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Purpose

The purpose of this teaching tool is to help you as you prepare forecasts for your company report.  In doing this analysis, the easiest method I have found is to divide your window into three screens.  In the top screen you will have your financial statements.  In the bottom screen, you will have your assumptions.  An in the middle screen you will have specific sections from Exhibit 4:  Ratios, which are listed below. 
Please note that this is not the only way to forecast these variables, but these are my recommendations only.  But they have come from 15 years in the industry, so I hope they will be helpful.  

Income Statement Items

 AUTONUM    Sales.  There are lots of different ways to forecast sales.  For a basic starting point, I would assume a specific growth rate.  Use the Exhibit 4 - Year on Year Nominal Growth Rates for historic growth rates in your middle screen.  Look at your forecast assumptions for growth rates, and make sure that your forecast growth rates are the same as those shown in the middle section.

 AUTONUM    Cost of Goods Sold.  This is forecast as a percent of sales.  Use Exhibit 4 - Income Account Analysis as a Percent of Sales in your middle screen for historic percentage of sales information.  It can also help to make sure your forecast formulas are correct.
 AUTONUM    Selling, General, & Admin Expenses.  This is forecast as a percent of sales.  Use Exhibit 4 - Income Account Analysis as a Percent of Sales in your middle screen for historic percentage of sales information.  It can also help to make sure your forecast formulas are correct.

 AUTONUM    Depreciation, Depletion, & Amortization.  This is not forecast, but is directly from the cash flow statement under depreciation and amortization.  This is multiplied by -1 (Exhibit 3 – Cash Flow), 

 AUTONUM    Interest Expense.  This is not directly forecasted; rather, you assume interest rates on debt are a specific number of basis points (1/100th of 1 percent) over 6 month interest rates.  See Exhibit 4 – Financial Analysis for historical implied rates and Exhibit 4 – Economic Analysis for historical and forecast 6 month interest rates.  Your forecast interest rate on company debt (in percent) * average (long-term debt, notes payable, and current portion of long-term debt) will give you your interest expense.  It is not a percentage increase or decrease.

 AUTONUM    Interest Income (Data 62). This is not directly forecasted; rather, you assume interest rates on cash are a specific number of basis points (1/100th of 1 percent) below 6 month interest rates.  See Exhibit 4 – Financial Cost Analysis for historical implied rates and Exhibit 4 - Economic Data for historical and forecast 6 month interest rates.  It is not a percentage increase or decrease in last years amount.

 AUTONUM    Special Items. Since special items are so different company to company, assume actual estimated amounts.
 AUTONUM    Income Taxes – Total.  To forecast this, look at Exhibit 4 – DuPont Analysis and look at tax burden.  Your tax rate is 1 – your tax burden.  Assume taxes as a percent of Pretax Profits from Exhibit 4  - DuPont Analysis . 

 AUTONUM    Minority Interest. Since minority interest is so different company to company, I look at minority interest either as a constant amount, as a percent of sales, or as a percent of profits, which ever looks the most stable. 

 AUTONUM    Extraordinary Items.  Since extraordinary items are so different company to company, assume actual estimated amounts.

 AUTONUM    Discontinued Operations.  Since discontinued operations are so different company to company, assume actual estimated amounts.  I generally use amounts reported in the financial statements.

 AUTONUM    Dividends Per share.  With dividends per share, I generally assume either a constant payout ratio or a specific amount as dividends (see Exhibit 4  - Per Share Data).  Look to history as the best forecast of future activity.
Balance Sheet Items
Assets 

 AUTONUM    Cash.  This is not forecasted, but is calculated using the macro that you will write.  The macro assumes that all increases in assets are uses of funds, and all increases in liabilities are sources of funds.
 AUTONUM    Short-term Investments.  Generally, I assume the following increase/decrease in short-term investments.  Most companies have a minimum amount of cash they like to have on hand, which can be determined from the historical statements.
 AUTONUM    Receivables - Total (Net).  When forecasting, I generally assume as specific number of days to receive receivables, consistent with the company’s historical days to receive receivables (see Exhibit 4  - Turnover Analysis).  Adjust the percent of sales for receivables to give the forecast number of days.  It is also fun to use the goal seek function which would set the Days to Receive Receivables to your forecast by changing the % of sales for receivables.
 AUTONUM    Inventories - Total, I assume a specific number of days to turn inventory consistent with the company’s historical inventory turns (Exhibit 4  - Turnover Analysis).  Adjust the percent of sales for inventories to give the forecast number of days.  It is also fun to use the goal seek function which would set the Days to Turn Inventory to your forecast by changing the % of sales for inventory.

 AUTONUM    Prepaid Expenses. This is generally forecast as a percent of sales.  Use Exhibit 4 -  Balance Sheet Analysis as a Percent of Sales in your middle screen for historic percentage of sales information.  It can also help to make sure your forecast formulas are correct.
 AUTONUM    Current Assets – Other. This is generally forecast as a percent of sales.  Use Exhibit 4 -  Balance Sheet Analysis as a Percent of Sales in your middle screen for historic percentage of sales information.  It can also help to make sure your forecast formulas are correct.
 AUTONUM    New investments per year (added to gross PP&E).  This is forecasted independent of all other variables.  Generally, I review the Historical Cash Flow under the Capital Expenditures under the Investing Section.  This gives me a good starting point as to where to begin my forecast.
 AUTONUM    Accumulated depreciation (% per year),  I generally forecast depreciation as a percentage of net PP&E per year.  Assume depreciation for remaining life (Exhibit 4  - Property, Plant and Equipment Analysis)  Adjust depreciation percentage to give remaining life.  The way it is forecast is 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.
 AUTONUM    Investments at Equity. This is generally forecast as a percent of sales.  Use Exhibit 4 -  Balance Sheet Analysis as a Percent of Sales in your middle screen for historic percentage of sales information.  It can also help to make sure your forecast formulas are correct.
 AUTONUM    Investments and Advances – Other. This is generally forecast as a percent of sales.  Use Exhibit 4 -  Balance Sheet Analysis as a Percent of Sales in your middle screen for historic percentage of sales information.  It can also help to make sure your forecast formulas are correct.
 AUTONUM    Intangibles. This is generally forecast as a percent of sales.  Use Exhibit 4 -  Balance Sheet Analysis as a Percent of Sales in your middle screen for historic percentage of sales information.  It can also help to make sure your forecast formulas are correct.
 AUTONUM    Deferred Charges. This is generally forecast as a percent of sales.  Use Exhibit 4 -  Balance Sheet Analysis as a Percent of Sales in your middle screen for historic percentage of sales information.  It can also help to make sure your forecast formulas are correct.
 AUTONUM    Assets – Other. This is generally forecast as a percent of sales.  Use Exhibit 4 -  Balance Sheet Analysis as a Percent of Sales in your middle screen for historic percentage of sales information.  It can also help to make sure your forecast formulas are correct.
Liabilities
 AUTONUM    Accounts Payable. When forecasting, I generally assume as specific number of days to pay payables, consistent with the company’s historical days to pay payables (see Exhibit 4  - Turnover Analysis).  Adjust the percent of sales for payables to give the forecast number of days.  It is also fun to use the goal seek function which would set the Days to pay payables to your forecast by changing the % of sales for payables.
 AUTONUM    Notes Payable. This is generally forecast as a percent of sales.  Use Exhibit 4 -  Balance Sheet Analysis as a Percent of Sales in your middle screen for historic percentage of sales.
 AUTONUM    Accrued Expenses. This is generally forecast as a percent of sales.  Use Exhibit 4 -  Balance Sheet Analysis as a Percent of Sales in your middle screen for historic percentage of sales.
 AUTONUM    Taxes Payable. This is generally forecast as a percent of sales.  Use Exhibit 4 -  Balance Sheet Analysis as a Percent of Sales in your middle screen for historic percentage of sales.
 AUTONUM    Debt (Long-Term) Due In One Year.  This is generally a plug figure, which is run after you determine your need for debt.  Calculate how much debt is needed from below, then adjust the debt due in one year to be consistent with past history.  You can also check Bloomberg to see the debt due and in which of the years.
 AUTONUM    Other Current Liabilities. This is generally forecast as a percent of sales.  Use Exhibit 4 -  Balance Sheet Analysis as a Percent of Sales in your middle screen for historic percentage of sales.
 AUTONUM    Long Term Debt.  This is just an increase or decrease in existing debt. This is generally a plug figure, with no new debt initially.  Run your cash flow macro to see your cash forecast.  If your cash forecast is negative, you will need to add debt.  If debt is needed, add your increase for debt, and then rerun the cash flow macro.  Then adjust debt due in one year to be consistent with past history.  You can also check Bloomberg to see the debt due and in which years.

 AUTONUM    Deferred Taxes (Balance Sheet). This is generally forecast as a percent of sales.  Use Exhibit 4 -  Balance Sheet Analysis as a Percent of Sales in your middle screen for historic percentage of sales.
 AUTONUM    Investment Tax Credit. This is generally forecast as a percent of sales.  Use Exhibit 4 -  Balance Sheet Analysis as a Percent of Sales in your middle screen for historic percentage of sales,
 AUTONUM    Minority Interest. Assume actual estimated amounts.  I generally keep this as a percentage of sales or revenues, or it if is small, as a constant amount.
 AUTONUM    Liabilities – Other. This is generally forecast as a percent of sales.  Use Exhibit 4 -  Balance Sheet Analysis as a Percent of Sales in your middle screen for historic percentage of sales,
Shareholders' Equity
 AUTONUM    Preferred Stock.  I generally assume no change in shares outstanding, or no new preferred stock.  Since the critical factor is shares outstanding, I try not to change this amount from its current amount.
 AUTONUM    Common Stock. I generally assume no change in shares outstanding, or no new common stock.  Since the critical factor is shares outstanding, I try not to change this amount from its current amount.  It is critical to go to the most recent 10-Q to get the most recent shares outstanding amounts. 

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).  This information is covered in FR-AI-3  Understanding and Forecasting Common Shares Outstanding.

 AUTONUM    Capital Surplus.  I generally assume no change in capital surplus.
 AUTONUM    Retained Earnings (Net Other).  Retained earnings is a formula.  It is Current Retained Earnings = Previous Retained Earnings + Net Income – Current Dividends.  Note that that dividends from the Simplified Cash Flow  is negative so the formula is + dividends.
 AUTONUM    Less: Treasury Stock.  I generally assume no new treasury stock, or no change in the amount in Treasury Stock.  Whatever the last amount, I keep that constant until I get new information. 

Checklist for Forecasts

      Financial Ratios

1.  Add the historical and current prices

2.  Add the number of employees

3.   Add the Common Shares outstanding:  basic, diluted, and year-end

4.   Add depreciation and amortization to the Simplified Cash Flow

5.   Add the Cash Flow from Operations

6.   Add the Cash Flow from Investing

7.   Add the Cash Flow from Financing

8.   Add the Income Statement as a percent of sales

9.   Check the Year on Year Growth Rates

10. Add the Balance Sheet as a Percent of Sales

11.  Add the Liabilities and Shareholders Equity as a Percent of L&SE.

12.  Add retained earnings formula

13.  Add Gross PP&E formula

14.  Add Net PP&E Formula

15.  Add the long-term Debt formula

    Financial Forecasts

16.  Forecast Interest Expense correctly

17.  forecast Interest Income correctly

18.  Forecast Accounts Receivable using Days to Receive Receivables

19.  Forecast Accounts Payable using Days to Pay Payables

20.  Forecast Inventory using Days to Turn Inventory

21.  Forecast Depreciation correctly

22.  Correctly forecast benchmark Index earnings

23.  Correctly forecast shares outstanding

24.  Follow FR-FC-2 (this document) to forecast the Other variables.
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