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A LEVERAGED BUYOUT ASSESSMENT OF CAMPBELL’S SOUP


Equity Value
 Premium


Total deal value


$27.5 Bn


Geographical segmentation 
 of revenue - 2015


The U.S.


79%


Australia
 8%


Rest of the World
 13%


Campbell holds several characteristics, which in theory, should make the company a suitable LBO
 candidate. A strong brand, stable cash flow, sound financials, and a tangible asset base that can be
 leveraged such as production facilities. The packaged food industry, in which the company operates,
 has seen an increasing trend of general consolidation and private equity activity. The authors of this
 thesis thus found it interesting to assess Campbell from the perspective of a private equity investor,
 performing an LBO, and discussing concrete initiatives in order to create shareholder value and
 calculate the potential investment’s profitability through an IRR approach.


Campbell is a truly international corporation, and with products in a wide range of segments within
 the packaged food industry. This opens Campbell up to an array of complexity in regards to
 competition, product strategies and regulations etc. A carefully performed strategic analysis was
 therefore conducted, and it found Campbell to be well positioned in its main markets. A significant
 portion of its brand portfolio consists of healthy products, in line with the general population’s
 increasing preference for such, and with a reasonable level of brand loyalty. Furthermore, Campbell is
 seeking growth by establishing themselves in emerging- and growth- markets. In conjunction with the
 financial analysis of Campbell, which found the company to hold a solid stand in terms of profit
 margins etc., when compared to its peers, the two analysis laid the foundation on which future cash
 flow was projected. Ultimately the DCF model yielded a valuation slightly above the one of the
 public, suggesting Campbell is currently valued relatively fairly.


Empirical studies of comparable transactions indicate that an acquisition premium of minimum 20%


would have to be paid in order to take Campbell private. Seen in the light of Campbell’s all time high
 valuation, a private equity firm would have to rely on improving margins in order to create a
 significant return. As Campbell’s main markets are saturated, margin improvement would have to
 come from cost-cutting. The probability of exiting at a higher valuation multiple is also perceived as
 low as multiples are at all time highs


Through empirical grounded “best practice” cost cutting initiatives, and a slight increase in sales,
 driven by emerging- and growth- markets, the authors believe an improved EBITDA-margin of 26%,
 up from 20% is possible. Combined with a preliminary capital structure, consisting of $17 billion debt
 and $10.6 billion equity (debt/EBITDA: 10.7x), of which 5.6% is amortized annually, an LBO of
 Campbell would yield a 22.7% IRR when exiting after five-years which in general is a satisfactory
 scenario.


Entry 17.1x Exit 17.1x
 EV/EBITDA multiple


IRR when exiting after
 3 years 5 years 7 years


18%


22.7%


32.7%


LBO – Base Scenario 2016 2017 2018 2019 2020 2021 2022 2023 2024 2025


EBITDA/Interest Coverage 2.2x 2.1x 2.4x 2.7x 3.1x 3.5x 4.0x 4.6x 5.2x 6.1x


Sales 8.296  8.567  8.830  9.135  9.457  9.731  9.965  10.174  10.327  10.482 


EBITDA 1.585  1.980  2.217  2.375  2.459  2.530  2.591  2.645  2.685  2.725 


EBIT 1.262  1.644  1.870  2.015  2.089  2.153  2.206  2.253  2.287  2.317 


Net Earningss 364  449  634  770  866  962  1.058  1.149  1.233  1.305 


Invested Capital, Net Operating Assets 27.489  27.492  27.541  27.598  27.567  27.534  27.500  27.475  27.471  27.472 


Total Equity 11.576  12.025  12.659  13.429  14.296  15.258  16.316  17.465  18.698  20.002 


Net Interest Bearing Debt 15.913  15.467  14.882  14.169  13.272  12.276  11.185  10.011  8.773  7.470 


NWC / Sales -3% -3% -4% -5% -5% -5% -5% -5% -5% -5%


0%


20%


40%
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80%


Entry 2017 2018 2019 2020 2021 2022 2023 2024 2025
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1 I NTRODUCTION



1.1 C
ONTEXT AND M
OTIVATION

When deciding upon a topic for our master thesis it was important for the both of us to find a topic that would 
 challenge us, provide a platform for us to gain in-depth knowledge on something we were not yet familiar with, 
 and at the same time within our field of interest, which is finance. Throughout our time at CBS we’ve both sought 
 professional experience through student jobs and internships. While Simen has gained experience within sales and 
 trading through several summer internships with Norwegian investment bank, DNB Markets, Adam has gained 
 his through a student assistant role with Danish fin-tech pioneer SimCorp, and through his financial consultant 
 role  with  Danish  clean-tech  company  Photocat  and  its  recent  IPO.  However,  the  single  most  significant 
 professional experience is shared. For while Adam interned with the Zambian private equity firm Kukula Capital 
 in the fall of 2014, Simen held the same position in the spring of 2015.  


This six-month internship has been the root for deciding upon featuring a Leveraged Buyout in our master thesis. 


For while interning at a private equity firm usually would provide significant exposure to the complexity of LBO 
 modeling, the underdevelopment of the Zambian debt capital markets would have it otherwise. With Zambian 
 government bonds yielding around 20% interest rates, debt financing is simply too expensive to ride a leverage 
 effect in highly indebted buyouts, forcing Kukula Capital to take an investment approach often more associated 
 with venture capital firms. Our daily tasks were therefore more concentrated around “plain” M&A and regular 
 equity investments, leaving our curiosity for debt financing unsatisfied.  


After long discussion we therefore decided upon fueling our curiosity by choosing an LBO assessment as our 
 topic.  Not  only  would  such  a  topic  provide  us  with  the  opportunity  to  establish  an  acquaintance  with  the 
 complexity of using leverage to increase equity returns, but also demand us to do a deep-dive into the strategic 
 challenges associated with a company takeover. The compounded array of challenges would thus satisfy both of 
 our master program concentrations, International Business and Applied Economics and Finance.  


In order to further satisfy our master program concentrations and in order to secure a thesis that offered the 
 grounds for a diversified range of strategic analysis to be performed, we sought for a truly international company 
 to feature. It was also a desire for us to find a company that had yet to be featured numerous times in previous 
 theses at CBS.  


The choice fell on Campbell’s Soup, a company represented on all continents, a pioneer within its industry, and 
 with several of the company characteristics of a suitable LBO candidate.  


Working on this thesis has been truly exciting, challenging and provided us with a steep learning curve. We are 
excited to present you with our findings.  
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1.2  P
ROBLEM S
TATEMENT

The purpose of this thesis is to assess Campbell Soup Company (Campbell) from the perspective of a private 
 equity investor. The significant part of such an assessment will be to estimate the company’s fair value and perform 
 a leverage buy-out analysis of Campbell as of May 10th 2016. Ultimately this analysis will yield a foundation on 
 which potential investors can assess Campbell’s attractiveness as an investment. 


What internal rate of return can a private equity investor expect to achieve through a leverage buy-out of 
 Campbell and will it be satisfactory? 


The  above  problem  statement  leads  to  a  range  of  sub-questions,  which  answers  combined  would  yield  a 
 comprehensive  assessment.  As  follows,  a  list  of  sub-questions  has  been  formulated  to  each  chapter.  These 
 questions will help in understanding Campbell as a company, its main value drivers, and which parameters that are 
 especially important from the private equity perspective. 


1.2.1.1  Introduction to Campbell and the Food Industry 


Understanding  a  company  and  its  industry  is  an  incremental  part  of  conducting  an  accurate  valuation.  An 
 understanding  of  the  industry’s  value  chain,  its  main  actors  and  characteristics,  as  well  as  how  Campbell  is 
 positioned in relation to these is important to map out. This knowledge acts as a foundation throughout the whole 
 thesis and helps analyze the correct value drivers. 


  What characterizes Campbell? 


  What is the industry structure, especially in North America, and how is Campbell positioned? 


1.2.1.2 Leverage Buyouts 


Understanding the rationale for LBO transactions contrary to other acquisition forms is important in order to 
 assess Campbell as an investment case from the perspective of a private equity investor. The section addresses the 
 characteristics of LBO practitioners, the required return and performance characteristics and how both operational 
 knowledge and financial acumen is utilized to create value. 


  What characterizes a LBO candidate? 


  What characterizes the capital structure in LBO cases? 


  Do LBO’s create value? 


1.2.1.3  Strategic Analysis 


A credible forecast of Campbell’s financials is dependent on a well-grounded understanding of the firm’s non-
 financial value drivers. The section hence analyzes the external- and internal- factors that may affect Campbell’s 
 ability to create value. The analysis assesses the macro environment, the degree of competitiveness in the industry 
 and the firm’s resources and capabilities. 


  What are the key macro factors that affect Campbell? How is the current state of these factors, 
and what does the expected outlook look like? 
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  What is the degree of competitiveness in the food manufacturing industry and to what extent 
 does it affect Campbell’s future earnings? 


  Does Campbell hold resources and capabilities that give them a competitiveness advantage and 
 how likely is it to be sustainable in the long run? 


1.2.1.4 Financial Analysis 


The  financial  statements  of  Campbell  are  restated  and  accounting  items  are  separated  into  “operational”  or 


“financial”, thereby establishing a stronger foundation for understanding Campbell’s key origins for value creation. 


In  order  to  further  understand  Campbell’s  financial  situation  a  profitability-,  liquidity-  and  credit  analysis  is 
 performed.  The  analyses  are  benchmarked  to  comparable  firms  within  the  food  manufacturing  industry.  The 
 context of comparing historical performance indicators to a peer group should yield a better understanding of the 
 potential for future financial performance. The chapter also lays forth valuation multiples and projected consensus 
 of sales growth and margin development by financial analysts, the purpose of this is to add context to the valuation 
 section. 


  How has Campbell’s financial situation developed historically? Does Campbell’s historical 
 financial performance indicate any forward going development? 


  How has Campbell’s financial performance developed compared to its peers? 


1.2.1.5  Forecasting 


Combining the strategic- and financial- assessment, the most important drivers for value creation going forward 
 are projected, creating a credible forecast for future earnings and profitability. 


  How are macro-, industry- and firm- specific factors expected to affect main financial value 
 drivers, and how do these affect the free cash flow of Campbell? 


1.2.1.6 Valuation 


Research has presented various different approaches to company valuation. Utilizing more than one approach is 
 perceived as beneficial as it can be used to triangulate the results and achieve a credible valuation. Through a 
 discounted  cash  flow  model  (DCF)  a  fair  value  for  Campbell’s  equity  is  estimated  as  of  May  10th  2016.  The 
 valuation  approach  also  takes  valuation  multiples  of  comparable  firms  into  account  as  the  terminal  value  is 
 estimated through EV/EBITDA multiples, rather than by making use of the more classical  Gordon’s growth 
 model approach. Furthermore, the estimated equity value is tested for sensitivity in order to assess the degree of 
 dependence to specific parameters. 


  What is a proper discount rate for Campbell’s investors? 


  What is the forecasted free cash flow? 


  What is the estimated enterprise and equity value of Campbell? 


  How sensitive is the IRR in regards to value drivers and key assumptions?  
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 1.2.1.7 LBO analysis 


Having understood Campbell as a company and identified its value drivers and reliable equity value, an analysis of 
 Campbell as an LBO candidate is performed. An acquisition premium is defined on the basis of the valuation 
 chapter’s  findings.  A  new  forecast  for  the  scenario  of active  ownership  is  discussed,  which  includes  both  the 
 operational value drivers as well as the capital structure. A discussion on exit price is also laid out as this is directly 
 connected to the potential returns of an LBO. At last the findings are tested for sensitivity to its input factors and 
 assumptions. 


  What is a credible acquisition premium? 


  Does active ownership change the scope for Campbell’s financial forecast? 


  Can active ownership affect top-level growth? 


  How may active owners change the firm’s capital structure? 


  What is a credible EV/EBITDA exit multiple? 


  What is the internal rate of return in a base case LBO scenario? 


  How sensitive is the estimate of internal rate of return in regards to value drivers and key 
 assumptions? 



1.3 M
ETHODOLOGY

A broad range of theories, models and sources have been applied in order evaluate Campbell as a LBO candidate. 


The following section seeks to account for the applied data and theory utilized in order to answer the problem 
 statement. The authors recognize that research and methodologies may hold biases and weaknesses in relation to 
 their application in this thesis. Such bias should be minimized and as a consequence this thesis seeks numerous 
 perspectives  and  sources  when  analyzing  the  empirical  findings.  In  effect,  the  authors  are  pursuing  causal 
 explanations and evidence through a “post-positivistic” mindset (Tracy, 2012, pp. 39-40). 


1.3.1  Theory 


The respective theory, frameworks and models are laid forth throughout the thesis. This approach is utilized in 
 order to create a document that flows logically from theory to application. The reasoning behind chosen theory, 
 data and models will be presented where it is deemed necessary in order to understand the application. The authors 
 have  furthermore  assumed  that  the  readers  are  familiar  with  general  financial-  and  economic-  terminology. 


Furthermore, sources are referenced using APA 6th edition. 


1.3.2  Data collection and criticism of sources 


The thesis is written from the perspective of an investor, and as such, only publicly available data is applied. In 
regards  to  a  private  equity  firm,  they  will  hold  insider  information  prior  to  final  execution  of  an  acquisition, 
therefore  there  is  some  limitation  in  that  regard  for  this  thesis.  The  thesis  consists  of  both  quantitative  and 
qualitative data from annual reports, research papers, industry reports and data from various data banks. It has 
been important to be critical both in regards to how data is gathered and to how it is  presented, whether it is 
quantitative or qualitative data (Rienecker & Jørgensen, 2011, p. 248). For example, some authors hold incentives 
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 to promote personal agendas. Where available, the authors have also sought to use original sources. The authors 
 are confident that the combination of various different resources creates a sufficient foundation to answer the 
 problem statement of this thesis. 


The authors have remained critical when reading and applying information directly communicated from Campbell 
 in order to prevent potential biases, which in turn could affect the credibility of this thesis (Rienecker & Jørgensen, 
 2011,  p.  291).  This  challenge  is  mostly  presented  in  regards  to  Campbell’s  own  annual  reports,  the  degree  of 
 manipulation is however presumed as low due to the fact that the information is reviewed by several 3rd parties 
 prior to publication. 


The analysis of the food industry is in large based on market data provided by Euromonitor. The data includes 
 historical company market share and size data across sub-segments, the data is a result of a range of input sources, 
 something that reduces the risk of biased data. Other data sources, such as AC Nielsen are often used both by the 
 firms in the industry and analysts covering the firms and industry. This data is however restricted and hence difficult 
 to  obtain.  Through  various  reports  from  AC  Nielsen  the  trends  seen  from  the  Euromonitor  data  have  been 
 confirmed, resulting in a strong confidence in the data applied.  


The collection of data on comparable firms have been done through their respective annual reports, this was done 
 in order to restate all financial data in a similar manner, something that could not be guaranteed had the statement 
 been sourced from Thomson Reuters, Bloomberg etc. The authors are confident that this approach yields data 
 that is more comparable and hence holds a higher analytical value.   


The Bloomberg database has been used in order to obtain data for stock quotes and indexes relating to Campbell, 
 its peer group and the stock exchanges at which they are traded. 


Other data sources include, but are not limited to, macro data and projections provided by the OECD and World 
Bank, various news media articles, national trade organizations, and a wide assortment of financial literature, as 
well  as  direct  correspondence  with  Professor  Aswath  Damodaran  at  Stern  Business  School,  NYU.  In  the 
application of all these sources it has been important to remain critical. 
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1.4  R
ESEARCH S
TRUCTURE

The  defined  list  of  sub-questions  necessary  to  fully  answer  the  problem  statement  together  with  the  applied 
 methodology is used to set a structure for this thesis. The thesis will be structures in 11 sections, with each section 
 analyzing  various  aspects  thoroughly,  and  linking  its  finding  to  previous  sections  and  findings.  Through  the 
 application of this structure the authors are confident they will obtain a high degree of consistency. 


Introduction


Leveraged Buyouts


The Campbell’s Soup Company


SWOT


Forecasting


Conclusion


Thesis in Perspective


Acquisition Premium
 LBO deal financing structure


Active ownership forecast
 Return Analysis
 Sensitivity Analysis


LBO Analysis
 Valuation


Cost of Capital
 DCF
 Sensitivity Analysis
 Strategic Analysis 


PESTEL
 Porter’s Five Forces


VRIO Analysis


Financial Analysis


Defining the Peer Group
 Profitability and Risk Analysis


Reclassification of Financial 
Statements
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1.5 D
ELIMITATION AND A
SSUMPTIONS

  The authors have only applied publicly available information. A cut-off date has been set as of May 10th 2016. 


The latest reported financials were presented in February and yielded financials up to 31st of January 2016. 


The cut-off date relates to all information used in the thesis as well as for the valuation estimation. 


  The annual reports of Campbell and its peer group are not fully comparable for two main reasons: first off, 
 companies  operate  with  various  accounting  standards,  IFRS  and  GAAP,  these  have  been  presumed 
 comparable. Secondly, several of the companies hold different accounting periods something that complicates 
 the comparison. Through applying a five-year analysis period for peers, this bias is diminished. The authors 
 acknowledge that differences in accounting policies may affect the value of a peer group analysis; the effect is 
 however assumed to be non-significant. 


  The authors have restated and applied 15 years of financial reports regarding Campbell in their analysis. The 
 period gives a perspective that is pre- and post- the financial crisis as well as includes two different CEOs. 


  Campbell has communicated a strong focus on increasing EBITDA margin going forward and scaling up 
 recent acquisitions. Hence, no further acquisitions are assumed. 


  Due  to  several  restructuring  initiatives  by  Campbell  over  the  years  it  is  difficult  to  analyze  Campbell’s 
 operational segments in a historical perspective that is sufficiently long enough to create value. As a result, the 
 authors have applied 3rd party data regarding Campbell’s retail presence to estimate a revenue segmentation 
 that corresponds to the segmentation provided by Euromonitor (see appendix 9). 


  Campbell  is  a  complex  company  which  operates  in  several  geographies  and  product  categories.  The 
 fundamental  analysis  will  focus  on  the  North  American  market  which  represents  more  than  80%  of  its 
 operations. 


  In an LBO a wide array of debt covenants is applied in order to reduce credit risk and secure collateral. This 
 is a subject not covered in this thesis. 


  The strategic analysis portrays those factors deemed most critical for Campbell’s performance; other unknown 
 factors may play an important role, or come to play an important role in the future. 


  Some material and analysis is presented as appendices rather than as a part of the thesis structure. The reason 
 is that the material, however insightful, is not deemed vital in its full length to answer the problem statement. 


  Assumptions are made throughout the thesis; the most critical are presented here, while others are presented 
where applied. 
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2 L EVERAGE  B UYOUTS


This section gives an introduction to leverage buyouts, hereafter referred to as LBOs. The introduction explains 
 the rationale behind an LBO transaction, discusses the potential capital structures applied and addresses in short 
 how LBO’s help create value (or not). Lastly a short overview of Campbell as an LBO candidate is presented. 



2.1 W
HAT IS A LEVERAGE BUY-
OUT

An LBO is an acquisition method that utilizes a substantial portion of debt in order to fund the purchase of an 
 asset. In the 1980s the method became more common, in large due to the increasing high yield bond market. 


Common executioners of LBO transactions are investment funds and financial sponsors, such as private equity 
 firms. In 2015, 28% of capital managed by such firms in the U.S. was directed towards the consumer products 
 industry (Private Equity Growth Capital Council, 2015). Private equity firms generally prefer to invest in companies 
 with solid and stable cash flows, a strong brand, and preferably also a solid and tangible asset base that can be used 
 as  debt  collateral  and  leveraged  upon.  Companies  within  the  consumer  products  industry  often  hold  these 
 characteristics, which helps explain private equity firm’s appetite for them. Private equity funds however, can have 
 different investment strategies and many focus on firms with large growth potential but who need growth capital 
 or firms in need of a turn-around.  


The fund structure applied allows for large amounts of debt, the flipside however, is increased risk due to the 
 relatively higher leverage ratios of the investments. In figure 1 the typical fund structure is illustrated, in essence a 
 private equity firm creates a fund and seeks funding for that fund. The private equity firm will act as the manager 
 (known as a General Partner) of all investments in the fund on behalf of its investors (known as Limited Partners). 


The  investment funds  typically  create  holding  companies,  which  hold  the  capital  needed  to  acquire  the  target 


Private Equity 
 firm


Source: Authors own compilation
 Figure 1. General Fund Structure 
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* Purchase price ≠ equity + debt capital, 


   Investment in portfolio company = equity + debt capital
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 company, and which is also accountable for distributing returns back to the fund and the financial institutions that 
 provided debt. 


Private equity investments are also highly illiquid as portfolio companies are privately held and therefore rarely 
 publicly traded on stock exchanges while part of the fund. For those reasons, expected internal rate of returns for 
 such funds typically lie around 20%, looking at some of the top funds shows that IRR ranges from 20% to just 
 above 40% (Gottschalg & Phalippou, 2007). Private equity firms almost exclusively invest with a shareholder value 
 perspective and an investment horizon between five and seven years, at which point the company capital structure 
 is less risky and the company can be sold to strategic buyers, larger private equity firms or exited through an initial 
 public offering. Evidence suggests that private equity firms are indeed able to create high returns outperforming 
 the S&P500 by approximately 5% (Ljungqvist & Richardson, 2003). The national bureau of economic research 
 found that private equity investments on average achieved ~1% of abnormal return compared to the S&P500 
 (Jegadeesh, Kraussl, & Pollet, 2009), this research is based on exchange traded funds. 


One of the key characteristics of LBO transactions is that the acquired company will be so leveraged that the need 
 to generate free cash flow is heightened. The consequence is usually a focus on cost structure and an increased 
 focus on core capabilities, meaning that non-core activities may be divested. With debt reducing throughout the 
 investment period, the investors effectively fuel returns through debt when the time comes to exit. For those 
 reasons it is important that the management of such firms agree with the new circumstances, a common way to 
 do this is by linking remuneration with financial results through for example stock options in the company. In 
 order to be able to affect the company strategy, private equity firms usually opt to pursuing investments in which 
 they  can  obtain  a  majority  shareholding.  There  are  however  private  equity  funds that  do  not  necessarily  limit 
 themselves to such acquisitions. 



2.2 C
APITAL S
TRUCTURE IN L
EVERAGE B
UY-O
UTS

The study of capital structure in companies acquired through LBOs is interesting. During a career, professional 
 investors in this space gain extensive experience when it comes to analyzing and linking financial performance and 
 capital structure (Kaplan & Stømberg, 2008).  Guy Hands, a founding partner of Terra Firma, explains what they 
 do as “We buy stuff with cheap debt and arbitrage on the difference with equity markets” (Financial Times, 2007). Due to the 
 fact that firms acquired through an LBO are held privately it is difficult to obtain a picture of how the capital 
 structure is determined, in this section, academic articles on this subject, who have been fortunate to obtain data 
 on the matter, are reviewed. 


The price of a company is usually denoted as enterprise value (EV), meaning it includes both equity and company 
 debt. As seen in figure 1 the debt financing is usually obtained by the investment fund through a holding company 
 managed by the private equity firm. Recent research shows that LBO transactions in North America hold a mean 
 EV/EBITDA of 8.5x and a median of 7.7x, while public-to-private LBOs respectively have shown 8.8x and 8.6x. 


Looking at D/EV approximately 70% of acquisition funds are debt (Axelson, Jenkinson, & Strømberg, 2013, p. 



(16)Leverage Buyouts 


12 
 2237). The composition of debt therefore becomes an incredibly important practice for such investments. Debt 
 funding is usually divided amongst several different tranches, each with a different risk-return profile (Rosenbaum 


& Pearl, 2013, pp. 179-195). 


The  research  by  Axelson  et  al.  analyzes 
 LBOs from 1992 until 2008 and is based on 
 a  sample  of  1,157  LBO  transactions.  The 
 research focuses on several aspects, among 
 them capital structure and how debt market 
 conditions  affect  valuation.  In  figure  2  the 
 most  widely  applied  forms  of  debt  are 
 illustrating based on LIBOR spread and pay 
 down  behavior,  the  size  of  each  circle 
 indicates the percentage of each loan type in 
 an  average  LBO debt  capital  structure (see 
 appendix 32).  


2.2.1.1  Senior bank debt 


The debt category consists of term loans and bridge loans and usually represents 72.5% of total debt (Axelson, 
 Jenkinson, & Strømberg, 2013, p. 2235). Senior bank debt usually holds the lowest risk profile and is preferential 
 in a default scenario to most other debt. In order to secure such preferentiality, the debt has to be placed in the 
 acquired company, term loans and bridge loans are therefore usually tunneled through the holding company to the 
 portfolio company, this is usually referred to as “debt push down”. The Axelson et al. paper indicates that the 
 majority of term loan A and bridge loans are paid down within five years. The bridge loan is an important part of 
 an LBO, because it enables the LBO transaction in going forward in cases where high yield debt is difficult to raise. 


However, it is seldom intended to be fully funded and is therefore a costly funding alternative, especially so because 
 interest  payments  usually  are  structured  in  a  way  where  they  increase  as  the  outstanding  period  increases 
 (Rosenbaum & Pearl, 2013, p. 186) When it comes to term loan B and C they usually hold a tenor of around seven 
 years and represent the largest debt category in LBOs historically. These loans are usually sold to institutional 
 investors who prefer non-amortizing loans, with a larger coupon and a bullet payment at maturity (Rosenbaum & 


Pearl, 2013, pp. 183-184). Term loan A’s and bridge loans have historically held a LIBOR spread of 2.71% and 
 2.76%,  while  the  term  loans  sold  to  institutional  investors  have  laid  around  3.06%  (Axelson,  Jenkinson,  & 


Strømberg, 2013, p. 2235). 


2.2.1.2 Subordinated debt 


Subordinated  debt  has  on  average  represented  close  to  12.5%  of  total  debt  and  consists  of  second  lien  and 
 mezzanine debt (Axelson, Jenkinson, & Strømberg, 2013, p. 2235). Second lien debt is secured by a second priority 
 to  the  borrower  and  holds  collateral  in  assets.  The  loan  is  usually  non-amortized  and  the  coupon  variable 
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 (Rosenbaum & Pearl, 2013, p. 184) with a LIBOR spread of 5.4% (Axelson, Jenkinson, & Strømberg, 2013, p. 


2235). Mezzanine debt on the other hand is a debt form usually employed when debt capital markets are sluggish 
 and issuance of high yield financing appears difficult. Mezzanine debt may for example  be structured to offer 
 equity upside and is usually a combination of cash and non-cash PIK1 payments, where PIK payments usually 
 represent payments in the form of equity or debt contracts (Rosenbaum & Pearl, 2013, p. 187). Close to 10% of 
 LBO  debt  has  been  sourced  through  mezzanine  capital  at  a  LIBOR  spread  of  5.2%  (Axelson,  Jenkinson,  & 


Strømberg, 2013, p. 2235). 


2.2.1.3  Bonds 


Bonds usually pay interest at a fixed rate which is set at issuance (Rosenbaum & Pearl, 2013, p. 185), the Axelson 
 et al. research indicates that this fixed rate on average is set at 4.9% and 5.6% above LIBOR for senior and junior 
 bonds respectively. Bonds represent around 11% - 12% of total debt in an LBO transaction (Axelson, Jenkinson, 


& Strømberg, 2013, p. 2235). Bonds allow private equity funds to increase leverage as such debt usually holds 
 longer maturities and lack of amortization. Bonds are primarily sold to institutional investors through a private 
 placement, these investors then register the bonds with the Securities & Exchange Commission (SEC) after which 
 the bonds become tradable on the open market (Rosenbaum & Pearl, 2013, p. 185). Some bonds also include 
 payments in PIK, which on average increases the coupon by around 0.75% (Rosenbaum & Pearl, 2013, p. 185). 


2.2.1.4 Other debt 


Other debt may be debt from the private equity fund (“sponsor loans”) or from the seller who accepts part of 
 payment as a debt note (“vendor loans”) or for example debt within the target company that is not refinanced and 
 does not conform to the previous mentioned debt instruments. Information on vendor and sponsor loans are 
 limited, Axelson et al. suggest a LIBOR spread between 6.5% and 7.6%, but the data is based on an assumption 
 that vendor and sponsor loans interest is based on local Inter Bank Offering Rate + U.S. high Yield spread above 
 U.S. LIBOR (Axelson, Jenkinson, & Strømberg, 2013, p. 2236). The assumption is arbitrary, but these loan types 
 represent a small fraction of debt, which combined is less than 1% and therefore the presumable effect on their 
 research is limited (Axelson, Jenkinson, & Strømberg, 2013, p. 2235).  



2.3 V
ALUE C
REATION WITH L
EVERAGE B
UY-O
UTS

Mainly two perspectives on private equity and value creation are supported in academia. Jensen (1986) argues that 
 private equity firms create value by applying financial and operational engineering to their portfolio companies as 
 well as a governance structure that in essence improve firm operations and produces economic value. Critics argue 
 that private equity firms do not create any operational value, but that they take advantage of tax legislation and that 
 they hold superior market information enabling them to better time the market for discrepancies between debt 
 and equity markets (Kaplan & Stømberg, 2008, p. 11). In this section we look into each argument and review 
 academic findings on the matter. 


      


1 Payment in kind: for example, paying interest through equity stake instead of cash 
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 2.3.1.1  Management incentives 


As previously mentioned, it is important for private equity firms to incentivize management in the most effective 
 manner. This is often done by giving management an equity upside, either through stock options or by having 
 management invest in the company themselves, or both. Some research has indicated that management ownership 
 increase by 4x when a company goes from public to private (Kaplan & Stømberg, 2008, p. 11). Another factor is 
 that the management is usually unable to sell equity and options until an exit because the company is no longer 
 publicly traded which reduces management’s incentive to affect short term performance  (Kaplan & Stømberg, 
 2008, p. 11). 


2.3.1.2 The effect of leverage 


A higher degree of leverage means that the portfolio company will have to manage its cash flow more stringently 
 as it needs to make both interest payments and installments, which now represent a higher fraction within the 
 company cost structure (Kaplan & Stømberg, 2008, p. 11). This effect is largely connected with the governance 
 effect proposed by Jensen (1986) where management in operating within weak governance structures may dissipate 
 cash flow rather than returning them to investors. On the other hand, too much debt makes it increasingly difficult 
 to maintain the cost of debt which in turn increases the probability of financial distress. 


2.3.1.3 Governance Structure 


Investors who employ the LBO model for an acquisition are often in control of the company board and play an 
 active role when comparing to public companies. According to several researchers, boards of portfolio companies 
 are both smaller than public companies and meet more frequently (Gertner & Kaplan, 1996; Acharya, Hahn, & 


Kehoe, 2011; Cornelli & Karakas, Private Equity and Corporate Governance: Do  LBOs Have More Effective 
 Boards?, 2008). According to Acharya et al. (2011) a third of directors are replaced within the first 100 days after 
 an acquisition, and more than half are replaced within four years. Private equity firms therefore appear to be less 
 hesitant to replace those who perform poorly. 


2.3.1.4  Operational engineering 


Today the private equity industry has grown immensely since the 1980s. Often such firms are structured based on 
 industry teams, and most of the top performing private equity firms actively employs internal and external strategic 
 and  operational  consultants  (Kaplan  &  Stømberg,  2008,  p.  12).  One  example  is  Jack  Welch,  former  CEO  of 
 General Electric, who now is affiliated with the private equity firm Clayton Dubilier. These consultants help analyze 
 and  implement  potential  cost-cutting  opportunities,  productivity  improvements,  M&A  strategies  or  other 
 initiatives aiming at creating shareholder value (Acharya, Hahn, & Kehoe, 2011; Gadiesh & MacArthur, 2008). 


Most  research from  the  1980s  and  the  1990s  indicate  that  firms  experience  positive  effects  post-LBO  due  to 
increased operational efficiencies (Kaplan & Stømberg, 2008, p. 12). For some reason the availability of data has 
become more restricted and as a result, research suffers from limiting data sets. Guo et al. (2007) analyzes deals 
performed in the U.S. between the year 2000 and 2006, they find increasing operation and cash flow margins, but 
the results are marginal compared to those performed in the 1980s and 1990s (Kaplan & Stømberg, 2008, p. 13). 
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 The studies should however all be reviewed with caution, as the limited access to data may mean that there is a 
 presence of survivorship bias (Kaplan & Stømberg, 2008, p. 14). 


2.3.1.5  Tax shield 


By leveraging companies, these firms are able to increase the amount of tax deductions, further referred to as the 
 tax shield. Kaplan (2008) show that the tax shield may explain between 4% and 40% of a firm’s value. Kaplan’s 
 lower estimates assume that all LBO debt is paid back within an eight-year period, while the high estimate assumes 
 that all LBO debt is held indefinitely. In section 2.2 the capital structure of LBOs was discussed and on that basis 
 the value of the tax shield is likely in the middle, closer to the low estimates. This is because the majority of debt 
 (i.e. term loans) is usually paid after five to seven years. Kaplan (1989a) proposes that the value of a tax shield 
 represents between 10% and 20%, the value of the tax shield brought on by increased leverage is therefore difficult 
 to assess (Kaplan & Stømberg, 2008, p. 15). 


2.3.1.6  Asymmetric information 


Some lay forth a linkage between private equity’s ability to create value with asymmetric information on future 
 performance for the target company. Such information is for example put forth by management prior to a deal 
 because these managers favor a private equity buyout (Kaplan & Stømberg, 2008, p. 15). This is difficult to prove 
 or disprove. Some management may favor a private equity buyout because it may give them a higher equity upside, 
 but on the other hand, the high performance of private equity portfolio companies may also be a result of better 
 incentives for management to drive shareholder value. There is some evidence suggesting that private equity firms 
 do obtain favorable acquisition prices, but there is no linkage to incumbent management. As mentioned in section 
 2.3.1.3 private equity firms replace a large degree of management, and the probability for managers to see equity 
 incentives is low. The research body indicates that returns are likely closer linked to negotiation skillset by private 
 equity firms and/or funds ability to time the market (Kaplan & Stømberg, 2008, p. 16). 



2.4 C
AMPBELL’
S AS A POTENTIAL LBO
 CANDIDATE

When  Warren  Buffet’s  Berkshire  Hathaway  partnered  with  3G  Capital  in  2013  to  acquire  Heinz,  speculation 
 around  future  deals  and  the  intention  behind  the  acquisition  naturally  occurred.  Some  financial  journalists 
 speculated  that  the  acquisition  was  a  stepping  stone  in  Berkshire  Hathaway’s  way  to  create  a  new  food 
 conglomerate (Ballaban, 2013). In 2014 those speculations proved correct when Heinz merged with Kraft Foods 
 in  a  $40  billion  takeover  deal  (Gara,  2015).  With  such  large  moves  seen  within  the  packaged  food  industry, 
 companies like Campbell and its other peers (i.e. General Mills, ConAgra etc.) are also objects for speculation, the 
 question is then, if this speculation is grounded in fundamentals. 


The capital structure of Campbell’s as of 31/01/16 (second quarter 2016) was conservative with a NIBD-to-EV 
ratio  of  less than  0.2, the  EV/EBITDA however  was  above  15x.  Looking  at  these  key  metrics  for  indication 
therefore yield some mixed results. As noted in section 2.2 LBOs utilize a high degree of debt, and in that regard 
there  is  definitely  opportunity  to  increase  the  leverage of  Campbell,  but  with  valuations so  high  compared  to 
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EBITDA it becomes questionable whether it is possible to leverage as much as the industry median of around 
70%. The share price of Campbell has also continued to increase since its latest quarterly report. The strategic and 
financial analysis will also show that the key issue for Campbell has been slow growing revenue, they have however, 
been able to improve margins, and hold competitive margins compared to peers. High operational margins likely 
mean  a  reduced  likelihood  of  being  able  to  increase  operational  efficiency,  the  ability  to  grow  revenue  and 
implement a more value creating capital structure for shareholders therefore appears to be the two key elements 
when analyzing Campbell as a potential LBO candidate. 
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3 I NTRODUCTION TO  C AMPBELL  S OUP  C OMPANY


With a history stemming back all the way to 1869, Campbell’s Soup Company is one of the world’s largest food 
 processing companies with operations in more than 120 countries. In the beginning the company produced various 
 canned products, such as minced meat, tomatoes, jellies, soups vegetables, etc. What moved this company into a 
 larger  player  was  its  ability to  condense soup.  In  1897 a  young  chemist,  Arthur Dorrance,  began  working  for 
 Campbell and he ultimately developed a method for condensing the soup by halving the quantity of water. Later 
 on Arthur Dorrance became the president of the company and bought out the Campbell family.  


In the latter half of the 20th century Campbell’s Soup Company became a public company and started to increase 
 its brand portfolio to include breads, cookies, crackers, gravies, pastas, juice, chocolates and baby food. Today the 
 company sells its products all over the world and is currently valued at $2.1 billion, with annual sales of more than 


$8 billion. 



3.1 C
AMPBELL’
S B
USINESS M
ODEL

Campbell is a food processing business, they produce goods such as canned soup and vegetables, different types 
 of  snacks  such  as  biscuits  and  crackers  and  juices.  As  of  2016,  Campbell  re-organized  its  business  into  three 
 divisions: Americas Simple Meals & Beverages, Global Biscuits & Snacks and Campbell Fresh. The ingredients that go into 
 producing and packaging their products are purchased from various suppliers. Once produced, the products are 
 sold  through  Campbell’s  own  sales  force  and  third  party  partners.  Their  products  are  usually  sold  through 
 commercial  and  non-commercial  retailers,  such  as  retail  food  chains,  mass  discounters,  mass  merchandisers, 
 convenience stores, drug stores, dollar stores and other retailers. Their largest retail buyer is Wal-Mart, accounting 
 for approximately 20% of Campbell’s revenue. 


Strategy 


In short, Campbell redesigned their business operations in late 2015. The re-organization is anticipated to help cut 
 costs as well as make Campbell a more transparent and agile company ready to pursue growth. The company has 
 targeted $300 million in annual cost savings, aimed at being fully achieved by 2018. In 2015 they delivered cost 
 reductions of $85 million towards this goal. 


The strategy going-forward can be split into two categories; strengthening core business and expanding into faster 
 growing markets. The strategy is expected to lead organic growth in net sales of 1% to 3%, while earnings before 
 interest and taxes are expected to grow from 4% to 6%.  


Strengthening Core Business Expanding into faster growing spaces


Setting the standard for transparency
 Strengthening digital connections


Increased emphasis on Health and Well-being
Increasing presence in developing market
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3.2  T
HE NAME BRANDED PACKAGED FOOD INDUSTRY

The following outlines the competitive environment in which Campbell’s operates. Thus, the aim is to introduce 
 the fundamental structure of the packaged food industry, such as defining the suppliers, customers and substitutes. 


The  authors  believe  understanding  the  competitive  environment  is  essential  before  going  further  into  detail 
 through the strategic analysis.  


3.2.1.1  The supply chain 


The packaged food industry’s supply chain consists of several different players, all of which collaborate in terms 
 of logistics, marketing, product development, communication, administration etc. Depending on the distribution 
 form, the different distribution joints in the supply chain will have different responsibilities and functions. Figure 
 3 shows a typical supply chain seen within the consumer products industry.  


Campbell’s core-business evolves around the production and processing of packaged food, and in order to secure 
 the  continued  flow  of  Campbell’s  products  through  the  supply  chain,  Campbell  rely  on  mutual  beneficial 
 relationship with other industry players. Due to the interdependency of these relationships, they have a tendency 
 to be long and stable one’s. Campbell’s most important relationship is with the retail chains, which usually control 
 logistics and transportation through owning of their own wholesalers, hence affectively control the remaining parts 
 of the supply chain (collared grey in the figure above).   


3.2.1.2  The value chain 


The name branded packaged food industry consists of numerous business units serving different purposes, but in 
 simple terms the industry can be divided into three main groups, suppliers of raw material, manufacturing and 
 processing companies and distributors, the latter consisting of both wholesalers and retailers. While Campbell’s 
 market  their  product  towards  the  end  consumer,  the  fact  remains  that  they  sell  to  distributors,  which  act  as 
 intermediate customers for Campbell. The name branded packaged food industry value chain is illustrated in figure 
 4 below.  


Production Processing Wholesale Retail    


Source: Authors own compilation, based on (Pettersen, 2013)
 Figure 3. The traditional consumer products supply chain  


Controlled by Campbell’s 
 Controlled by retail chains


Consumption
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 3.2.1.3  Competition within the branded packaged food industry 


3.2.1.3.1 The international branded packaged food industry 


The international branded packaged food industry is categorized by a limited number of multinational corporations 
 (hereafter referred to by its acronym MNC’s), such as Procter & Gamble, Nestle, Unilever, Coca-Cola, PepsiCo 
 and ConAgra Foods, too mention a few (Consumer Package Goods Practice, 2010) Despite having operations in 
 more than 100 countries, Campbell’s primary markets are the U.S. and Australia, which account for about 93% of 
 the company’s revenue (Campbell Soup Company, 2015a). However, Campbell is still affected by the consolidated 
 characteristics of the international industry due to their investments in growth markets outside the U.S., Australia 
 and Asia.  
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 From a global perspective, less developed and emerging markets have become the main accelerator for growth 
 within the branded packaged food industry (McKinsey, 2010). However, adapting to local taste and culture has 
 proven to be a challenge. With a need for significant investment in everything from marketing to setting up a 
 warehouses or production facilities, entering emerging market is running a great risk. On top of all the operational 
 risk  comes  the  obvious  currency  risk  associated  with  most  emerging  markets.  As  of  lately  many  emerging 
 economies have seen their local currency devalued against the US dollar, Campbell even communicated this as the 
 key reason for low growth in emerging regions last year (Campbell Soup Company, 2014a).  


The  packaged  food  industry’s  margins  are  highly  vulnerable  to  fluctuations  in prices  on  raw  materials,  and  in 
 foreign markets, currency exchange risk pose yet another issue. A common practice is therefore to hedge against 
 these fluctuations in order to limit the risk associated. Hedging, however, is usually a “month-by-month” activity 
 with  limited  ability  to  withstand  long-term  price  increase.  In  the  case  of  long-term  price  increases,  above  the 
 relevant GDP, manufactures like Campbell need to transfer this additional cost to the end consumers, and do so 
 by simply raising the price on their products. An alternative is to try improving their own efficiency in order to 
 absorb the increased cost of production themselves.  


In relation to the currency risk, this may even sometimes be difficult to hedge altogether, and if so, highly expensive 
 due to illiquid financial markets in emerging economies (Finance, 2013). Although this is less of an issue in Asia 
 than in Africa.  


The combination of substantial investment requirements in relation to sales and marketing, as well as the need to 
 be of some size in order to gain reasonable bargaining power with the powerful retail sector, results in a significant 
 scale advantage within the packaged food industry. Benefits from economics of scale are thus driving the long-
 term consolidation trend seen within the industry (Brennan, 2013). 


3.2.1.3.2 The U.S. branded packaged food industry 


The U.S. market has been hampered by slow growth and a consumer shift towards healthier eating options, which 
 as of late has changed the U.S. industry dynamics. In response, the industry’s pioneering leaders like General Mills, 
 Kellogg’s, PepsiCo, and Heinz Kraft, to mention a few, are adapting their portfolios to include healthier options 
 (Soni,  2015).  An  increased  focus  on  the  aging  population  is  also  expected,  and  will  increase  new  product 
 development and marketing that targets this demographic (Canada, 2010). 


“Hartman Group finds that in the past five years, roughly half of the largest packaged food and beverage holding companies have been 
 unable to keep their U.S. retail topline growing commensurate with either inflation or the sector average. It is the small incumbents and 
 private label that are generating the most consistent, strong growth in the market (Group, 2015).” 


U.S. consumers are known to be very good at identifying the average-, low- and high-priced products at the shelf, 
partially because pricing information is highly transparent in stores (and increasingly so across channels in real 
time). 
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 Products offering health benefits such as cholesterol reduction properties and high fiber content, are likely to have 
 stronger growth than those offering a reduction in fat or sugar. Consumer concerns about the safety of the U.S. 


food supply are growing as the number of food recalls has increased in recent years. Consumer concerns about 
 food safety, however, have not had a negative effect on the packaged foods industry as a whole, but have rather 
 affected certain categories and companies. The growth of premium and organic private label foods will aid those 
 retailers who can present an appealing, high quality, well-priced line to consumers. U.S. consumers are seeking out 
 impulse and indulgence products positioned as nutritionally beneficial or lower in calories, while still tasting good 
 (Canada, 2010).  


3.2.1.4  The branded packaged food customers 


As mentioned earlier, packaged food manufactures like Campbell sell directly to retailers who act as an intermediate 
 customer.  While  Campbell’s  products  are  marketed  towards  the  end-consumer,  they  are  highly  dependent  on 
 cooperation with retail chains, which control distribution. Hence, retailers play an incremental role in pushing 
 Campbell’s products because they control the final place of purchase. The retail chains enforce strict product range 
 management, where no product is automatically accepted onto the shelves. Adding a new product to their offering 
 will often mean discontinuing another, new products therefore need to be highly competitive in terms of price and 
 quality. Preferable they would also be associated, or in line with other products already proven to appeal to end 
 consumers, in order to be able to exploit already established customer loyalty.      


Furthermore, the product launching windows, which is the scheduled time for negotiation between manufactures 
 and retailers, concerning which new products that will gain shelf space that season, are often limited and short 
 (Pettersen, 2013). Thus, branded packaged food manufacturers are dependent on successfully navigating through 
 these fierce negotiations in order to both maintain their shelf space and secure a position for new products. The 
 competition between food manufacturers is tough, especially in saturated markets like the U.S., Australia and the 
 majority of Europe, which only strengthens the retail chains already strong position in these negotiations. With 
 that being said, it’s important to also mention that these negotiations usually end with compromises being made, 
 on both ends. The most common ways in reaching these compromises comes in the form of different discount 
 structures, for which the three most common ones are illustrated in figure 5 below.     


A production line discount is usually given per unit, based on the manufactures listing prices. If manufactures give 
 product line discounts to a retail chain, and the magnitude of this discount, depends on the returning favors given 


Source: Authors’ own compilation based on (Pettersen, 2013) 
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Figure 5. Central discounts and allowances arrangements 
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 by the retail chain. Ultimately, the discount depends on the manufactures range selection in the retailers stores, 
 shelves space etc. 


Bonuses in the form of a given percentage, often given on the whole volume from a manufacturer, that is to say, 
 one percentage for the total sales of all the manufactures products through the specific retail chain. A yearly bonus 
 might be given on different grounds, and the use of such bonus arrangements varies.   


Joint marketing might include payments for ads in retailers offer newspapers, in-store marketing activities, such as 
 tasting stands etc., or a specific shelf space during a campaign period.  


In summary, manufactures can use these negotiations tools to achieve better shelf space and to incentivize retailers 
 to push their products more intensely; on the other hand, it also allows the retailers to bargain for discounts.  


3.2.1.5 Suppliers for the branded packaged goods industry 


Campbell’s suppliers can primarily be divided into three groups: agricultural ingredients, additives & supplements 
 and  packaging  materials.  Agricultural  ingredients  are  usually  standard  ingredients  and  produced  in  big  scale, 
 additives & supplements are usually sourced from specialized R&D firms while packaging materials are relatively 
 standardized  (plastics,  paper,  steel,  aluminum  etc.)  and  are  produced  all  over  the  world.  The  final  packaging 
 solutions  purchased  from  food  and  beverage  manufacturers  are  however  usually  produced  close  to  the 
 manufacturing sites of the food products, either by other firms or by the food manufacturers themselves.  


3.2.1.6 Substitutes for the branded packaged food industry  


One can argue that packaged food competes against and can be substituted by different foods across all product 
 categories  and  from  all  vendors  and  sources.  In  all  simplicity,  all  food  serves  the  same  purpose,  and  what  is 
 considered  a  substitute  is  therefore  a  matter  of  individual  consumer  preference.    A  consumer  looking  to  buy 
 biscuits from Pepperidge Farm could choose to buy a different brand, or he/she could simply choose to buy a 
 totally different product like nuts, potato chips, chocolate, dried fruits etc., which to him/her serves as a substitute. 


The competition can therefore be described as extremely diverse, making marketing, promotion and branding 
 absolutely key. Additionally, consumers have the choice to make their meals from scratch using unprocessed goods, 
 along with the option to simply dine out or bring home takeaway.  


2. Additives & supplements  3. Packaging materials 
 1. Agricultural ingredients 


Figure 6. Main Supplier Groups 


Source: Authors’ own compilation  
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