Chapter 26 Solutions

1. According to Warren and Shelton (1971), a good financial planning model should have the following characteristics:

a) The model’s results and assumptions are credible.

b) The model is flexible so that it can be adopted and expanded to meet a variety of circumstances.

c) It improves on current practice in a technical or performance manner.

d) Its inputs and outputs are comprehensible to the user without extensive additional training.

e) It takes into account the interrelated investment, financing, dividend, and production decisions and their effect on market value of the firm.

f) The model is fairly simple for the user to operate without exten​sive interrelation of nonfinancial personnel and tedious formula​tion of the input.  

2. The WS model provides a technique for financial planning that permits a decision maker to simulate financial inputs of changing assumptions re​garding such variables as sales, operating ratios, P/E ratios, retention rate, DIE ratios, and so on. The model then generates proforma balance sheets, income statements, and other variables (EPS and PPS). The model does not “optimize” anything, but simply provides relevant information to the decision maker.

The model has four distinct segments corresponding to the sales, investment, financing, and return-to-investors concepts in financial theory. The entire model is a system of twenty equations of a simul​taneous nature. The “planner” must provide a set of information for the model. Given these inputs, the model “solves” the simultaneous equation system to find the specified unknown in a manner quite similar to the process followed by all firms that use financial planning; therefore, it is readily communicated to managers.

While the WS model has some similarities to the Carleton model, it also differs in several significant aspects:

a) WS takes greater account of the interrelationship of the financing, dividend, and investment decisions.

b) WS relies on a sales forecast as a critical input to the model.

c) WS explicitly uses various operating ratios. (Carleton’s model used those ratios only implicitly through the manner in which the forecasts were made up.) This explicit position​ing of the ratios means that WS is computationally less tedious and thus its use is more time-efficient.

3. The FR model extends the WS model by explicitly considering the production segment of the firm. It explicitly treats risk by allowing for stochastic variability in industry sales forecasts. It incorporates some variables external to the firm that are important from a planning point of view. Finally, FR utilizes econometrics in its risk-return function and its production function estimations, as well as in evaluating goodness-of-fit and predictive power for the simultaneous equation system.

The objective of the FR model is to generate pro-forma statements that describe the future financial condition of the firm for any assumed pattern of sales. Sensitivity analysis can be used to answer “what-if” questions and to explore various paths toward some goals which mayor may not be optimal.

With a total of 36 equations, the FR model is composed of the follow​ing ten sectors:

(i) industry sales, (ii) company sales, (iii) fixed capital stock requirements, (iv) pricing, (v) production costs, (vi) income, (vii) new financing required, (viii) risk, (ix) cost of financing, and (x) common stock valuation. The FR model is recursive between sectors (all equations are not solved simultaneously), while simultaneous primarily within each sector’s equations.

4. Ohlson Model introduced the clean surplus relations (CSR) assumption requiring that income over a period equals net dividends and the change in book value of equity. The price per share can be viewed as the book value of equity evaluated by CSR plus the discounted value of future abnormal earnings which are estimated by the contemporaneous accounting data. However, the limitation of Ohlson Model is the assumption of unbiased accounting. By contrast, Feltham and Ohlson Model utilize additional dynamics to deal with the issue of biased (conservative) accounting data problem in Ohlson Model. 

Therefore, Feltham and Ohlson Model (FO model) is more suitable than Ohlson model for forecasting stock price per share because FO model considers the accounting conservatism in the equity valuation. 

5. Before attempting to flowchart this program, the student should fully understand the algebraic procedures for calculating the Warren-Shelton model as listed on pages 1043-1047. To develop this flowchart the student will need a good background in a computer language, therefore this ques​tion is optional.

