CHAPTER 4

LONG-TERM FINANCIAL PLANNING AND CORPORATE GROWTH
LEARNING OBJECTIVES

LO1  The objectives and goals of financial planning.

LO2  How to compute the external financing needed to fund a firm’s growth.

LO3  How to apply the percentage sales method.

LO4  The factors determining the growth of the firm.

LO5  How to compute the sustainable and internal growth rates.

LO6  Some of the problems in planning for growth.
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· Understand the objective and goal of financial planning

· Know how to compute the external financing needed to fund a firm’s growth

· Be able to develop a financial plan by applying the percentage of sales approach

· Know the determinants of a firm’s growth

· Be able to compute the sustainable and internal growth rates

· Understand some of the problems in planning for growth
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· External Financing and Growth

· Some Caveats On Financial Planning Models

· Summary and Conclusions

4.1 WHAT IS FINANCIAL PLANNING?



A. Growth as a Financial Management Goal


Growth is a by-product of increasing value.


B. Dimensions of Financial Planning


Planning horizon (usually 2-5 years)



Aggregation (lumping accounts together)


C. What Can Planning Accomplish?


Interactions (between investments and financing)



Options (investment and financing)



Avoiding Surprises (contingency plans)



Feasibility and Internal Consistency

4.2 FINANCIAL PLANNING MODELS: A FIRST LOOK


· Planning Horizon - divide decisions into short-run decisions (usually next 12 months) and long-run decisions (usually 2 – 5 years)

· Aggregation - combine capital budgeting decisions into one big project

· Assumptions and Scenarios

· Make realistic assumptions about important variables

· Run several scenarios where you vary the assumptions by reasonable amounts

· Determine at least a worst case, normal case and best case scenario


· Examining interactions – helps management see the interactions between decisions

· Exploring options – gives management a systematic framework for exploring its opportunities

· Avoiding surprises – helps management identify possible outcomes and plan accordingly

· Ensuring Feasibility and Internal Consistency – helps management determine if goals can be accomplished and if the various stated (and unstated) goals of the firm are consistent with one another



A. A Financial Planning Model: The Ingredients



Sales Forecast


- most other considerations depend upon it



Pro forma Statements


- the output summarizing different projections



Asset Requirements


- investment needed to support sales growth



Financial Requirements


- debt and dividend policies



Cash Surplus or Shortfall: The "Plug"


- designated source(s) of external financing



Economic Assumptions
· state of economy, interest rates, inflation


Revenues (sales) grow at 15% and all other items are tied to sales and so all other items will grow at 15%.  The plug variables for external financing are examined.

· Historical Balance Sheet

· Historical Statement of Comprehensive Income 

· Pro Forma Statement of Comprehensive Income 

· Pro Forma Balance Sheet

4.3 THE PERCENTAGE OF SALES APPROACH




The idea is sales generate retained earnings. Retained earnings, plus any external funds raised, support an increase in assets. More assets lead to more sales, and the cycle starts over again.

· Some items tend to vary directly with sales, while others do not

· Statement of Comprehensive Income 
· Costs may vary directly with sales

· If this is the case, then the profit margin is constant

· Dividends are a management decision and generally do not vary directly with sales – this affects the retained earnings that go on the balance sheet

· Balance Sheet

· Initially assume that all assets, including fixed, vary directly with sales

· Accounts payable will also normally vary directly with sales

· Notes payable, long-term debt and equity generally do not vary with sales because they depend on management decisions about capital structure

· The change in the retained earnings portion of equity will come from the dividend decision




Perspectives




Some students may complain that the effects of aggregation produce "unrealistic" results, as in aggregating depreciation and interest expense in costs, or pooling all sorts of assets to get the capital intensity ratio. While correct, this criticism is misdirected. The point of the method discussed is not to produce a detailed financial plan, but to highlight the relationships, especially between investments and financial policy, to be considered when planning for growth.




The appendix presents a more detailed plan, while still finer and more sophisticated methods are in use.


Perspectives



For many students, financial planning, like financial statement analysis, appears to be just the sort of thing finance is all about. While there is no doubt financial planning is an important activity, it should be recognized that even when carefully and accurately done, it doesn't directly tell us anything about the influence of growth on the market value of the firm's securities. That is, it is descriptive but not prescriptive.
4.4 EXTERNAL FINANCING AND GROWTH



Other things the same, more growth means more external financing will be needed.



A. EFN and Growth


Assuming no spontaneous sources of funds, EFN can be expressed as the increase in total assets less addition to retained earnings.




TA – (TL – OE) = EFN


An example of where the firm is operating at 80% capacity – in this case, the firm can grow without requiring EFN.



Estimates of company growth by analysts from Yahoo Finance.



At low growth, internal financing may be sufficient.


At higher growth, internal financing won’t be enough and the firm must raise money on the capital markets for debt and equity.


B. Internal Growth Rate

The growth rate which can be maintained with no external financing. The first step in finding the IGR is to set the EFN equal to zero and solve for g. This would be the rate at which the firm could grow without any external financing.



C. Financial Policy and Growth


What growth can be sustained with no external equity and a constant debt ratio?

The sustainable growth rate tells us how much the firm can grow by using internally generated funds and issuing debt to maintain a constant debt ratio.



D. Determinants of Growth (with no new equity sales)
Recall ROE can be viewed as the product of profit margin, assets turnover and equity multiplier, or:



sustainable growth depends on




a. Profit margin




b. Dividend policy




c. Financial policy




d. Asset turnover



Perspectives



Wanting sales or revenues to grow by so much a year as a goal of the firm is properly understood as meaning "other things the same" we want sales to grow. The "other things the same" part is often not well understood. Here are some ideas to consider:



- cutting margins might make sales "grow", but is it desirable? (can be related to demand elasticity)



- cutting the dividend might "pay" for growth, but is that desirable?



- increasing the proportion of borrowing might "pay" for growth, but is it desirable?



- employing more assets per dollar of sales might make sales "grow", but is it desirable?

E. A Note on Sustainable Growth Rate Calculations
The correct calculation depends on whether total equity is taken from an ending balance sheet or from a beginning balance sheet.
4.5 SOME CAVEATS OF FINANCIAL PLANNING MODELS



The problem is the models are really accounting statement generators rather than determinants of value. They ignore cash flows, timing and risk.


Perspectives


As presented here, growth "happens" as a consequence of financial policy and profitability. Of course, ultimately growth depends on selling more of something and some students may feel the chapter's treatment neglects relevant marketing aspects. Here, the point is to draw attention to the investment and financing implications of growth.



Some may also be concerned that there is little management involvement when most of the investment and financing relationships are treated as given. While this is necessarily true to start with, potentially all aspects of profitability, asset investment and financial policy are candidates for "management".


4.6 SUMMARY AND CONCLUSIONS


APPENDIX 4A - A FINANCIAL PLANNING MODEL FOR THE HOFFMAN COMPANY
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