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Introduction to External Financing Needs (EFN) and Its Significance

Understanding a company's External Financing Needs (EFN) is crucial for financial analysts, investors,
and corporate managers. EFN represents the additional external capital a firm must secure to support
its projected growth, maintain operations, or fund new initiatives, without relying solely on internal
resources. Accurate calculation of EFN helps organizations plan their financing strategies effectively,
avoid liquidity shortages, and ensure sustainable growth.

In this article, we will delve into Problem 3-21, which involves calculating the EFN for Crosby,
Incorporated, based on their most recent financial statements. We will explore the step-by-step
methodology, interpret key financial ratios, and discuss how to leverage this understanding for
strategic decision-making.

Overview of Crosby, Incorporated's Financial Statements

Before calculating EFN, it's essential to understand the financial data provided for Crosby,
Incorporated. Typically, these statements include:

- Balance Sheet: Displays assets, liabilities, and shareholders' equity.
- Income Statement: Shows revenues, expenses, and net income.
- Cash Flow Statement (if available): Provides insight into cash inflows and outflows.

For the purpose of this problem, assume the following summarized financial data for Crosby,
Incorporated:

Balance Sheet (Most Recent Year)
- Total Assets: $4,000,000

- Total Liabilities: $1,600,000

- Shareholders' Equity: $2,400,000

Income Statement

- Sales: $3,000,000

- Net Income: $300,000

- Dividends Paid: $50,000

Additional Data/Assumptions
- The firm plans to grow sales by 20% in the upcoming year.



- The profit margin remains constant.
- The firm’s spontaneous liabilities are proportional to sales.
- The firm intends to maintain its current asset-to-sales ratio.

Step-by-Step Process to Calculate EFN for Crosby, Incorporated

Calculating EFN involves several key steps. These steps help project the company's future financial
needs based on its growth plans.

Step 1: Forecast Future Sales

- Projected Sales = Current Sales x (1 + Growth Rate)
- Example:
$3,000,000 x 1.20 = $3,600,000

Step 2: Determine Projected Net Income

- Maintain the profit margin:

Profit Margin = Net Income / Sales = $300,000 / $3,000,000 = 10%
- Projected Net Income = Projected Sales x Profit Margin
$3,600,000 x 10% = $360,000

Step 3: Estimate Dividends

- Assume dividends are proportional to net income:

Dividends / Net Income = Dividends Paid / Net Income (from current data)
$50,000 / $300,000 = 16.67%

- Projected Dividends = Projected Net Income x Dividend Payout Ratio
$360,000 x 16.67% = $60,000

Step 4: Calculate Retained Earnings

- Retained Earnings = Net Income - Dividends Paid
For the projected period:
$360,000 - $60,000 = $300,000

Step 5: Project Spontaneous Liabilities

- Spontaneous liabilities (like accounts payable) tend to increase proportionally with sales.
- Current spontaneous liabilities: Assume they equal 15% of sales (hypothetical figure).

- Projected spontaneous liabilities = Projected Sales x Spontaneous Liabilities Ratio
$3,600,000 x 15% = $540,000

Step 6: Estimate the Increase in Assets

- Assets are also proportional to sales, based on the current asset-to-sales ratio.

- Current Asset-to-Sales Ratio = Total Assets / Current Sales = $4,000,000 / $3,000,000 = 1.33
- Projected Assets = Projected Sales x Asset-to-Sales Ratio

$3,600,000 x 1.33 = $4,788,000



Step 7: Determine the Spontaneous Liabilities and Retained Earnings Needed

- Spontaneous liabilities increase with sales, as calculated above.
- Retained earnings contribute to internal financing.
- The sum of spontaneous liabilities and retained earnings will partially finance asset growth.

Step 8: Calculate External Financing Needed (EFN)

EFN equals the difference between projected assets and the sum of projected spontaneous liabilities
and internal financing (retained earnings):

\[
EFN = \text{Projected Assets} - (\text{Projected Spontaneous Liabilities} + \text{Retained Earnings})

\]
Using the figures:

\[
EFN =\$4,788,000 - (\$540,000 + \$300,000) = \$4,788,000 - \$840,000 = \$3,948,000
\]

This indicates Crosby, Incorporated will need approximately $3,948,000 in external financing to
support its 20% sales growth, assuming all other variables remain constant.

Key Factors Influencing EFN Calculation
Understanding the variables that impact EFN is critical for accurate projections:

- Sales Growth Rate: Higher growth demands more external funding.

- Profit Margin: A higher profit margin reduces EFN, as more earnings are retained.

- Dividend Policy: Lower dividends increase retained earnings, reducing EFN.

- Asset and Liability Ratios: Changes in these ratios can significantly alter EFN calculations.

- Efficiency Ratios: Operational efficiency impacts the need for additional assets and liabilities.

Strategic Implications of EFN Analysis for Crosby, Incorporated
Calculating EFN is not merely an academic exercise. It provides actionable insights:

- Financing Strategy Development: Determines whether the company should seek debt, equity, or
internal financing.

- Growth Planning: Helps establish realistic expansion timelines based on available financial
resources.

- Risk Management: Identifies potential liquidity shortfalls before they occur.

- Investor Relations: Demonstrates proactive financial planning to stakeholders.



Practical Applications of EFN Calculation in Business Planning
Businesses like Crosby, Incorporated, utilize EFN calculations for various strategic purposes:

1. Budgeting and Forecasting
Incorporate EFN estimates into annual budgets and financial forecasts to align operational plans with
financial capacity.

2. Capital Structure Optimization
Decide on the ideal mix of debt and equity to finance projected growth efficiently.

3. Investment Decision-Making
Evaluate whether upcoming projects are feasible given the company's external funding capabilities.

4. Risk Analysis and Contingency Planning
Prepare for possible financing shortfalls by exploring alternative funding sources.

Conclusion: The Importance of Accurate EFN Calculations for Crosby, Incorporated

Understanding and accurately calculating the External Financing Needs for Crosby, Incorporated, is
essential for sustainable growth and financial stability. By systematically analyzing projected sales,
profit margins, dividends, and asset and liability ratios, the company can develop a clear picture of its
future funding requirements. This proactive approach enables better strategic decision-making,
optimizes capital structure, and ensures that Crosby, Incorporated, remains competitive in its
industry.

Regularly updating EFN calculations as actual financial data becomes available allows the company to
adapt to changing market conditions and internal performance. Ultimately, mastering EFN analysis
empowers Crosby, Incorporated, to make informed financial choices that support its long-term
success and shareholder value.

Additional Resources for Financial Planning and EFN Calculation

- Financial Ratios and Analysis Guides

- Corporate Finance Textbooks

- Financial Modeling Software

- Professional Financial Advisory Services

Understanding the nuances of EFN calculations and their implications can significantly enhance a
company's strategic financial management, ensuring readiness for future challenges and
opportunities.
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business growth, financial analysis.



Frequently Asked Questions

What is the primary purpose of calculating External Financing
Needed (EFN) for Crosby, Incorporated?

The primary purpose of calculating EFN is to determine the additional external funding the company
will require to support its projected growth and operations based on its financial statements.

Which financial statements are typically used to calculate EFN
for Crosby, Incorporated?

The most recent balance sheet and income statement are used to calculate EFN, as they provide the
necessary data on assets, liabilities, and projected sales or growth rates.

How does an increase in projected sales impact Crosby's EFN
calculation?

An increase in projected sales generally leads to higher assets needed to support growth, which, if not
financed by retained earnings or existing liabilities, increases the EFN requirement.

What role does the company's profit margin play in
calculating EFN?

The profit margin helps estimate retained earnings generated from projected sales, which can offset
some of the additional financing needed, thus influencing the EFN calculation.

Why is it important to consider spontaneous liabilities when
calculating EFN for Crosby?

Spontaneous liabilities, such as accounts payable and accrued expenses, increase automatically with
sales and can reduce the amount of external financing needed.

What assumptions are typically made when calculating EFN
for Crosby, Incorporated?

Assumptions include consistent profit margins, proportional relationships between sales and
assets/liabilities, and that the company's financial policies remain unchanged.

How can Crosby, Incorporated use the EFN calculation to
make strategic financial decisions?

By understanding its EFN, Crosby can plan for necessary external funding, adjust growth strategies, or
modify policies to optimize capital structure and minimize financing costs.



What are common limitations of the EFN calculation based on
recent financial statements?

Limitations include reliance on historical data, assumptions of constant ratios, ignoring potential
changes in market conditions, and not accounting for qualitative factors.

How does the most recent financial statement data influence
the accuracy of Crosby's EFN estimate?

Using the most recent data ensures the EFN calculation reflects current financial position, but it may
not account for future uncertainties or planned strategic changes.

Additional Resources
Problem 3-21 Calculating EFN: An In-Depth Analysis of Crosby, Incorporated’s Financial Statements

In the realm of corporate finance, understanding how a company'’s future growth impacts its financing
needs is crucial for effective planning and strategic decision-making. The problem of estimating the
External Financing Needed (EFN) offers valuable insights into whether a firm must seek external
capital to support its expansion or can sustain growth through internal resources. This article delves
into the comprehensive process of calculating EFN for Crosby, Incorporated, based on its most recent
financial statements, providing an investigative overview suitable for financial analysts, students, and
professionals alike.

Understanding the Context and Significance of EFN

External Financing Needed (EFN), also known as additional funds needed, represents the amount of
external capital a firm must raise to support its projected growth, assuming all other variables (such
as profit margins, dividend policy, and asset utilization) remain constant. Accurate EFN calculations
assist management in:

- Planning for future capital requirements

- Avoiding underfunding or overfunding

- Making informed decisions about debt issuance or equity financing
- Ensuring sustainable growth without liquidity crises

Given the importance of EFN, analysts often turn to historical financial statements, projecting key
financial ratios and balance sheet items to estimate future financing gaps.



Overview of Crosby, Incorporated’s Financial
Statements

Before embarking on the EFN calculation, it is essential to scrutinize Crosby, Incorporated’s most
recent financial statements. Typically, these include:

- The balance sheet, providing assets, liabilities, and equity figures

- The income statement, detailing revenues, expenses, net income, and dividends

- The statement of cash flows, outlining cash inflows and outflows, though less critical for EFN
calculations

For the purpose of this analysis, assume the following summarized figures from Crosby, Inc.’s latest
statements:

Balance Sheet Data (in thousands):

| Assets | Amount | Liabilities & Equity | Amount |

| I I | |

| Cash and Marketable Securities | $10,000 | Accounts Payable | $15,000 |

| Accounts Receivable | $25,000 | Notes Payable | $20,000 |

| Inventory | $30,000 | Long-term Debt | $50,000 |

| Total Current Assets | $65,000 | Total Current Liabilities | $35,000 |

| Gross Fixed Assets | $100,000| Shareholders’ Equity | $130,000 |

| Less: Accumulated Depreciation | ($20,000) | Total Liabilities & Equity | $165,000 |
| Net Fixed Assets | $80,000 | | |

| Total Assets | $145,000] | |

Income Statement Data (in thousands):

| Description | Amount |

I | |

| Sales Revenue | $200,000 |

| Cost of Goods Sold | $120,000 |

| Gross Profit | $80,000 |

| Operating Expenses | $30,000 |

| Earnings Before Interest and Taxes (EBIT) | $50,000 |
| Interest Expense | $5,000 |

| Earnings Before Taxes (EBT) | $45,000 |
| Income Taxes (30%) | $13,500 |

| Net Income | $31,500 |

Additional Assumptions:

- The firm’s dividend payout ratio is 40% of net income.

- The firm anticipates a sales growth rate of 10% for the upcoming year.

- The firm plans to maintain its current financial policies (dividend payout ratio, depreciation rate,
etc.).



Step-by-Step Approach to Calculating EFN

The process involves several key steps:

1. Forecast Sales and Net Income

2. Estimate Spontaneous Liabilities and Retained Earnings
3. Project Asset Requirements Based on Sales Growth

4. Determine the Internal Funds Generated

5. Calculate the External Financing Needed

Each step involves detailed calculations, assumptions, and understanding of financial relationships.

1. Forecasting Sales and Net Income

The foundation of EFN analysis rests on sales projections. With a growth rate of 10%, the forecasted
sales for the upcoming year are:

Projected Sales:

\[ \text{Forecasted Sales} = \text{Current Sales} \times (1 + \text{Growth Rate}) \]
\[ =\$200,000 \times 1.10 =\$220,000 \]

Next, net income is projected by applying the profit margin:

Profit Margin:

\[ \text{Net Income Margin} = \frac{\text{Net Income}} {\text{Sales}} =
\frac{\$31,500} {\$200,000} = 15.75\% \]

Projected Net Income:

\[1$220,000 \times 15.75\% = \$34,650 \]

Dividend Payout:

\[ \text{Dividends} = 40\% \times \$34,650 =\$13,860 \]
Retained Earnings:

\[ \text{Retained Earnings} =\$34,650 -\$13,860 =\$20,790 \]



2. Estimating Spontaneous Liabilities and Retained Earnings

Spontaneous liabilities, such as accounts payable and accrued expenses, typically increase
proportionally with sales.

Assumption:

- Accounts Payable to Sales Ratio:

\[ \frac{\text{Accounts Payable}} {\text{Sales}} = \frac{\$15,000} {\$200,000} = 7.5\% \]
Forecasted Accounts Payable:

\[1$220,000 \times 7.5\% =\$16,500 \]

Similarly, other liabilities like accrued expenses can be projected if data is available; otherwise,
assume they remain constant or proportionate.

Retained earnings increase by the amount retained after dividends:

\[ \text{Retained Earnings Increase} =\$20,790 \]

3. Projecting Asset Requirements

Assets, particularly current assets and fixed assets, generally grow proportionally with sales.
Current Assets:

- Total current assets to sales ratio:

\[ \frac{\$65,000}{\$200,000} = 32.5\% \]

- Projected current assets:

\[ \$220,000 \times 32.5\% =\$71,250\]

Net Fixed Assets:

- Fixed assets to sales ratio:

\[ \frac{\$80,000}{\$200,000} = 40\% \]

- Projected net fixed assets:



\[ \$220,000 \times 40\% = \$88,000 \]
Total Assets Needed:

\[ \text{Total Assets} = \text{Projected Current Assets} + \text{Projected Fixed Assets} =\$71,250
+1$88,000 =\$159,250\]

4. Calculating Internal Funds and External Financing

Internal Funds:
- Increase in retained earnings:
\[ \text{Retained Earnings} =\$20,790\]

- Plus existing retained earnings (assumed zero for this projection or included in previous net income),
the total available internally is this amount.

External Financing Needed (EFN):

\[

\text{EFN} = \text{Total Assets Needed} - \left( \text{Existing Assets} + \text{Retained Earnings} +
\text{Spontaneous Liabilities} \right)

\]

- Existing assets: \$145,000 (from current balance sheet)
- Estimated spontaneous liabilities increase: \$1,500 (\$16,500 - \$15,000)
- Retained earnings: \$20,790

Calculating EFN:

\[

\text{EFN} =\$159,250 - \left(\$145,000 +\$20,790 + \$1,500 \right) =1$159,250 - \$167,290 = -
\$8,040

\]

A negative EFN indicates that Crosby, Incorporated, is projected to generate more internal funds than

needed for the projected growth, suggesting they can finance their expansion without external funds
or may even have excess funds.

Implications and Strategic Considerations

This detailed analysis reveals that Crosby, Incorporated, is financially positioned to support a 10%



growth rate without external financing, assuming current policies and ratios hold. However, such a
conclusion warrants a cautious interpretation:

- Cash and Marketable Securities: The firm holds \$10,000 in cash, which might be used to finance
part of the growth or could be replenished if utilized.

- Debt Levels: The firm’s existing debt levels appear manageable, but further leverage could be
considered if external financing is required.

- Asset Utilization: Maintaining or improving asset turnover ratios can help optimize internal financing
capabilities.

- Dividend Policy: Variations in dividends or profit margins could significantly impact retained earnings
and, consequently, EFN.

Limitations and Sensitivities of the EFN Calculation

While the above projection offers valuable insights, several limitations and sensitivities should be
acknowledged:

- Assumption of Constant Ratios: The analysis hinges on the assumption that ratios such as
spontaneous liabilities and asset-to-sales remain constant, which might not hold true in dynamic
markets.

- Profit Margin Stability: Changes in cost structures, pricing strategies, or
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