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Chapter 9: mini case

a) Three ways that pro forma statements are used in financial planning:
i. They can be used to see whether the firm’s performance is in line with its targets and with investors’ expectations
ii. Allows the firm to forecast the amount of external funds required

iii. Firms are able to set targets for compensation plans
b) Steps in Financial Planning:

i. First, forecast sales. Project financial statements to analyze the effects of the operating plan on projected profits and financial ratios.

ii. Determine the funds needed to support the fiver-year plan.
iii. Forecast the funds that need to be generated internally.
· Spontaneous assets grow with sales

· Discretionary assets grow as “management decision.”
iv. Establish management compensation based on performance that rewards employees for creating shareholders wealth.
v. Observe the effects after implementing the plan. See the rations and stock price. Take action to correct any deviations. 
c) AFN Formula (additional funds needed)

AFN = (A*/So) ∆S – (L*/So) ∆S – (MS1) (RR)

AFN = Required Assets Inc. – Spontaneous Liability Inc. – Inc. in retained earnings
A*= assets that are tied directly to sales. They must increase if sales increase.

So = sales during last year

A*/So = assets to sales ratio

L* = liabilities that increase spontaneously Include accounts payable and accruals, but not bank loans and bonds

L*/So = liabilities that increase spontaneously as a percentage of sales.

S1 = total sales projected for next year
∆S = change in sales = S1 – So

M = profit margin

RR = retained ratio, which is the percentage of net income that is retained.

AFN = ($1,000/$2,000) ($2,500) – ($100/$2,000) ($2,500) – (2.7% x $2,500) (.60)
AFN = $1,250 - $125 - $40.5 = $1,084.5 million
d) How would changes in the following items affect the AFN:

i. Sales increase: this will increase the firm’s assets, which will require more money. Hence, additional finance needed.
ii. Dividend payout ration increases: the firm’s funds would be reduced (internally), which will increase additional funds needed.
iii. Profit margin increases: this will allow the firm to have more funds internally and decrease additional funds needed.
iv. Capital intensity ration (A* / So) increases: increase asset requirements, increase additional funds needed.
v. The firm begins to pay its suppliers sooner: this will cause spontaneous liabilities to decrease and increase additional funds needed
e) Forecasting financial statements:

i. Sales: forecast sales by multiplying sales by the growth rate: forecasted sales = sales (1+g).
ii. Costs: get the cost to sales ration for previous year and multiply that by the new forecasted sales (x % * Forecasted Sales )
iii. Forecast “spontaneous” items in the balance sheet by the percentage of the forecasted sales.

1. cost

2. cash

3. a/r

4. inventories

5. net fixed assets

6. a/p and accruals
� Retained earnings divided by net income





