IMA (B+=E)
BREEIESITRAIARE

IMA




1mer IMA _

Pharmacell
Pharmacell Technology Investment Decision Case

1. Case Background
Pharmacell Inc.( “ PCI" ) !

20%

Pharmacell Inc. (hereinafter referred to as “PCI”) is a “specialized, sophisticatedidistinctive,
and innovative” "** private company focused on the blood pharmaceutical industry. It ranks among
the top in the industry and enjoys a unique technological competitive adyaqtage.\Sifice entering
the capital market, it has experienced rapid growth, with annual revenue, increéasing by 20% in the
past five years. Despite its rapid growth, the management have always followed closely the
influence of new products and technologies on the Company, aiming to/sdstain long-term growth
and establish PCI as an enduring enterprise.

1.1. Industry Characteristics

20 60

The blood pharmaceutical industry m.China“dates back to the 1960s and has now evolved
into a relatively mature sector. Given the unigue characteristics and stringent safety requirements
of blood products, the governmenthas intensified its oversight in terms of total production quantity,
circulation control, and productien guality to foster the standardized development of the industry.
Additionally, wide medical/insurance coverage, an aging population, requirements to follow
medical clinical guidelines, expert gonsensus have contributed to the continued expansion of blood
products utilization and clihicalapplications in China. Consequently, there is a growing demand
for blood products ftiat exceeds the available supply.

ANumin is the most abundant protein found in blood plasma and is currently the most widely
used blgod product in the treatment of tumors, liver diseases, and diabetes; Immunoglobulin, on
the other hand, encompasses the naturally occurring immunoglobulin in the blood and the specific
immunoglobulin produced as a response to particular immunogen stimuli. It is often used for the
treatment of immune diseases, passive immunity, and treatment of infectious diseases, etc.;
Coagulation factors, which have the lowest content in the blood, are mainly used for coagulation
and hemostasis.

1

MNotel: “ Specialized, sophisticated, distinctive, and innovative” refers to small and medium-sized enterprises with outstanding main
business, strong professional capabilities, R&D and innovation capabilities, and development potential, mainly concentrated in the new
generation of information technology, high-end equipment manufacturing, new energy, new materials, biopharmaceuticals and other high-
end industries.
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Blood products possess unique characteristics within the industry. Their raw material is
human plasma, a substance that can only be collected through state-approved plasma collection
stations and cannot be artificially synthesized. Therefore, the availability of plasma stands as a
bottleneck that constrains the development of the industry and individual enterprises. According
to statistics, the sales volume of blood products for public medical institutions in China in 2021
reached 43 billion yuan, and the domestic demand for raw plasma exceeded 1
However, in 2022, plasma collection stations in China were only able to collect
tons of plasma. The domestic supply of raw plasma and its growth are in ient to' meet the
sustained strong market demand.
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esis Plasma Stations (Plasma collection station), established in strict accordance with
relevant'standards and requirements of the Ministry of Health, are facilities that only collect plasma
from blood donors, and are the sole source of the raw material (plasma) in the industry. Typically,
the amount of plasma collected at an individual station is around 30 tons per year. Due to the
requirements related to the quarantine period for plasma, the average lead time of plasma products
is 100 days. Apheresis Plasma Stations usually employ fully automatic plasma collection machines
to extract plasma from donors’ blood while returning the blood cells to the donors. This process
enables the donors to recover faster and is more beneficial to their health. Therefore, these stations
must be strictly regulated. Over the past five years, the approval of plasma collection stations in
China has been stringent, with a limited number of newly approved stations; During the 14" Five
Year Plan period, the number of approved stations is expected to increase.
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1.2.

PCI

PCI and Its Products
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Currently, PCI operates with nine product lines, including nine varieties and 23 specifications
of albumin (ALB), immunoglobulin (IG), and coagulation factor (CF) across three major

categories. Plasma products are co-products

Note2

product lines, the lower the plasma cost allocated to each type of blood produ
stronger the product competitiveness. PCI determines the allocation of pI
product based on the respective output value.
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"co-products" refers to two or more major products with significant economic value produced through the same production process
using the same raw material.
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On the supply side, due to the bottleneck effect of plasma on production, PCI is actively
expanding the scale of plasma collection to ensure sustainable growth in the future. As of the end
of 2021, PCI successfully operated 18 Apheresis Plasma Stations. In September 2022, a new
Apheresis Plasma Station was formally accepted and commenced operations.
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1.3. Management Structure
PCI
ROl ROE

100%

PCI adopts ajgeneral manager responsibility system under the oversight of the Board of
Directors, with each responsibility center being evaluated based on their scope of responsibility.
The headquarter functions as an investment center, with key financial performance indicators
including return on investment (ROI) and return on equity (ROE), etc.; The three major business
units divided by, three major product categories are managed as profit centers *, and their key
financial_pexformance indicators are the operating profit margin and the total asset turnover rate;
The headquarter, serving as the production base, maintains 100% control over each plasma station.
The plasma station, categorized as the cost center, is under unified management by the Raw
Material Department at the headquarter. The key financial indicators for these stations include
blood collection volume and collection cost per unit of blood. The performance reports for the cost
centers are generated from bottom to top, starting from the most basic-level cost centers to the Raw
Material Department; The Marketing Department is managed as a revenue center, with its main
financial evaluation indicators being revenue growth rate and accounts receivable turnover rate;
and the remaining departments serve as expense centers are primarily evaluated based on the
achievement of expense budgets.

P
Note3: “ Profit center” refers to the unit of an enterprise that is responsible for both costs and revenue and profits. It is the
responsibility center responsible for profits.
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“ " David Succi
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With the rapid business growth, these years PCI’s scale continues to expand. The Company
established a Management Accounting Department in early 2022, reporting directly to General
Manager David, to enhance the financial control within PCI. Succi serves as the head of this
department, responsible for organizing and facilitating various aspects, such as the comprehensive
budgeting, business analysis of each responsibility center, cost control, product ps
etc.; dispatching financial BPs to the three subordinate business units (ALB, I
a matrix management approach by assisting in budget management, business sis; and cost
control for each respective unit. Given the strong market demand for PCK\ ugts that exceeds

its supply, the comprehensive budgeting process adopts a linkage m g production,
supply, and sales, with a business model of determining sales v

oduction, i.e., all
production volume corresponds to all sales volume. \X
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\/%) Figure 4: PCI Company Organizational Chart
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2. Case: Technical Investment Analysis Review

2023 7 PCI ALB 2023
2023
In July 2023, PCI released all its business data on schedule. The ALB business unit did not
meet its financial assessment targets for the first half of 2023. The Company’s management
attached great importance to this and organized a special business analysis meeting for the first

half of 2023.
2.1. Management Disagreements
David ALB Jaek Suecci
Jack 10 2023 ALB
8% 10%

The business analysis meeting was held as scheduled, with the parficipation of David, the key
management team of the company, Jack, the head of ALB busingss yhit, and Succi. At the
beginning of the meeting, Jack presented a 10-minute business anaklysis report for the first half of
2023. The report showed that the ALB business unit had falen Short of its first-half operating
profit margin target by 8% and its total asset turnover ratetarget/by. 10%.

Jack ¢ “ 1 ALB
ALB 30

62% 70%
8% ”

Jack opened a budget-actuals comparison chart™ and pointed to the top revenue indicator,
saying: “In this January, we completed and officially launched the High-tech Industrialization
Promotion Project of ALB ProductiomLine (hereinafter referred to as “ALB Project”). Following
its launch, we anticipated an anpUaf increase of plasma production capacity by 30 tons. However,
due to insufficient plasma supply wxthe first half of this year, the total capacity utilization rate only
reached 62%, significantly fowgr thart the budgeted assumption of a 70% capacity utilization rate.
This resulted in an 8%, revenue shortfall compared to our expectations. In addition, the high
depreciation cost of the péw praduction line led to increased production cost.”

Noteq

JacK “ ALB

Jack paused.for a moment and questioned, “I believe that the financial performance indicators
of thesAL'B\business unit in the first half of the year were not met, primarily due to inadequate
plasma supply. If we can’t increase plasma supply promptly, it will also impact on our operational
efficiengy in the second half of the year. | request the Raw Material Department to provide a
reasonable explanation and present a supply plan for the second half of the year.”

4 P
Note4: “ Budget-actuals comparison chart” — Comparison chart between budget and actuals
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Jack Tim “ 9
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After hearing Jack’s report, Tim, the head of the Raw Material Department, stood up and
explained that “The new Apheresis Plasma Station was only put into operation last September.
While the estimated plasma collection volume is about 30 tons per year, there is a ramp-up process
for the plasma supply from the new Apheresis Plasma Station. Typically, it takes 2-3 years to
stabilize at 30 tons per year. In the first year, the plasma collection volume can only reach about
60%.”

Succi “ 30

After hearing this, Succi added, “The company’s annual operating hidget.was based on the
decision-making criteria set by the headquarter, assuming an annual production.capacity of 30 tons.
It seems that the criteria were too simplistic. We only considered thefavefage production capacity
utilization rate in typical years after production, without consideringthé/impact of the ramp-up in
plasma supply on production capacity.

Jack ALB 2023 ALB 2023
David Jack “ ALB

“w ALB ”

Following Succi’s comments, Jack wamediately raised doubts about 2023 budget goals for
the ALB Business Unit and hoped to adjusttALB’s 2023 financial performance indicators. David
interrupted Jack and said: “The/business analysis of the ALB business unit has exposed our
problematic evaluation of internal téchnalogy investments, and it also deviated from our annual
budget. Is our evaluation methad fok internal technology investments makes sense? Can we rely
on our basis for budgeting? I request the Management Accounting Department to conduct research
on the “ALB Project” to review the evaluation mechanism for internal technology investments and
propose well-informed “recemmendations for improvement. Additionally, | hope to receive
recommendations ‘en>how to align budgeting for internal technology investments with annual
comprehensive budgeting.

2.2. Current Situation of Technology Investment Management
PCI

TherManagement Accounting Department conducted research on the evaluation process of
the Company’s internal technology investment, and the outline of this research is as follows:
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The Finance Department uses two key |nd|c
Company’s internal technology investment:

Procurement &

.equmeg )
Inve: NEPrict
/rgg‘ sure the performance of the

Economic
Effectiveness of
Internal
Investment
Project

1) ROI
EBIT _ I ROI=EBITx

100%+ T1 PCI 7’:\ 20%
Return on Investment (ROI): a m at measures the profitability of a project
investment. It is calculated }\%o 0 Earnlngs Before Interest and Tax (EBIT) of an
internal technology i mves oject, after it has reached its design capacity in a typical
year, to the Total Tl) of the project. The formula for calculating
ROI=EBIT/TI x 00% requires that its internal technology investment projects
must have an at Ie st 20% or higher.

2) \é%i

% =TI+ [EBITX 1- ¥ 1 PCl 5

/\&0 ent Payback Period: a metric that measures the time it takes for a project to
regover all its investments with the profits generated after production. For an internal
technology investment project, the payback period begins when the project is operational
and is calculated by dividing the total investment amount by the annual net cash flow in
a typical year. The formula for calculating the Investment Payback Period =TI/ [EBIT x
(1- Income tax rate) +annual depreciation]. PCI requires that an investment payback
period must not exceed 5 years.

5 =
Note5: “ Material and technical conditions”
technical information and materials, etc.

include site, technology, equipment, equipment, raw materials, undisclosed
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The “High-tech Industrialization Promotion Project of ALB Production Line” (ALB Project)
was approved in May 2022 as an expansion investment “*° initiative. The estimated total
investment for the project was 7 million yuan (mainly for machinery and equipment procurement,
including equipment installation and debugging costs. With an annual collection volume of 30 tons
blood plasma from each individual plasma collection station, the project’s investment return rate
in typical years exceeds 30%, and the investment payback period is under 3 years,zatigning with
the ’Company’s internal investment criteria. The self-funded project passed the acCeptance and
commenced operations in January 2023.

2.3. Optimization of Technology InvesgtmentsManagement

David

To develop a better evaluation mechanism, fepthe Company’s internal technology
investments, David has engaged your management. accoynting consulting team to provide the
Management Accounting Department with fitan€il /management consulting for investment
projects. The consulting team conducted a<rdiding s€ssion on long-term investments for the
Company’s executive team, Finance Department,/and Management Accounting Department.
During the training session, consulting experts.compared various financial evaluation indicators
for investment projects to help participants understand the importance of considering the time
value of money when assessing the “profitability of long-term investment projects, and the
importance of implementing fulMifecycle budgeting for internal technology investment projects.

Succi

The consultingteam believes that the existing evaluation methods for internal technology
investments are too-extensive. After extensive discussions, they assisted Succi in formulating the
following evaluationtymechanism for internal technology investment projects:

6 «
Note6: "Expansion investment' refers to the acquisition of new assets by a company in order to expand its business, e.g., expanding
production scale or adding new product production and business projects. The core objective is to achieve development and growth.

9
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A
Succi
Meanwhile, the team assisted Succi in developing, th lowing process for establishing an

financial analysis and evaluation model:
1) ){\
Create a fundamental data eeN’temal technology investment projects, including
capital expenditure, sales; gost\breakdown, tax rates, and capital cost rates as well as
forecasts provided by ea @(t ent as required.

2) /
Prepare a@é&oﬁt statement for the entire project cycle based on different time

periods K asting incremental profits generated by investment projects).

3)
%y a projected cash flow statement for the entire project cycle based on different time
/\g iods and calculate the net cash flow at the end of each period.

4)
Calculate the present value of net cash flow based on the Company’s required rate of return.

5)
Calculate each evaluation indicator.
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Two weeks later, with the help of the consulting team, the Management Accounting
Department initially created a research template for investment projects. Detailed research
was conducted on the basic data related to the investment forecasts for the ALB project,
and relevant data for assessing the project were also collected (for the sake of simplicity,
all income and expenses do not consider the impact of accounting periods):

7%/
700 1Q

5% 10
20

Capital expenditure budget:

The project’s capital expenditure mainly includes equipment; suchvas reaction tanks, centrifuges,
ultrasonic washers, sterilization machines, filters¢“and packaging machines. The entire
production line has a maximum designed plasma_produetion capacity of 75 tons per year. After
obtaining written confirmation from long-term-suppliers, the total investment in the equipment
(including tax) is 7 million yuan (which ineludesnstallation and debugging costs), and the
expected service life of the equipment is 10.yeatsyA total of 70,000 yuan can be recovered after
final disposal (without considering the rgcevery of value-added tax), and the total investment
in the equipment will be paid in a lump’sym-after the completion of debugging; The Company's
financial policies state that the aecounting\policy for depreciation of fixed assets follows the
straight-line method, with a residual walue rate of 5% and a depreciation period of 10 years for
production equipment. When'thepreduction line is put into production, a one-time investment
of 200,000 yuan in operating capital’is required, which will be recovered at the end of the project.

2000
320

Sales foretast:

The Sales Department believes that the domestic market for aloumin products will continue to
eXperience a situation where demand exceeds supply in the next decade. Albumin products can
follow @ production-to-sales model, meaning that the sales volume will be determined based on
the production volume. However, due to strict national regulations governing the acquisition
and production process of plasma, it is expected that the production capacity will be constrained
by the supply of plasma once it reaches the production capability standard. Based on the
production capacity of the new equipment, 2,000 bottles of aloumin products can be filled per
ton of plasma, with a tax-inclusive price of 320 yuan per bottle (average selling price). Price
volatility in the market is expected to be minimal in the future, and price differences between
different years can be disregarded).

11
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Prediction of plasma supply:

Based on past experience, the plasma supply from an Apheresis Plasma Station is typically
around 30 tons per year. There is a gradual ramp-up process in the plasma supply from the new
Apheresis Plasma Station. Based on historical data of blood supply from other Apheresis
Plasma Stations of the Company and demographical analysis of the place where the new
Apheresis Plasma Station is located, it is predicted that the plasma collection volumein the first
year will be 18.75 tons, and in the second year, it will increase to 22.50 tongs; Afterithe third
year, the plasma collection volume will stabilize at around 30 tons.

Sales cost prediction:
The production cost of albumin is divided into variable.cost\and\ fixed cost based on cost
characteristics. The cost predications (with tax included) are a8 follows:

=2 Variable costs includes

1 50
60% 6
Direct materials: The annual cestief_edach ton of plasma is 500,000 yuan. The
Company allocates the cost-of plasmabased on the proportion of product output value
of each business unit,/and_the cost allocation rate for plasma in the Albumin
Department is 60%; Qther@uxiliary consumables cost 60,000 yuan per ton of plasma
annually.

2 5
Energy consumption: The estimated annual cost of water, electricity, and other energy
consumption periton of plasma production is 50,000 yuan.

3
S%
Sales ¥expenses: sales expenses that vary with production and sales, including
trgnsportation costs, sales personnel commissions, etc. Sales expenses are expected to
account for 5% of sales volume, excluding taxes.
4

Maintenance costs: During the first year when the equipment is under a one-year
warranty, there will be no maintenance fee. Due to the lack of distinction between
repair and maintenance costs in previous years, Production Department can only
provide a rough estimate of the annual maintenance costs as a percentage of the
production line investment for the next decade using empirical data:

12
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Years of Use Ratio of repair and Years of Use Ratio of repair and
maintenance costs maintenance costs
1 /1Y, —_— 6 /6" Y. 1.5%
2 /2" Y. 1% 7 /7" Y. 1.8%
3 /3. 1% 8 /8" Y. 1.8%
4 /4" Y. 1% 9 /9" V. 2%
5 /5" Y. 1.5% 10 /10" Y. 2.50%
=2 Fixed costs include:
1
12 / 5%
15
Labor costs: including direct labor costs, such as wages, bofsess social security,
housing accumulation funds, and welfare expenses. It'is.exXpected that the per capita
labor costs will be 120,000 yuan per year in the first'year after the equipment is put
into operation and will increase by 5% annually thereafter. The equipment requires
an additional 15 operation personnel.
2 ALB

15
/ 8 / 3 7

The new production line does ngt require additional management personnel. To
simplify the calculation ef product costs for the new production line, the Finance
Department intends tQ_allocate the existing management expenses of the ALB
Department to the/new\groduction line. The allocation details are as follows:
management expensesS and fixed sales expenses of 150,000 yuan per year; research
and developmentexpenses of 80,000 yuan per year, and financial expenses of 30,000
yuan per year,

3%
12% 2023 Succi
14%
Company tax policy: The value-added tax follows a simple collection model with a 3%
collection rate, and the urban construction and education surcharges are 12% of the
payable value-added tax. The Company has recently passed the high-tech enterprise
status review in 2023, and Succi has confirmed with the Board of Directors’ office that
the Company’s required rate of return on investment is 14%.

13
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Case Question:

PCI
PCI

Question 1:

Under the newly developed internal investment project evaluation mechanism, it is required
to select financial evaluation indicators. Could you please elaborate the financiakeyaluation
indicators that affect the decision-making for internal investment projectS? Analyze the
advantages and disadvantages of each indicator and incorporate it into, PCl’s™existing
financial evaluation indicators for evaluation. Assist the ManageRrignt\ Accounting
Department in devising financial evaluation indicators tailored to xarieus types of internal
investment project scenarios at PCI.

Succi
ALB
2 PPT

Question 2:

Please help Succi design a finaneial evaltation model for expansion investment projects
based on the newly developed madeling process, and incorporate the basic data related to
the ALB Project collected by ‘thexManagement Accounting Department into the financial
evaluation model. Calculate the newly selected financial evaluation indicators (at least two
indicators), prepare aPowerPaint presentation to report to the Company's management.
Lastly, provide swelléreasoned recommendations on how to align investment project
budgeting with‘theaanual comprehensive budgeting.

- End -

14
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