On March 25, 2015, Heinz and Kraft announced
a merger that would make the combined compa-
nies the third-largest food company in the United
States, and the fifth-largest food company in the
world. It would be called the Kraft Heinz Company.
Kraft was the number-one producer of packaged
macaroni and cheese (with an 80% share), and was
among the top four companies that made mayon-
naise, salad dressing, pickles, cottage cheese, sour
cream, and lunch meat. Heinz was the number-
one maker of ketchup (with a 60% share), and was
among the top four companies that produce meat
sauces, pasta sauces, and frozen appetizers. Togeth-
er, the two companies accounted for $22.2 billion in
annual revenues. :

According to the terms of the deal, a 51% stake in
the new company would go to shareholders of Heinz
and 49% would go to Kraft shareholders. Further-
more, Kraft shareholders would get a one-time cash
dividend of $16.50 per share (just over 25% of Kraft’s
stock price at the time of the announcement)—
a total payout of $10 billion that would be paid by
3G Capital and Berkshire Hathaway. Heinz’s CEO,
Bernardo Hees, would be the CEO of the new com-
pany, Heinz’s chairman of the board, Alex Behring,
would become the chairman of the new company,
and Kraft’s CEO, John Cahill, would become the vice
chairman.

The announcement was met with responses that
varied from enthusiasm to puzzlement. Both compa-
nies were already giant food companies with significant
economies of scale and bargaining power over suppliers
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and buyers. Furthermore, there was very little overlap
in their product lines, making it unclear whether and
how product lines or activities might be consolidated.
Was this merger going to make the combined compa-
nies more valuable than they were individually? If so,
how? Would that additional value be worth more than
the coordination costs and loss of flexibility that the
merger caused?

VP HEINZ

Heinz was founded by Henry John Heinz in
Sharpsburg, Pennsylvania, in 1869. He had been ped-
dling extra vegetables from his mother’s garden from
the time he was 8 years old. When the company was
founded, it primarily produced horseradish, pickles,
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sauerkraut, and vinegar, all delivered via horse-drawn
wagons to grocers in and around Pittsburgh. Ketchup,
the product with which the Heinz Company would
become so closely associated, was not added to the
product line until 1876. In 1886, Heinz packed his
bags with seven varieties of Heinz products and sailed

with his family to England, marking the company’s S

first global venture.

Heinz acquired a reputation as an advertising ge-
nius. His creative marketing ideas included New York
City’s first large, electric advertising sign: a 40-foot
pickle. He was also known for the set of principles
that became lynchpins of his company’s culture:

*  Every profit should be fairly earned (his motto was
“Deal with the seller so justly that he will want to
sell to you again™).

*  Despise any kind of waste (he inspired employees
not to waste materials, time or opportunities).

*  Respectall others, rich or poor, weak or powerful (his
mother’s favorite rule for life was “Always remember
to place yourself in the other person’s shoes™).

Figure 1 Heinz's Income Statement, 2009-2013 ($US millions) A
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As an outcome of this, his manufacturing facility
became famous for its progressive benefits plans: free
medical care, a swimming pool and gym, and classes
for women in cooking and dressmaking.

After his death in 1919, his son (and later his
grandson) expanded upon the company’s traditional
product lines. The company grew and became more di-
versified with each subsequent leader. By 2015, Heinz
had $11.5 billion in revenues (see Figures 1 and 2),
and its products were sold in 200 companies around
the world. Roughly 47% of its sales came from ketch-
up and sauces, 37% came from meals and snacks, and
the remaining 16% came from other products such as
infant formula and baby food. Its iconic Heinz ketch-
up brand held the number-one or number-two posi-
tion in 50 countries, and it was also well-known for
brands such as Classico pasta sauces, Lea & Perrins
Worcestershire sauce] Ore-Ida frozen potatoes, and
frozen foods made under the Boston Market, T.G.I.
Fridays and Weight Watchers brands. Its strongest
15 brands accounted for more than two-thirds of the
company’s sales.
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Figure 2 Heinz's Balance Sheet, 2009-2013 ($US millions)
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and machines. Its products were sold through its own
sales force and independent brokers, and were sold

In 2015, Heinz had 63 food-processing factories: 15 primarily to wholesalers, foodservice distributors, and
in North America, 17 in Europe, 24 in Asia/Pacific, directly to large retail accounts such as Wal-Mart.
and 7 in the rest of the world. It had developed and  Wal-Mart, its largest customer, accounted for 10% of
patented many of its own manufacturing processes  its sales.




V KRAFT

Kraft Foods began in 1903, when James L. Kraft
started buying and selling cheese out of a horse-
drawn wagon in Chicago. Soon he was producing
his own cheese and became primarily known for pro-
cessed cheese sold in tins and loaves (the loaves are
now-kncwn as Velveeta). The company grew and
expanded its product line over the years, developing
products such as Kraft Macaroni and Cheese Dinner,
Miracle Whip, Philadelphia Cream Cheese, and more.

Revenve
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Figure 3 Kraft's Income Statement, 2010-2014 ($US millions)
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Then, through a series of acquisitions and spinoffs or-
chestrated by Philip Morris (the cigarette company),
several important product lines from General Foods,
Oscar Mayer, and Nabisco were merged into Kraft’s
product portfolio. These included Jell-o and Maxwell
House (from General Foods), Oscar Mayer Meats,
Oreo cookies from Nabisco, and more.

By the end of 2014, it had revenues of
$18.2 billion (see Figures 3 and;4), with 33%. of
revenues coming from cheese and dairy (brands
like Philadelphia cream cheese, Kraft singles, and
Velveeta), 15% from meats (e.g., Oscar Mayer hot

12,761.00

11,778.00
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Figure 4 Kraft's Balance Sheet, 2010-2014 {SUS millions)
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dogs and bacon, Lunchables), 11% from pack- Manufacfurin cmd DiSﬂ'ibUﬁOﬂ

aged meals (e.g., Macaroni and Cheese, Shake ‘n 9 ‘

Bake coatings), 10% from beverages (e'g_, Maxwell Kraft has 36 manufacturing and processing plants: 34
House coffee, Kool-Aid, and CapriSun), and 9% in the United States and three in Canada. Kraft sells

from condiments (e.g., Miracle Whip, Mayonnaise, its products primarily to wholesalers, distributors,
salad dressings, and A.1. sauces). convenience stores, and large retail chains. Its five




largest customers accounted for 42% of its revenues,
and Wal-Mart (Kraft’s largest customer) accounted
for 26% of its sales in 2014. In North America, the
company used a combination of a direct sales force
and third-parties sales agencies to promote its prod-
ucts to its customers; outside of North America,
Kraft primarily used exporters and distributors to
promote its products.

VP ARGUMENTS FOR
AND AGAINST THE DEAL

The merger had been organized by 3G Capital
(a Brazilian private investment group) and Warren
Buffet’s Berkshire Hathaway. Those supporting the
deal argued that it would enable cost cuts of $1.5 billion
through greater economies of scale in North America,
and through using Kraft’s better credit rating to refi-
nance Heinz’s debt. It was also argued that the com-
bined company would have more market power over
retailers, giving it greater access to shelf space and
the ability to raise prices. Other argued, however, that
the companies were already so big, and their brands
already so powerful, there was likely little bargaining
power left on the negotiating table.

Perhaps more convincingly, Bernardo Hees and
Alex Behring had implemented dramatic cost-cutting
practices at Heinz that included cutting jobs by 4%,
closing several factories, and grounding corporate jets.
It was thus reasonable to expect that the team would
now impose these measures at Kraft, potentially yield-
ing significant savings. Furthermore, many thought
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there was significant potential for Heinz to help Kraft
sell more broadly in international markets. Whereas
Heinz earned 40% of its sales outside of North America
and had extensive manufacturing and distribution fa-
cilities abroad, Kraft earned only 2% of its sales outside
of North America and had no manufacturing or distri-
bution facilities outside of the continent. On the other
hand, the potential to broaden Kraft’s international
presence was limited: In 2012, the company had struck
a deal with former Kraft subsidiary, Mondelez Interna-
tional, that gave the latter company exclusive rights to
sell many Kraft brands in international markets.

Both companies operated primarily in mature
markets, and their revenues had been flat for years.
Both companies were also seen as “old-school”
brands that were facing serious challenges as cus-
tomer tastes evolved to favor fresh, natural foods over
those processed and packaged. “Both are stodgy, old
brands that haven’t kept up with the times in terms
of shifting consumer appetites,” according to Lou
Biscotti, global practice leaders for WeiserMazars.
Gary Stibel, CEO of New England Consulting, adds
that the companies should have started reinventing
their brands years ago, noting, “They’ve both played
lip service to better-for-you (food trends) for over a
decade.” Would the merger help the companies better
position themselves for thé future?
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