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[0 O Forecasting represents the first step of prospective analysis and serves to summarize the for-ward-looking view
that emanates from business strategy analysis, accounting analysis, andfinancial analysis. Although not every
financial statement analysis is accompanied by suchan explicit summarization of a view of the future, forecasting is
still a key tool for manag-ers, consultants, security analysts, investment bankers, commercial bankers and other
creditanalysts, and others.[1 The best approach to forecasting future performance is to do it comprehensively—
—pro-ducing not only an earnings forecast but a forecast of cash flows and the balance sheet aswell. Such a
comprehensive approach provides a guard against internal inconsistenciesand unrealistic implicit assumptions. The
approach described here involves line-by-lineanalysis, so as to recognize that different items on the income
statement and balance sheetare influenced by different drivers. Nevertheless, it remains the case that a few key
pro-jections——such as sales growth and profit margin——usually drive most of the projectednumbers.l] The
forecasting process should be embedded in an understanding of how variousfinancial statistics tend to behave on
average, and what might cause a firm to deviate fromthat average. Absent detailed information to the contrary, one
would expect sales and earn-ings numbers to persist at their current levels, adjusted for overall trends of recent
years.However, rates of return on investment [J ROEs[] tend, over several years, to move fromabnormal to
normal levels——-close to the cost of equity capital——as the forces of competi-tion come into play. Profit
margins also tend to shift to normal levels, but for this statistic"normal” varies widely across firms and industries,
depending on the levels of asset turn-over and leverage. Some firms are capable of creating barriers to entry that
enable them tofight these tendencies toward normal returns, even for many years, but such firms are theunusual
cases.[] For some purposes, including short-term planning and security analysis, forecasts forquarterly periods are
desirable. One important feature of quarterly data is seasonality; atleast some seasonality exists in the sales and
earnings data of nearly every industry. Anunderstanding of a firms within-year peaks and valleys is a necessary
ingredient of a goodforecast of performance on a quarterly basis.[1 There are a variety of contexts [1 including but
not limited to security analysisC] where theforecast is usefully summarized in the form of an estimate of the firms
value——an estimatethat, after all, can be viewed as the best attempt to reflect in a single summary statistic
themanagers or analysts view of the firms prospects. That process of converting a forecastinto a value estimate is
labeled valuation. It is to that topic that we turn in the followingchapter.
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