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Financial Planning

Purpose: Provides road maps for guiding, coordinating, and
controlling the firm’s actions to achieve its objectives

Key Aspects: cash planning, forecasting future profitability, and
forecasting the need for financing

Recognize: L-T (strategic) financial plans typically act as a guide
for S-T (operating) financial plans. L-T 2 to 10 years, S-T 1 to 2
year period.

The Cash budget, based on a sales forecast is used to estimate S-
T cash surpluses and shortages

3 Outputs: Pro forma income statement, pro forma balance
sheet, and a statement of external financing needed (EFN)

Figure 4.1 Short-Term Financial Planning
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Basic Financial Forecasting Methods

Purpose: the ultimate goal is to determine the amount EFN

Methods: the percent of sales method, the fixed and variable
cost method, and the judgmental approach

Recognize: Pro forma statements are commonly used to analyze
the firm’s level of profitability and performance

Pros/Strength and cons/Weakness of each method

+EFN means the firm requires external financing
-EFN means the firm has excess funds available
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Percentage-of-Sales Method

* Start with the most recent year’s Income
Statement and calculate all entries as a
percentage-of-sales

* Forecast sales for the next period and
estimate all Income Statement entries as a
percentage of that sales forecast

* Unrealistic to assume that all expenses will
remain the same % of sales
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Internal Growth Rate

Purpose: tells a company how much it can grow with only
internal financing

Measured by: ROA x R divided by 1 —ROA x R

Recognize: it is the point where EFN is zero. At this point, the
required increase in assets is exactly equal to the addition to
retained earnings
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Sustainable Growth Rate

Purpose: tells a company how much it can grow before it will
need financing from external sources

Measured by: it is the point where EFN is zero and can be
determined by using the EFN formula, with EFN equal to zero
and solving for growth, g

Recognize: It is especially important for a company that already
has high levels of debt and may have difficulty securing external
financing.

Return on Assets

Purpose: tells a company how profitable a company is relative to
its total assets. ROA gives an idea as to how efficient
management is at using its assets to generate earnings.
Measured by: dividing a company’s annual earnings by its total
assets; displayed as a %

Recognize: ROA = PM(TAT)
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Pro Forma Statements

* Used to evaluate the future expected
financial position

* Investors and creditors to evaluate the
firm’s ability to provide a return (ROI)

* Pro forma balance sheet will show EFN




