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The Ameripill Company

[image: image1.emf]Budget Actual

1993 1992

Sales 49,960 $           48,080 $          

Cost of sales (21,982)             (21,155)            

Direct expenses (14,658)             (14,512)            

Other income (expense) (1,499)               (1,155)              

Responsibility earnings 11,821 $           11,258 $          

Interest income (expense)* (358)                  (241)                 

Exchange gain (loss)** (142)                  (338)                 

Division charges*** (1,629)               (1,640)              

Earnings before taxes 9,692 $             9,039 $            

Managed assets 84,500 $           88,860 $          

IFPS goals:

Earnings before taxes (EBT) - 18% 19.4% 18.8%

Return on assets (ROA) - 15% 11.5% 10.2%

Responsibility earnings growth - 5% 5.0% 4.8%

Inventory (months supply) - 1 mo. 2.5 mo. 3.2 mo.

The Pharmaceutical Division of Ameripill Company located in Barstow, Alabama, ranks among the top fifteen drug companies in the world.  The Pharmaceutical Division is divided into three worldwide operating units with a vice president in charge of each: North America, Europe, and the rest of the world including South America, Africa, and Asia.  The European Vice President, Gene Roget, views Europe as one strategic unit with many markets.  He thinks strategically about market share, product innovation, acquisitions, and financial success. Organizationally, he works closely with Collen Stein, Pharmaceutical Vice President of Finance. Stein has recently combined the international and U.S. domestic finance groups. The inter​national subsidiary financial analysis activities are Concentrated in one unit under Stein called International and Domestic Financial Services. An abbreviated organization chart for the company is shown in Exhibit 1. Except for the international Country general managers and the Puerto Rico and The Hague manufacturing managers, all executives are based in Bartow.

Exhibit 1


Ameripill Company and Pharmaceutical Division Organization



Important and explicit responsibilities of Stein are to develop financial policies, make measurement decisions, and monitor results to optimize Ameripill's pharmaceutical profit levels. On an international level this becomes an extraordinarily complex task. Included are direct and indirect responsibilities to:

· Design a financial performance evaluation system to encourage general managers in specific countries to maximize their contribution to corporate earnings.

· Help maximize company‑wide gross margin from pharmaceutical sales through effective marketing, product strategies, and increased market shares.

· Minimize the company‑wide tax liability through international transfer pricing.

· Coordinate country‑by‑country pricing strategies to maximize total sales dollars and global gross margin. This includes decisions to market or not market a specific drug in a specific country.

· Obtain approvals for marketing drugs and for prices in each country since most non‑U.S. countries control pharmaceutical prices, as well as access to their markets.

· Minimize production costs by selecting optimal manufacturing locations, while bal​ancing in‑country requirements and production loading.

· Maximize cash flows back to Bartow and minimize non‑transferable cash balances, exposure risk clue to currency exchange fluctuations, and transfer penalties.

· Develop financing strategies to help acquire other companies and to create inter​corporate relationships that will contribute to Company sales, to market share, and directly to profits.

· Create capital and legal structures to optimize financial, operating, legal, and politi​cal needs and avoid operating losses and protect Company investments in non‑U.S.

The staffs to accomplish these responsibilities are divided among Stein, the corporate CFO's office, and certain other units reporting to Stein. Coordination occurs through a working group called the International Profitability Group (IPG) chaired by Olivia Cassells, Director of International and Domestic Financial Services. Group membership includes Cassells; the Corporate Directors of Taxes, Treasury, and Financial Reporting; the Pharma​ceuticals Division Managers for International Pricing and Manufacturing Accounting; and representatives from the Vice President of Business Development and the General Counsel offices. This group meets regularly to review problem areas, to recommend courses of ac​tion within the finance area, and to communicate possible financial impacts to the execu​tive group.

Stein believes many of the goals and responsibilities listed above are inevitably linked to the international incentive evaluation system created and operated by the staff of Interna​tional and Domestic Financial Services. Over the past two or three years, several complaints have been lodged with Roget and Stein by the international subsidiaries' general managers (GMs) regarding their incentive scheme. Stein has decided to use the coming year's results to evaluate the effectiveness of the international incentive scheme.

The Profit Measurement System

Ameripill domestic units are evaluated on growth in market share, sales volume, and rev​enue. Because of the complexities of international markets, the international profit measurement system has three reporting levels—legal entity earnings, responsibility earnings, and glottal earnings. Legal entity earnings are used for required reporting needs such as for tax and regulatory purposes within each country. Responsibility earnings include import and export stiles that Country managers can influence, given what is known to them about prices costs and transfer prices. Global earnings is a broader corporate view of sales and costs and represents an economic earnings view of each subunit. The global earnings figure is calculated by and only known to the Bartow financial and operations executives. For international subsidiaries, the country general managers are evaluated in two ways:

1. Actual results compared to budgeted, focusing on gross margin, ROA, cash flow, and inventory and receivables levels. The evaluation looks at the entire operation using "responsibility earnings" and "earnings before taxes" and is the basis for evaluating and comparing the performances of all international general managers.
2. A management incentive system administered through the International Financial Performance System (IFPS). The IFPS is the bonus system and focuses on a subsidiary's contribution to "global earnings," "earnings before taxes," "responsibility earnings" growth over last year, return on managed assets, inventory levels, and market share perform​ance. IFPS bonuses are based 60 percent on the local unit's results and 40 percent on the region's contribution to "global earnings."
Exhibits 2, 3, and 4 present preliminary results for 1992 and a forecast for 1993 for the United Kingdom, France, and Germany in the format sent to Bartow for early analysis of 1992 performance.

Exhibit 2

Financial Results – United Kingdom

International Pharmaceutical Subsidiaries Financial Summary

(000 omitted)
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*Based on locally incurred debt

**Based on average 1992 exchange rate $1.40/£

***Fixed charge negotiated between Barstow and the subsidiary

Exhibit 3
Financial Results – Germany
International Pharmaceutical Subsidiaries Financial Summary

(000 omitted)
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1993 1992

Sales 156,840 $         137,440 $        

Cost of sales (65,872)             (57,995)            

Direct expenses (50,286)             (46,603)            

Other income (expense) (300)                  (210)                 

Responsibility earnings 40,382 $           32,632 $          

Interest income (expense)* (1,312)               (939)                 

Exchange gain (loss)** (150)                  (210)                 

Division charges*** (4,700)               (4,123)              

Earnings before taxes 34,220 $           27,360 $          

Managed assets 73,760 $           72,900 $          

IFPS goals:

Earnings before taxes (EBT) - 18% 21.8% 19.9%

Return on assets (ROA) - 15% 46.4% 37.5%

Responsibility earnings growth - 5% 23.7% 15.6%

Inventory (months supply) - 1.0 mo. 1.2 mo. 1.5 mo.


*Based on locally incurred debt

**Based on average 1992 exchange rate $0.62/DM
***Fixed charge negotiated between Barstow and the subsidiary

Exhibit 4
Financial Results – France
International Pharmaceutical Subsidiaries Financial Summary

(000 omitted)
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1993 1992

Sales 108,720 $         102,560 $        

Cost of sales (53,414)             (50,254)            

Direct expenses (31,529)             (29,742)            

Other income (expense) (946)                  (1,026)              

Responsibility earnings 22,831 $           21,538 $          

Interest income (expense)* (1,033)               (1,047)              

Exchange gain (loss)** (272)                  (286)                 

Division charges*** (3,262)               (3,077)              

Earnings before taxes 18,264 $           17,128 $          

Managed assets 74,220 $           73,460 $          

IFPS goals:

Earnings before taxes (EBT) - 18% 16.8% 16.7%

Return on assets (ROA) - 15% 24.6% 23.3%

Responsibility earnings growth - 5% 6.0% 5.2%

Inventory (months supply) 0.9 mo. 1.1 mo.


*Based on locally incurred debt

**Based on average 1992 exchange rate $0.16/FF
***Fixed charge negotiated between Barstow and the subsidiary
Comments from the Wednesday Meeting

A meeting of the International Profitability Group is planned for Friday, December 11, 20X2. It is Wednesday, and Olivia Cassells and Collen Stein are meeting in Bartow to review the agenda and supporting discussion documents that will be sent to each attending member (Cassells has materials from Vice President Roget’s office, the directors in the Pharmaceutical Division, and the corporate offices. Cassells is sure that several controversial issues will be raised. Selected items from the agenda include:

A. Final financial staff approval of the acquisition of Koblenz Chemie Company.
B. Problems using cash balances in the U.K. and possible production changes at the U.K. subsidiary.
C. Problems with the IFPS.
D. Price increase for a product in the French market.
After a quick review of the tentative 1992 international subsidiary results, attention turns to the agenda.

Acquisition of Koblenz Chemie Company
Olivia Cassells begins the Wednesday meeting by discussing a recommendation from the Business Development office and Roget that the Board of Directors acquire Koblenz Chemie Company for DM 25,000,000 ($15.5 million), about 8 times earnings. The Koblenz Chemie Company management has forecasted 1993 sales to be DM 12,000,000 ($7.4 million).
   Cassells notes that the acquisition has several advantages. First, it gives Ameripill access to a key Ger​man generic drug market. Koblenz has an eight percent market share in Germany in its product lines. Second, it provides Ameripill with the opportunity to have a stronger market position in Germany, particularly in the newly opened former East German market. In re​cent years, Ameripill's German market share has remained at about two percent of the total pharmaceutical market. Third, Ameripill can offer Koblenz access to international markets.

Stein inquires about inputs from Hans Drossel, controller of the German subsidiary, about the acquisition. Cassells replies: "I'm not sure Drossel knows about it. Our acquisition guys researched this one. They think that the integration of Koblenz into our German or​ganization shouldn't be a problem since they're both located within 50 kilometers of each other." Both Stein and Cassells agree that even though the price seems high given Koblenz's earnings since 1989, Koblenz appears to be a quality operation in all respects. Stein notes: "The Koblenz acquisition seems to be a sure thing. I hear the accounting records are a mess. That's not surprising given that it was a privately owned firm. We'll have some work to do to get it into Ameripill's reporting and cash management systems." Cassells agrees that system compatibility problems exist but goes on to suggest that no problems with final financial approval of the deal are likely to occur.

Cassells reminds Stein that another German issue might be affected by this acquisi​tion. Due to the rapid changes in the former eastern bloc, Business Development has been studying the situation. They recommended that we begin to expand our sales force and enter the former East German market. Business Development projects this potential market to be $300 million and conservatively estimates that Ameripill could capture 10 percent of this market by the year 2000. Preliminary contacts have been made with former government of officials with whom Ameripill has had previous business relationships. Ameripill sales in the entire eastern bloc have been very low.

A request from the German GM to create a sales force in eastern Germany, now nearly eight months old, has been reviewed by Business Development. Cassells says, "Business Devel​opment thinks the near‑term financial feasibility looks dim but the question of having an Ameripill presence must be discussed. Roget is pressing all of us for a positive response. I hear he has given the okay to the German GM and controller to create a temporary eastern Germany sales force. Roget says it's now or never." Cassells believes these unilateral steps may be premature and have adverse effects on the Sherman subsidiary’s bottom line for 1992 and 1993.

Cash Balances in the U. K. and Production at the U. K. Subsidiary
Item B on the agenda generates more concern. Stein begins by discussing the historical tax problems associated with moving cash between international locations and the U.S. Stein notes that the U.K. subsidiary has generated a sizable cash position. Stein points out that strategies must he created to move cash back to the U.S. or other locations where it can be invested profitably. Cassells suggests expanding manufacturing in the U.K. as a way to move the cash surplus without incurring costly penalties. Stein comments "I thought that the tax law limited our options about transferring cash from the U.K. to the States." Cassells agrees, but suggests that "we could expand manufacturing and export to other countries, such as Germany, at cost. We may need the cash in Germany to pay for other acquisitions and ex​pansion we see in eastern Germany. Also, we may have more flexibility in transferring cash back to the United States."

Cassells and Stein then have a long discussion about implementing the export strategy of moving cash from the U.K. to Germany. Cassells suggests that Smoothkare, a product cur​rently manufactured at The Hague for export to Germany could be manufactured in the U.K. Cassells remarks "I'm sure we could easily replace the lost Smoothkare manufacturing volume at The Hague with an equally profitable product." However, a sizable investment would be required to expand manufacturing capacity in the U.K.

Stein reminds Cassells that the cash problem was becoming worse each day, and a two to three year wait would only compound the problem. Stein suggests that perhaps current manufacturing capacity could be converted to produce Smoothkare, which could be trans​ferred to Germany at cost. Stein asks Cassells if she had considered these options.
Cassells responds “Yes, the U.K. general manager won't be too keen on this idea. He has written a detailed memo to Roget outlining the problems associated with expanding man​ufacturing in the U.K. (see Exhibit 5). First, producing Smoothkare will require us to increase the U.K.'s managed assets to approximately $90 million. Also the U.K. GM complained that at the current volume, nearly half of his time is spent on production problems. Yet, his perform​ance is measured by responsibility earnings and ROA numbers - all sales based. Also, the pressure to keep working capital low backfires in two ways. Low inventories mean that short, frequent, and expensive batches cause per‑unit costs to be well above The Hague's and Puerto Rico's manufacturing unit costs. And since cash can't be moved out without significant tax penalties, large near‑cash balances cause total working capital to balloon. I'll bet the U.K. GM will think that expanding manufacturing will divert attention away from marketing and that U.K. profits will tumble. The U.K. GM will see both of these as bad news for evaluating the U.K. subsidiary's responsibility earnings results and for his IFPS evaluation."

Problems with the International Financial Performance System (IFPS)

Stein notes the problems associated with moving cash out of the U.K. are related to the in​centive scheme—an item next on the agenda. Cassells and Stein begin discussing the IFPS and its impact on international decisions. Cassells points out that several previous com​plaints had been forwarded from the U.K. GM. The regional Vice President (under Roget) and one of the financial analysts visit each subsidiary three times a year. During the last visit to the U.K., the GM raised several questions about the IFPS and the annual performance re​view. Cassells relays the essence of these complaints to Stein: "The GM is not clear how the IFPS measurements are calculated.  He only sees reports that show his U.K. responsibility earnings in pounds sterling as they come from the U.K. accounting records. He says the ra​tios used in the budget and the IFPS are seriously distorted by manufacturing operations in the U. K."

Collen Stein asks, "Is the U.K. GM the only subsidiary that is concerned?" Cassells says, "Not really. None of them seem to understand the incentive system or how their bonus is determined. The U.K. GM's complaint is one that we have heard over and over again from other GMs. They want to know what 'global earnings' is and how it's calculated."
Stein recalls, "Yes, now that I think about it, Roget has complained to me about the IFPS scheme and even threatened to send each GM the details of how each subsidiary com​pares to one another. I assumed that the changes we made in '91 which shifted the scheme away from company‑wide uniformity to more emphasis on individual subsidiary goals solved these concerns. Maybe the IPG needs to look at this issue and suggest some improvements

Exhibit 5

Memo to Roget: U. K. Problems with IFPS

Date:
March 20, 1992

To:
Gene Roget  

Vice President, European Operations

From:
John Phillips


General Manager, United Kingdom

Subject: Difficulties with the IFPS in the U.K.

As you and I have discussed on several occasions, the performance evaluation system for in​ternational subsidiaries has a number of negative impacts on our operations here in the U.K.  The heavy emphasis on sales, profit margins, and rates of return overtook the significant management effort put into our manufacturing operations here. Comparing us with a pure sales subsidiary is like comparing Yorkshire pudding and apple strudel. The changes made in the IFPS in 1991 have made the problem all the more severe for us since it focuses more on U.K.'s results.

Manufacturing means a large investment in plant and equipment, managing production planning and operations, maintaining inventories of materials, and often billing out product at a price just above – certainly not below – normal markups. We are also a satellite plant and therefore often produce overflow from The Hague plant. To keep our inventories down for working capital purposes, we are forced to make frequent runs that inflate our per unit costs.

While we are working in a very competitive sales market in the U.K., I estimate that my managers and I spend nearly half our time on production issues. I strongly urge a quick review of the performance evaluation system and the IFPS.

If I might, I would like to offer the following suggestions:

· Vice president Stein could be asked to separate the evaluation of' U.K. production and sales operations - particularly the investment base and the prices of U.K.‑manu​factured products.

· If no separate evaluation is possible, U.K.‑manufactured products could be priced out of our plant at a world‑wide wholesale price - either as a real transfer price or as a pseudo‑transfer price set in Bartow.

· A revision of the working capital and investment base definitions for country sales subsidiaries to give consideration to non‑sales activities they might have.

I am very willing to discuss these and other operating, evaluation, and reporting issues to im​prove Ameripill's results and the U.K. performance - both real and as reported.

Product Pricing in the French Market
Cassells and Stein move to the last item on the agenda, the price increase for Saincoeur in France. Saincoeur is a highly successful treatment for heart attack victims sold under other names in all of Ameripill's markets. Stein begins by telling Cassells that he understands that the International Pricing office will recommend raising the price of' Saincoeur in France. Its low price in France is causing problems for the rest of the European markets. Cassells sug​gests two options.   First, Ameripill could push hard to get approval for a price increase, second, we could withdraw Saincoeur from the French market to protect prices of the same product in other countries. Roget had reported pricing inquiries and pressure from Italy, Switzerland, and even Germany to reduce the price for the equivalent drug in their markets. The International Pricing office also suggested that, without a quick resolution of the pric​ing issue, Saincoeur should be withdrawn from the French market.

Stein asks, "Olivia, what kind of price concession would that mean for the other Euro​pean markets? What's the financial impact?" Cassells notes that Saincoeur is barely profitable at the French price. "If Ameripill isn't careful, our margins for the equivalent products will decline all over the European market." Cassells and Stein decide to review the financial summaries for the product at a later date. However, Cassells concludes by stating, "Clearly, with​drawing from the French market is better than cutting our margin for the rest of Europe. Based on our preliminary reading of the data, the potential damage to Ameripill's total global earnings is as much as ten times the French's Saincoeur earnings loss."

Meanwhile in the International Subsidiaries

Managers in each subsidiary meet on a weekly basis to assess operations, problem shoot and review operating plans. During these weekly meetings information is exchanged among each subsidiary's management group members. In particular, communications from the par​ent are typically announced and discussed in these weekly meetings The following meetings took place within ten days of Cassells' and Stein's Wednesday meeting.

France

In France, the General Manager, Jacques Cartier, his Director of Marketing, and his Con​troller are discussing operations and strategies in their weekly meeting. The Controller men​tions a rumor she heard from the Bartow Financial Analyst who had just been in France for his quarterly visit. The Controller comments, "I heard a rumor that the Bartow pricing group is recommending withdrawing Saincoeur from our market. Italy and the Swiss are pressuring Ameripill to match the French price. Bartow is concerned that their margins will suffer all over Europe."

Cartier expresses immediate concern since Saincoeur is 10 percent of France’s 1993 sales forecast. Cartier commented, "the French subsidiary currently has problems attaining the corporate goal of 18 percent earnings before tax (EBT). Loss of Saincoeur will make meeting that goal more difficult and reduce our return on assets (ROA) since we lose sales volume without any impact on our investment base. Sales and cost of sales will decrease pro​portionately, but direct expenses will decrease by only 10 million francs. Other financial ac​counts will be unaffected. As a result, French bonuses from the IFPS scheme will be reduced." The Director of Marketing comments, "Americans! I bet that the real financial impact is not that big. What do they care as long as the company overall is making a little more money?"

The Controller replies, "I've heard that they are looking at the impact on global earnings. I wish I knew how that was calculated. I have no idea how that is going to impact our bonuses. "

United Kingdom

It's Monday in the United Kingdom subsidiary headquarters in Maidenhead near London, and the weekly meeting between the General Manager, John Phillips, and the Controller, Lee Grant, is about to start. Phillips brings in a FAX received late Friday front Corporate about expanding manufacturing in Great Britain. The memo requested input from the U.K. General Manager about the possibility of producing Smoothkare and then shipping Smoothkare at a little above cost to Germany. Smoothkare is a prescription drug used to treat skin problems in elderly persons and has been produced solely at The Hague plant for world-wide distribution.  He points that corporate is thinking about expanding the U. K. subsidiary’s manufacturing capacity.

Phillips wants to persuade corporate to adopt the desired U.K. strategy, whether it is to expand and produce Smoothkare or not. He wonders whether the person that wrote the memos has read any of his reports and memos about IFPS. Grant points out that the U.K. sub​sidiary already produces several products transferred at close to cost and that those products provide no positive weight in the evaluation process. Phillips wondered if expanding the manufacturing operation would improve the IFPS bonus numbers.

Phillips says, "I don't know, corporate hasn't said too much about timing, but they could implement the expansion fairly quickly. For example, Ameripill could buy that old Worsley manufacturing facility next door and have it operational in less than a year." He adds, still thinking about his communications with Bartow, “You know, I've never seen a re​port on what our combined sales and manufacturing efforts contribute to Ameripill's profits. There is a basic conflict between its emphasis on sales and our need to sell and manage this factory too." Grant adds, "I've had a number of conversations with Cassells about the incentive scheme. I am not sure that they realize the significance of the problems created by the incentive scheme. For example, the pressure to keep our inventories down and improve our ROA causes us to schedule many short manufacturing runs. As a result, we'll never get our unlit costs close to The Hague numbers."

Phillips, now more agitated, states, "One thing I know, expanding manufacturing to include Smoothkare will not help our earnings, will create more manufacturing problems, and will increase our operating costs - all bad news for us, particularly for our IFPS results. Our asset base will increase, inventories will grow, and we'll need more people to handle the manufacturing. I heard that Germany paid The Hague about 8,500,000 pounds for Smoothkare this year. They use cost plus 20 percent for a transfer price, I think. We would have to use the same transfer price that The Hague used because Bartow guaranteed that price to the German subsidiary for a five‑year period. Our manufacturing costs would be at least 15 percent higher than The Hague's if past comparisons hold."
Germany

Hans Drossel, Controller of the German subsidiary, schedules lunch with Dr. Jochim Boch, the General Manager. Both have been active in building a sales force in the former East Ger​man portion of the new Germany. This effort has fortunately begun to at least cover the out​ of pocket costs of building this new staff. Now near the end of 1992, the tentative financial results show strong potential. Boch says, "I didn't think our Eastern sector strategy would pay off as fast as it has. It was risky, with only Roget's informal okay, but I think it's working." Drossell looks at the numbers and adds, “You know, it's the only way to get the growth we need to meet the financial goals we have in our 1993 budget. Right now the eastern German sales forecast is DM 2,000,000, and the potential is two or three times that if we had a strong generic drug product line. We just don't have the product lines to get a bigger market share. I think we'll have some explaining to do in our annual financial review when Cassells' people arrive from Bartow."

After looking at the product line sales data, Drossel comments, "Our ability to price Smoothkare just under our main competitor really helped sales and our responsibility earn​ings. I hope we can get another cost reduction from The Hague plant in 1993." Boch shakes his head affirmatively.

Boch then asks Drossel about rumors that Bartow had made a formal decision to enter the former eastern block markets. “You know I think our proposal about the Eastern markets must have gotten lost in the mail. Roget says it's being studied by the financial guys, but eight months is ridiculous. Not only that, but several really profitable small pharmaceutical firms have been gobbled up by the big Swiss drug companies. Where are our people?" Drossel re​sponds, "We seem to be preoccupied with bottom line results while the Swiss seem to be looking for market share and let the profits develop later."


The following are the estimated financial impact on in-country International Financial Performance System (IFPS) goals of the following decisions:

a. United Kingdom: Expand current manufacturing capacity by acquiring the Worsley plant.

b. Germany: Acquisition of Koblenz Chemie Company.

c. France: Withdrawing Saincoeur from the French market.

United Kingdom

Expand Current Manufacturing Capacity by Acquiring Worsley Plant

	
	Original

Budget

1993
	Increase

(Decrease)

Due to

Smoothkare
	Revised

Budget

1993

	Sales
	 $        49,960 
	 $        12,000 
	 $        61,960 

	Cost of sales
	        (21,982)
	        (11,500)
	        (33,482)

	Direct expenses
	        (14,658)
	
	        (14,658)

	Other income (expenses)
	          (1,499)
	 
	          (1,499)

	Responsibility earnings
	 $        11,821 
	$              500 
	 $        12,321 

	Interest income (expenses)
	             (358)
	
	             (358)

	Exchange gains (losses)
	             (142)
	
	             (142)

	Division charges
	         (1,629)
	 
	         (1,629)

	EBT
	 $          9,692 
	$              500 
	 $        10,192 

	Managed assets
	 $        84,500 
	$           5,500 
	 $        90,000 

	EBT%
	19,4%
	
	16,4%

	ROA%
	11,5%
	
	11,3%

	Responsibility earnings growth%
	5,0%
	
	9,4%

	Responsibility earnings - 1992
	 $        11,258 
	
	


*    $12,000 is the guaranteed transfer price to Germany (£8.5 million * $1.40/£ assumed exchange rate). 

**   The Hague cost of producing Smoothkare must be $12,000/1.2 = $10,000. The U.K. cost of producing Smoothkare is 15 percent higher or $11,500 ($10,000 * 1.15). 

Assumptions about expanding current manufacturing:

1.   U.K. will begin to produce Smoothkare for the German market and transfer it at the previously negotiated price of £8.5 million or $12 million. The U.K.'s manufacturing capacity is adequate to handle the Smoothkare volume. 

2.   Smoothkare was formerly produced by The Hague and transferred to Germany at cost plus 20 percent. Because of short, small production runs the U.K.'s cost is 15 percent higher than The Hague's cost. 

3.   The Hague will use the capacity vacated by Smoothkare to produce domestically sold product with a margin greater than Smoothkare. 

4.   Management assets increase to $90 million. 

5.   Germany: No income impact since the transfer price is assumed to be the same as The Hague's price. But they may not get the hoped-for price reduction to make them more competitive. 

Germany

Acquisition of Koblenz Chemie Company

	
	Original

Budget

1993
	Increase

(Decrease)

Due to

Koblenz
	Revised

Budget

1993

	Sales
	 $      156,840 
	$           7,400 
	 $      164,240 

	Cost of sales
	        (65,872)
	          (3,108)
	        (68,980)

	Direct expenses
	        (50,286)
	          (2,373)
	        (52,659)

	Other income (expenses)
	             (300)
	 
	             (300)

	Responsibility earnings
	 $        40,382 
	$           1,919 
	 $        42,301 

	Interest income (expenses)
	          (1,312)
	
	          (1,312)

	Exchange gains (losses)
	             (150)
	
	             (150)

	Division charges
	          (4,700)
	 
	          (4,700)

	EBT
	 $        34,220 
	$           1,919 
	 $        36,139 

	Managed assets
	 $        73,760 
	 $        15,500 
	 $        89,260 

	EBT%
	21,8%
	
	22,0%

	ROA%
	46,4%
	
	40,5%

	Responsibility earnings growth%
	23,7%
	
	29,6%

	Responsibility earnings - 1992
	 $        32,645 
	
	


Assumptions about the impact of the Koblenz acquisition: 

1. 
Koblenz is expected to increase German sales by $7,400,000.

2. 
Cost of sales and direct expenses are expected to increase proportional to the sales increase and other income and expenses will remain the same. 

3. 
Managed assets will increase by at least $15,500,000 due to the acquisition. 

France

Withdrawing Saincoeur from French Market

	
	Original

Budget

1993
	Increase

(Decrease)

Due to

Withdrawal
	Revised

Budget

1993

	Sales
	 $      108,720 
	$      (10,872)
	 $        97,848 

	Cost of sales
	        (53,414)
	            5,341 
	        (48,073)

	Direct expenses
	        (31,529)
	            1,600 
	        (29,929)

	Other income (expenses)
	             (946)
	 
	             (946)

	Responsibility earnings
	 $        22,831 
	$        (3,931)
	 $        18,900 

	Interest income (expenses)
	          (1,033)
	
	          (1,033)

	Exchange gains (losses)
	             (272)
	
	             (272)

	Division charges
	          (3,262)
	 
	          (3,262)

	EBT
	 $        18,264 
	$        (3,931)
	 $        14,333 

	Managed assets
	 $        74,220 
	 
	 $        74,220 

	EBT%
	16,8%
	
	14,6%

	ROA%
	24,6%
	
	19,3%

	Responsibility earnings growth%
	6,0%
	
	-12,3%

	Responsibility earnings - 1992
	 $        21,539 
	
	


Required:

1. Discuss the possible strategic reactions of the General Managers in the United Kingdom, Germany, and France to the following alternatives:

a. United Kingdom: Expand current manufacturing capacity by acquiring the Worsley plant.

b. Germany: Acquisition of Koblenz Chemie Company.

c. France: Withdraw Saincoeur from the French market.

2. Discuss the strengths and weaknesses of Ameripill’s IFPS plan.

3. Make specific recommendations for changing the IFPS plan.  Support your recommendations by citing specific Ameripill examples.

4. Do you believe Ameripill is primarily centralized or decentralized?  Support your position by citing specific Ameripill examples.

5. Discuss the advantages and disadvantages of centralization versus decentralization in the global pharmaceutical market.

6. Discuss which organizational structure (centralization or decentralization) is better for Ameripill.
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� Assume that the acquisition of the Koblenz business in 1993 will cause the German subsidiary’s Sales, Cost of Sales, and Direct Expenses to increase by the same percentage. Other subsidiary income and expenses are not expected to change.
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UK

				Budget		Actual

				1993		1992

		Sales		$   156,840		$   137,440

		Cost of sales		(65,872)		(57,995)

		Direct expenses		(50,286)		(46,603)

		Other income (expense)		(300)		(210)

		Responsibility earnings		$   40,382		$   32,632

		Interest income (expense)*		(1,312)		(939)

		Exchange gain (loss)**		(150)		(210)

		Division charges***		(4,700)		(4,123)

		Earnings before taxes		$   34,220		$   27,360

		Managed assets		$   73,760		$   72,900

		IFPS goals:

		Earnings before taxes (EBT) - 18%		21.8%		19.9%

		Return on assets (ROA) - 15%		46.4%		37.5%

		Responsibility earnings growth - 5%		23.7%		15.6%

		Inventory (months supply) - 1.0 mo.		1.2 mo.		1.5 mo.
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UK

				Budget		Actual

				1993		1992

		Sales		$   108,720		$   102,560

		Cost of sales		(53,414)		(50,254)

		Direct expenses		(31,529)		(29,742)

		Other income (expense)		(946)		(1,026)

		Responsibility earnings		$   22,831		$   21,538

		Interest income (expense)*		(1,033)		(1,047)

		Exchange gain (loss)**		(272)		(286)

		Division charges***		(3,262)		(3,077)

		Earnings before taxes		$   18,264		$   17,128

		Managed assets		$   74,220		$   73,460

		IFPS goals:

		Earnings before taxes (EBT) - 18%		16.8%		16.7%

		Return on assets (ROA) - 15%		24.6%		23.3%

		Responsibility earnings growth - 5%		6.0%		5.2%

		Inventory (months supply)		0.9 mo.		1.1 mo.
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UK

				Budget		Actual

				1993		1992

		Sales		$   49,960		$   48,080

		Cost of sales		(21,982)		(21,155)

		Direct expenses		(14,658)		(14,512)

		Other income (expense)		(1,499)		(1,155)

		Responsibility earnings		$   11,821		$   11,258

		Interest income (expense)*		(358)		(241)

		Exchange gain (loss)**		(142)		(338)

		Division charges***		(1,629)		(1,640)

		Earnings before taxes		$   9,692		$   9,039

		Managed assets		$   84,500		$   88,860

		IFPS goals:

		Earnings before taxes (EBT) - 18%		19.4%		18.8%

		Return on assets (ROA) - 15%		11.5%		10.2%

		Responsibility earnings growth - 5%		5.0%		4.8%

		Inventory (months supply) - 1 mo.		2.5 mo.		3.2 mo.






