Financial Modeling Fundamentals – Module 04
3-Statement Projections –
Quiz Questions
1. Suppose that you have built revenue projections over five years for a software company, as
shown below:

How might you check the revenue figures in the 5-year projection period to ensure they are
reasonable?
a. Verify that the overall revenue growth rate declines over time.
b. Check to make sure that the projected growth rates in the future closely match
historical growth rates from the past four years.
c. Check to make sure that, even for a high-growth company like this, it takes progressively
longer for the company to double its revenue.
d. Compare the projected growth rates to the expectations for the industry as a whole.
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2. Referring to the screenshot above once again, which of the following factors might explain
why we have assumed a substantial growth rate in OnDemand and Download customers, but
not in product pricing (i.e., Average Customer Value)?
a. The company may have dropped its prices historically, as indicated by the percentages
in FY12, which implies that it may not be aiming to increase its prices in the future.
b. Generally speaking, it is poor modeling practice to assume a significant increase in
pricing because it’s too much of a “free lunch” for companies.
c. The company may have so many different products at so many different price points
that it would be exceptionally difficult to make granular estimates for the pricing
changes.
d. Most software companies tend to realize lower average customer values as they grow
because they focus more on smaller customers as opposed to large enterprises.
e. We simply have less insight into the company’s pricing and average customer value than
we do into the company’s customer counts by segment.
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3. Consider the following expense assumptions over the 5-year projection period for the same
company:

What is MOST unusual about these assumptions?
a. The Cost of Sales as a % of Revenue is decreasing rather than staying the same or
increasing; this almost never happens.
b. Sales & Marketing spending is very different for new customers than it is for existing
customers, which is unusual.
c. Research & Development as a % of Revenue is very high, at 40%, and stays the same
over the next five years.
d. The General& Administrative expense has both a fixed and a variable component, which
rarely happens since G&A is typically just a % of Revenue.
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4. In a 3-statement model like the one shown above, why is it important to distinguish between
sales & marketing spending on new vs. existing customers?
a. Because existing customers tend to be more profitable, especially with a subscription
model.
b. Because there are far more existing customers than there are new customers, so the
spending levels must be appropriate for each segment.
c. Because the company’s spending patterns may change in the future if it decides to
target different types of customers.
d. All of the above.

5. Consider the following CapEx and Depreciation Schedule, in which we have conveniently
hidden all the “Depreciation from New CapEx” figures:

Based on this schedule, please calculate the Total Depreciation on New CapEx in Year 3, and
select the answer choice that matches your calculation below:
a. $10.4 million.
b. $9.5 million.
c. $8.1 million.
d. $13.3 million.
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6. Suppose that you have built a PP&E Schedule similar to the one above. Which of the following
conditions might you check to verify that you are using reasonable assumptions?
a. CapEx as a % of Revenue should almost always be rising over time for a high-growth
company like this one.
b. The CapEx annual growth rate should be in-line with historical growth rates, perhaps
declining modestly each year as the company grows.
c. Particularly if a company is growing quickly, CapEx as a % of Revenue will often exceed
Depreciation as a % of Revenue.
d. In the long-term, Total CapEx should always equal Total Depreciation because the
company’s Net PP&E balance should not be changing.
e. CapEx as a % of Revenue should be falling over time because companies have lower reinvestment needs as their businesses grow.
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7. Consider the screenshot shown below of the Balance Sheet and Cash Flow Statement drivers
for the 3-statement projection model you are building:

For what possible reason(s) would you make Accounts Receivable (AR) as a % of Revenue and
Deferred Revenue (DR) as a % of Revenue change over time, but keep the other percentages
shown here constant over the next 5 years?
a. AR and DR as a % of Revenue are both following a clear trend of increasing over time,
whereas the trend is more “random” for the other line items.
b. Most companies provide detailed guidance on their expected Working Capital
requirements, so we are likely just following the company’s plans as disclosed in its
filings.
c. The AR and DR balances will both increase over time as a company’s revenue grows,
since it will have more receivables and more cash to be recognized as revenue in the
future.
d. The company may be shifting to a subscription-based model where customers pay in
cash upfront and then receive the service over time, so DR as a % of Revenue should be
increasing.
e. We’re following historical trends – if an item jumps around, we tend to use the average
percentage and hold it constant, but if it follows a trend, we continue that trend.
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8. You’re linking Inventory to Cost of Goods Sold (COGS) in order to project it over a 5-year
period. Over the past three historical years, Inventory / COGS was 10% on average. What does
that mean?
a. 10% is far too low, so you should project Inventory in a different way and not link it to
COGS.
b. It means that, on average, the company goes through its Inventory balance and sells off
all its Inventory 10 times per year.
c. It means that your calculations are off, because Inventory on the Balance Sheet should
always exceed COGS.
d. You can’t say anything definitive without more detailed information.
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9. Consider the Income Statement projections shown below, for the same company we have
been using in these examples:

As you can see, the company’s EBITDA margin declines from 16.2% in the most recent
historical year to 13.5% in Year 5 of the projected period. What is the BEST explanation for
this decline?
a. Research & Development as a % of Revenue stays very high, at 40%, which will reduce
the company’s EBITDA margins.
b. The General & Administrative expense as a % of Revenue increases over this period,
which explains the ~3% drop in EBITDA margins.
c. The company’s Revenue growth rate slows down substantially, dropping to only 11.5%
by the end of the projected period; this lower growth rate will also reduce margins.
d. Sales & Marketing as a % of Revenue increases and explains nearly all of this ~3% drop
in EBITDA margins.
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10. Consider the Cash Flow Statement projections for this same company, as shown below:

Which of the following conclusions might you draw from these projections?
a. In this case, the Change in Working Capital boosts the company’s cash flow because
Current, Operational Liabilities are increasing by more than Current, Operational Assets.
b. The company is generating significant excess cash flow and is not planning to return any
of it to its investors.
c. The company should be spending more on Capital Expenditures to use up its excess cash
flow and build more value for its investors.
d. Net Income is substantially different from Free Cash Flow, which indicates the company
may be “playing games” with its Working Capital or CapEx.
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11. Suppose that you are analyzing a high-growth software company, such as the one we have
been using in these examples. This company, despite its high growth, also has high margins
and is generating significant Free Cash Flow.
Which of the following answer choices represent the BEST ways for this company to spend its
excess Free Cash Flow if it wants to maximize its valuation?
a. Return capital to investors in the form of dividends or share repurchases, as doing so
will likely boost the value of the company’s shares.
b. Substantially increase spending on Working Capital or Capital Expenditures, as both
items are essential for software companies to grow.
c. Spend more on sales & marketing to win bigger customers and boost the average
customer value.
d. Acquire related companies if the market is highly fragmented and there are target
companies with reasonable valuations.

www.BreakingIntoWallStreet.com

12. Assume that an investor is considering paying 110x EBITDA for a minority stake in this
company as of the end of its last historical year. The sensitivity table below shows the
investor’s expected IRR vs. the EBITDA exit multiple and the exit year:

Based on this analysis, should the investor pay 110x EBITDA for a minority stake in this
company?
a. Yes – assuming the exit multiple stays in about the same range, the investor will likely
earn between a 10% and 20% IRR.
b. It depends on the IRR and the money-on-money multiple the investor is targeting.
c. No – most growth equity investors aim for at least a 20% IRR on companies like this one,
so the numbers don’t add up.
d. It’s impossible to say because IRR is meaningless in a growth equity investing scenario;
only the money-on-money multiples are useful.
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