfortungtety

maintenance, safety, and pollution control.

The Company

Scandinavia, Britain, Belgium,
France. (See Exhibit 1 for a m:

0% of the company’s revenues; yogurt, which was introduced in
20%. The remaining 20% of sales was divided equally between bottled

This case was prepared by Casey Optiz and Robert F. Bruner and draws certain elements from an antecedent case written
by them. The case was written as a basis for class discussion rather than to illustrate effective or ineffective handling of
an administrative situation. Copyright © 1993 by the University of Virginia Darden School Foundation, Charlottesville,
VA. Allrights reserved. To order copies, send an e-mail to sales@dardenpublishing.com. No part of this publication may
be reproduced, stored in a retrieval system, used in a spreadsheet, or transmitted in any form or by any means—
electronic, mechanical, photocopying, recording, or otherwise—without the permission of the Darden School
Foundation. Rev. 1/98. ¢
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Pan-Europa sales had been static since 1990 (Exhibit 2), a case which management
attributed to low population growth in northern Europe and market saturation in some areas. Outside
observers, however, faulted recent failures in new-product introductions. Most members of
management wanted to expand the company’s market presence and introduce more new products in
order to boost sales. Those managers hoped that increased market presence and sales would improve
the company’s market value. Pan-Europa’s stock was currently at eight times ea
book value. This price/earnings ratio was below the trading multiples of comparab
it gave little value to the company’s brands.

Resource Allocation

project description, a financial analysis,
considerations.

S ~—
Type.of Project \\\Rgnimum Acceptable Maximum Acceptable
/_\ IRR Payback Years
L. New&\i\w \> 12% 6 years
W 10% 5 years
ext

E 01ency 8% 4 years
mprove

4. Safety or environmental No test No test

In January 1993, the estimated weighted-average cost of capital (WACC) for Pan-Europa was
10.5%. In describing the capital-budgeting process, the finance director, Trudi Lauf, said:
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We use the sliding scale of IRR tests as a way of recognizing differences in risk
among the various types of projects. Where the company takes more risk, we should
earn more return. The payback test signals that we are not prepared to wait for long
to achieve that return.

Ownership and the Sentiment of Creditors and Investors

Management in London had quietly accumulated shares during this period. At the most recent board
meeting, the senior managing director of Venus gave a presentation in which he said:

Cutting the dividend is unthinkable, as it would signal a lack of faith in your own
future. Selling new shares of stock at this depressed price level is also unthinkable, as
it would impose unacceptable dilution on your current shareholders. Your equity
investors expect an improvement in performance. If that improvement is not
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forthcoming, or worse, if investors’ hopes are dashed, your shares might fall into the
hands of raiders like Carlo de Benedetti or the Flick brothers."

At the conclusion of the most recent meeting of the directors, the board voted unanimously to
limit capital spending in 1993 to ECU80 million.

Members of the Senior Management Committee

oprorunities for ways to improve geographical positioning. Hired from Unilever in 1985 to
revitalize the sales organization, which Ponti successfully accomplished.

o Fabienne Morin (French), managing director for marketing, age 41. Responsible for
marketing research, new-product development, advertising, and, in general, brand
management. The primary advocate of the recent price war, which, although financially

' De Benedetti of Milan and the Flick brothers of Munich were leaders of prominent hostile-takeover attempts in
recent years.
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difficult, realized solid gains in market share. Perceived a window of opportunity for product
and market expansion and tended to support growth-oriented projects.

Nigel Humbolt (British), managing director for strategic planning, age 47. Hired two years
previously from a well-known consulting firm to set up a strategic-planning staff for Pan-
Europa. Known for asking difficult and challenging questions about Pan;Europa’s core
business, its maturity, and profitability. Supported initiatives aimed at grQ and market
share. Had presented the most aggressive proposals in 1992, none of whi

Becoming frustrated with what Humbolt perceived to be his own [z

organization.

The Expenditure Proposals

Figure

The forthcoming meeting would entertain th@a s sk

Project Exp Me Sponsoring
(ECU miHtion Manager
1. Replacement and expansionf of the tryck 22 Klink, Distribution
fleet RN
2. A new plant < \ \ \ \) 30 Leyden, Production
3. Expansion of a p’fa}t\ \ \.) 10 Leyden, Production
4. Development and Wtroduction \}ew\_/ 15 Morin, Marketing
artificial eetened Yogdhttand ic
cream
5. Plant\autgm\ati@t;\apd con%y& systems 14 Leyden, Production
. Efi }rt\vsk\{er éqathqent at four plants 4 Leyden, Production
7.@ket\é&p@n51 n ea;{tward 20 Ponti, Sales
\Q\M&ké}\@X}an\sfon’éuthward 20 Ponti, Sales
9. ]\)\eye‘kﬁmm)t and roll-out of snack foods 18 Morin, Marketing
10. Networked, computer-based inventory- 15 Klink, Distribution
control system for warehouses and field
representatives
11. Acquisition of a leading schnapps brand 40 Humbolt, Strategic
and associated facilities Planning
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1. Replacement and expansion of the truck fleet.
Heinz Klink proposed to purchase 100 new refrigerated tractor-trailer trucks, 50 each in 1993

and 1994. By doing so, the company could sell 60 old, fully depreciated trucks over the two years
for a total of ECUI. 2 million. The purchase would expand the fleet by 40 trucks within two years.

efficient. The increase in the number of trucks would permit more flexiblg
efficient routing and servicing of the fleet than at present and would—cy

11.3% ovex the next 10 years. This project would be classified as a market extension.

3. Expansion of a plant.

In addition to the need for greater production capacity in Pan-Europa’s southeastern region,
its Nuremberg, Germany, plant had reached full capacity. This situation made the scheduling for
routine equipment maintenance difficult, which, in turn, created production-scheduling and deadline
problems. This plant was one of two highly automated facilities that produced Pan-Europa’s entire
line of bottled water, mineral water, and fruit juices. The Nuremberg plant supplied central and
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western Europe. (The other plant near Copenhagen, Denmark supplied Pan-Europa’s northern
European markets.)

The Nuremberg plant’s capacity could be expanded by 20% for ECU10 million. The
equipment (ECU7 million) would be depreciated over seven years, and the plant over ten years. The

creating a balance that would result in the same /
sweeteners; artificial sweeteners might even create §

included conveyger systems that eliminated the need for any heavy lifting by employees. The systems
reduced the ¢ghance of injury by employees. At the six older plants, the company had sustained an
average of 75 missed worker-days per year per plant in the last two years because of muscle injuries
sustained through heavy lifting. At an average hourly wage of ECU14.00 per hour, over
ECU150,000 per year was lost, and the possibility always existed for more serious injuries and
lawsuits. Overall cost savings and depreciation totaling ECU2.75 million per year for the project
were expected to yield an IRR of 8.7%. This project would be categorized in the efficiency category.
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6. Effluent water treatment at four plants.
Pan-Europa preprocessed a variety of fresh fruits at its Melun and Strasbourg plants. One of

the first stages of processing involved cleaning the fruit to remove dirt and pesticides. The dirty
water was simply sent down the drain and into the Seine or Rhine rivers. Recent European

environmentally oriented project, this proposal fell outside the normal fi
attractiveness. Leyden noted, however, that the water-treatment equipmep

d its benefits and risks. If the company expanded
a great appetlte for frozen dairy products, but it

Qur'plants in Melun, Strasbourg, and Rouen.

supplied

The initial cost of either proposal was ECU20 million of working capital. The bulk of the
project’s costs were expected to involve the financing of distributorships, but over the 10-year
forecast period, the distributors would gradually take over the burden of carrying receivables and
inventory. Both expansion proposals assumed the rental of suitable warehouse and distribution
facilities. The after-tax cash flows were expected to total ECU37.5 million for eastward expansion
and ECU32.5 million for southward expansion.
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Marco Ponti pointed out that eastward expansion meant a higher possible IRR, but that
moving southward was a less risky proposition. The projected IRRs were 21.4% and 18.8% for
eastern and southern expansion, respectively. Those projects would be classed in the market-
extension category.

9. Development and roll-out of snack foods.

Fabienne Morin suggested that the company use the excess capacity at its Antwerp spice-
and nut-processing facility to produce a line of dried fruits to be test-ma i itai

11. Acquisition of a leading schnapps brand and associated facilities.

Nigel Humbolt had advocated making diversifying acquisitions in an effort to move beyond
the company’s mature core business but doing so in a way that exploited the company’s skills in
brand management. Humbolt had explored six possible related industries, in the general field of
consumer packaged goods, and determined that cordials and liqueurs offered unusual opportunities
for real growth and, at the same time, market protection through branding. He had identified four
small producers of well-established brands of liqueurs as acquisition candidates. Following
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exploratory talks with each, he had determined that only one company could be purchased in the
near future, namely, the leading private European manufacturer of schnapps, located in Munich.

The proposal was expensive: ECU15 million to buy the company and ECU25 million to
renovate the company’s facilities completely while simultaneously expanding distribution to new
geographical markets.” The expected returns were high: after-tax cash flows wereProjected to be
ECU134 million, yielding an IRR of 28.7%. This project would be categorized in ew-product
category of proposals.

Conclusion

performance criteria.

? Exhibit 3 shows negative cash flows amounting to only ECU35 million. The difference between this amount and
the ECU40 million requested is a positive operating cash flow of ECUS million in year one expected from the normal
course of business.
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Exhibit 1

Nations where Pan-Europa Competed

Note: Th¢
products.

veals the principal distribution region of Pan-Europa’s
icated by the following figures:

ant, firemberg, Germany

1

2

3

4

5. Plant, Hamburg, Germany

6. Plant, Copenhagen, Denmark
7. Plant, Svald, Sweden

8. Plant, Nelly-on-Mersey, England
9. Plant, Caen, France

10. Plant, Melun, France
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Exhibit 2
Summary of Financial Results
(all values in ECU millions except per-share amounts)
A
Fiscal Year Ending December’3
1990 1991 199
Gross sales 1,076 1,072 & <\ \ 1}7\4\
Net income 51 ﬁ9 X 37
Earnings per share 0.75 /\0\72\ \ \ 0.54
Dividends 20 ( (\/ 2}\\> \ 20
Total assets 477 \ \ 5 8(\ 4 656
N/
Shareholders’ equity
(book value) /-LK 2 235
Shareholders’ equity Q
(market value) 4 400 229
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Exhibit 3

Free Cash Flows and Analysis of Proposed Projects'
(all values in ECU millions)

Project 1 2 3 4 5 10
Automation
Expand and Eastw Soum Invenlory Strategic
Truck Fleet Expanded Artificial Conveyer Expa sion Expanslon Conty Acquisition
(note 3) New Plant Plant Sweetener Systems (nofe 5) Sys (note 6)
Investment
Property 20.00 25.00 10.00 15.00 15.00 30.00
W orking Capital 2.00 5.00 KZQO 0 2800 .00 10.00
Year EXPECTHD FRE FLOW 0194
0 (11.40) (30.00) (10.00) . OO) (18 00) (12.00) (15.00)
1 (7.90) 2.00 5 . 5.50 (20.00)
2 3.00 5.00 50 4.00 5.50 5.00
3 4.40 4.50 5.00 9.00
4 4.30 5.00 11.00
5 .00 5.00 13.00
6 6 5.50 5.00 15.00
7 6 6.00 5.00 17.00
8 7. 6.50 5.00 19.00
7.50 7.00 5.00 21.00
8.00 7.50 5.00 59.00
Undiscounted Sum 22.50 5.25 37.50 32.50 28.50 4.00 134.00
Payback (years) 7 6 5 6 5 3 5
i 5 6 4 6 6 6 4 6
11.2% 17.3% 8.7% 21.4% 18.8% 20.5% 16.2% 28.7%
10.0% 12.0% 8.0% 12.0% 12.0% 12.0% 8.0% 12.0%
1.2% 5.3% 0.7% 9.4% 6.8% 8.5% 8.2% 16.7%
0.28 5.21 -0.87 11.99 9.00 8.95 1.16 47.97
0.55 3.88 0.32 9.90 7.08 7.31 1.78 41.43
0.09 0.69 0.06 1.75 1.25 1.29 0.69 7.33

' The effluen

% The equivalent ity of a project is that level annual payment over 10 years that yields a net present value equal to the NPV at the minimum required rate of
return for that project. Annuity corrects for differences in duration among various projects. For instance, project 5 lasts only 7 years and has an NPV of 0.32 million; a
10-year stream of annual cash flows of 0.05 million, discounted at 8% (the required rate of return) also yields an NPV of 0.32 million. In ranking projects on the basis
of equivalent annuity, bigger annuities create more investor wealth than smaller annuities.

? This reflects ECU11 million spent both initially and at the end of year 1.

* Free cash flow = incremental profit or cost savings after taxes + depreciation — investment in fixed assets and working capital.

> Franchisees would gradually take over the burden of carrying receivables and inventory.
$ ECU15 million would be spent in the first year, 20 million in the second, and 5 million in the third.



