Angela Fernandez, Inc. 

Angela Fernandez is planning to start a new business to provide software for preparing tax returns.  Angela believes the product could be sold for $40, with first year’s sales expected to be 5,000 units.  She also expects that subsequent sales should grow at 35 percent per year.   Based on her investigation of the opportunity, she has also made the following projections:

1.
Expected expense relationships

Variable cost of goods to sales
25%

Variable operating expenses to sales
20%

Mortgage interest rate
10%

Line of credit and other debt interest rate
12%

Tax rate
30%

The company’s fixed costs would be something as follows:

Years 
1
2
3
4
5

  Fixed cost of sales
60,000
60,000
75,000
80,000
100,000

Fixed operating expenses
45,000
45,000
55,000
70,000
70,000

2.
The requirements for accounts receivable, and inventories have been estimated as a percentage of sales:


Percentage of


Assets

Annual Sales
Accounts receivable
15%

Inventories
20%

3.
Angela has searched for an office/warehouse facility and has found a building suitable for the needs of the business that would cost about $90,000.  The facility will be depreciated over 15 years to a zero salvage value.

4.
Equipment purchases will be around $40,000 for the first year and $10,000 per year in the ensuing years.  She will depreciate the equipment on a straight-line basis over five years.

5.
Angela has negotiated with a supplier to extend credit on inventory purchases; as a result, it is expected that accounts payable will average about ten percent of sales.

6.
Accruals should run approximately five percent of annual sales.

7.
Angela plans to invest $70,000 of her personal savings in the venture in return for 20,000 shares of common stock.  If needed, a friend has agreed to invest $30,000 in equity.

8.
The bank has agreed to provide a short-term line of credit to Angela of $30,000.  

9.
The bank has also agreed to help finance the purchase of the building to be used in manufacturing and warehousing the firm's product.  The bank will loan the company $45,000, with the building serving as collateral for the loan.  The loan will be a 20-year mortgage, requiring equal annual payments.  The interest rate on the loan is to be 10 percent.

10.
As conditions for the bank agreeing to loan the money to Angela, the banker would impose two loan restrictions:  (1) the firm's current ratio (current assets ÷ current liabilities), should not fall below 1.75, and (2) no more than 70 percent of the firm's financing should come from debt.  Failure to comply with either of these terms would result in the bank loans coming due immediately.

11.
Angela wants to maintain a minimum cash balance of $10,000.

From the foregoing information, use a computer spreadsheet to develop integrated proforma income statements, balance sheets, and free cash flow statements for Fernandez, Inc. for the next five years.  Also, calculate the firm’s financial ratios in each year and the break-even points for each year.
