Toulouse Coupling Sociélé Anonyme
Toulouse Coupling Sociélé Anonyme (joint stock company) specialized in the manufacture of pipe couplings for use in industrial and residential construction.  Toulouse was profitable the last ten years despite a slight drop in sales last year.  Toulouse expects to be profitable in coming years.  In the Toulouse plant, located on the Garonne river in France, three-inch and eight-inch diameter sewer and housing connection couplings were machined on two converted metal lathes.  These lathes had been purchased in used condition six years previously, and the remaining net book value of each was €4,000 (40% of the initial cost).
  The lathes were being depreciated on the straight-line method.  Larger sewer couplings, of 10-inch to 16-inch diameters, were machined in a small boring mill which was fully depreciated.  All three pieces of equipment (the two converted lathes and the boring mill) were badly worn, and considerable difficulty had been encountered in machining couplings to meet production specifications.  In the opinion of the industrial engineering supervisor, the three machines needed either to be overhauled or replaced.  All three machines were considered to have zero market value.

One possibility was to replace the present lathes and boring mill with two new 3-inch to 16-inch diameter automatic lathes.  The estimated cost of these lathes was €25,000 each; this figure included a 10% allowance to cover installation and delivery costs.  The engineering supervisor estimated that the new machine would have a physical life of 12 years each and that they would have about a 25% greater productivity than the old machines (i.e., that they would permit about a 25% increase in physical output with the same labor hours).  The new lathes would be fully depreciated on a straight-line basis over 12 years.  The engineer also believed that their installation in place of the old machines would free approximately 150 square meters of floor space.  Although there was no immediate alternative use for the space, rent, heat, and light were allocated on a space basis and charged at an annual rate of €10 per square meter.  Because of the speed of the new lathes, additional raw materials inventory must be maintained.  With the new lathes, it was estimated that investment in this inventory might be €2,000, with this amount to be released at the end of the 12th year.

An overhaul of the old lathes, on the other hand, involved the installation of new bedways, headstocks, carriages, and tool feeds at an estimated cost of €7,700 in direct labor and parts for each lathe.  Repairs needed to put the boring mill in satisfactory condition were estimated to cost an additional €1,100 in direct labor and parts.  The engineering supervisor thought that these repairs would prolong the life of the lathes and boring mill approximately 12 years, although for income tax purposes the “cost” of the rebuilt machines (present book value plus the cost of overhaul) would be amortized on a straight-line basis over eight years.

Direct labor costs with the present lathes and boring mill had been approximately €24,000 per year, but with the two new lathes, labor costs would be cut to about €18,000 per year for the same volume of production.  The savings were not large enough to lay-off a worker, a difficult prospect in France, but the lath operator could spend the freed-up time in the grinding department, a continual bottle neck.  The grinding department used a lot of part-time laborers and the lath operator would be able to save the grinding department about €6,000 per year by reducing its dependence on the part-timers.  If the new machines were purchased, the allocation of general overhead costs to the boring and lathing department would fall.
  Such costs were currently allocated on the basis of 20% of direct labor.   Since the plant’s total direct labor hours varied from month-to-month, the accountants adjusted the allocation rate monthly.

“Normal” annual maintenance costs for the two present lathes together were approximately €1,700 higher than estimated maintenance costs for the new lathes.  The engineering supervisor believed that “normal” maintenance costs would remain roughly unchanged if the present lathes were repaired.  Current maintenance for the boring mill was €700 annually and would remain the same after the overhaul.

Looking ahead, company officials were confident that sales would equal, if not exceed, their current volume for the foreseeable future.  Sufficient funds were available and would be allotted for repairs or new equipment.  In general, corporate income tax rates in France were high; however, the company’s corporate income tax rate currently was 40%, and it estimated its after-tax cost of capital at 14%.

Table 1, Original Euro Conversion Rates (1 euro is equal to:)

	Austrian schilling
	13.7603

	Belgian franc
	40.3399

	Dutch guilder
	2.20371

	Finnish markka
	5.94573

	French franc
	6.55957

	German mark
	1.95583

	Irish punt
	0.78756

	Italian lira
	1936.27

	Luxembourg franc
	40.3399

	Portugese escudo
	200.482

	Spanish peseta
	166.386

	US dollar*
	1.1304

	Japanese yen*
	130.05

	
	


Source: Wall Street Journal; * represents the market exchange rates of February 1, 1999.

Table 2 Economic Comparison: Euro-11, U.S., and Japan before Euro Creation
	Indicators (1997)
	Euro-11
	U.S.
	Japan

	GDP ($ billion)
	6,309
	7,819
	4,223

	Population (millions)
	290
	268
	126

	International trade share
	18.6%
	19.6%
	7.9%

	Budget deficit (% of GDP)
	2.5%
	0.3%
	3.4%

	Inflation rate
	1.8%
	2.4%
	1.7%


Source: OECD

Figure 1, Euro to U.S. Dollar Exchange Rate
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The graph begins before the EURO was created in January 1999. The graph synthetically recreated what the price of the EURO would have been by combining the Deutsche Mark, French Frank, and the 9 other currencies.

� € is the symbol for the new European currency, the Euro.  Tables 1 and 2 and Figure 1 give some background on the Euro.  Note that since the tables were created, Greece qualified to use the Euro in 2001 and Solvenia in 2007. The following 11 countries joined the EU and will adopt the Euro when they qualify: Czech Republic, Estonia, Cyprus, Latvia, Lithuania, Hungary, Malta, Poland, and Slovakia (all joined the EU in 2004), and Bulgaria, and Romania (joined EU in 2007).  Conditions to use the Euro include having the national deficit less than 3% of GDP, the national debt less than 60 % of GDP and inflation under 3%.  For comparison purposes, the 2005 U.S. GDP was about $12.7 trillion, the U.S. debt and deficit were about $8.25 trillion and $250 billion, respectively, and the 2005 CPI index rose from 191.3 to 197.8 during 2005. 





� Accounting, general maintenance, mail room.





