F602

Week 2 hints

October 29, 2005

Hello to all,

Be sure to read all of this document, including the part in yellow at the bottom.

The assignment for week 2 states, ‘Prepare a financial plan for the Rondo Company, including the computation of the additional funds needed (AFN) for each of the next six years. You do not have to plan for the source of the additional funds, just identify the needs.’

Some points of clarification: The first of the six years of your AFN schedule will be the year after the last one in the financials of the case study (12/31/05). So we are forecasting for 2006 through 2011. Please use the Master Workbook file ‘Week 2’ Worksheet tab for your calculations. Be sure to double check my values in the Financial Statements for 2003 through 2005 on that worksheet.

Again, you do not need to identify the sources for the added funds (as in debt or equity) each year – just the quantity needed.

The text does a very good job of explaining the process for these calculations. We will make assumptions that make this exercise for week 2 considerably easier than the technique shown in the text. Please be sure to do the assigned readings (I recommend you give Ch. 8 a second reading). I am confident that once you read and review the following hints you will be able to tackle this problem. When we finish it you may question the validity of some of the assumptions. This is good, since it will show that you understand the significance of estimates in the financial planning process.

Recognizing the purpose for calculating the AFN for operations in future years, we will start with the Income statement. We have sufficient information in the case to project the actual sales for each of the six years after 2005. The case study discusses growth rates. “Rondo’s Board of Directors has established several policies… Annual company growth should be in the 5% to 10% range… Based on that, I suggest you use 8% for the growth in sales.

Given that, we can increase our expenses to be consistent with the sales growth. I recognize that this is simplistic (see the final few paragraphs of this document).You may use this approach and simply allow Cost of Goods Sold, Selling, General and Administrative expenses to grow at the same rate as sales. There are many reasons to think why this assumption is inaccurate.  I do expect you to understand why a company’s expenses should not necessarily rise proportionately with sales volume. AS PART OF YOUR DISCUSSION TO BE SUBMITTED WITH YOUR WEEK 2 HOMEWORK, PLEASE ADDRESS THE FOLLOWING IN A PARAGRAPH OR TWO. Why do you think expenses should not simply rise proportionately with sales growth and/or, what do you think would happen to management if they allowed all expenses to increase at the same rate as sales, over an extended period of time?

Depreciation expense will also increase, since we would expect the fixed assets to grow in order to support the growth in sales. The case study alludes to Rondo operating near capacity. This suggests some complications in determining how much Rondo’s production equipment would need to expand, in order to accommodate the forecasted change in sales volume. In spite of this situation, we will assume that the fixed assets and depreciation will grow at the same rate as sales. Again, you should understand how the assets and the related depreciation need to change in ‘the real world’, versus this simplified assumption. There are a couple of variations in treatment of fixed assets discussed in the text. I strongly recommend that you include a brief summary that discusses the issues involved in this and other elements of the AFN calculation as necessary (Hint: where I state that I expect you to understand a calculation or approach can be translated as ‘show me that you understand it’.)

Interest expense is a bit trickier; however, it is not that complicated. The schedules that you are working on at the ‘Off Topic’ Message Board will help you in this regard.

Keep in mind that we are not specifying the source of the AFN, so we will assume no added interest expense from new debt for the next six years. The amounts calculated on the amortization schedules should be relevant to your future year income statements and balance sheets (assuming you get the correct calculations on the debt).

As a result of your collaborations you should be able to fill in the line item amounts for interest expense on the projected Income Statements, as well as the debt amounts on the Balance Sheet – simply by using the amortization schedules. Of course it will be up to you to double check each of these schedules for accuracy.

As a hint to confirming the accuracy of an amortization schedule, you should be able to combine the interest expense from the bank loan and mortgage bond on the amortization schedules for 2005 and get a total that matches the 2005 Income Statement Interest expense, right? 

Given all of the above, you can calculate taxes, net income, and dividends paid for future years. The dividend payout should be consistent with the directors’ wishes as stated in the case. Other guidance can be derived by looking at what the company paid out in dividends as a percent of net income for 2003, 2004 and 2005.

Regarding the Balance Sheet items:

If current assets were assumed to have a consistent ratio with sales they would be increased on the same basis as sales, for the purpose of this exercise. Fixed assets (PP&E) may also be increased consistent with sales. In effect, we are allowing all of the assets to grow at a pace consistent with sales. Accounts payable and accruals will also ‘spontaneously’ increase with sales and current asset increases. The current portion of the bank loan ($2.5M) remains that same amount for 200_ through 200_. When does the principle payment of the bonds become a current portion (i.e., due in the next twelve months)? The amortization schedule should give you insight into this. Please keep in mind that I am not going to be overly concerned if you do not have the classification of the bank loan and mortgage bond vis-à-vis current and long-term totally correct. The important issue is to make sure the total of each debt is correct at the end of each of the forecast years. The classifications on the Balance Sheet have utility to outside users of the financial statements but we won’t be preoccupied with that ‘accounting’ detail.

This completes the current liability portion of the forecast. The long term portion of the debt is projected to continue as per the terms of the current obligations – do not include any new debt that the case study refers to as potential financing sources.

These hints give you a pretty clear methodology for computing the AFN, and it is a streamlined approach to what the text shows. Remember, we do not need iterative methods for determining the AFN, as the example in the text demonstrates. We are simply looking for what the total needs for at the end of each year.

ALSO REQUIRED:

In a one or two page written summary to me (Mr. Rondo), please let me know what you have determined are our funding needs with respect to your AFN projections. Give me a brief explanation of the assumptions you made to determine the annual AFN. 

As a final hint, you should take a few minutes and review what you determine your additional funds need to be for each of the next five or six years. What do you think is a reasonable figure? If your calculations show that Rondo needs to find sources for $50M in 2011, does that seem reasonable? In other words, when you get done, see if your amounts are in the realm of reality for the size of Rondo’s operations. Also, does the AFN number that you compute at the end of each year of your future Balance Sheets represent the AFN for that year, or is it a cumulative amount? Recall that the figures on a Balance Sheet represent amounts at a point in time. The Balance Sheet ‘as of’, date is different from the Income Statement: ‘for the Year Ended’.

IMPORTANT – READ THE FOLLOWING:

If you do all of the above correctly, you will earn a maximum of 85% of the points for this AFN assignment. Here is what you need to do in order to earn the final 15%:

Duplicate your AFN schedule onto another worksheet in your Excel workbook (label it accordingly) and make the following revision:

Make a reasonable assumption for how you think expenses and dividends could be adjusted and come up with a revised AFN schedule that would substantially limit the need for Rondo to find additional funding to sustain its growth in operations. For example, you could analyze the change in the expense line items from 2003 through 2005 and use that as a basis for projecting the growth in expenses for future years, in particular Cost of Goods and Selling, General &Administrative. Cost of Goods sold as a percent of gross sales cannot be reduced significantly without increasing fixed assets used for production. It would be unreasonable to reduce the cost of goods (as a % of sales) by more than one percent per year without additional investment. Rondo did not make any improvements from 2003 through 2005 in terms of the gross profit percentage of sales; probably because they are close to the limit of production capacity. Also remember that we need to keep the dividend payout as close to 40-50% of Net Income as possible.

Furthermore, the interest expense and depreciation numbers cannot change from the first (simplified) version that you compute. We are not going to get bogged down in an iterative process for determining the AFN as more debt is added. We’ll just keep the debt and interest part of the work relatively simple, knowing that any AFN amount would then have to take the added interest expense into account. If you can figure out the AFN assuming the existing debt at 12/31/05, without deciding the composition of new funding, that is the critical issue. Let me know if you have questions about this.

There may be items on the Asset side of the Balance Sheet that should be adjusted to reduce the AFN forecasted amount as well. If you propose a significant increase in Property, Plant and Equipment then I would consider an improvement in the gross profit (as a percent of sales) a natural outcome of those investments. (Be realistic in this regard). Look at all of your Balance Sheet Asset items while you are preparing this second, revised AFN schedule (there may be issues identified in the week 1 ratio analysis that provide insights to this). Of course you need to make sure your forecasts are reasonable and practical.
Best wishes with week 2!                   

Bill Harn

