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PepsiCo: The Challenge of Growth through Innovation

In the spring of 2002, PepsiCo’s senior management members met to consider the challenges facing the
company in their quest to become a “growth company like no other” As they surveyed the business
landscape, they were guardedly optimstic about their ability to meet this ambitious goal; however, they were
certain that growth was not negotiable. As Steve Reinemund, chairman and CEQ), said in the 2001 annual
report, “Growth, after all, is what PepsiCo is abour.”

There were several reasons why growth was nonnegotiable. First, the new climate of mvestor
expectations demanded earnings fueled by both top-line growth and consistency. Second, the company had
just completed a series of spinouts, acquisitions, and mergers, transforming PepsiCo into a convenience food
and beverage giant. The acquisition of Tropicana and the landmark merger with the Quaker Oats Company
(Quaker) created a number of synergies that remained to be exploited. Finally, PepsiCo had to adjust to a
changing competitive landscape. It could no longer measure its performance only against the fountain and
grocery store sales of Coca-Cola. The new PepsiCo was a global food and beverage contender, competing
against the likes of Kraft and Nestlé, as well as any upstart with a great idea for a drink or snack. Over the
previous three years, the food and beverage industry continued to consolidate, and several key competitors
had already established a footprint in PepsiCo’s platform areas.

BugsinessWeek commented that, to achieve its lofty goals for growth, the company had to first “digest
Quaker, for which |it] paid a rich price. And then, to beat its rivals, the 327 billion behemoth will have to
create innovative products and ways to sell them.” PepsiCo’s senior management agreed: They made growth
through innovation the centerpiece of their competitive strategy. According to Remnemund, “Innovation is
the single greatest drver of growth for PepsiCo and [its] product categories.” The company had to convert
the promised synergies between Pepsi and Quaker into tangible, innovative products for a global market.

Back to Square One: Reassessing the Core

Roger Enrico’s letter to shareholders in PepsiCCo’s 1996 annual report opened with the earnest declaration
that the report “(came) at the end of a tough year.” It was no exaggeration. The company’s net income had
fallen 28% for the year, from $1.6 billion to §1.1 billion. International beverage operations were in complete
chaos. Olperating profit in the U.S. restaurant business had fallen by $356 million. The stock languished
around $25 per share. Wall Street was griping. (One analyst told the Wall Sireet Jowrmal that the company’s
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fourth-guarter results were “shocking—just awful.”).* And then—to add insult to injury— BasimesIPeek ran a
cover story entitled, “How Coke 15 Kicking Pepst's Can,” in which Roberto Gotzuera, then Coea-Cola’s CEO,
declared that Pepsi had become “less relevant” and “appeared to have rused the white flag."™

Ennco, however, was undaunted. After having remarked on the “toughness™ of the year, he went on o
say that PepsiCo eould get back on the track to sustainable double-dint earmings growth. To do so, he sud,
the company had to “stck to the things we do well and do them better. Stop doing things we don't do well—
no matter how alluring they might seem. And put the power of the entire corporation behind a few very by
mitiatives—ones that really count.™ In a nutshell, Enneo wrote, “We need o do throughout the corporaton
exactly what we've been doing for years at our strongest businesses, Pepsi-Cola in the US. and Frto-Lay™
The nuts and bolts of Enrco’s comeback plan called for relentlessly focusing on strengths, managing for
strong cash flow, and investng aggressively in big opportumties. Enrico wanted to lay the strategie and
financial foundations to buld a growth company like no other. Thus began the transformaton of PepsiCo.

As the Institutional Invesfor put it, “the emphasis on growth at Pepsi reflected a corporate culture that
rewarded actvity and bustle more than focus and direetion and encouraged markenng prowess more than
finaneial restraint.” Recognizing that, Enrico assembled a team of seasoned senior executives to get to work
overhauling the company, from stem to stern.

As the new charrman and his team studied the vanous businesses, the problems with PepsiCo’s growth
beeame evident:

For Pepsi growth hag meant mimimal bureaveracy and a readiness to quickly take new products to
market. The freedom enerpzes employees but sometimes comes at too high a pnce. Chasing growth
for 1ts own sake can be destruetive—particularly if the pursuit 1s driven by a frantie attempt to close
the distant lead of the industry’s number-one compettor. This, Ennco believed, was Pepst’s central
problem.

Nowhere was the problem more glaringly evident than in the company’s restaurant business and international
b-u\'t:ragl_' business.

Ulnimately, as he examined the businesses of PepsiCo, Ennco came to feel that the company was just
plan too complicated. What was needed was a pinpoint focus on two businesses: beverages and snacks.
Along those hnes—that 1, simplifying and focusing i order to lay sohd foundations for healthy, sustainable
growth—the company also had to manage for the production of strong eash flow. Growth had w0 be
measured in terms of the cash produced—not by acquisitons or fancy deal making,

‘We'll Have That...To Go: Restaurants

PepsiCo had entered the quick-serve restaurant business in 1977, with the purchase of Pizza Hut. In
1978, the eompany acquired Taco Bell, and in 1986, Kentucky Fried Chicken. Along the way, it had also
picked up a number of smaller chains, such as Hot ‘n Now, D'Angelo Sandwich Shops, and East Side
Mario's.® By 1996, PepsiCo controlled nearly 30,000 guick-serve restaurants around the world; the division
served as the “third leg™ alongside the company’s Frito-Lay snack and Pepsi beverage businesses. Between
1988 and 1994, the company had invested close to §7 billion in its restaurant division. But as the quick-serve
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segment matured and competton stiffened, returns on those investments became tougher and tougher to
come by, In 1996, the restaurant division produced 36% of PepsiCo’s net sales—but only 19% of its
operating profits. Snack foods, by comparison, accounted for just 31% of sales but 60% of profits.

The restaurant division gobbled cash. As a recipe for growth, increasing same-store sales was inherently
difficult, especially as competiion in the industry grew fiercer. Only so many people could fit into a restaurant
at onee, and only so many meals could be served. Bullding out new restaurants—the growth strategy PepsiCo
had ]:Jn.g cmpluyr:d—was not un]}' capila]-imr_-nsivc but also ran the very real nsk of mnnibaliking other
1"::['51'(‘,(! restaurants. When the induﬁtr}' was young, l’r:pﬁi(‘u's strategy of build‘iﬁg new restaurants to andur_‘u
growth worked fine. As the industry became saturated, however, the flaws in PepsiCo’s growth strategy were
L":crm:«_'d_ Another ranbIr_‘fﬂ was that many non-PepaiCo  restaurants refused to serve PLTJ:&i bL"\'umHu!i,
reasoning that domg so would put money into the pockets of is PepsiCo-owned competitors.

In December 1997, Pepsilo spun off its restaurant division to shareholders, creating the $10 bilhon
(annual sales) Trneon Global Restaurants, which consisted of Pieea Hut, Taco Bell, and Kentucky Fred
Chicken; however, the deasion to do so did not come overnight. In Apnl 1994, Indra Nooy (then the new
head of corporate strategy) and Ennco (then the new head of global restaurants) had begun to take a hard
look at PepsiCo’s troubled restaurant sector. Prompred by the steep decline of PepsiCo’s stock—on news of
mussed quarterly earmings at Preza Hut—the two deaded to take a weeklong restaurant tour. They wanted to
see for themselves what was gning on in the induslr_\.'_ We |ilr:ra]]y ate our way from town to Luwn.," N[l}}'ll
sanl ®

What Enreo and his team found was not encouraging. Suceess m the restavrant business, it seemed,
required a set of skills completely different from those required in the snack and beverage businesses. The
restaurant business was far more localized and customer-centric. It was not simply about the prompt delivery
of tasty, convernent food. ,-\dditi(msﬂy, l’r.-fmif:u’:& hmg::mnding culture of r_‘urrmmlu djmbing was ll-swted to
restaurants. “1"1_1‘-!&(-:[!'5 culture was one of.._lots of job shifting,” Noow sad. “Tt was okay for a pﬁckagud
goods company...but not for a fundamentally person-to-person business like restaurants.” In other words,
restaurants were better run by entrepreneunal restauranteurs—who were cose to the customer—than by a
corporation. The performance of a restaurant, serior management observed, almost invanably declined after
PepsiCo bought it back from a franchisee. S0, starting i 1995, Enrico and Nooyl initiated a policy of selling
restaurants back to franchisees, thereby reducing PepsiCo’s capital costs, and producing eash and income.”

Sull, there were many reasons to stay in the restaurant business. From 1992 to 1997, PepsiCo’s overseas
restaurant revenues had grown at a compounded rate of 22%, according to Forber magazine, and in 1995 and
1996, international profits grew 30% and 37%, respectvely® Additionally, the refranchising of restaurants
mmmediately began producing cash—some 3750 million in 1996 alone. And then there was the very real 1ssue
of emotonal attachment. There were many managers at PepsiCo who had nisen i the company through the
restaurant business and whose whole careers were spent in the business.

It was clear that the restaurants needed to be “unfettered,” but the guestion was o to go about doing
that? Enneo had already begun to sell off the noncore restaurant businesses. But the three pant, core
restaurant businesses posed a problem. Should PepsiCo simply continue to refranchise? Should it do a carve
out? Should it sell the restaurants o someone else? The senior management team looked at all the options
and was leaming toward spinming off the restaurants business. Enneo and his team concluded that a spin-off

& Inglra Mooyt and Roger Ennco, Lecture at Yale School of Management, March 20602,
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of the restaurants as a publicly traded entity would best serve the interests of sharcholders, allowing the
restaurants and the core PepsiCo businesses to thave. “That, and the opportunity to focus more squarely on
beverages and snack foods, 1s the reason we deaided to ereate a separate public corporation for our restaurant
business,” Enrico said." Sull, cautoned Nooy: “takig a company and spinning 1t off from a mother
company is extremely hard._.you've got to create a new entity...go on a road show. _sell the stock of that
company...it i a Jong, cumbersome process—and very emotional. Often, 1 retrospect, taking the decision is easy,
but executing it effectively is excruciating !

Bottled Up: PepsiCo Bottling Group

Simplif, simplify, simpi.
—Ralph Waldo Emerson

Enrico and his team had also overhauled PepsiCo’s troubled international beverage business, long a thomn
in the company’s side. With the exception of Canada, the division had never turned a profit, and in 1996, the
unit reported annual losses of $846 million.

Revamping the international beverages division was a project of tremendous complexity. International
bottling operations, able to borrow money without first asking permission from PepsiCo, were often mired in
debt. Worse, there were often few—if any—records of finanaial transactions. Bottlers’ productivity was
measured according to NOPAT (net operating profit after taxes), which made interest costs and capital
charges all too easy to overlook. Fmally, managers routinely spent terms of only 18 months in charge of
mtemnatonal projects, leaving many ventures without leadership. “Many of these troubled joint ventures were
an attempt to answer how to get growth. One way 15 through acquisitons, doing deals,” said Enrico.

In fact, the strategy of the entire international beverages division had to be reexamined. Enrico’s new
plan was to sell Pepsi mnstead of fighting Coca-Cola. Implementing that strategy meant defending market
share in the markets where Pepst already had a strong presence, making strategic investments in markets such
as India, where Pepsi’s market share was close to Coca-Cola’s, and, in those markets where Pepsi was a
distant second to Coca-Cola, becoming profitable within three years or getting out of the market.

By the end of 1998, the results of the new focus seemed to be paying off. Earlier in the year, PepsiCo had
created the $7 billion (annual sales) Pepsi Bottling Group (PBG), with centralized global operations spanning
from the United States to Spain to Russia. (In 1999, PepsiCo initiated a public offering of PBG, garnenng
$1 billion in cash and retaining a 40% stake in the group.) Pepsi-Cola North America showed volume growth
of 6%, the best growth since 1994, and Pepst gained more market share in the United States than it had in
nine years. Pepsi also showed 6% volume growth in international sales, and for the first ime ever, more Pepst
was sold in international markets than in the United States.

Accordingly, PepsiCo’s financials improved dramatcally. Total debt fell 40% in just a year, and earnings
per share increased 38%, to $1.31. Operating cash flow was better than $2 billion for the second year in a
row. Best of all, PepsiCo’s stock had been transformed: It was worth nearly twice what 1t had been in 1994,
Exhibit 1 shows the performance of PepsiCo dunng the 1990s.

* PepsiCo annual report, 1996,
' Nt and Ennco lecture.
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Seeing Orange: Tropicana

-.dhe eritical period. . .is breakfast-time. ..
—A. P. Herbert

Having shed us distractng restaurant and bottling businesses and cleaned up 1its international act,
PepsiCo was ready to move forward and focus on its core product lines. PepsiCo was down to its packaged-
goods basics, Pepsi and Frito, and now had to build that part of the business. In mid-1998, the opportunity to
begin constructing the new PepsiCo appeared. Seagram’s Tropreana juice line, which included the Tropicana
Twister and Dole brands, came up for sale. Enrico and his team saw Tropicana as a great complement to the
Pepsi and Frto-Lay stables of brands. Troprcana made a lot of sense to Enrico and the senior management
team because Pepsi offered no products for the part of the day before 11:00 am., nor did it offer any
products n the growing category of refrgerated, healthy drinks. Additionally, Pepsi had no beverages to
which vitamin and mineral enrichment, such as vitamins C, E, and calcium, could easily be added.” Enrico
and his team envisioned Tropicana as a way to enter those categories—and to continue growth. With
$1.6 billion in 1998 sales and a 10% annual growth rate, Tropicana was already by far the world’s best-selling
orange juice—a nice platform from which to start ascending.

Ennco also felt that Tropicana’s warchouse/broker distribution system provided a synergy with
PepsiCo’s direct-to-store system. Though Tropicana had historically produced lower margins than most
PepsiCo products, the team felt that with the help of PepsiCo’s beverage marketing expertise (its “beverage
mindset,” Enrico called it), it could be honed into high-margin PepsiCo shape. “There was a statistic that
captured my imagination,” Enrico said. “.. half the people in the United States still ate breakfast at home.
And of those, less than a fourth of them drank orange juice. I thought, ‘What? That’s astonishing.’. . the
penctration rate was still that great—just for breakfast”"?

The deal closed in the second half of 1998, with PepsiCo paying $3.3 billion in cash.
By the year 2000, Tropicana’s volume was up 8%, revenues were up 6%, and operating profits were up

30%—twice what they had been two years earlier. Tropicana’s orgamizatonal and distnbution systems
remained unchanged, allowing it to merge seamlessly into PepsiCo corporate structure.'

2 Noost and Enrico lecture.
2 Noon and Ensico lecture.
H PepsiCo annual repost, 2000.
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Feeling Our Oats: Quaker

Resmears af sy death bave been grearly excapperated
—Mark Twan

O December 4, 2000, PepsiCo announced plans to merge with Quaker in an all-stock transaction valued
at some $13 billion, with PepsiCo exchanging 2.3 shares of its stock for each share of Quaker stock, up to a
maximum of §105 for each Quaker share."

From a purely financial perspective, Enrco expected that the deal would immediately increase PepsiCo’s
earnings per share and improve the company’s return on invested eapital. Perhaps most importantly, he felt
that it would continue to strengthen PepsiCo’s sales and profit growth going forward: the acquisinon of
Quaker was an aequisition of ternfie growth potennal.

Cuaker offered a stable of well-known brands in healthful food categonies, which Enneo recogrized as
highly complementary to PepsiCo’s snack food and soda (and now juice) portfolio. He saw Quaker's
§380 milbon—and rapidly growing—hne of wholesome snacks, mcluding nee cakes, granola bars, and frui
and oatmeal bars as entries nto the breakfast, kids”, and gran-based snack markets. And Quaker’s snacks
could easily be distributed through Frito-Lay’s huge distribution network. Quaker’s erown jewel was its
popular Gatorade brand, by far the world’s top-selling sports drink. Gatorade showed volume growth of
some 11% annually—and could be grown not only through the company’s mternational cola-distnbution
network but also alongside Tropicana’s ambient juice products. Noncarbonated beverages were the fastest-
growing segment in the beverage industry, and the Quaker acquisiton would make PepsiCo the elear sector
leader. Gatorade, llq.;ulh.q.'r with ‘l'n}fl'lc:hm, would control about 25% of that $23 billon market. What's more,
the two would control fully 30% more than their closest competitor in the market, Coca-Cola. And whle
Quaker's nonsnack products—well-known brands such as RICE-A-RONI, Aunt Jermima syrup, and Life and
(:np’n Crunch cereals—didn't fit L]u.ilc: as m:at]y into the l:'LTm'l(‘u CONVErIence }‘mrl’.ﬁ)]:in, Iht:!' Were pnlﬁtnb]u
and generated large amounts of cash, which could be plowed back mto the company. “Gatorade was an
absolute fit for PepsiCo—it was a no-bramner,” Indra Nooyt said. “Quaker snacks.. the Quaker brand name
was also exating to us. Just as Tropicana flled a major voad i terms of good-for-you, and the mormng
part...the Quaker brand was very important to us. ™

Given Quaker's numerous perceived synerges with PepsiCo, the decision o move toward a merger was
an easy one. In fact, PepsiCo had made a foray toward Quaker in 1996, but “the stars were not properly
algned,” sad Enneo. “Why were we able to do the Quaker Oats deal now, when we eouldn’t in 19962
Beeause our stock was in the tank in 1996, and our stock was Oying high in 2001.” On December 4, the deal
was completed.

Soon after the merger, Ennco deaded to step down from both the charman and CEQ positons w
become vice chairman reporting to Steve Rememund. At the same tme, it was announced that Quaker’s Bob
Mormson would join Enneo as eocharman of the board. According to Enrico, 1 did that so that there would
be no doubt in the mind of anyone that Steve was my successor, and because 1 thought that Bob, who was o
join us as viee chair, might feel more comfortable with us both as vice chairs reporting to Steve, rather than
me as char, Steve as CEQ, and Bob as vice chaie™™ Later Nm}yi would become prr:!iidr.ﬂl.“

¥ Pepsil o annual repaort, 2000,

% Pepsil - puaker merpes prospecrus, March 15, 2000,
7 Engico lester of August B, 2002,

** Pepsil n-{ puaker merpes prospecns, 35
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In 2001, Quaker Oatmeal’s sales were up 10%, thanks in large part to innovatve products like Quaker
Oatmeal Nutrition for Women and Quaker Instant Oatmeal Express. As a group, Quaker Foods North

Amenca showed an inerease in aperating profit of 6% "

Strengthening the Core: Increased Value of Frito-Lay

Adding Quaker and Tropicana to the portfolio significantly increased the value of the Frito-Lay brand.
Adding Quaker snacks to the vast Frito-Lay direct-store delivery system put those products mto thousands
more retail outlets and gave Fato-Lay sales representatves a broader snack portfolio to offer customers. It
also provided a way to distribute certain new kinds of Frito-Lay snacks best suited to warchouse distribution.

Frito-Lay joined the PepsiCo portfolio in the mid-1960s, when the then-CEO of Pepsi-Cola, Don
Kendall, sat down with Herman Lay of Frito-Lay and, without lawyers and mvestment bankers, sketched out
a merger plan. The natural synergies between Pepsi-Cola and Frto-Lay were captured in the memorable
quote attnbuted to Kendall: “You make them thirsty and I'll give them something to dnnk.”> At the ime of
the merger, Pepsi-Cola eamned 2.4 umes the net profits of Frto-Lay on a top-line share that was 58% of the
combined sales. In the year 2000, those shares were reversed, with Frato-Lay earning 2.4 imes the net profit
of beverages.

And vet, when Ennco became CEO of PepsiCo, he believed that the company had not eapitalized on the
full potental of Frito-Lay. As BusinessWeek reported:

A simple fact intrigued him. Two-thirds of all consumers drink a beverage while consuming a snack,
but only half of them buy the beverage and snack together. If [PepsiCo] could persuade shoppers to
pick up 2 six-pack of Pepsi along with Doritos, [the company] could reel in plenty of customers who
were now quenching their thirst with rival danks. What's more, Frito-Lay could leverage its clout to
gan a greater shelf space for Pepsi.?

With the help of Steve Reinemund and Albert Carey, Ennco made an already powerful franchise mnto a
dominant and formidable competitor in the U.S. snack foods market. Through operational exeellence and by
adding shelf space, better displays at pomnt-of-sale, and ratonalizing supermarket displays, Frito-Lay increased
its market share by several percentage points. In 2002, Fato-Lay boasted eight of the top 10-selling salty
snacks in the U.S. market. Supporting these powerful brands is a direct store delivery (DSD) system with
15,000 routes, which gets fresh and fragile products to market with amazing speed and efficiency. It reaches
nearly half a million retail outlets weekly, including supermarkets, club stores, convenience stores, and dozens
of other pomnts of sale.

In addition to the U.S. market, there was the vast international market for salty snacks that had doubled
m the 1990s to more than $20 billon. PepsiCo felt that most of those markets remained vastly
underdeveloped, thus presenting a huge potennal for growth. The mternational arena presented Frito-Lay
with great possibilities for growth going forward.

# PepsiCo annual repost, 2001, 11
¥ Joha A. Byrne, “A Potent Ingredicat in Pepsi’s Formul,” Baumes W ek, Apsil 10, 2000.
* Byme, 178.
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The End or Only Just the Beginning?

Mo, this s mot the end It is wot even the beginning of the end. But it i )ﬂcn"m)'u, the end of the bepinning.
—Winston Churchill

In reshaping, refocusing, and revitalizing PepsiCo, the goal was to ereate the defining conporation for the twenty-
vt centary. “We wanted to set the foundanons, so that when vou talk about a great company, we want 1t to be
PepsiCo,” said Enrco. Now, with its strong financals, top-notch marketing, and distmbution systems,
platforms into every age group and every segment of the day, the company seemed to have posiioned itself
for tremendous gnlwﬂ"l.

PepsiCo’s semor management saw the transformed corporation as one of world-class assets and
tremendous global capabibines. Where would it go from here?

PepsiCo's Global Assets and Capabilities>

The following attrbutes have served to fuel PepsiCo’s growth and enduranee:
»  Muscular global brands and consumer goodwill

*  Robust technology/manufacturing platforms

»  Powerful and fexible go-to-market systems

*  Global footprnt
Muscular global brands and consumer goodwill

Ower the years, PepsiCo, with its portfolio of global brands, built platforms for growth. Its highly focused
portfolio offered many of the world’s best-known foods and beverages—brands of enduring appeal. The
portfolio mcluded 15 brands that each generated more than $1 bilbon n annual retal sales, more than any
other food and beverage company. Pepsi led the parade with $15.6 bilbon in annual sales, while Tosutos and
Aquafina were the latest addinons o the “billon-dollar elub.”

Importantly, the portfolio offered a range of products for every ime of the day, every age group, and
every derme lgr:l}‘}hit‘ catepory. These brands served a wide range of eonsumer nr:cdr;, from fun and indulgum’_‘c
to health and nutntion. By integrating the Pepsi, Fnto-Lay, Tropicana, Gatorade, and Quaker brands,
PepsiCo has marned strong Fun-For-You (FFY) brand equines with Better-For-You (BFY) and Good-For-
You (GFY) brand equities.

Moreover, with consumers ncreasingly concemed with convenience, PepsiCo worked o offer
consumers food and beverage opportunities around the clock, even in the most developed markets. In the
United States, for example, PepsiCo captured only about a guarter of the moming convenient cating and
drnking occasions.

PepsiCo’s brands were also highly complementary. Salty snacks, for instance, were consumed with a
beverage 87% of the nme. But in 2000), PepsiCo’s share of beverages consumed with a salty snack was only

= Pepaifin annual reports, 2001 and 2002,
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19%. Because of the natural synergy between the Frito-Lay brands and the Pepsi beverage brands, there was
room for PepsiCo to inerease its share.

The addinon of Quaker to the PepsiCo family brought in two brand icons: Quaker and Gatorade. Both
provided PepsiCo with two more platforms for growth, gving the company license to move into new
terntones. Further, these brand addinons opened up bundhing opportunities, such as Tropicana at breakfast
time. Gatorade and Tropicana also were a natural combmaton. Both offered something many consumers
wanted: “functonal” benefits beyond refreshment. By combimng Tropreana’s relatively small direet sales
force with the much larger Quaker-Gatorade system, the brands were distnbuted more widely and efficiently.
More retail accounts were called on directly, rather than through third parties, resulting in lowering of costs.
Gatorade and Tropicana also benefited by combining their “hot Al manufacturing—a process used for
many noncarbonated drnks—with that of Pepsi-Cola North Amenea. Managing the manufactunng
mfrastructure across a portfolbo of brands offered mynad efficencies. Among other things, it had offset some
of the seasonal vanations in demand for individual brands.

Swmalarly, Frto-Lay North Amenca (FLNA) created a unit totally dedicated to integrating opportunities in
the broader 50 llhon market for convenent foods. It combined Frto-Lay's businesses of cookies, erackers,
nuts, meat snacks, and Cracker Jack treats with Quaker’s business of granola bars, frut and oatmeal bars,
energy bars, and nce snacks. This umt, which already generated nearly $1 billion in revenues, represented an
important growth platform.

Finally, the company was successful m entering into heensing ventures with other well-known names,
such as Starbucks and Lipton, and had huge suceess with global promotons by hnking with globally
recognized brands. Frito-Lay International’s (FLI) promoton with Pokémon was a perfect example. After
using tie-ins with Pokémon to dove extraordinary growth in Mexieo and other Latin American markets in
2004, FLL in 2001 brought the Pokémon phenomenon to all its markets in Europe, the Middle East, and
Africa.

Robust technology/manufacturing platforms

PepsiCo’s global brands were supported by sophisticated technology and manufactuning platforms. These
platforms included the science of nutron, food and beverages, process and manufacturing, and packaging.
Each of PepsiCo’s divisions contributed to the knowledge and technology platforms, ereating an institutional
knowledge base that was shared across divisions. Such shanng of best-practice knowledge ercated a
competinve advantage, becavse it allowed PepsiCo to differentiate its products from competitors, and
promoted innovation in products and processes. [t was also a significant growth advantage as cross-
fertibzation between divisions allowed for the ereation of new products that would be brought to market.

These platforms started with the underdying seience and nstitutional knowledge of food and beverage.
PepsiCo’s experuse m this area mnged from thorough knowledge of agneultural supply chamns o food
flavoring and seasomng, from jmee science to sensory testng, and from nutrinon seence to formuolabng
foods and beverages. For r:mmplr:, Frto-Lay had insttutonal knowledge of seasomng and favonng. To find
the perfect “chapping” potato for every chmate and agrcultural condition, Frito-Lay developed thousands of
propretary potato seed vanetes. Sunilady, Tropicana had exclusive use of patented fruit varienes that allowed
it to produce not-from-concentrate juices with supenor flavor, color, and aroma throughout the year. And the
combination of the Gatorade Sports Science Insttute and the Tropieana Nutrinon Center gave PepsiCo
unmatched expertise in the growing segment of “functional” beverages by offering valued nutntonal and
health benefits.
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Expertise in the area of process and manufacturing included the engmeenng and process capabiliies to
deal with the different kinds of liguids and solids used in beverages and foods. It also included expertise
the large-seale production of concentrate and bottling operations and managing integrated processes for
process design. For example, Frato-Lay patented a new process to produce more intense flavors in its Ruffles
Flavor Rush snacks by coatng the enure chip. For Tosttos Scoops, Frto-Lay developed the complex
technology required to manufacture easy-to-dip tortilla chips for scooping salsa or dip.

The pﬁdagm.g of both food and bcw:nigt::t wis another area where l’r:pﬁ'lf:u showed reat 5er_1‘|gl|1. This
strength included expertise in form, shape, matenals, and aesthetics, where the company was constantly
mnovating. Tropicana’s 14-ounce plastic orange juice bottle, for example, was contoured to fit easily in the
hand and the automobile cup holder. Similar thinking inspired Frto-Lay to create Go Snacks. These smaller
versions of the traditional brands came in a plastic canister that also fit easily in a hand or a cup holder.
Likewase, the Gatorade E.D.GE. bottle was ergonomeeally designed for converient use by the most active
CONSUIMErs.

These process and manufacturnng platforms allowed PepsiCo not only to improve existng products and
rnr_‘k:igr_‘ea, but also to create unLirr:l)' NEW Ones. I".L]u.ﬁ"y imrnmant, nnovaton gave retalers a great reason to
feature products prommently.

Powerful and flexible go-to-market systems

PepsiCo went to market through a distnbution network of extraordinary strength and flexibility. Its goal
was to put its products within easy reach of consumers. Because practices and customs vaned by market and
because retal customers had different needs, PepsiCo had several suceessful models for service that it used
around the world.

Drirect store defivery: Direet store delivery (DSD) svstems were at the heart of this network. Through these
Systems, 1":}'1:91‘(‘1} took 1ts pnx]ucua d.'lrr:t‘ﬂ!' o a ]"u.LgL' number of distnbubon uurlt_'l:&, from the tuest
convenience stores (o the lagrest warchouse outlets. Pepst and s bottlers personally took products into
stores and set them on the shelves, helping to ensure that products were fresh and that fragle items such as
chips were handled with eare. It also allowed PepsiCo to merchandise its brands for maximum visibility and

appeal.

Pepst’s systems moved new products into national distnbution guickly—sometimes as quickly as a week.
And because representatives called on retail customers so frequently, they knew quickly how a new product
was selling. At the same tme, DSD provided financial benefits to retailers. Since Pepsi handled the products
and ﬂil_'n‘:l‘mndis:ing, retallers saved on labor. And because these rl[l}dl.l.tLli t}"palcsﬂ}' were sold and restocked
every few days, while retalers pad for them on 30-day eycles, Pepsi added to a store’s cash flow. In fact,
PepsiCo contributed more than any other manufacturer to the revenue growth, profit growth, and cash flow
of the big US. retailers. In international markets, PepsiCo was able to adapt s distribution to reap the
benefits of tradiional DSD—particularly the merchandising eapabilines and the reach mto many retul
outlets—uathout the eosts that would burden a Vo or subseale business.

Broker-warehowse distribation: For some of PepsiCo’s produets, traditional broker-warehouse distribution
was more economical and just as effective as DSD. According to this system, third-party distributors moved
PepsiCo’s products o stores, and store employees stocked the shelves. This system worked best for
nonimpulse products such as Gatorade, Quaker Oats, Tropicana Twister, or Cap'n Crunch eereal, which were
neither fragle nor highly penshable.
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PepsiCo’s merger with Quaker dramatcally expanded the company’s broker-warehouse distnbution
capabilities, adding the large and efficient warehouse system used for Quaker and Gatorade produets. To
leverage that strength, PepsiCo combined that system with Tropicana’s. Addironally, the Quaker-Gatorade
systemn was used for certain Frto-Lay snacks better sutted to warehouse distribution.

Vending and foodiersice: Every vear, consumers bought more snacks and beverages from vending machines
and foodservice companies that served stadiums, office bulldings, colleges, and similar venues. By combining
the c:{pﬂbﬂitici of }"rilu—l.’i}', 'l'mp:'c:ma, and Q‘uﬂlu.'r, it created one of the biggc!‘;t \'::ndiﬂg and foodservice
sales forces in North Amenca, a 60(-person team that generated more than 31 billion in annual sales.
Exhibit 2 summanzes Pepsio’s comprehensive go-to-market systems.

Cedobal fociprine: PepsiCo employed 137,00 people i 200 countries. With its botthng system and other
partners, 1t generated some $39 billion i revenues, of which 35% came from outside North America. The
company had neary 700 manufacturing Gaalives worldwade, 2,100 distnbution centers, and 70,000 routes. In
addition to its presence in North America, PepsiCo had leadership positions in Mexico, the United Kingdom,
and the Middle East. It was sigmficantly mvested in ereating momentum in the entical emerging markets of
China and India. In the Indian subcontinent, Pepsi Beverages International (PBI) had more than 45% market
share of carbonated soft drinks (CSD). FLI also had a strong global presence, with sales in 44 countries
supported by 71 manufactunng plants outside North Amenea, as well as 62,000 associates and 22 000 routes
outside North Amenca. In many countnes, it enjoyed greater than 30% market share. Although 61% of
PepsiCo’s salty snack revenues came from North America, Latin America contributed 18% of revenues,
Europe/ Africa eontnbuted 17%, and Asia contributed 4%.

Challenges to Growth

Whle PepsiCo enjoyed the benefits of key global assets and eapabilines, several emerging trends around
the world posed challenges o 1ts aspirations of robust, consistent growth, These trends in particular posed
challenges:

¢ Consumer sector

¢ Competinve landseape
s  Retul environment

*  (lobal environment

Consumer sector

Dresagraphic shifte. One such trend 15 the graving of the population. By 2010, it was expected that the
elderly segment would be the largest demographie group in the populanon of developed regions. As people
a.gu.l, their pre ferences shafted from FFY pnn]ur.“ts to BFY and GFY e wluets. Moreover, the volume of their
FFY consumption declined. The elderly also were typically the most affluent demographic group in the
population and shopped for guality and nutrinon. Manufacturers that had a stronger presence in the GFY
scgmment and talored ther [lffr:rin.g!h to the needs of the r:|.1_|r_‘r|y WETE  more Uknl)‘ to benefit from ths
demographic shift than manufacturers whose strength was only in the FFY segment.
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In developing regions, the proportion of youth in the total population, though dechning through 2010,
remained fairly high at more than 30%. Young people preferred affordable and fun produets, although the
need for basie nutrition with functonal benefits remamed hugh.

Another ssue af'ﬁ_-cr_ing gruw‘t]"n was the difference in the ﬁfﬁ)rdability of rlrl)dl.LCL‘i ACTOSRS rt:gi(lns_ M:my
consumers in developing regons of the wordd could not afford higher prced products such as juices and
nectars. The affordability problem in developing regions was exacerbated because a larger proportion of the
population was young, a segment that generally was the least affluent.

In additon to agr:—d.isln‘but:‘nn i:t:tu:::t, the number of households in which both p:i.rl.m:n'i worked was
mereasing around the world. As a result, members of households made fewer trips to food stores and spent
fewer dollars each tnp. They wanted products and channels that were more conventent and were walling to
spend more on them.

Increase in bealth and guality wnems A second concern was the 1ssue of changing attitudes toward health.
Exhibit 3 shows the key health concemns by consumer tagget. Obesity amonyg children became a widespread
concern, and semors were increasingly in need of solunions for mamtaning their health. But while both young
people and semors needed GFY produets, therr health and nutntional requirements differed. The elderly
required products that supported heart and bone health, while young people needed products that supported
mmmune strength and weight management.

An emerging issue for food and beverage companies was increasing public concern regarding obesity in
the North Amenecan market. _-’\cmm_ling toa Wall .'f!m:‘_fmmaf rLTJ:th, the SUCEeOn Kr:nt:nﬂ *s office wamed that
“obesity may soon pass tobacco as the leading preventable cause of death; some 300,000 Amencans died of
obesity-related eauses in 2000."% Aceordingly, food and beverage companies were under inereasing scrutiny.

In addinon to health 1ssues, guality become an important 1ssue with consumers. With inereased education
and awareness, consumers pad more attention to product quabity and the impact of those products on their
health and the environment.

Taken together, those trends mdicated an increasing need for products and channels that were at once
convenent, promoted health and nutation, and included ingredients and packaging that were environmentally
friendly.

Uniapped iniernational conssmers: Many mnternational consumers had yet to be reached. PepsiCo derved T0%
of its revenues from the North American market, but that market consututed only 3% of the word's
population. The per-capita consumption of juices in Latin Amenca, Eastern Europe, and South Asia were
less than one-third of US. consumption rates. Notably, an average consumer in Mexico worked 44 1o
54 munutes n order to be able to afford a CSD product. It ook the same consumer considerably longer 1o
afford a jmee donk (53 minutes to 93 minutes of work) or a neetar (120 munotes to 159 minutes of work).

Competitive landscape
Conrerging competition: The food and beverage mndustry consobdated between 1997 and 2002, and as a

result, PepsiCo faced fewer but stronger compentors. Those competitors focused on conventence food and
beverages, functional food and beverages, noncarbonated beverages, targeted consumer groups such as lads,

 Deengan, Wall Sireer fowrmal, Febraary 2, 1997.
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women, and Hispames, and argeted part of the day. Exhibit 4 provides some key mformaton on the
consolidaton of the food and beverage ndustry between 1999 and 2001,

Several competitors actively developed positions in convenience and functional foods and beverages
through acquisitions, alhances, and innovanon. Exhibit 5 shows that the growth agendas of several key
compettors such as Kraft, Nestlé, Unilever, and Danone had converged. Its competitors successfully
expanded globally via acquisitions and alliances, building scale businesses in emerging markets, and improving
profitability 1 international operations. Their orranzational structures facilitated global expansion through
regional or category-led models, as well as through the leverage of global brands. At the same nme, they
fueled additonal growth by strengthering their capabilines in distnbution, brand management, and
NOVAHON.

Inmovation race: "The pace of innovation in functional foods and beverages picked up. Kraft/Nabiseo led in
new product introductions (114 such mtroductions between 1999 and 2001), with PepsiCo a close second
(101 during the same period). Some competitors outspent PepsiCo on R&1D investments by a nearly two-to-
one margin. PepsiCo was third in the mdustry in wotal advertising spending (percentage of sales), at 6.3%.
Frito-Lay North America spent only 2.4% of its sales on adverusing while Pepst Beverages [nternational
spent nearly 20% of its sales on advertising,

Mestlé, Danone, and Unilever all eentralized research facilities and ereated centers dedicated to
technology or a eategory. They also promoted applicanon groups i factones to apply the research. Such
centralization allowed those companies o more effecuvely leverage external resources through partnerships
with universites and research msttutes, as well as to ke full advantage of joint ventures and to actvely seek
technology partnerships and alliances.

International expansion: European companies pursued ntemational expansion more aggressively than
therr US. counterparts. ;\m_]u.isitinns and divestitures had been the primar_\' drivers of g]nb:ﬂ g:r[m"t]"l_
Moreover, such expansion had been fueling the profitability of several of those competitors. Further, a focus
on emergng markets had driven both seale and profiability of leading compentors. While Nestlé and
Urilever dominated in seale and size, Coca-Cola was the leader in pn)ﬂt:lbﬂit)'_ More than 6050 of revenues
come from international sales for Coca-Cola, Nestlé, and Unilever compared to just more than 30% for
PepaCo.

Compeiition for leadersiip in the GFY space Food and beverage manufacturers responded to health concerns
and remnforced their commitment to healthy foods and beverages. The domunant strategy of these companies
was to mtroduce healthy food as a separate category in a spectrum of food eategones mnging from “fun”
foods, to “better” or “l.luaLiL)"’ foods, to GFY foods. From Purn&-lf:n’:i }‘x)inl of view, large food and beverage
manufacturers remaned formudable competitors n the GFY segment. Exhibit 6 compares Pepaio wath
other domimant players in the emerging category of GFY.

While the merger of Quaker and PepsiCo posinoned PepsiCo as one of the leaders m the GFY category,
its presence was concentrated among only a few divisions. That was reflected in both the sales revenues and
customer perceptions of varnous brand names. A large proportion of sales revenue came from the GFY
category for Quaker, Tropicana, and Gatorade, whereas less than 8% came from that category at Frito-Lay.

Sumularly, the industry evolved from carbonated soft donks (CSD) and salty/savory snacks to one with
new and emerging categories of bqud refreshment beverage (LRB) and convenient foods. The new
competitors included juices and waters from compames ineluding Campbell’s and Ocean Spray.
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Competitors are catching up i go-to-market systems: Through key acquisinons, several companies
accessed new go-to-market capabilines. Exhibit 4 dlustrates the relative strengths and weaknesses of key
compettors in warchousing, DSD, and alternanve distnbution capabibives for different categones of food
and beverages.

Retail environment
Another challenge to PepuCo’s asprations was the changng trends of international retalling:

*  Retalers consohdated worldwide and were no longer limited to their peographie remons. Although
g'flba] food and b-u_'\.'t:mgl_' sales were estirnated at $2_7 trillion pr:r year, worldwide grocery sales arew
at a litle more than 3% per year. Growth m developed regions was affected by the unfavorable
trends of shrinking houscholds, fewer people eatng at home, and diminishing of the “traditonal”
farmuly. Faced with modest growth, both U5, and Buropean supermarket chams used acquisiton as
the primary means of growth. That acquisiton actuvity was expected to lead to a shakeout in the
industry, but then, the concentration ratio of the industry was lowest in Japan at 16% and highest n
France at 75%. Acquisitons would likely continue worldwide between 2000 and 2010, especially in
markets that were sull highly fragmented. Notably, a company called Ahold already operated i 30
countries, earmng 46% of its revenues from outside its home market. Carrefour operated in 24
countries, earning 79% of revenues from outside its home country. Wal-Mart increased its presence
from one country i1 1991 to ten in 2001, and obtamed 14% of us revenues from outside its home
country. These retallers also added new formats to dove their wp-line growth. The average number
of formats for the top five grocery retailers increased from 2.5 in 1994 to 5.7 in 20000, In that vein,
mass merchandising formats were mereasingly popular wath retailers.

*  Asecond trend was the ncreased use of private labels, which grew in lock-step with increased global
consolidation. Although i 1996 the average speed to market of “knock-off™ private label products
wias 14 months, it was estimated that the nme would deop 1o 6.7 months i 2004, Among the largest
retalers, the share of private labels was sygnificant and growang quickly. Private labels as a percentage
of total sales accounted for nearly 22.4% among the Big 3 retailers i 2001; among small retailers the
rate was 13.4%. Large retailers in both the US. and Furopean markets turned to private labels as a
Wy 10 ETOW gross mangins.

*  Retalers leveraged their scale to improve efficencies and productvity. Acquisiions allowed retatlers
to cut costs anywhere from 100 basis points to 300 basis pomnts from synergies. Procurement savings,
the arca that most dircetly affects manufacturers, typacally yielded 45% of total synergy savings. By
resorting to global sourcing, forming purchase consortums, negotanng worldwide promotions, and
testing global concept management ideas, retulers succeeded In keepmg procurement  costs
down Because houscholds made fewer trips to food stores and more tnips to mass merchandisers, as
well as spending less money while at food stores, sales mugrated from food stores to mass
merchandisers.

*  With increasing constramts on space, retailers across all channels were stingy about how space was
apportioned. Although mass merchandisers expanded their footprints through supercenters and
neighborhood stores, they also started to hmit the number of SKUs each manufacturer could offer.
As grocery retlers looked to gain additional efficiencies, they elosed stores and reallocated space
wathin remaning stores, creating addinonal constrants. Finally, the small footpant of convenienee
stores created another challenge, as manufacturers competed to merease therr growth m convemenee
stores.
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*  The technological sophistication of the giant retaillers diminished the DSD advantage enjoyed by
manufacturers such as PepsiCo. Retalers used ther own POS systems to gan mnsght on consumers’
needs and habis and mine consumer data and began to pilot scan-based trading. Those trends led
retailers to seek unique/exclusive propositions, bevond DSD, from manufacturers.

¢ Finally, there was the Wal-Mart phenomenon. Wal-Mart, the word’s byggest company (in 2002),
emerged as the largest customer for many manufacturers, especially in North Amenca. Wal-Mart
embarked on an aggressive international expansion and changed the retail landseape by aggressively
expanding 1ts supercenter footprnt and taking grocery share away from meumbent supermarkets to
become the number one US. food retaler. Its tremendous growth presented both threats and
opportunities for manufacturers. On one hand, Wal-Mart's increasing purchasing power enabled it to
Squecke manufacturer marging, and s Every Day Low Preces (EDLP) strategy  hruted
manufacturers’ ability to use promotions to dove sales. And Wal-Mart’s strategy of stocking popular
SKUs hindered manufacturers’ ability to launch new products. On the other hand, Wal-Mart’s rapid
::xpcansinn allowed manufacturers to pm-back on its Kn)u.rth to reach new consumers (r:!iru_{'nﬂl)' in
mternational markets). Wal-Mart played an important part i PepsiCo’s distnbution strategy,
accounting for 7% of worldwide sales and 9% of North Amencan sales. It was especally important
for Frito-Lay and Quaker-Tropicana-Gatorade ((JTG) as it aceounted for 7% of Frto-Lay worldwide
sales (and 10% of FLNA) and 12% of QTG worldwide sales.

Many companies reongamzed their sales organizations to better support those global retal gants.

Global environment

In addivon to consumer trends, aggressive competitors, and consobdating retalers, economic and
geopolineal events created new challenges. The collapse of Argentina’s financial system, increased terromst
activities, and the slowdown of the wordd's leading economies rased both short-term and long-term 1ssoes.
While in some countnes that slowdown had not affected consumption (most notably, the United States), 1t
affected consumers i other parts of the wordd severely. Also, eross-border flows of goods and services and
foreign direct investments both slumped sigmficantly, increasing the difficulty of the business climate.

Argentina, which had become the poster-child for global integration, defaulted on a $155 billion debt and
collapsed nto economie and political chaos. The Argentine expenence made capital for investment in
emerging markets that much dearer; at the other extreme, some economists feared that Argentina could
jeopardize the entire asset elass of emerging market bonds.

The terrorist acts of September 11, 2001, and the subsequent war on terrorism also put new pressures on
growth. The terronst acts resulted 1n higher insurance premiums, longer delays at ports and borders, higher
transportation costs, and a new “secunty tax.” The World Bank esumated that airfreight costs had nsen by
15% since September 11. Pricng pressures on the revenue side resulted i a margin squeeze for
manufacturers.

These three elements all posed sigmificant challenges for companies aiming to grow by expanding into
mnternational markets. Two billion people lived in eountries that had not fully been integrated into the global
economy. Reaching them would be tougher than ever. In Pakistan and much of Afnea, along with other
developing countries, trade deereased compared with natonal income. Poverty was on the nse. The pree of
commodities that were those countnes chief exports fell as the global recession occurred. Tounsm
dimimshed. Despite a declining population worldwide, developing nations saw an increase of two billion
rn_'uplu_ To dah:, few of these countries weleome fun:ij;ﬂ manufacturers.
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Growth is Imperative

PepsiCo’s senior management was committed to delivening industry-leading earmings-per-share (EPS)
growth. To do so, PepsiCo must deliver sustained significant top-line growth by improving its productivity,
releasing synergies from s acquisition of Quaker, and inereasing corporate leverage.

Achieving top-line growth would not eome easily. But in spite of challenges to growth, PepsiCo’s senior
management bebeved that g‘ruwﬂi 15 mmncgulinb]u. That gr(m.'r.h d::pcm.lu] hca\'i]}' on several factors. I‘-.I[!it,
the company needed to successfully expand internatnionally. Second, PepsiCo needed to successfully develop
new products in high-prowth categones such as GFY and convenient foods, as well as noncarbonated
beverages.

Third, growth needed to be daven by increased price realization for PepsiCo to suecessfully offer
differentiated products that eommand a premuum. Consumer trends, converpng competinon, trade
consolidation, and macroeconomic trends could all put pressure on both price realization and volume growth.
But volume growth from existing product categornies alone could not solve the ambitious growth challenge of
a large company such as PepsiCo. Most of the top-lne growth had to come from new and innovanve
products and new markets.

Growth t]‘m)ugh innovation raised numerous L‘hn”ungr:s for l’cpeii(-_\u. Some of the quL‘ﬁﬁtlns SEeror
management grappled with included the following:

1. Was the transformation of PepsiCo complete and where and i what specific ways should PepsiCo
have nnovated to grow, differennate wself, and fulfill the promise of a “growth company like no
other™?

2. How should ut have gone about changing s produet/platform portfolio to reman a suecessful
global food and beverage company of the 215t century?

3. What new capabilittes must 1t have developed in order to compete effectively in the global arena?

4. Did it need to reorganize itself to further improve its local responsiveness and global leverage? What
aspects of its oranieational approach and culture did PepsiCo need to rethink and change?

5. What blind spots did PepsiCo have and how should it have addressed them?
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Source: Peps o internal d. and g

Tixhibit 1
PepsiCo: The Challenge of Growth through Innovation

PepsiCo’s Focus and Disciplined Investments

$60
Stock paia Quaker
Steve CEO;
Fiteh Rentenepnt Indra Nooyi President
Closing of
Quaker
$40 | acquisition
$20
as IV. Creating a
1. Reassessing | Il. Focusing on Ii. Building a Premier Growth
the Core Strengths _Hv Company Company Like
i AT No Other
8/1994
1994 1995 1996 \amﬂ 1998 ag 2000 2001
Revenues ($Bn) 285 304 316 209 223 204 204 269
Op Profit Margin % 11.2 98 8.0 12.7 16 138 158 149
ROIC % 14.2 15.5 16.9 179 159 20.0 23.0 26.0
Capex as % Sales 79 6.9 7.2 7.2 6.3 5.5 52 4.9
Op Cash Flow 1.5 1.6 19 19 1.8 19 28 29
Note: Calculstions made using Niguros aw stated in wach year's snual

I report. Op. Canh Flow defined as Mot Cash Provided by Operating Actwvities mwmus Capital Bpenting.
1997 and 1998 ROIC supresents PepniCo sfinr rwstaurant spin-off but inchudes PRG assets. 1999 and 2000 ROIC represents PepsiCo without PBG assets. 2001 ROKC
represents PepsiCo with Quaker assets.

between author and Peps o executnves.
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PepsiCo: The Challenge of Growth through Innovation

Tixhibit 2

PepsiCo’s Comprehensive Go-To-Market Systems

Warehouse Direct Store Delivery Alternative
Amblent/ “Wet™ “Dry"* —
Ghiked 1r§-6n~ Chilled | Ambient | Large | Sman vend. | earvice| HOP
Pepsico | [TET] [T ) N ) | (. )
CocaCola | [ [ EEE e | |l 1| [ (.
mins | [T == | I ] ] [ ] [ ] [ [ |
Kellogg | [0 [ ] ] e || ] ] | ]
unilever | [0 [ [ ] 1 I 1 ][ | [ | E—
Nestle | (EEE] [N [ [ ] ] [ 1| | ] ] ]
rpee |1 [ [ ] ] ][ 1| ] ]
= = [ v o N | | — e —
Dancne | [N [ [ I ] [ ] [ 1| | ) B
= Ful [ None
[ Partial "™ Acquired
Note: Genersl Mils nchudes Pillsbury. Kellogg inchudes Kestier, Unilever (06
Source: Rossarch ropors, compsary reports

Source: Pepsfo anerml d

and

o

d between author and PepsiCo executives.
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Tixhibit 3
PepsiCo: The Challenge of Growth through Innovation

Main Consumer Targets Based on FIT with Key Concerns and Receptiveness to GFY

Fit with heaith needs!
Energy /
Attitudes on health which drive Heart Bone Immune Perform- Weight
Consumer target Ages''? reason for Inclusion / Exclusion health health  strength ance mgt
Kids® 2412 = Widaspread concern about kids obosity O ® ® (@] [ ]
= Slrong through
(Larguted noods)
* Numerous specific health needs
Women 22v * Broad armsy of health concems. -
* Recopliva 1o food for hoalth - i L - L4
GenXers 2236 = Strong concerm for stress, sewrgy sand [=) =] Y ® =
Immwanity
= Trendsettors
. o Lo now and
heath solutions
Aging boomers 47-55 = “Forever young” attitudo (37-45)
* Incroasing focus on health (46-55) b b g b L4
Young adults 12.22 = Induigence befors beath O O (@] [ ] -
Empty-nesters 55-66 - Lt Rx 2 hoolth " o @ =1 (=] (@]
v food
* Habwts alrcody sef
Seniors (£ = Lean fowards Rx medicated heolllh @ [ - Q (@)
= Habtits alrwady sol
Men 22+ + Induiganco bofore heatth - (@] - - O

{1) Age bresks and Mt with health concerms datermined by Health Focus Survey
@) o s, based §) y on
Source: Health Focus; US Cansus; mulliplo sources (Young Kids, Teens based primarlly on quaMative data)

Source: PepsCo miermal documents and persoml comrespondenee between author and Peps o exccutives
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Eixhibit 4

PepsiCo: The Challenge of Growth through Innovation

Food and Beverage Industry Consolidation

Food and Beverage Industry

1999 2000 2001

# of

Transactions 424 465 444
Transaction

Value ($B) $33.710 $101.42  §67.164)

Close
Date
10/5/00

12/11/00
8/2/01
11/1/01
12/21/01
719102
3/26/01
4/12/00
9/18/00

6/6/01

Notable Transactions
Acquirer Target Price ($BN)
Unilever Bestfoods $243
Philip Morris Nabisco $18.9
PepsiCo Quaker Oats $14.0
General Mills Pillsbury $10.5
Diageo/Pemnod  Seagram $78
SAB Miller $586
Kellogg Keebler $43
Unilever SlimFast $23
Cadbury Snapple $1.5
Schweppes
Cadbury Orangina/ $0.6
Schweppes Pampryl

(1) Based on 174 desls with disclosed tramssction vidues
(2) Based on 184 doals

(3) Based on 183 desls

Source: Mergarstat; analyst repaods; press releasas

Source: Pepaio and personal

between author md PepsCo exccutives.
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Foshibit 5

PepsiCo: The Challenge of Growth through Innovation

Converging Competitors” Growth Agendas

Stated Strategic Intent Likely Moves/Areas of Interest

w

We're focusing ..on snacking, beverages,
convenient meals and health and wellness, and
developing markets.”

—Geoffrey Bible, Chairman, Betsy Holden

Il gaps in macrosnacks (e.qg., salty, gums)
» Enter LRBs (e.qg., Jugos Del Valle)

» Strengthen convenience meals beyond U.S.

Roger Deromedi, Co-CEOs, KRAFT + Get scale in emerging markets

for every occasion at every stage of their lives.”
—Douglas Daft, CEO, COCA-COLA : Continued focus, innovation in CSDs to support growth

of other categories

« International tuck-ins
“Improve performance in ice cream, Chilled
dairy and Pet Care Deliver 4% Real Internal
Growth GLOBE—optimize infrastructure while

maintaining decentralization”
—Wolfgang Reichenberger, CFO, NESTLE

« Focus on internal operations, margins
« Strengthen/grow ice cream, water, cereals

« Leverage own pharma R&D and JV with L'Oréal to bring
new health benefits to food

“We intend to fulfill the needs of our consumers ‘ + Strengthen/grow non-CSD categories

| descument

ves

Sownce: Pepeiles inter ol persanal corres pondence bemween - P €0 erxe
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Exhibit 6
PepsiCo: The Challenge of Growth through Innovation
The Third-Largest GFY Player Worldwide
Leading Companies GFY Worldwide Sales (2001) Top Platforms
Sales $B
* Yogurt, Probiofics, Water, Bars (")
Nestle
* Waler, Yogurt, Probiotics
Danone
* Juice, Isctonics, Water, Cereals
PepsiCo
* Juice, Isotonics, Water
Coke + Cereals, Bars, Natural / Qrganic
Moads
Kellogg's
+ Weight Management, Bars, Soy Milk
Unllever
+ Cereals, Yogun, Bars, Soy, Natural /
General Mills Organic Foods
+ Cereals, Nuts, Bars, Soy
by + Vegetable Orinks
Campbell's
(1) Mainly ntomationsl

Sousce: PepsiCo internal documents and pessonal comrespondence berween author and PepsiCo cxecutives.




