FINA 405, Fall 2016
Instructor: Dr. Elali 
In Class Exercises 
Managing Growth

Suggested Solution for Optimal Scam Company

The Optimal Scam Company would like to see its sales grow at 30% for the foreseeable future. Its financial statements for the current year are

Income Statement ($ millions)
Sales			32.00
Costs			28.97
Gross Profit		3.03
Taxes			1.03
Net Income		2.00
Dividends		1.4
Retained Earnings	0.6
Balance Sheet ($ millions)
Current Assets		16
Fixed Assets		16
Total Assets		32
Current Debt		10
Long-term Debt	  4
	Total Debt	14
Common Stock	14
Retained Earnings	  4
Total L& Equity	32







[bookmark: _GoBack]Suggested Solution:

a. Since you are making a projection for one year in the future it is reasonable to assume that fixed costs do not change.  Thus, if sales grow 30%, then net income will grow 30%.  Net income is $2,000,000(1.30) = $2,600,000.
Determine total uses of funds:
Total Assets = (0.30)($32 million) = $9,600,000
Determine total sources of funds:
Retained Earnings = (1.30)($32 million)(0.0625)(1-0.70) = $780,000
Current Debt =(0.30)($10 million) = $3,000,000

External Funds Needed	= Total uses – Total sources
			= 9,600,000 –780,000 –3,000,000 
= $5,820,000
D/E ratio = 0.4375
Max allowable debt = (Total Assets) * (D/E) = (41,600,000) * (0.437) =$18,200,000
 LTD = Max allowable debt – STD – Existing LTD
 LTD = 18,200,000 – 13,000,000 – 4,000,000 = $1,200,000
 Common Shares = EFN – Addition to LTD = 5,820,000 – 1,200,000= $4,620,000 Thus, to maintain its debt-to-equity ratio, Optimal Scam must issue $4,620,000 of new stock and $1,200,000 of new long-term debt.
b. 
	Pro Forma Balance Sheet 
Optimal Scam Company

	Current assets
	$20,800,000

	Fixed assets
	20,800,000

	Total assets
	$41,600,000

	Current liabilities
	$13,000,000

	Long-term debt
	5,200,000

	Total liabilities
	$18,200,000

	Common stock
	$18,620,000

	Accumulated retained earnings
	4,780,000

	Total equity
	$23,400,000

	Total liabilities and equity
	$41,600,000




 
d.        Optimal Scam is far below its growth rate objective.  Cutting the dividend to zero will not be enough.  It could only attain a 12.5% growth rate by eliminating the dividend.  Optimal Scam must increase its asset utilization and/or its profit margin substantially to be able to achieve its objective growth rate.  Optimal could also increase its debt load; this action will increase ROE. 
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