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FORECASTING CASH FLOW

by L. Schall

SUMMARY OF FORECASTING PERSPECTIVE AND STEPS

Business forecasting is fortune telling without the shenanigans.  It is at best a mix of art, intuition, common sense, a little science.  We will typically be well rewarded if we can simply outdo our competitors in seeing ahead.  Here is a simple roadmap on how to proceed.  

· Take a Long-Term Strategic Perspective: Factor in general economic trends (both domestic and international), industry particulars, competition and competitive forces, and the company’s responses to those factors.

· Set the Time Frame of the Forecast: Determine the time period of the detailed forecast for which good estimates are possible, and of the simplified forecast for the more distant future.  

· Develop the Financial Forecast: Forecast the balance sheet, income statement, and statement of cash flows over the relevant time period.   Extract the implied Total Cash Flow, Free Cash Flow, and Equity Cash Flow forecasts from the statement of cash flows and needed supplementary information (interest expense and tax rate).  Perform sensitivity analysis on the forecast to determine which variables most affect the forecast; get added information on the most important cash flow drivers.  For example, if a competitor’s actions have large impact, make sure that information on competitors is adequately researched and reflected in the analysis.

· Consider Alternative Scenarios: Develop financial forecasts for various scenarios.  Assign “best guess” likelihoods (probabilities) to the scenarios.  Adjust strategy in light of the scenario findings.

Let’s now fill out some of the details involved in each of the above four steps.

LONG-TERM STRATEGIC PERSPECTIVE

A strategic perspective encompasses all the major forces impacting the company and planning the appropriate responses.  This is central to forecasting cash flows because these forces  constrain strategic options.  Here are two examples.

· The U.S. auto industry is now faced with declining market share due to relatively low quality and changes in consumer tastes (in favor of imported vehicles), and to higher labor costs in the United States.  This signals a need to improve quality and/or change design features, and to let this be known to the customer, and to increase efficiency, perhaps by substituting capital for labor. 

· Relative to the later 1990s, dot.coms now face a far less attractive capital market environment (expensive experimentation cannot be financed), less optimism about consumer enthusiasm for dot.com products and services (for example, Webvan, Stamps.com, Planet.Rx, and so forth), and a more sober (and somber) understanding of the cost/output equation.  This means getting a better fix on consumer preferences and demographics, improved cost control, and positive cash flow (because raising funds externally will be very difficult).

With rare exception, to prevail over the long run in a competitive environment a company’s product must have a quality/price relationship at least as good as that of competing products.  If your product is inferior, it must sell for a lower price (the Men’s Warehouse); and if it sells for a higher price, it must be a better product (Nordstrom).      

There are various theories of industry structure and competitive behavior that can be used in various contexts to improve strategic planning.  These include Industry Structure Analysis, Customer Segmentation Analysis, Competitive Business Systems Analysis, and the Coyne/Subramaniam Model.  See Copeland, Koller and Murrin, pages 235-240.  

THE FORECAST TIME FRAME

A forecast includes the immediate future over which a detailed forecast is possible, and the period after that (for which uncertainty makes details to difficult to predict). Greater uncertainty typically means a shorter horizon for the detailed analysis.

Be realistic in selecting the detailed analysis time frame.  For a large established company, a 15-year forecast may make sense.  For a start-up in a new industry (e.g., a dot.com), it is usually silly to do a detailed forecast beyond 5 years.  

If in the future uncertainty is reduced, the horizon for the detailed analysis can be extended.  Uncertainty is not entirely out of one’s control.  Ways to reduce uncertainty include:  

· More Information: More information about key cash flow drivers can change our current uncertainty about the future (more information may decrease or increase uncertainty).  

· Alternative Financing and Operating Strategies:  Different financing and operating strategies imply different uncertainty levels.  Integrating risk-reducing techniques into the company’s practices can improve forecasting ability.   Some ways to reduce risk are:

·   Reducing fixed financial obligations (debt, long term leases, etc.) relative to equity.  This reduces financial leverage risk.

·   Using insurance and hedging (e.g., commodities and currencies).   

·   Lowering fixed operating costs relative to variable costs to reduce operating leverage risk; ways to achieve this can be lower capital relative to labor to perform a particular task, or subcontracting out the high capital-to-labor stages of production to another firm.  

·   Reducing competition, for example by obtaining intellectual property (copyright or patent), securing government protections against competition (e.g., a license to operate), obtaining a monopoly or oligopoly market position (this can produce negative legal consequences), being a first mover into a market.

THE FINANCIAL FORECAST

Do a complete financial statement forecast.  Forecast the balance sheet, income statement, and statement of cash flows.  There are computer programs to help you do this.  You insert the key assumptions (there can a large number) and out comes the forecast.  The standard approach is to first forecast revenues, and then build from there based on assumptions about expenses, investment, and financing. Here are the steps:

1.
Financial Patterns: The past history of the financial statement accounts typically reveals patterns that can be expected to continue into the future. Use new information that supports, or contradicts, the historical patterns.  Financial statement accounts that often vary in rough proportion with sales (or units sold) include:

· cost of goods sold

· general sales and administrative expenses

· cash and short-term marketable securities

· accounts receivable and account payable

· inventories

Some items vary with sales on a long-term, but not a year-to-year, basis.  For example, the firm’s capital outlays may increase over time with the volume of output, but the increase might occur in “jumps and lumps” rather than continuously.  Other items may not move closely with sales of existing products at all (e.g., investments in new business and purchases of existing businesses (mergers).  

2.
Forecast Revenues: This will depend on quantity sold and sales price, which depend in turn on  industry trends, competition, product promotion, etc.    

3.
Forecast Operating Expenses and Investment:  Expenses and investment depend on the company’s technology and on cost control.  The magnitudes of many expenses, and of capital outlays, can be related to unit sales (production).  Often these are adjusted based on supplementary information.

4.
Forecast Non-Operating Items: These include investments in, and income (or losses) from, assets unrelated to the company’s primary business.  These items are rarely correlated with the company’s sales and should be individually forecasted.

5.
Forecast Financing Variables:  Forecast the equity, debt and other accounts for each future time-period in the forecast.  Make sure that the cash flow statement balances.   Note that the level of debt financing is important because debt interest is tax-deductible (and therefore taxes, a cash flow, is affecting by financing).  

6.
Calculate the Key Financial Ratios Over Time:  This tests the realism and the profit implications of the forecast.  If reasonableness is doubtful (e.g., if the inventory turnover ratio appears too low or too high; or profitability is outside of realistic limits), examine the assumptions used in the forecast.   If the profitability is too low, question the desirability of the assumed strategy behind the forecast.

The forecast should reflect all the important influences that can significantly affect the forecast, and will include expectations about such things as: 

· Product Market Conditions (competition, consumer preferences, etc.)

· Input Market Conditions (materials; labor; property, plant and equipment)

· Financing Costs

· Technology

· Taxes

· The Legal and Regulatory Environment

· Inflation (consider the individual impact on each item)

Inflation merits special attention.  Inflation affects the forecast, and the valuation, in two important ways:

1.
The cash flow forecast should take into account expected inflation.  Forecasting cash flows requires analysis of a myriad of influences, not the least of which are changes in input and output prices over time.  Inflation’s impact is complex and diverse; most cash flows do not move proportionately with any particular price index (e.g., the Consumer Price Index and the Producer Price Index).  Product sales prices, labor costs, materials costs, property taxes, and income taxes are all affected very differently by inflationary forces.  For example, the relationship between taxable income and cash flow depends on such things as the proportion of income that is in the form of realized capital gains, the company’s debt level, and the proportions of firm investment in depreciable and non-depreciable assets.  Also, each company and industry has its own price trend characteristics, including responses of prices to inflation.  All this implies that, in factoring expected (forecasted) inflation into the cash flow forecast, each category of revenue and expense must be considered separately because each may respond differently to inflation.

2.
Interest rates, including the discount rate (cost of capital), take into account expected inflation.  All else constant, higher expected inflation means higher nominal interest rates and higher discount rates.  This means that the company pays a higher interest rate on its borrowing, and earns a higher rate of return on its lending.  Both the cost of equity (the equity discount rate) and the cost of debt (the debt discount rate, or borrowing rate) move up and down with expected inflation.  The empirical evidence is that these rates change directly with expected inflation (assuming no changes in the company’s underlying business risk profile).  For example, suppose that, if the expected inflation rate were 2%, the firm’s cost of equity would be 11% and its cost of debt would be 7%.  If expected inflation were to rise by 2.5% (from 2% to 4.5%), the firm’s cost of equity would rise from 11% to roughly 13.5%, and the firm’s cost of debt would rise from 7% to approximately 9.5%.  

ALTERNATIVE SCENARIOS

Perform a forecast for each highly plausible scenario of events, and weight each by its estimated probability of occurrence (that is, take note of the probability).  This analysis may affect the company’s plans for the future, which will in turn affect the likelihood of each future scenario (and may even create new scenarios to evaluate).  For example, if a particular scenario produces very bad profitability outcomes, planning to avoid that scenario may be motivated.  Similarly, the company would want to pursue a scenario that would likely have a highly profitable outcome.

The scenarios under consideration should involve the potential of changing the basic assumptions, not simply the sales forecast or the ratio of a particular expense to sales.  For example, a scenario might include a change in such strategic variables as product line, geographical market, or technology.   

The final financial forecast will assume a current business plan that evolves from the above analysis.  Given that plan, various future scenarios, or outcomes, are forecasted and probabilities assigned to each.  The final forecast for each future year is the expected (mean) outcome in that future year.  It is often convenient to employ a three-scenario approach (best case, middling case, worst case).  
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