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Is zero-based
budgeting
(ruthless cost
cutting) the required
method for boosting
margin now? The
latest OC&C Top 50
certainly shows its impact

Alec Mattinson

ou can’t cut your way to success” is an
oft trotted out business maxim, but this
received wisdom is being put firmly to
the test in the global fmcg market. The
aggressive cost-cutting mantra of AB
InBev and Kraft Heinz owner 3G Capital and its invest-
ment partner Berkshire Hathaway is rapidly reshaping
the landscape for international consumer goods play-
ers — and its influence is growing by the day.

This zero-based budgeting (ZBB) approach has
already become dominant in the US, as rival players
look enviously at the margins of 3G Capital-owned
firms. This year the ripples from ZBB have landed in
Europe and threaten to swamp the entire industry.

Recent months have already seen two very high-pro-
file examples. In March, Unilever was forced to up its
cost savings and margin targets after seeing offa £115bn
bid from Kraft Heinz, and just last week Nestlé came
under pressure from activist investor Third Point to be
more “aggressive” in fattening up margins.

On a basiclevel, the growing pre-eminence of the 3G
ethos has been driven by the anaemic top-line growth
the globe’s biggest fmcg players continue to churn out.

The OC&C Strategy Consultants/Grocer Global 50
rankings show the prospect of sustainable industry
growth is further away than ever as headline revenues
across the world’s 50 largest fmcg companies fell last
year. Top-line growth had been at a healthy 7.3% back
in 2011, but had slumped back to just 0.3% in 2015 before
going negative to —0.7% in 2016.

While currency movements and asset disposals have
impacted these figures, organic revenue growth is also
slowing down, dropping from 3.4% to 2.6% across
those companies that split out internal sales growth.

The industry is still trying to get to grips with the
same fundamental challenges that have strangled

sales growth — fragmenting consumer demand, a
changing retail landscape, insurgent smaller rivals
and troubled economic conditions in former emerging
market growth drivers like Brazil.

“There has not been a great deal of progress on
really addressing the fundamental challenge of how
these businesses get back to growth,” says OC&C’s
head of consumer goods Will Hayllar. This new mar-
ket environment is particularly harsh for food and non-
alcoholic drinks brands, which last year saw a local
currency sales decline of 2.5% compared with —1.4%
in household and personal care, —0.6% in beer and
spirits and a 4.9% revenue increase in tobacco (see box
p25). “There is often more scope to add value in non-
food,” says Rothschild’s global head of consumer Akeel
Sachak. “The globalisation of non-food categories is far
less advanced and there is more scope for premiumis-
ing as consumers are spending a larger share of their
money on personal care and homecare relative to food.”

Overall volume growth of 0.4% remains significantly
below global population growth of 1.1%, and price
growth of 1.4% across the Global 50 constituents that
split out the figure is no better than moderate.

Where investors have more cause for cheer is the pro-
gressin the Global 50’s bottom line performance. Gross
margin across the 50 increased by 1.1 percentage points
to 46%, continuing the trend of incremental margin
increases year on year since a figure of 43.4% in 2010.

Food and drink sales might be stagnating, but mar-
gin performance compares robustly to the rest of fmcg.
While the category’s margins are lower at 36.1%, the
one percentage point increase is a faster rate of growth
than the 0.6ppt increase to 56.5% in beer & spirits and
the 0.8pptincrease to 62.2% in tobacco. So is this proof
of concept for the 3G Capital cost-cutting, zero-based
budgeting model? Not so fast.
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Firstly, underlying EBITDA margins, stripping out
exceptional costs and gains, were at 17% — slightly up
on 16.6% last year but below the figures of 17.2% and
17.1% in 2014 and 2013 respectively.

Secondly, margins were boosted by lower average
commodity prices in 2016, which OC&C’s Hayllar says
were “the biggest driver” of last year’s profit margin
increase. The deflationary commodity market of 2016

THE GLOBAL 50 has turned again in 2017 as the price of many com-
modities rises, meaning this margin boost is likely to
be temporary.

So there is scant evidence so far that companies are
slashing their way to prosperity, but the influence of the
zero-based budgeting model is undeniable.

1) = —|Nestlé Switz 90,832 1| 15.6| 15.1| 14.6| 14.9 3G has delivered industry-leading margins at both
2 = - P&G us 64,877 -8| 21.1| 19.1| 14.0| 13.1 | AB InBev and Kraft Heinz, largely relying on aggres-
3| = -|PepsiCo us 62,799 0| 15.6| 15.4| 16.3| 17.3 | sive and forensic cost control. The model has boosted
4 — |Unilever UK/N'lnds | 58,340 -1| 15.1| 14.3| 22.0| 23.5 | margins at ABI and Heinz by 8ppts and 6ppts respec-
5 = -|)BS Brazil 48,623 7] 40| 56| 79| 9.1 | tively, and their margins currently stand way out in
6| » 1|ABInBev Belgium | 45,517 4| 28.3| 31.9| 5.8| 13.0 | front of their peers at 28.3% and 23.2%.
7| v -1|Coca-Cola Co us 41,863 -5| 19.7| 22.2| 10.7| 125 Rothschild’s Sachak points to a differentiation in
8 = -|TysonFoods us 36,881 -11| 77| 53| 144| 109 | approaches from US and European players — noting
9|4 1|L'Oréal France 27,576 3| 16.7| 18.0| 16.2| 18.0 | the former’s argument has gained the upper hand.
10| » 2| Philip Morris Intl us 26,685 0| 40.9| 40.0| 52.4| 55.2 | “US investors seem to be much more mesmerised by
11| = - KraftHeinz us 26,487 -3| 23.2| 24.7| 5.5| 4.3 | cash generation and margins and now you’re seeing
12| v -3 | Mondelez us 25923| -13| 11.2| 7.0| 6.0| 4.1 | European bellwethers being pilloried for not deliver-
13| » 2| Heineken N'lnds 23,012 1| 13.8| 13.8| 9.7| 9.6 | ingenough top-line growth.”
14 - |Danone France 22,496 -2| 13.8| 13.3] 85| 12.0 The Kraft Heinz bid for Unilever was a watershed
15| v -2 | Archer DanielsMld | US 22,152 -12| 3.2| 37| 75| 94 | moment as - despite retaining support for independ-
16| » 1|Suntory Japan 22,032 0| 65| 57| 47| 4.0 | ence - Unilever found itself forced to amend its USP
17| » 1|WHGroup China 20,242 6| 88| 72| 17.2| 13.1 | from long-term sustainable growth to a more aggres-
18| v -2 | BAT UK 20,000 13| 46.7| 44.2]| 241 | 25.6 | sivestance on margin. “What 3G has done with ABIand
19| = -|Altria Group us 19,241 2| 46.2| 44.6| 25.2| 40.3 | KraftHeinzis create alack of patience among investors
20| = - Japan Tobacco Japan 18,878 -5| 24.4| 24.4| 16.1| 18.5 | generally,” says Liberum analyst Rob Waldschmidt.
21 - | General Mills us 16,563 -6| 16.9| 15.3| 16.2| 15.2
22| » 5| Kirin Beweries Japan 16,403 -6| 85| 77| 89| 8.4 | Mixedresults
23| » 5| AsahiBreweries Japan 15,336 1| 90| 69| 99| 86 | The concept of zero-based budgeting — where every
24 - | Colgate-Palmolive | US 15,195 -5| 25.3| 24.2| 43.4| 44.5 | penny of expenditure must be justified each new
25| » 1 |Kimberly Clark us 15,013 -2| 189| 9.5| 40.4| 19.7 | budget period - has already been publicly imple-
26 | v —4|SAB Miller uK 14,895 -10| 30.7| 33.1| 12.0| 140 | mented by 12 of the Global 50 in the past three years.
27| v -4|Diageo UK 14,216 -3| 30.4| 30.9| 14.2| 15.8 | But of the 10 non-3G backed companies to embrace
28| v -3 | Conagra us 14,134 -11]| -1.2| 2.1| -1.2| 2.3 | ZBB, only five increased margins last year, while five
29 - | Grupo Bimho Mexico 13,525 15| 75| 6.5| 12.0| 11.1 | - including Coca-Cola, Campbell and Diageo — saw
30 — | Reckitt Benckiser | UK 13,411 11| 24.4| 25.3| 18.6| 20.3 | margin erode further.
31 = -|Johnson&Johnson | US 13,307 -1| 28.0| 28.0| 18.3| 18.9 One issue here, according to Hayllar, is “inconsist-
32| » 3|Reynolds American |US 12,503 17| 43.6| 35.3| 12.2| 8.4 | entapplication”. 3G’s ZBB recipeis pretty brutal stuff -
33 = -|SCA Sweden | 11,832 3] 96, 95| 88| 9.1 | fromaggressivejob cuts,dramaticleadershipchanges,
34| v -2 Kellogg Co us 11,800 -4] 10.2| 74| 12.,5| 9.1 | factory consolidations and resolutely performance-
35/ + 4 Nippon Meat Packers | japan 11,440 2| 27 38| 6.4 9.2 | drivenpayments. Thereisasensethatsome companies
36| » 1|Kao Japan 11,247 0| 12.9| 10.9| 22.7| 19.5 | want to be seen to be doing the right thing on cost, he
37| v -3 |Estée Lauder Cos us 11,190 4| 14.3| 14.9| 23.4| 26.2 | says, rather than rigorously applying ZBB.
38| » 3| Henkel Germany | 10,661 7| 14.7| 14.5] 139| 170 Even within 3G’s world, results are mixed. AB InBev
39| » 3|Imperial Tobacco UK 9,972 14| 16.0| 15.9| 109| 9.6 | has delivered solid organic growth, though it has suf-
40| v -4 |LVMH France 9,837 5| 16.4| 15.8| 12.9| 12.0 | fered from the downturn in Brazil, while maintain-
41| v -1|Royal FrieslandCamp | N'Inds 9,828 -2| 53| 53| 10.4| 11.7 | ing sales and marketing spend. Its Restaurant Brands
42| » 1 |Brasil Foods Brazil 9,718 5| 5.4) 13.1| 5.6| 14.0 | International has also grown ahead of rivals and is
43| » 2|PernodRicard France 9,609 1/ 241| 186| 79| 6.1 | aggressivelyinternationalising the business.
44 » 2 Hormel Foods us 9,523 3| 14.0| 11.6] 27.7| 233 However, Kraft Heinz is significantly underperform-
45| v -1 |Carlsherg Denmark | 9,307 -4| 13.2| 12.9| 8.8| 9.3 | ingitspeers, growing at just 1.9% organically per year
46 | v -8|ArlaFoods Denmark | 9,000 -5| 4.0 39| 86| 8.0 | from2011-2016 compared with 5% and 4.7% for under-
47| » 4| YamazakiBaking Japan 8,943 2| 34| 25| 7.8| 6.2 | pressure Nestlé and Unilever respectively.
48| » 1 Bunge Bermuda | 8,506 2| 27| 30| 87| 102 Despite its growing prevalence, ZBB is no silver bul-
49| v -2 | Tingyi China 8,280 -8| 53| 59| 7.4 8.1 | let.Fundamentalculturechange ofthisnatureiscostly
50 — | Campbell us 7,961 -1| 12.1] 13.5| 14.8| 16.1 | and complex to implement — particularly to larger
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Top performers

PepsiCo Unilever Heineken BAT Grupo Bimho
ORGANICGROWTH: 4% | ORGANICGROWTH: 3.7% | ORGANICGROWTH: 4.8% | ORGANICGROWTH: N/A | ORGANICGROWTH: N/A
NETMARGIN:  +0.2ppts | NETMARGIN:  +0.8ppts | NETMARGIN:  —0.1ppts (TOTAL GROWTH OF 12.6%) (TOTAL GROWTH OF 15%)
PepsiCo achieved strong | Unilever has delivered The brewer achieved NETMARGIN:  +2.4ppts | NETMARGIN:  +0.9ppts
top-line growth split continued strong organic | the Global 50’s highest Constant currency growth | The globe’s biggest
evenly across volume and | growth and added value organic growth rate and of 6.9% shows strong bakery has defied a

price as its investment
in health and wellness
continues to bears fruit.
Some 45% of group sales
are now generated by

through acquisitions like
Dollar Shave Club and
Dermalogica. Shedding
its declining spreads
should support organic

“guilt-free” products. @ | growth. o

multinationals with distinct operating divisions —and
can be disruptive, hitinnovation and customer experi-
ence, and ultimately hamper future growth.

“The jury is still out on whether zero-based budget-
ing is a way to grow,” says Michael Collinson, MD of
European consumer and retail at William Blair invest-
ment bank. “It is something that makes sense in a low
growth environment, but there is a big question over
whether you can consistently grow the top line by con-
sistently spending marketing money in a smarter way
rather than actually spending more money.”

Certainly, at ABIits ZBB principles have helped sup-
port marketing spend by making efficiencies in other
areas of the business, meaning marketing as a percent-
age of sales is 17% compared with 13.6% at Heineken
and 9.9% at Carlsberg. Hayllar describes ZBB as “tool
rather than a solution. It has worked better where busi-
nesses have got a clear route to drive value creation.”

In this sense, putting money behind ABI’s premiu-
misation strategy or Burger King’s internationalisa-
tion can drive sales and profits together, but Kraft
Heinz without an obvious growth strategy may well
find wholesale cuts strangle incremental sales growth.

“In businesses in more complex categories and
regions where the growth vector is less clear cut, I
thinkitis harder for ZBB to have an impact and frankly
it is more likely to cut off future growth,” says Hayllar.

And despite this growing focus on the bottom line,
long-term growth cannot be relegated to window dress-
ing. “Ido question the long-term sustainability of busi-
nesses that aren’t achieving underlying volume and
value sales growth,” warns Sachak. “There are real
questions over how large consumer companies assure
their long-term sustainability in terms of delivering
growth when the public markets apply short-term pres-
sure to grow profitability and generate cash.”

has achieved volume as
well as pricing growth.

It has shifted focus from
Western Europe to higher
growth emerging markets
via acquisitions. (+]

underlying performance.
The acquisition of
Reynolds has created the
largest global tobacco
firm, but NPD in e-cigs
has also been key. (+)

structurally challenged
category to achieve top
and bottom line progress.
Domestic sales rose 8%
due to lower raw material
costs and efficiencies. @

Tobacco: a success story against the odds

It comes as little surprise
that tobacco is again the
standout performer in the
fmcg universe, matching
its sky-high margins with
strong revenue growth in
the past 12 months.

Weighted average sales
growth of the Global
50’s tobacco players
was 4.9% against 0.7%
overall decline, while
EBITDA margin growth
was 1.8ppts compared
with 0.5ppts for the
whole sector.

One of the enduring
features of the fmcg
sector is how tobacco
churns out massive
investor returns — and
sales growth in four
of the six Global 50
groups — despite an ever-
tightening regulatory
environment and
collapsing volumes in
their traditional markets.

“There are pockets
of growth in the Middle
East, Asia and Africa, but
overall cigarette volumes
are down everywhere,”

says Moody’s tobacco
analyst Ernesto Bisagno.
“The key to the tobacco
industry’s performance is
that declining volume has
been more than offset by
pricing and product mix.”
Ernesto adds that
tobacco uniquely enjoys
very low elasticity
products - due to the
addictiveness of nicotine
- and the regular duty
increases give the
platform for tobacco
companies to push
through price rises.
However, OC&C’s Will
Hayllar thinks there
are lessons the wider

industry can learn from
tobacco’s successful
navigation of falling
volumes and tightening
regulation.

“It does show that if
you’ve got a structural
volume decline, then
the best way of thinking
about your top line is
to look at pricing and
premiumising products,”
he says, pointing to the
alcoholic drinks suppliers
trying to drive customers
up the revenue curve.

Additionally, the
tobacco companies
have reacted with some
urgency so as not to
be outmanoeuvred by
changing consumer
trends, and have invested
significant sums in next
generation tobacco
products. “If that shift is
happening anyway you
are better off potentially
cannibalising your
core sales to retain and
protect your business in
the longer term,” Hayllar
says. ©
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Wheo's buying what?

.r‘-‘
Danone Asahi Henkel Johnson & Johnson | The Coca-Cola
TARGET: WhiteWave TARGET: AB InBev TARGET: The Sun TARGET: Vogue Company
Foods Centraland East Europe Products Corp International TARGET: Coca-Cola
COUNTRY: US | COUNTRY: Czech Republic | COUNTRY: US | COUNTRY: US | Beverages Africa
VALUE: $12.1bn | VALUE: $7.8bn | VALUE: $3.6bn | VALUE: $3.3bn | COUNTRY: African markets
Danone upped its health | Not content with Peroni German consumer Johnson & Johnson pulled | VALUE: $3.2bn

and wellness credentials
by snapping up the owner
of Alpro. It was Danone’s
biggest deal to date and
immediately doubled its
usS revenues.

and Grolsch, Asahi
returned to AB InBev last
year to snap up the SAB
Miller Eastern European
brands it was selling as a

result of the megamerger.

He adds the fundamental challenges facing the
industry have intensified further with Amazon’s buy-
out of Whole Foods Market in what is “probably the
retail environment’s most seismic change ever”.

Amazon’s act of war against the traditional bricks
& mortar retailers is likely to tilt the balance of power
in grocery towards online and means producers have
to make their brands more relevant to consumers —
a demand/pull model rather than supply/push. “If
consumers are not actively choosing to seek out your
brands, you’re in trouble,” Sachak concludes.

There is some evidence those giants that have stra-
tegically invested in their brands are beginning to
differentiate themselves in a low-growth market.
PepsiCo has posted solid organic growth largely
through product diversification into healthier ranges
and channel mix, Nestlé hasramped up e-commerce,
and Unilever has launched new premium products
and instigated innovative routes to market in rural
geographies.

While bolt-on acquisitions remained the M&A
route of choicelast year, the widely anticipated indus-
try consolidation — particularly in food — failed to
materialise.

This was not for a lack of trying on Kraft Heinz’s
behalf, but M&A activity in 2016 was at its lowest in
terms of both volume and deal value since the post-
crash slump from 2009-2011. Just 41 Global 50 deals
were completed last year, for $50bn, compared with
51 deals in 2015 worth $226bn, given the SAB Miller
and Kraft buyouts. Outside the Global 50, deal vol-
umes and values were also down, suggesting the
geopolitical and potential economic instability sur-
rounding Brexit and the election of Donald Trump
spooked the market.

There has been an uptick in activity in 2017, notably

group Henkel bolstered
its presence in North
America with the
acquisition of Sun
Products from Vestar
Capital Partners.
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_I Strategy Consultants

The Global 50 is supplied
by OC&C, a consultancy
offering strategic advice
to top management on
the most complex issues
in fmcg. To find out

more about the Global
50 contact OC&C on

020 7010 8000 or visit
www.occstrategy.com

off its first major piece of
M&A since 2011 last year
when buying haircare
specialist Vogue. Vogue’s
brands are exported to 38
markets.

AB InBev continued its
global sell-off of chunks
of SAB Miller with the
sale of its 54.5% stake
in Africa’s largest Coke
bottler to Coca-Cola.

the announcements of large food divestments from
Unilever and Nestlé, and Reckitt Benckiser’s $17.9bn
Mead Johnson deal. And certainly the tobacco sector
hasseen the widespread consolidation that food has not
in recent years, with British American Tobacco, Japan
Tobacco and Imperial Brands all active consolidators.

But Rothschild’s Sachak warns consolidation in low-
growth sectors is not necessarily desirable: “You don’t
magically turn ex-growth companies into a growth
platform just by putting them together. Once you
remove the costs you end up with a very large, cash-
generative and high margin business that is still ex-
growth. That will eventually catch up with you.”

Once more, this returns to the crucial issue of long-
term growth versus shorter-term investor returns.
Cutting costs — even sustainably — is not an answer to
the fundamental questions being posed to global fmcg
players. The consumer world is rapidly changing and
global brands need to proactively develop business
models and products that reflect these seismic shiftsin
consumer behaviour and retail channels. Zero-based
budgeting does not preclude vital strategic investment
but it is necessarily more concerned with the present
than the future.

The jury may still be out on whether a company is
able to cut its way to success. But there is no doubt that
—unless undertaken as part of a focused strategic plan
— companies can cut themselves into irrelevance.

Platinum members can read more exclusive
c coverage of the OC&C Global 50 at thegrocer.
co.uk/globalso - including in-depth company
profiles of the top performers, analysis on mergers
& acquisitions and the commodities markets, and a

detailed look at why the tobacco sector continues to
outperform
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