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Projected Finarncial Statements

8.7 Develop projected financial stgtements to reveal the impact of strategy

recommendations.

Projected financial statement analysis is a technique that allows:a

organization to examine the expectgd results of strategies

ingdmplemented.

This analysis can be used to forecasf the impact of varioussimpiementation

decisions (for example, to increase

institutions require at least three ye

whenever a business seeks capital. .

sheet allows an organizati

ptigns: (1) The company nee

promotion expe

¢ted incomeé statement and balance

iptite projected financial ratios under various

ears and to industry averages, financial

the feasibility of various strategy-

and a balance sheet for the Litten Company
bjected statements for Litten are based on five

ds to raise $45 million to finance expansion

oreign markets; (2) $30 million of this total will be raised through increased

debt and $15 million through common stock; (3) sales are expected to increase

50 percent; (4) three new facilities,

costing a total of $30 million, will be

constructed in foreign markets; ang (5) land for the new facilities is already

owned by the company. Note in Tgble -6 that Litten’s strategies and their

implementation are expected to res

ult in a sales increase from $100 million to

$150 million and in a net increase in income from $6 million to $9.75 million in

the forecasted year.
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nt and Balance Sheet for the Litten Company (in

Table 8-6 A Proectad Income

millions)
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PROJECTED INCOME STATEMENT

Sales $100 $150.00 50% increase

Cost of Goods Sold 70 105.00

Gross Margin 30 45,00

Selling Expense 10 10% of sales

Administrative 5% of sales

Expense

Earnings Before

Interest and Taxes ;

Interest 3.00
12 19.50
9.75 50% rate
Net Income 6 9.75
Dividends 2 5.00
Retained Earnings 4 4.75

PROJECTED BALANCE SHEET

! : !
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Assets

Cash 5 7.75 Plug figure

Accounts 2 4.00 100% increase
Receivable

Inventory 20 45.00

Total Current Assets 27 56.75

Land 15 35.00 hased land

Plant and 50 Add three new plants at
Equipment $10 million each

Less Depreciation

Net Plant and 60.00
Equipment
55 75.00
82 151.75
Accounts Payable 10 10.00
Notes Payable 10 10.00
Total Current 20 20.00
Liabilities
Long-Term Debt 40 70.00 Borrowed $30 million
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Additional Paid-in- 20 35.00 Issued 100,000 shares
Capital at $150 each
Retained Earnings 2 6.75 $2 + $4.75

Total Liabilities and 82 151.75

Net Worth

Projected financial analysis can be ¢xplained in seven

1. Prepare the projected income stateme
by forecasting sales as accufately as

push historical percentages]i

increases. Be mindful of wh

increases, which may.no

70 percent of sales in the prior year (as it is in

. Be careful not to blindly

rethe balance sheet. Start

perating at 100 percent capacity running three
probably new manufacturing facilities (land,
be needed to increase sales further.

s method to project cost of goods sold (CGS)

Fable 8-6), then use that

same percentage to calcula\te CGS in the future year—unless there is a

reason to use a different pdrcentage. Items such as interest, dividends,

and taxes must be treated jndependently and cannot be forecasted using

the percentage-of-sales method.

3. Calculate the projected nefincome.

4. Subtract from the net incon{ne any dividends to be paid for that year. This

remaining net income is refained earnings (RE). Bring this retained

earnings amount for that ypar (NI — DIV = RE) over to the balance sheet

by adding it to the prior yepr's RE shown on the balance sheet. In other

words, every year, a firm aglds its RE for that particular year (from the

income statement) to its historical RE total on the balance sheet.
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Therefore, the RE amount oh the balance sheet is a cumulative number

rather than money availablg for strategy implementation. Note that

retained earnings is the first projected balance sheet item to be entered.

As a result of this accountinJF; procedure in developing projected

financial statements, the RElamount on the balance sheet is usually a

large number. However, it 3lso can be a low or even negative number if

the firm has been incurring

one year to the next on the

earnings loss that year or () the firm had positive net i

year but paid out dividends
RE is the key link between

5. Project the balance sheet it

then forecasting shareholdgrs’ equity

liabilities, total liabilities, tg

that order), working from t

currently reduce a liabi

on the first pass-through, s

7. List commentary (remarks

losses. The only way for RE to decrease from

balance sheet is (1) if the firm ing

2ms, begin

otiom to the top of the balance sheet.

lug figure—that is, use the cash account to

i Bllities and net worth. Then make

br example, if the cash needed to balance the

oo large), make appropriate changes to

ey than planned. If the projected cash account

rould reduce the cash number and

ity or equity account the same amount to

2ep the statement in balautce. Rarely is the cash account number perfect

adjustments are needed and made.

on the projected statements. Any time a

significant change is made fin an item from a prior year to the projected

year, an explanation (comthent) should be provided.

Comments/remarks are es

difficult to understand.

ential because otherwise changes can be

The U.S. Securities and Exchange Qommission (SEC) conducts fraud

investigations if projected numbers

that is important to investors. Projg

are misleading or if they omit information

cted staternents must conform with generally

accepted accounting principles (GAAP) ar.d must not be designed to hide poor

expected results. The Sarbanes-Oxley Act requires CEOs and CFOs of
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10/10/2019 Projected Financial Statements
corporations to personally sign theiy firms’ financial statements attesting to their
accuracy. These executives could thjis be held personally liable for misleading or
inaccurate statements. Some firms sill “inflate” their financial projections and
call them “pro formas,” so investors) shareholders, and other stakeholders must

still be wary of different companies’|financial projections.”&

On financial statements, different cgmpanies use different terms for various

profits can refer to the same item or
4

company.
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Projected Financial Statement Analysis

for D. R. Horton

Because so many strategic managern
developing projected financial state

previous pages to the largest Ameri

nent students have limited experience
ments, let us apply the steps outlined on the

ran homebuilder company by revenues, D. R.

Horton (DRH). The projected stateinents, developed on January 14, 2014,

considered that D.R. Horton would

Scotch and Gulf Lumber, (q
Plywoad. Total Cost = $85

2. Expand home-building seryi

the market by the end of 24

second-largest city i

e enough to (

ure service expansions.)

Fncréase the number of cor
alifornia and Nevada by 2
10 more communities in N
4. Develop and launch a natig

include D. R. Horton's low

they provide value), home

pcated where Bismarck and Minneapolis can
rhead. If all goes well, place a second

the second-largest city in SD. It is located

Casper, WY, and Scottsbluff, NE, for possible
Total Cost = $232 million

nmunities that DRH services by 50% in

016 (20 more communities in California and
pvada). Total Cost = $290 million

nwide marketing campaign. Topics should
prices in the industry (while still stressing

owning is still more cost effective than

renting, green solutions oijred by DRH, corporate social responsibility

efforts by DRH, and target
Total Cost = $35 million

Based on these recommendations,

statements are given in Tabie 8-75

due to DRH potentially acquiring fi

https://etext.pearson.com/eplayer/print?isDeeplink=true&launchLocales

g the 55 to 75 age group for buying homes.

DHR’s actual and projected income
. Note the large increase in sales in 2014 were

ur smaller homebuilder companies. Note
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also at the bottom of Table 8-7& the|dividends to be paid and resultant annual
retained earnings to be carried forwgrd to the DRH projected balance sheets.

Commentary regarding DRH's actud] and projected income statements is
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Table 8-7 DRH's Actual and Projected [ncome Statements {in millicns)
Sales $6,259.00 $10,607.94 $12,520.69 $14,776.03
Costs of $4,854.00 $8,570.14 $10,115.44 ,937.52
Goods Sold
Gross Margin $1,405.00 $2,037.81 $2,838.50
Selling & $766.00 $1,298:2 $1,808.35
Administrative
Other ~$15.00 -$30.01 -$35.41
Operating
EBIT $764.99 $902.93 $1,065.57
Interest $8.47 $10.00 $11.80
$15.25 $18.00 $21.25
$658.00 $771.77 $910.93 $1,075.01
Taxes $195.00 $228.72 $269.96 $318.58
Net Income $463.00 $543.05 $640.97 $756.43
Dividends $60.20 $70.45 $§72.57 $74.74
Retained $402.80 $472.60 $568.41 $681.69
Earnings

https:/etext.pearson.com/eplayer/print?isDeeplink=true&launchl.ocale
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Fincome Statements

Table 8-8 Commants Regarding DRHE Actual
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Sales New home building up 18% in last year. 15% increase year to
year seems fair (works out to about 15% in the housing
market and 10% in Quilding supplies). Plus, the goal of 1%

increase in market ghare (0.33%/yr). Plus, $3,000 in year 1 from

acquisitions.

Costs 80.8% of sales after|acquisitions
of Goods

Sold

Gross

Margin

Selling
and
Admin.

Expense

0.25% of sales

EBIT

Interest 0.08% of sales

Other 0.14% of sales

Income

EBT
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-
Taxes 29.65% of EBT

Net

Income

Dividends 3% increase year @ year. Plus, $8.2M in ygar

acquisitions,
Retained NI — Dividends
Earnings

Table 8-9& reveals DRH's

recommendations listed e
to the balance sheet.’

balance sheefa ch

https://etext.pearson.cam/eplayer/print?isDeeplink=true&launchlocal

T

- projected balance sheets given the four
the annual retained earnings carried forward

rovides commentary regarding the projected
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Table 8-9 DRH's Actual and Projected|Balan

ce Sheets n millions)
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54 o § g g o3
FEQISOTER

Assets
Cash $937.00 $1,091.30 $891.72
Inventory $6,197.00 | $7,955.96
Deferred $587.00 $994.87 $1,385.77

Income Taxes

Other Current $99.00
Assets
Total Current $11,555.49 $13,294.06
Assets
$924.76 $943.40 $962.98
$130.00 $500».OO $530.00 $560.00
Goodwill $39.00 $199.00 $199.00 $199.00
Other Long-Term $313.00 $981.40 $1,053.23 $1,128.64
Assets -
Total Fixed $1,059.00 $1,605.16 $1,665.63 $1,730.62
Assets 4 '
Total Assets $8,857.00 $11.746.28 $13,221.12 $14,949.94

https://etext.pearson.com/eplayer/print?isDeeplink=true&launchlLocale Fen-us&url=https://etext.pearson.com/eps/pearson-reader/apifitem/5237b030. ..

15/22



10/10/2019

hitps://etext.pearson.com/eplayer/print?isDeeplink=true&launchlLocale=¢

Projected Financial Statements

Liabilities

Accounts $400.00 $583.44 $688.64
Payable

Taxes Payable $60.00

Accrued $211.00 $443.28
Liabilities

Other Current $615.00 $615.00 $615.00
Liabilities
Total Current $1,576.68 $1,739.26 $1,930.96
Liabilities

Long-Ter $3,509.00 $4,959.00 $5,702.85 $6,558.28

$3.00 $3.00 $3.00 $3.00

Total Noncurrent $3,5612.00 $4,962.00 $5,705.85 $6,561.28
Liabilities
Total Liabilities $4,798.00 $6,538.68 $7,445.11 $8,492.24

Additional $2,042.00 $2,218.00 $2,218.00 $2,218.00
Paid-in Capital
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Common Stock

$3.00 $3.00 $3.00 $3.00

Retained

Earnings

$2,146.00 $3,118.60 $3,687.01

Treasury Stock -$134.00 -$134.00 -$134.00
Other $2.00 $2.00 $2.00
Accumulated
Income
Total $5,776.01 $6,532.44

Stockholders’

Equity

Total Liabiliti
and Net Worth

$11,746.28 $13,221.12 $14,949.94
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s Regarding DRH's Actual and Pre

e

Table 8-10 Commen
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Assets
Cash Plug Variable
Inventory 75% of sales affer acquisitions
Deferred 9.4% of sales

Income Taxes

Other
Current

Assets

$22 increase in|year one due o &

Total Current

Assets
Land, Plant, ations, Average = 3.75 million. Upgrading 5
and and adding 2 new facilities in the next 3

Equipment

ars. Plus 5% pverage increase with market share per

year. Plus $670[in vear 1 from acquisitions

Depreciation

per year

$340 increase in year 1 from acquisitions plus 30 million

Goodwill

$160 increase ¢lue to acquisitions

Other Long-

Term Assets

Increase at the[same percentage as Land, Plant, and

Equipment, les$ acquisitions

Total Fixed

Assets
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Total Assets

Liabilities

Accounts

Payable |

5.5% of sales affter acquisitions

Taxes

Payable

Accrued

Liabilities

3.0% of sales dfter acquisiti

Other
Current

Liabilities

Total Current

Liabilities

Borrowed $14%0 for acquisitions and expansions in year 1.

Plus 15% there

after.

Minority

Interest

Total
Noncurrent

Liabilities

Total
Liabilities

]
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Additionail

Paid-in

Capital

$176 increase in year one due to acquisitions

Common

Stock

Retained

Earnings

Prior RE + the new annual RE

Treasury

Stock

Other

Income

Total

Stockholdets’

Note in Table $-52 that DRH incregsed its retained earnings on the projected

balance sheets correctly, expecting fc pay out the dividend amounts indicated in

Table #-8&, Note in Table 8§

= thal the projections show DRH not buying back

any of its own stock (treasury stock], as indicated by the $134 number staying

unchanged. Many companies lately|have been aggressively buying their own

o0

stock, reflecting optimism about thdir future. However, some analysts argue that

stock buybacks eat cash that a firm fould better use to grow the firm. Stock
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buybacks do however reduce a firm
increases a firm's EPS, so firms :feéi:
buybacks. Sometimes firms will thy
the quarter, or near the end of the 3
oftentimes makes the stock price g¢
worth of its own stock in its 2014 fi
the company’s EPS of $2.10, thus b
fact, 25 Reréent of the S&P 500 cony
increased their EPS by 4 percent or

https://etext.pearson.com/eplayer/print?isDeeplink=true&launchLocale =
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‘s number of shares outstanding, which

this “intangible benefit” with stock

S in‘cfeaée their treasufy stock near the end of
ear, to “artificially” inflate their EPS, which
up. For example, FedEx bought $2.8 billion

scal fourth quarter, contributing 15 cents to

rating Wall Street’s expectation of $1.95. In
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