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The purpose of this document is to help you as you prepare your forecasts for your company report.  Students sometimes are confused as to which method they should use in forecasting specific items from the Income Statement, Balance Sheet, and Cash Flow Statements.   The following material discusses two types of forecasting:  required and preferred.  Required forecasted variables must be forecast in the method discussed.  There is no room for judgment.  Preferred forecast variables are suggestions that I have found helpful as I forecast these variables.

Required Forecast Variables
There are six required forecasted variables.  These must be forecast in the method specified.  They are:

1. Forecasted Retained 
Earnings (t+1):
Previous retained earnings(t) + net income(t+1) – dividends(t+1).  Note that dividends are from the Simplified Cash Flow Statement, and that Dividends are negative—hence, your formula will actually be plus the negative dividends.

2. Gross PP&E(t+1) : 
Previous Gross PP&E(t)   +  New Investments(t+1)  (in dollars)

3. Accumulated 
Depreciation(t+1):
Previous Accumulated Depreciation(t) + current Depreciation(t+1)
4. Net PP&E(t+1): 
Gross PP&E(t+1) – Accumulated Depreciation(t+1)

5. Cash Flow Depreciation and 
Amortization:
Current Accumulated Depreciation(t+1) - Previous Accumulated Depreciation(t) 

6. Long-term






Debt (LTD) (t+1):

LT Debt(t) 
+ New LT Debt(t+1) -
Debt Repayments(t+1)
Preferred Forecast Methods

There are seven variables from which I have a preferred method of forecasting.  While there are different ways to forecast these variables, following is the preferred method that I have found that is most useful in forecasting the specific variables.  You can use whatever you would like.  They are:

7. Interest Expense:  
Interest expense is what you are charged for borrowing.  I first forecast the interest rate on company debt (in percent) times the average debt outstanding, which is the average of the company long-term debt, notes payable, and current portion of long-term debt.  Remember to get the average amount outstanding, it is the average of your current year forecast for the variable from the balance sheet and last years actual or forecast.  You can get the rate on 6 month US dollar interest rates from Section 19:  Year-end Economic Data and Forecasts as a beginning forecast for your cash rates. 
8. Interest Income:
Forecast interest rate on company cash (in percent) * average (cash and short-term investments). You can get the rate on 6 month US dollar interest rates from Section 19:  Year-end Economic Data and Forecasts as a beginning forecast for your cash rates. 

9. Accumulated 
Depreciation(t+1):
Previous accumulated depreciation(t) + 50% of your depreciation percentage times your new investments in PP&E(t+1) + Previous Net PP&E times your depreciation percentage.  We assume that, on average, you buy your new equipment half-way through the year, so you only take half of your depreciation from your new investments in PP&E.

10. Cash and 
Long-term Debt:
Generally, I assume both categories to remain constant while you make your first few pass on forecasting the income and balance sheet.  However, once you are comfortable with the income statement and balance sheet, then using the abbreviated cash flow statement discussed in class, calculate your cash.  If the company needs cash, use long-term debt as your plug.  If the company has excess cash, I use Cash and Short-term investments as your plug.  You can go back later and reallocate cash to other areas such as Short-term investments.

11. Common Stock:
Generally, I assume no new financing using stock, as most analysts compare earnings per share metrics, and by changing the shares outstanding, you will change your earnings per share.  I try to keep shares outstanding constant through the entire forecast period, and use the shares outstanding from the most recent 10Q Quarterly report.  However, when you know of new shares issued, the formula is: Common stock(t+1) = Current stock(t) + Proceeds from sale of new stock(t+1)  - Repurchase of existing stock(t+1).  See the Tutorial FR-AI Understanding and Forecasting Common Shares.
12. Accounts 

Receivable:
Generally, I forecast AR first as a percentage of sales.  Then I use the Days to Receive AR, a ratio from Exhibit 4: Section 6 Turnover Analysis, as the starting point for this asset.  You will forecast, based on historical and your expectations for the economy, how long (in days) it is going to take the company to receive their accounts receivable.  Your assumptions at the bottom includes this asset as a percent of sales, increase or decrease the percentage until you get roughly the number of days to receive Accounts Receivables as you forecast.  


If you want, use the Goal Seek function.  Put the cursor on the Days to receive receivables, set that cell to the number of days you want, and by changing the assumptions cell the computer will find the correct percent of sales.
13. Accounts Payable: Generally, I forecast Accounts Payable first as a percentage of sales.  Then I use the Days to Pay Payables, a ratio from Exhibit 4: Section 6 Turnover Analysis, as the starting point for this asset.  Generally, use the Days to Pay Payables as the starting point for this liability. You will forecast, based on historical ratios and your expectations for the economy, how long it is going to take the company to pay their accounts payable.  While your assumptions at the bottom includes this liability as a percent of sales, increase or decrease the percentage until you get roughly the number of days to pay payables as you forecast.


If you want, use the Goal Seek function.  Put the cursor on the Days to Pay Payables, set that cell to the number of days you want, and by changing the assumptions cell the computer will find the correct percent of sales.

14. Inventory:
Generally, I forecast inventory first as a percentage of sales.  Then I use the Days to Turn Inventory, a ratio from Exhibit 4: Section 6 Turnover Analysis, as the starting point for this asset.  You will forecast, based on historical ratios and your expectations for the economy, how long it is going to take the company to turn their inventory (in days).  While your assumptions at the bottom includes this asset as a percent of sales, increase or decrease the percentage until you get roughly the number of days to turn inventory as you want to forecast.


If you want, use the Goal Seek function.  Put the cursor on the Days to Turn Inventory, set that cell to the number of days you want, and by changing the assumptions at the bottom of the spreadsheet the computer will find the correct percent of sales.

15. Depreciation: 
Generally, we assume that, on average, you buy your new equipment half-way through the year, so you only take half of your depreciation from your new investments in PP&E for the current year.  Add to this your full depreciation from your Net PP&E from previous year, i.e. Previous Net PP&E times your depreciation percentage.

BM402-05 Forecasting I - Key Variables.doc
- Page 3 of 3 -


