Financial Forecasting


Computer Lab 02 Student Handout
Cash Forecasting and 
Cisco Systems Forecasting Borrowing Needs
BM402 Managerial Finance

Purpose

The purpose of Computer Lab 02 is to help you as you learn about financial forecasting.  We will first do Chapter 3: Problem 1 which is a cash forecasting problem.  
Then we will do an actual company which you chose Thursday in class where you are an intern in the Capital Market’s department of Cisco Systems (CSCO).  You will then forecast borrowing needs for 2011 given certain parameters (CSCO has a July year-end).
Computer Lab Problems

First do Chapter 3: Problem 1 which is a cash forecasting problem.  This should be relatively straightforward.  Information is on Computer Lab 02 Student Template.xls.  When you open the file, it will ask for a password.  Hit enter, and the spreadsheet will open.
Second, you will forecast borrowing needs for Cisco systems to determine CSCO's 2011 external financing required.  This will be based on the income statement and balance sheet assumptions provided below.  This will help you as you begin developing your framework for financial forecasting and will aid you in seeing another side of finance.
Support Information
External financing required.  When you are done forecasting the balance sheet, the 'Assets' and 'Liabilities and Equity' portions of the balance sheet will not equal each other; in other words the accounting equation (A = L + E) will not hold true.  The external financing required in 2011 will be equal to the difference between the 'Assets' and 'Liabilities + Equity' portions of the balance sheet.  If the Asset portion of the balance sheet is greater, then the assumption is that additional financing will be required at some future point.  This additional financing is the external financing figure we are looking for.  
Instructions:

*BEGIN WITH THE INCOME STATEMENT.  You have been instructed by your Manager to use the following assumptions in your 2011 forecast:
INCOME STATEMENT
· Management projects 9% sales growth in 2011 and 2012, with 8% thereafter. 
· CSCO anticipates a 19% tax rate for all years.

· Management anticipates Cost of Goods Sold will equal the average of the past 5 years.  To get this figure, divide the cost of goods sold over the last five years by the sales over the last five years.  
· SG&A (Selling and Administrative Expenses) is expected to decline 0.1% over 2010 and the last four quarters to 26.6% of sales.

· R&D costs are expected to rise slightly to 13.4% of sales for all five years.
· Management estimates a 1.4% annual interest income on 'Cash' and 'ST Investments’ (remember to use the average of the current and previous balance sheets).  This is roughly 50 basis points under the 6 month US Dollar interest rate.  
· They expect to pay 5.6% interest expense on long-term debt which is roughly 3.7% over 6 month rates.
· Non-operating income is expected to remain low but volatile.  They expect 0.3% of sales.

· For line items which have had no data historically, management forecasts at zero.

· Management assumes no change in shares outstanding in 2011.  Shares outstanding are given in the spreadsheet.
BALANCE SHEET

· Short-term Investments are expected to remain the same as 2010.

· Gross PPE is projected to grow by $1.2bn each year for the next five years.
Current Assets – Other is expected to remain at 10% of sales.

· Other Long-Term Assets is projected to equal 7.7% of sales.

· Depreciation will be calculated using a remaining life of 2 years.   Management has found that if they set their Depreciation percentage to 40%, this usually works out as close.
· Investments and Advances – Other will stay at 6.0% of sales.
· Accounts Payable (A/P), Accrued Expenses, Accounts Receivable (A/R), and Inventory, are anticipated to equal the five-year average percentage of sales calculated similar to COGS and SG&A above.
· Other Current Assets, Intangibles, Other Current Liabilities, Other Liabilities, Notes Payable, and Capital Surplus are expected to be the same as 2010. 
· Don't forget to add the Retained Earnings formula for 2011 on.
· Income taxes payable is forecast to remain at 0.7% of sales.
· Shares outstanding will remain the same as most recently reported:  5,688 for Primary, 5,795 for diluted, and 5,722 and fiscal year-end (these are already in the spreadsheet).


*NOTE: ALL BALANCE SHEET ITEMS NOT ADDRESSED SHOULD BE EQUAL TO 2010 FIGURES.
Additional Questions

1. What is the external financing required?  Do they need additional financing?  
2. How much cash is forecast to be generated each year? (An easy way to do this is to set your cash to zero and see how much the balance sheet goes out of balance.  That will tell you how much cash is generated or needed).  What would you do with your excess cash?
3. How reasonable are the forecasts you were given?  Could you have done better?  Are there better ways for forecasting certain items?
4. What if accounts receivables, accounts payable, and inventory were forecast in terms of Days to Pay Payables, Days to Receive Receivables, and Days to Turn Inventory.  Could you do it?  Would Goal Seek help?  (we can do it in class if you would like).
5.  Why do you think that shareholder’s equity accounts generally do not change when forecasting, except for retained earnings?

6. What is the benefit of having common size financial statements when forecasting?  Would it have saved you time?  Did you check out Exhibit 4 – Section 13 and 14?  Is this a good place to check and make sure your formulas for % of sales are good?
7. Based on your analysis here, do you see how the ratios you developed in the previous case studies and problems can help you in your forecasting as well? 
8. Are you noticing a good structure as you set up your Excel financial statements?  Did you only hard-code (type) data into the light green cells?  Did you document your data in the light blue cells?  How might this help make sure there are fewer mistakes in your spreadsheets?
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