Long-Term Financial
Planning and Growth -

Boston Chicken Inc., operator and franchiser of Boston Market restaurants, was
one of the great success stories of the early 1990s. The firm added restaurants at
a staggering rate resulting in an increase in sales from $42.5 million in 1993 (the
year it first became a publicly traded corporation) to $462.4 million in 1997, for
an average growth rate of 82 percent per year. Unfortunately, the firm’s recipe
for growth turned out to be a disaster by 1998 because the firm grew too fast
to maintain the quality its customers had come to expect. In addition, Boston
Chicken made loans to its franchisees to build stores, but the stores increasingly
ran into financial difficulty because of increased competition. As a result, the
overall level of debt in the system became too much to bear, and the firm lost its
game of chicken with its creditors. Effectively out of cash, the firm filed for
bankruptcy in October 1998 and closed 178 of its 1,143 outlets. The company
did not emerge from bankruptcy until 2000, when it was acquired by
McDonald’s.

The case of Boston Chicken is not a unique one. Often firms that grow at a
phenomenal pace run into cash flow problems and, subsequently, financial
difficulties. In other words, it is literally possible to “grow broke.” This chapter
emphasizes the importance of planning for the future and discusses tools firms
use to think about, and manage, growth.

lack of effective long-range planning is a commonly cited reason for financial

distress and failure. As we will develop in this chapter, long-range planning is a

means of systematically thinking about the future and anticipating possible prob-

lems before they arrive. There are no magic mirrors, of course, so the best we
can hope for is a logical and organized procedure for exploring the unknown. As one
member of GM’s board was heard to say, “Planning is a process that at best helps the
firm avoid stumbling into the future backwards.”

Financial planning establishes guidelines for change and growth in a firm. It nor-
mally focuses on the big picture. This means it is concerned with the major elements of
a firm’s financial and investment policies without examining the individual components
of those policies in detail.
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PART TWO Financial Statements and Long-Term Financial Planning

Our primary goals in this chapter are to discuss financial planning and to illustrate
the interrelatedness of the various investment and financing decisions a firm makes. In
the chapters ahead, we will examine in much more detail how these decisions are made.

We first describe what is usually meant by financial planning. For the most part, we
talk about long-term planning. Short-term financial planning is discussed in a later chap-
ter. We examine what the firm can accomplish by developing a long-term financial plan.
To do this, we develop a simple, but very useful, long-range planning technique: the per-
centage of sales approach. We describe how to apply this approach in some simple
cases, and we discuss some extensions.

To develop an explicit financial plan, management must establish certain elements of
the firm’s financial policy. These basic policy elements of financial planning are:

1. The firm’s needed investment in new assets. This will arise from the investment
opportunities the firm chooses to undertake, and it is the result of the firm’s capital
budgeting decisions.

2. The degree of financial leverage the firm chooses to employ. This will determine
the amount of borrowing the firm will use to finance its investments in real assets.
This is the firm’s capital structure policy.

3. The amount of cash the firm thinks is necessary and appropriate to pay
shareholders. This is the firm’s dividend policy.

4. The amount of liquidity and working capital the firm needs on an ongoing basis.
This is the firm’s net working capital decision.

As we will see, the decisions a firm makes in these four areas will directly affect its fu-
ture profitability, need for external financing, and opportunities for growth.

A key lesson to be learned from this chapter is that the firm’s investment and financ-
ing policies interact and thus cannot truly be considered in isolation from one another.
The types and amounts of assets the firm plans on purchasing must be considered along
with the firm’s ability to raise the capital necessary to fund those investments. Many
business students are aware of the classic three Ps (or even four Ps) of marketing. Not
to be outdone, financial planners have no fewer than six Ps: Proper Prior Planning Pre-
vents Poor Performance.

Financial planning forces the corporation to think about goals. A goal frequently es-
poused by corporations is growth, and almost all firms use an explicit, companywide
growth rate as a major component of their long-run financial planning. For example, in
2001, food products giant (and ketchup maker) H. J. Heinz was focusing on improving
growth, projecting that sales would grow at between 3 percent and 5 percent. It also pro-
jected that EPS would grow at a rate exceeding 10 percent.

There are direct connections between the growth a company can achieve and its fi-
nancial policy. In the following sections, we show how financial planning models can
be used to better understand how growth is achieved. We also show how such models
can be used to establish the limits on possible growth.

WHAT IS FINANCIAL PLANNING?

Critical Thinking
Questions 2, 5

Financial planning formulates the way in which financial goals are to be achieved. A fi-
nancial plan is thus a statement of what is to be done in the future. Most decisions have
long lead times, which means they take a long time to implement. In an uncertain world,
this requires that decisions be made far in advance of their implementation. If a firm
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wants to build a factory in 2006, for example, it might have to begin lining up contrac-
tors and financing in 2004, or even earlier.

Growth as a Financial Management Goal

Because the subject of growth will be discussed in various places in this chapter, we
need to start out with an important warning: Growth, by itself, is not an appropriate goal
for the financial manager. Clothing retailer J. Peterman Co., whose quirky catalogs were
made famous on the TV show “Seinfeld,” learned this lesson the hard way. Despite its
strong brand name and years of explosive revenue growth, the company filed for bank-
ruptey in 1999, the victim of an overly ambitious, growth-oriented, expansion plan.

Amazon.com, the big online retailer, is another example. At one time, Amazon’s
motto seemed to be “growth at any cost.” Unfortunately, what really grew rapidly for
the company were losses. By 2001, Amazon had refocused its business, explicitly sac-
rificing growth in the hope of achieving profitability.

As we discussed in Chapter 1, the appropriate goal is increasing the market value of
the owners’ equity. Of course, if a firm is successful in doing this, then growth will usu-
ally result. Growth may thus be a desirable consequence of good decision making, but it
is not an end unto itself. We discuss growth simply because growth rates are so com-
monly used in the planning process. As we will see, growth is a convenient means of
summarizing various aspects of a firm’s financial and investment policies. Also, if we
think of growth as growth in the market value of the equity in the firm, then goals of
growth and increasing the market value of the equity in the firm are not all that different.

Dimensions of Financial Planning

It is often useful for planning purposes to think of the future as having a short run and a
long run. The short run, in practice, is usually the coming 12 months. We focus our at-
tention on financial planning over the long run, which is usually taken to be the coming
two to five years. This time period is called the planning horizon, and it is the first di-
mension of the planning process that must be established.

In drawing up a financial plan, all of the individual projects and investments the firm
will undertake are combined to determine the total needed investment. In effect, the
smaller investment proposals of each operational unit are added up, and the sum is
treated as one big project. This process is called aggregation. The level of aggregation
is the second dimension of the planning process that needs to be determined.

Once the planning horizon and level of aggregation are established, a financial plan
requires inputs in the form of alternative sets of assumptions about important variables.
For example, suppose a company has two separate divisions: one for consumer products
and one for gas turbine engines. The financial planning process might require each di-
vision to prepare three alternative business plans for the next three years:

1. A worst case. This plan would require making relatively pessimistic assumptions
about the company’s products and the state of the economy. This kind of disaster
planning would emphasize a division’s ability to withstand significant economic
adversity, and it would require details concerning cost cutting, and even divestiture
and liquidation. For example, the bottom was dropping out of the PC market in
2001. That left big manufacturers like Compagq, Dell, and Gateway locked in a
price war, fighting for market share at a time when sales were stagnant.

2. A normal case. This plan would require making the most likely assumptions about
the company and the economy.
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The long-range time
period on which the
financial planning
process focuses, usually
the next two to five years.
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smaller investment
proposals of each of a
firm’s operational units
are added up and
treated as one big
project.
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3. Abest case. Each division would be required to work out a case based on optimistic
assumptions. It could involve new products and expansion and would then detail
the financing needed to fund the expansion.

In this example, business activities are aggregated along divisional lines and the plan-
ning horizon is three years. This type of planning, which considers all possible events,
is particularly important for cyclical businesses (businesses with sales that are strongly
affected by the overall state of the economy or business cycles). For example, in 1995,
Chrysler put together a forecast for the upcoming four years. According to the likeliest
scenario, Chrysler would end 1999 with cash of $10.7 billion, showing a steady increase
from $6.9 billion at the end of 1995. In the worst-case scenario that was reported, how-
ever, Chrysler would end 1999 with $3.3 billion in cash, having reached a low of $0 in
1997. So, how did the 1999 cash picture for Chrysler actually turn out? We’ll never
know. Just to show you how hard it is to predict the future, Chrysler merged with
Daimler-Benz, maker of Mercedes automobiles, in 1998 to form DaimlerChrysler AG.

What Can Planning Accomplish?

Because the company is likely to spend a lot of time examining the different scenarios
that will become the basis for the company’s financial plan, it seems reasonable to ask
what the planning process will accomplish.

Examining Interactions As we discuss in greater detail in the following pages, the
financial plan must make explicit the linkages between investment proposals for the dif-
ferent operating activities of the firm and the financing choices available to the firm. In
other words, if the firm is planning on expanding and undertaking new investments and
projects, where will the financing be obtained to pay for this activity?

Exploring Options The financial plan provides the opportunity for the firm to de-
velop, analyze, and compare many different scenarios in a consistent way. Various in-
vestment and financing options can be explored, and their impact on the firm’s
shareholders can be evaluated. Questions concerning the firm’s future lines of business
and questions of what financing arrangements are optimal are addressed. Options such
as marketing new products or closing plants might be evaluated.

Avoiding Surprises Financial planning should identify what may happen to the firm
if different events take place. In particular, it should address what actions the firm will
take if things go seriously wrong, or, more generally, if assumptions made today about
the future are seriously in error. As Mark Twain once observed, “Prediction is very dif-
ficult, particularly when it concerns the future.” Thus, one of the purposes of financial
planning is to avoid surprises and develop contingency plans.

For example, IBM announced in September 1995 that it was delaying shipment of
new mainframe computers by up to four weeks because of a shortage of a key compo-
nent—the power supply. The delay in shipments was expected to reduce revenue by $250
million and cut earnings by as much as 20 cents a share, or about 8 percent in the quar-
ter. Apparently, IBM found itself unable to meet orders when demand accelerated. Thus,
a lack of planning for sales growth can be a problem for even the biggest companies.

Ensuring Feasibility and Internal Consistency Beyond a general goal of creating
value, a firm will normally have many specific goals. Such goals might be couched in
terms of market share, return on equity, financial leverage, and so on. At times, the link-
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ages between different goals and different aspects of a firm’s business are difficult to
see. Not only does a financial plan make explicit these linkages, but it also imposes a
unified structure for reconciling differing goals and objectives. In other words, financial
planning is a way of verifying that the goals and plans made with regard to specific ar-
eas of a firm’s operations are feasible and internally consistent. Conflicting goals will
often exist. To generate a coherent plan, goals and objectives will therefore have to be
modified, and priorities will have to be established.

For example, one goal a firm might have is 12 percent growth in unit sales per year.
Another goal might be to reduce the firm’s total debt ratio from 40 to 20 percent. Are
these two goals compatible? Can they be accomplished simultaneously? Maybe yes,
maybe no. As we will discuss, financial planning is a way of finding out just what is
possible, and, by implication, what is not possible.

Conclusion Probably the most important result of the planning process is that it
forces management to think about goals and to establish priorities. In fact, conventional
business wisdom holds that financial plans don’t work, but financial planning does. The
future is inherently unknown. What we can do is establish the direction in which we
want to travel and take some educated guesses at what we will find along the way. If we
do a good job, then we won’t be caught off guard when the future rolls around.

CONCEPT QUESTIONS

4.1a What are the two dimensions of the financial planning process?
4.1b Why should firms draw up financial plans?

FINANCIAL PLANNING MODELS:
A FIRST LOOK
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Concept Q Answer 4.1b

4.2 S

Just as companies differ in size and products, the financial planning process will differ
from firm to firm. In this section, we discuss some common elements in financial plans
and develop a basic model to illustrate these elements. What follows is just a quick
overview; later sections will take up the various topics in more detail.

A Financial Planning Model: The Ingredients

Most financial planning models require the user to specify some assumptions about the
future. Based on those assumptions, the model generates predicted values for a large
number of other variables. Models can vary quite a bit in terms of their complexity, but
almost all will have the elements that we discuss next.

Sales Forecast Almost all financial plans require an externally supplied sales fore-
cast. In our models that follow, for example, the sales forecast will be the “driver,”
meaning that the user of the planning model will supply this value, and most other val-
ues will be calculated based on it. This arrangement is common for many types of busi-
ness; planning will focus on projected future sales and the assets and financing needed
to support those sales.

Frequently, the sales forecast will be given as the growth rate in sales rather than as
an explicit sales figure. These two approaches are essentially the same because we can

Critical Thinking
Questions 1,7, 9, 10

Problems 1, 2

Slide 4.6 Financial
Planning Model
Ingredients

Concept Q Answer 4.2a
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predictions.
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calculate projected sales once we know the growth rate. Perfect sales forecasts are not
possible, of course, because sales depend on the uncertain future state of the economy.
To help a firm come up with its projections, some businesses specialize in macroeco-
nomic and industry projections.

As we discussed previously, we frequently will be interested in evaluating alternative
scenarios, so it isn’t necessarily crucial that the sales forecast be accurate. In such cases,
our goal is to examine the interplay between investment and financing needs at differ-
ent possible sales levels, not to pinpoint what we expect to happen.

Pro Forma Statements A financial plan will have a forecasted balance sheet, income
statement, and statement of cash flows. These are called pro forma statements, or pro
formas for short. The phrase pro forma literally means “as a matter of form.” In our
case, this means the financial statements are the form we use to summarize the different
events projected for the future. At a minimum, a financial planning model will generate
these statements based on projections of key items such as sales.

In the planning models we will describe, the pro formas are the output from the fi-
nancial planning model. The user will supply a sales figure, and the model will generate
the resulting income statement and balance sheet.

Asset Requirements The plan will describe projected capital spending. At a mini-
mum, the projected balance sheet will contain changes in total fixed assets and net
working capital. These changes are effectively the firm’s total capital budget. Proposed
capital spending in different areas must thus be reconciled with the overall increases
contained in the long-range plan.

Financial Requirements The plan will include a section on the necessary financing
arrangements. This part of the plan should discuss dividend policy and debt policy.
Sometimes firms will expect to raise cash by selling new shares of stock or by borrow-
ing. In this case, the plan will have to consider what kinds of securities have to be sold
and what methods of issuance are most appropriate. These are subjects we consider in
Part 6 of our book, where we discuss long-term financing, capital structure, and divi-
dend policy.

The Plug After the firm has a sales forecast and an estimate of the required spending
on assets, some amount of new financing will often be necessary because projected to-
tal assets will exceed projected total liabilities and equity. In other words, the balance
sheet will no longer balance.

Because new financing may be necessary to cover all of the projected capital spend-
ing, a financial “plug” variable must be selected. The plug is the designated source or
sources of external financing needed to deal with any shortfall (or surplus) in financing
and thereby bring the balance sheet into balance.

For example, a firm with a great number of investment opportunities and limited cash
flow may have to raise new equity. Other firms with few growth opportunities and am-
ple cash flow will have a surplus and thus might pay an extra dividend. In the first case,
external equity is the plug variable. In the second, the dividend is used.

Economic Assumptions The plan will have to state explicitly the economic envi-
ronment in which the firm expects to reside over the life of the plan. Among the more
important economic assumptions that will have to be made are the level of interest rates
and the firm’s tax rate.
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A Simple Financial Planning Model

We can begin our discussion of long-term planning models with a relatively simple ex-
ample. The Computerfield Corporation’s financial statements from the most recent year
are as follows:

COMPUTERFIELD CORPORATION
Financial Statements

Income Statement Balance Sheet

Sales $1,000 Assets $500 Debt $250
Costs 800 Equity 250
Net income $ 200 Total $500 Total $500

Unless otherwise stated, the financial planners at Computerfield assume that all vari-
ables are tied directly to sales and current relationships are optimal. This means that all
items will grow at exactly the same rate as sales. This is obviously oversimplified; we
use this assumption only to make a point.

Suppose sales increase by 20 percent, rising from $1,000 to $1,200. Planners would
then also forecast a 20 percent increase in costs, from $800 to $800 X 1.2 = $960. The
pro forma income statement would thus be:

Pro Forma
Income Statement

$1,200
960

$ 240

Sales
Costs

Net income

The assumption that all variables will grow by 20 percent will enable us to easily con-
struct the pro forma balance sheet as well:

Pro Forma Balance Sheet

Assets $600 (+100) Debt $300 (+ 50)
Equity 300 (+ 50)
Total $600 (+100) Total $600 (+100)

Notice we have simply increased every item by 20 percent. The numbers in parentheses
are the dollar changes for the different items.

Now we have to reconcile these two pro formas. How, for example, can net income
be equal to $240 and equity increase by only $50? The answer is that Computerfield
must have paid out the difference of $240 — 50 = $190, possibly as a cash dividend. In
this case, dividends are the plug variable.

Suppose Computerfield does not pay out the $190. In this case, the addition to re-
tained earnings is the full $240. Computerfield’s equity will thus grow to $250 (the start-
ing amount) plus $240 (net income), or $490, and debt must be retired to keep total
assets equal to $600.

With $600 in total assets and $490 in equity, debt will have to be $600 — 490 =
$110. Since we started with $250 in debt, Computerfield will have to retire $250 — 110
= $140 in debt. The resulting pro forma balance sheet would look like this:
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Pro Forma Balance Sheet

Assets $600 (+100) Debt $110 (—140)
Equity 490 (+240)
Total $600 (+100) Total $600 (+100)

In this case, debt is the plug variable used to balance out projected total assets and
liabilities.

This example shows the interaction between sales growth and financial policy. As
sales increase, so do total assets. This occurs because the firm must invest in net work-
ing capital and fixed assets to support higher sales levels. Because assets are growing,
total liabilities and equity, the right-hand side of the balance sheet, will grow as well.

The thing to notice from our simple example is that the way the liabilities and own-
ers’ equity change depends on the firm’s financing policy and its dividend policy. The
growth in assets requires that the firm decide on how to finance that growth. This is
strictly a managerial decision. Note that, in our example, the firm needed no outside
funds. This won’t usually be the case, so we explore a more detailed situation in the next
section.

CONCEPT QUESTIONS

4.2a What are the basic components of a financial plan?
4.2b Why is it necessary to designate a plug in a financial planning model?

THE PERCENTAGE OF SALES APPROACH

In the previous section, we described a simple planning model in which every item in-
creased at the same rate as sales. This may be a reasonable assumption for some ele-
ments. For others, such as long-term borrowing, it probably is not, because the amount
of long-term borrowing is something set by management, and it does not necessarily re-
late directly to the level of sales.

In this section, we describe an extended version of our simple model. The basic idea
is to separate the income statement and balance sheet accounts into two groups, those
that do vary directly with sales and those that do not. Given a sales forecast, we will then
be able to calculate how much financing the firm will need to support the predicted sales
level.

The financial planning model we describe next is based on the percentage of sales
approach. Our goal here is to develop a quick and practical way of generating pro
forma statements. We defer discussion of some “bells and whistles” to a later section.

The Income Statement

We start out with the most recent income statement for the Rosengarten Corporation, as
shown in Table 4.1. Notice we have still simplified things by including costs, deprecia-
tion, and interest in a single cost figure.

Rosengarten has projected a 25 percent increase in sales for the coming year, so we
are anticipating sales of $1,000 X 1.25 = $1,250. To generate a pro forma income state-
ment, we assume that total costs will continue to run at $800/1,000 = 80% of sales.
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ROSENGARTEN CORPORATION TABLE 4.1
Income Statement

Sales
Costs

Taxable income
Taxes (34%)

Net income

Dividends
Addition to retained earnings

ROSENGARTEN CORPORATION TABLE 4.2
Pro Forma Income Statement

Sales (projected) $1,250
Costs (80% of sales) 1,000

Taxable income
Taxes (34%)

Net income

With this assumption, Rosengarten’s pro forma income statement is as shown in Table
4.2. The effect here of assuming that costs are a constant percentage of sales is to as-
sume that the profit margin is constant. To check this, notice that the profit margin was
$132/1,000 = 13.2%. In our pro forma, the profit margin is $165/1,250 = 13.2%; so it
is unchanged.
Next, we need to project the dividend payment. This amount is up to Rosengarten’s
management. We will assume Rosengarten has a policy of paying out a constant fraction
of net income in the form of a cash dividend. For the most recent year, the dividend dividend payout ratio

payout ratio was: The amount of cash paid
out to shareholders
Dividend payout ratio = Cash dividends/Net income [4.1] divided by net income.

= $44/132 =33 1/3%
We can also calculate the ratio of the addition to retained earnings to net income as:
Addition to retained earnings/Net income = $88/132 =66 2/3%

This ratio is called the retention ratio or plowback ratio, and it is equal to 1 minus the retention ratio
dividend payout ratio because everything not paid out is retained. Assuming that the pay- ~ The addition to retained

out ratio is constant, the projected dividends and addition to retained earnings will be: earnings divided by net
income. Also called the

Projected dividends paid to shareholders = $165 X 1/3 = $ 55 plowback ratio.
Projected addition to retained earnings = $165 X 2/3 = 110

$165



104

TABLE 4.3
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ROSENGARTEN CORPORATION
Balance Sheet
Percentage Percentage
$ of Sales $ of Sales
Assets Liabilities and Owners’ Equity
Current assets Current liabilities
Cash $ 160 16% Accounts payable $ 300 30%
Accounts receivable 440 44 Notes payable 100 n/a
Inventory 600 60 Total $ 400 n/a
Total $1,200 120 Long-term debt $ 800 n/a
Fixed assets Owners’ equity
Net plant and equipment $1,800 180 Common stock and paid-in
surplus $ 800 n/a
Retained earnings 1,000 n/a
Total $1,800 n/a
Total assets $3,000 300% Total liabilities and owners’ equity $3,000 n/a

Slide 4.12 Example:
Balance Sheet

capital intensity ratio

A firm’s total assets
divided by its sales, or
the amount of assets
needed to generate $1 in
sales.

Lecture Tip: Thisis a
good place at which to
introduce the concepts of
“spontaneous” and
“nonspontaneous”
financing. See IM 4.3.

The Balance Sheet

To generate a pro forma balance sheet, we start with the most recent statement, as shown
in Table 4.3.

On our balance sheet, we assume that some of the items vary directly with sales and
others do not. For those items that do vary with sales, we express each as a percentage
of sales for the year just completed. When an item does not vary directly with sales, we
write “n/a” for “not applicable.”

For example, on the asset side, inventory is equal to 60 percent of sales ($600/1,000)
for the year just ended. We assume this percentage applies to the coming year, so for
each $1 increase in sales, inventory will rise by $.60. More generally, the ratio of total
assets to sales for the year just ended is $3,000/1,000 = 3, or 300%.

This ratio of total assets to sales is sometimes called the capital intensity ratio. It
tells us the amount of assets needed to generate $1 in sales; so the higher the ratio is, the
more capital intensive is the firm. Notice also that this ratio is just the reciprocal of the
total asset turnover ratio we defined in the last chapter.

For Rosengarten, assuming that this ratio is constant, it takes $3 in total assets to
generate $1 in sales (apparently Rosengarten is in a relatively capital intensive busi-
ness). Therefore, if sales are to increase by $100, then Rosengarten will have to increase
total assets by three times this amount, or $300.

On the liability side of the balance sheet, we show accounts payable varying with
sales. The reason is that we expect to place more orders with our suppliers as sales vol-
ume increases, so payables will change “spontaneously” with sales. Notes payable, on
the other hand, represents short-term debt such as bank borrowing. This will not vary
unless we take specific actions to change the amount, so we mark this item as “n/a.”

Similarly, we use “n/a” for long-term debt because it won’t automatically change
with sales. The same is true for common stock and paid-in surplus. The last item on the
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TABLE 4.4

ROSENGARTEN CORPORATION
Partial Pro Forma Balance Sheet
Present Change from Present Change from
Year Previous Year Year Previous Year
Assets Liabilities and Owners’ Equity
Current assets Current liabilities
Cash $ 200 $ 40 Accounts payable $ 375 $ 75
Accounts receivable 550 110 Notes payable 100 0
Inventory 750 150 Total $ 475 75
Total $1,500 $300 Long-term debt $ 800 $ 0
Fixed assets Owners’ equity
Net plant and equipment $2,250 $450 Common stock and
paid-in surplus $ 800 $ 0
Retained earnings 1,110 110
Total $1,910 $110
Total liabilities
Total assets $3,750 $750 and owners’ equity $3,185 $185
External financing needed $ 565 $565

right-hand side, retained earnings, will vary with sales, but it won’t be a simple per-
centage of sales. Instead, we will explicitly calculate the change in retained earnings
based on our projected net income and dividends.

We can now construct a partial pro forma balance sheet for Rosengarten. We do this by
using the percentages we have just calculated wherever possible to calculate the projected
amounts. For example, net fixed assets are 180 percent of sales; so, with a new sales level
of $1,250, the net fixed asset amount will be 1.80 X $1,250 = $2,250, representing an in-
crease of $2,250 — 1,800 = $450 in plant and equipment. It is important to note that for
those items that don’t vary directly with sales, we initially assume no change and simply
write in the original amounts. The result is shown in Table 4.4. Notice that the change in
retained earnings is equal to the $110 addition to retained earnings we calculated earlier.

Inspecting our pro forma balance sheet, we notice that assets are projected to increase
by $750. However, without additional financing, liabilities and equity will only increase
by $185, leaving a shortfall of $750 — 185 = $565. We label this amount external
financing needed (EFN).

A Particular Scenario

Our financial planning model now reminds us of one of those good news—bad news
jokes. The good news is we’re projecting a 25 percent increase in sales. The bad news is
this isn’t going to happen unless Rosengarten can somehow raise $565 in new financing.

This is a good example of how the planning process can point out problems and po-
tential conflicts. If, for example, Rosengarten has a goal of not borrowing any additional
funds and not selling any new equity, then a 25 percent increase in sales is probably not
feasible.

Slide 4.13 Example:
External Financing
Needed



106

TABLE 4.5

PART TWO Financial Statements and Long-Term Financial Planning

ROSENGARTEN CORPORATION
Pro Forma Balance Sheet
Present Change from Present Change from
Year Previous Year Year Previous Year
Assets Liabilities and Owners’ Equity
Current assets Current liabilities
Cash $ 200 $ 40 Accounts payable $ 375 $ 75
Accounts receivable 550 110 Notes payable 325 225
Inventory 750 _150 Total $ 700 $300
Total $1,500 $300 Long-term debt $1,140 $340
Fixed assets Owners’ equity
Net plant and equipment $2,250 $450 Common stock and
paid-in surplus $ 800 $ 0
Retained earnings 1,110 110
Total $1,910 $110
Total liabilities
Total assets $3,750 $750 and owners’ equity $3,750 $750

Lecture Tip: Thisis a
good opportunity to note
the importance of such
factors as issuance
costs, changing market
rates, and agency issues
in making external
financing decisions.
Doing so provides links
between the topics in this
chapter and subsequent
chapters.

Slide 4.14 Example:
Operating at Less than
Full Capacity

Concept Q Answer 4.3b

If we take the need for $565 in new financing as given, we know that Rosengarten
has three possible sources: short-term borrowing, long-term borrowing, and new equity.
The choice of some combination among these three is up to management; we will illus-
trate only one of the many possibilities.

Suppose Rosengarten decides to borrow the needed funds. In this case, the firm
might choose to borrow some over the short term and some over the long term. For ex-
ample, current assets increased by $300 whereas current liabilities rose by only $75.
Rosengarten could borrow $300 — 75 = $225 in short-term notes payable and leave to-
tal net working capital unchanged. With $565 needed, the remaining $565 — 225 =
$340 would have to come from long-term debt. Table 4.5 shows the completed pro
forma balance sheet for Rosengarten.

We have used a combination of short- and long-term debt as the plug here, but we
emphasize that this is just one possible strategys; it is not necessarily the best one by any
means. There are many other scenarios we could (and should) investigate. The various
ratios we discussed in Chapter 3 come in very handy here. For example, with the sce-
nario we have just examined, we would surely want to examine the current ratio and the
total debt ratio to see if we were comfortable with the new projected debt levels.

Now that we have finished our balance sheet, we have all of the projected sources
and uses of cash. We could finish off our pro formas by drawing up the projected state-
ment of cash flows along the lines discussed in Chapter 3. We will leave this as an ex-
ercise and instead investigate an important alternative scenario.

An Alternative Scenario

The assumption that assets are a fixed percentage of sales is convenient, but it may not
be suitable in many cases. In particular, note that we effectively assumed that Rosen-
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garten was using its fixed assets at 100 percent of capacity, because any increase in sales
led to an increase in fixed assets. For most businesses, there would be some slack or ex-
cess capacity, and production could be increased by, perhaps, running an extra shift.

For example, in early 1999, Ford and GM both announced plans to boost truck pro-
duction in response to strong sales without increasing production facilities. GM in-
creased its 1999 production schedule by 250,000 vehicles to 975,000, a 35 percent
increase over 1998. Similarly, Honda Motor Co. announced plans to boost its North
American production capacity by about 100,000 vehicles over the next three years.
Honda planned to achieve its expansion by making production improvements, not by
building new plants. Thus, in all three cases, the auto manufacturers apparently had the
capacity to expand output without adding significantly to fixed assets.

If we assume that Rosengarten is only operating at 70 percent of capacity, then the
need for external funds will be quite different. When we say “70 percent of
capacity,” we mean that the current sales level is 70 pe