Note on Cash Budgeting and Proforma Statements

The Cash Budget

The cash budget represents a detailed plan of future cash flows and is composed of four elements: cash receipts, cash disbursements, net change in cash for the period, and new financing needed.

To demonstrate the construction and use of the cash budget, consider Salco Furniture Company. Inc., a regional distributor of household furniture.  Salco's sales are highly seasonal, peaking in the months of March through May.  Roughly 30 percent of Salco's sales are collected one month after the sale, 50 percent two months after the sale, and the remainder during the third month following the sale.

Salco attempts to pace its purchases with its forecast of future sales. Purchases generally equal 75 percent of sales and are made two months in advance of anticipated sales.  Payments are made in the month following purchases.  For example, June sales are estimated at $100,000, thus April purchases are .75 X $l00,000 = $75,000.  Correspondingly, payments for purchases in May equal $75,000.  Wages, salaries, rent, and other cash expenses are recorded in Table 1, which gives Salco's cash budget for the six-month period ended in June 1998.  Additional expenditures are recorded in the cash budget related to the purchase of equipment in the amount of $14,000 during February and the repayment of a $12,000 loan in May.  In June, Salco will pay $7,500 interest on its $150,000 in long-term debt for the period of January-June, 1998. Interest on the $12,000 short-term note repaid in May for the period January through May equals $600 and is paid in May.

Salco presently has a cash balance of $20,000 and wants to maintain a minimum balance of $10,000.  Additional borrowing necessary to maintain that minimum balance is estimated in the final section of Table 1.  Borrowing takes place at the beginning of the month in which the funds are needed.  Interest on borrowed funds equals 12 percent per annum, or 1 percent per month, and is paid in the month following the one in which funds are borrowed.  Thus, interest on funds borrowed in January will be paid in February equal to 1 percent of the loan amount outstanding during January.

The financing-needed line on Salco's cash budget indicates that the firm will need to borrow $36,350 in February, $65,874 in March, $86,633 in April, and $97,599 in May.  Only in June will the firm be able to reduce its borrowing to $79,875.  Note that the cash budget indicates not only the amount of financing needed during the period but also when the funds will be needed.

TABLE 1

Salco Furniture Co., Inc.,

Cash Budget for the Six Months

Ended June 30, 1998

Worksheet
Oct.
Nov.
Dec.
Jan.
Feb.
Mar.
Apr.
May
June
July
Aug.

Sales
$55,000
$62,000
$50,000
$60,000
$75,000
$88,000
$100,000
$110,000
$100,000
$80,000
$75,000

Collections:


First month (30%)



15,000
18,000
22,500
26,400
30,000
33,000


Second month (50%)



31,000
25,000
30,000
37,500
44,000
50,000


Third month (20%)



11,000
12,400
10,000
12,000
15,000
17,600


Total



$57,000
55,400
62,500
75,900
89,000
100,600

Purchases

$45,000
$56,250
66,000
75,000
82,500
75,000
60,000
56,250

Payments (one-month lag)



56,250
66,000
75,000
82,500
75,000
60,000

Cash receipts:

Collections



$57,000
55,400
62,500
75,900
89,000
100,600

Cash disbursements:

Purchases



$56,250
66,000
75,000
82,500
75,000
60,000

Wages and salaries



3,000
10,000
7,000
8,000
6,000
4,000

Rent



4,000
4,000
4,000
4,000
4,000
4,000

Other expenses



1,000
500
1,200
1,500
1,500
1,200

Interest expense on existing debt


($12,000 note & $150,000 in long-term debt)






600
7,500

Taxes





4,460


5,200

Purchase of equipment




14,000

Loan repayment ($12,000 note due in May)







12,000


Total disbursements:




$64,250
94,500
91,660
96,000
99,100
81,900

Net monthly charge



$(7,250)
(39,100)
(29,160)
(20,100)
(10,100)
18,700

Plus: Beginning cash balance



20,000
12,750
10,000
10,000
10,000
10,000

Less: Interest on short-term borrowing



-
-
(364)
(659)
(866)
(976)

Equals: Ending cash balance—no borrowing



12,750
(26,350)
(19,524)
(10,759)
(966)
27,724

Financing neededa



-
36,350
29,524
20,759
10,966
(17,724)b
Ending cash balance



$12,750
10,000
10,000
10,000
10,000
10,0001

Cumulative borrowing



-
36,350
65,874
86,633
97,599
79,875

a
The amount of financing that is required to raise the firm’s ending cash balance up to _______ $10,000 desired cash balance.

b
Negative financing needed simply means the firm has excess cash that can be used to retire a part of its short-term borrowing from prior months

Fired Versus Flexible Budgets

The cash budget given in Table 1 for Salco, Inc., is an example of a fixed budget.  Cash flow estimates are made for single set of monthly sales estimates.  Thus, the estimates of expenses and new financing needed are meaningful only for the level of sales for which they were computed.  To avoid this limitation, several budgets corresponding to different sets of sales estimates can be prepared.  Such a flexible budget fulfills two basic needs:  first, it gives information regarding the range of the firm's possible financing needs, and second it provides a standard against which to measure the performance of subordinates who are responsible for the various cost and revenue items contained in the budget.

This second function deserves some additional comment.  The obvious problem that arises relates to the fact that costs vary with the actual level of sales experienced by the firm.  Thus, if the budget is to be used as a standard for performance evaluation or control, it must be constructed to match realized sales and production figures.  This can involve much more than simply “adjusting cost figures up or down in proportion to the deviation of actual from planned sales"; that is, costs may not vary in strict proportion to sales, just as inventory levels may not vary as a constant percent of sales.  Thus, preparation of a flexible budget involves re-estimating all the cash expenses that would be incurred at each of several possible sales levels.  This process might utilize a variant of the percent of sales method discussed earlier.  

Budget Period

There are no strict rules for determining the length of the budget period.  However, as a general rule it should be long enough to show the effect of management policies, yet short enough so that estimates can be made with reasonable accuracy. Applying this rule of thumb to the Salco example in Table 1, it appears that the six-month budget period is too short, in that whether the planned operations of the firm will be successful over the coming fiscal year is not known; that is, for most of the first six-month period the firm is operating with a cash flow deficit.  If this does not reverse in the latter six months of the year, then a reevaluation of the firm's plans and policies is clearly in order.  

Longer-range budgets are also prepared in the form of the capital-expenditure budget.  This budget details the firm's plans for acquiring plant and equipment over a 5-year, 10-year, or even longer period.  Furthermore, firms often develop comprehensive long-range plans extending up to 10 years into the future. These plans are generally not as detailed as the annual cash budget. but they do consider such major components as sales, capital expenditure new-product development, capital funds acquisition, and employment needs.

Pro Forma Financial Statements

The next stage in the budgeting process involves construction of a set of pro forma financial statements depicting the end result of the planning period's operations.  Financial information for Salco, Inc., is used to demonstrate the construction of the pro forma income statement and balance sheet.  To do this, we need Salco's cash budget and its beginning balance sheet, which depicts the financial condition of the firm at the start of the planning period (see Table 2).

TABLE 2

Salco Furniture Co., Inc.,

Balance Sheet

December 31, 1997

Assets


Current assets


Cash
$ 20,000


Accounts receivable
104,400


Inventories
101,250


        Total current assets

$225,650


Fixed assets


Net plant and equipment

180,000

Total assets

$405,650
Liabilities and Owners' Equity


Current liabilities


Accounts payable
$ 56,250


Notes payable (due in May 1998)
12,000


Taxes payable
     4,460

Total current liabilities

$  72,710


Non-current liabilities


Long-term debt

150,000


Stockholders' equity


Common slock ($1 per)
$ 20,000


Paid-in capital
50,000


Retained earnings
112,940

        Total owners' equity


182,940


Total liabilities and owners' equity
-

$405,650

The Pro Forma Income Statement

The pro forma income statement represents a statement of planned profit or loss for a future period.  For Salco a six-month pro forma income statement is constructed from the information contained in the cash budget.  The final statement is presented in Table 3.

TABLE 3

Salco Furniture Co., Inc.,

Pro Forma Income Statement

for the Six-Month Period

Ended June 30, 1998


Sales (from cash budget-Table -1)
$533,000


Cost of goods sold
(75% of sales)
(399,750)

Gross-It (calculation)
$133,250

Operating Expenses


Depreciation [($17,200/2) + $230]
$ 8,830


Wages and salaries (from cash budget-Table -1)
38,000


Rent (from cash budget-Table -1)
24,000


Other expenses
(from cash budget-Table -1)
6,900

Net operating expenses 
$ 55,520

Interest expense
11,764

Earnings before taxes
$ 43,756


Income taxes (40%)
(17,502)

Net income
$ 26,254
Net sales, found by summing the six monthly sales projections (January through June) from Table 1, total $533,000. Cost of goods sold is computed as 75 percent of sales, or $399,750. This figure could also have been found by summing purchases for November through April, which represent items sold from January through June. Recall that purchases are made two months in advance, so that items sold in January through June were purchased in November through April.


Depreciation expense cannot be obtained from the cash budget, since it does not constitute a cash flow.  Thus, this expense must be determined from the depreciation schedules of Salco's plant and equipment.  On its existing fixed assets Salco has an annual depreciation expense of $17,200.  In addition, the $14,000 piece of equipment purchased at the end of February will be depreciated over a 15-year lift toward a $3,650 salvage value. Using straight-line depreciation and depreciating the asset for 4 months of the budget period, we find this amounts to roughly $230.  Thus, total depreciation expense for the period is $8,830 [or ($17,200 ( 2) + $230].


Wages and salaries, rent, and other expenses are found by summing relevant cash flow items from the cash budget for the months of January through June.  This assumes, of course, that all these expenses are paid at the end of each month in which they are earned, rent is not paid in advance, and all other expenses are paid on a monthly basis except interest on short-term borrowing, which is paid in the month following its incurrence.  Wages and salaries total $38,000, rent expense equals $24,000, and other expenses are expected to be $6,900.


Subtracting the above operating expenses from gross profit leaves a net operating income of $55,520.  Interest expense of $11,764 is then deducted from net operating income to obtain earnings before taxes of $43,756.  Total interest expense incurred (but not necessarily paid) during the period equals $7,500 on long-term debt plus $600 on the $12,000 note repaid in May, plus the sum of all interest incurred during the budget period on short-term borrowing.  Note that we include $364 for February, $659 for March, and so forth, plus $799 for June, which was incurred but not paid until July.  Federal income taxes payable are found using a 40 percent corporate income tax rate. For Salco this equals a tax expense for the period of $17,502.  Finally, subtracting the estimated taxes from earnings before taxes indicates net income for the period of $26,254.

Net Cash Flow Versus Net Income


The difference in the cash and accrual bases of accounting for corporate income is vividly demonstrated in the cash budget and pro forma income statements for the period.  On a cash flow basis the firm has a substantial net negative cash flow, while on an accrual basis the firm earned $26,254.  The difference, of course, relates to when revenues and expenses are accounted for or recognized in the two statements.  In the cash budget, revenues and expenses are included in the months in which cash is actually received or disbursed.  In the income statement revenues and expenses are included in the month in which the corresponding sale took place, which is usually not the same month in which cash is received.  The income statement is therefore prepared on an accrual basis.  

The Pro Forma Balance Sheet


We can construct the pro forma balance sheet for Salco by using information from the cash budget (Table 1); the December 31, 1997, balance sheet (Table 2); and the pro forma income statement (Table 3).  Salco's pro forma balance sheet for June 30,1998, is presented in Table 4.  Estimates of the individual statement entries are provided below.


Ending cash from the cash budget, $10,000, becomes the cash entry in Salco's pro forma balance sheet.  The accounts receivable balance is found as follows:


Accounts receivable (12/31/97) (from Table 2)
$104,400


+ Credit sales (from Table 1)
533,000


- Collections (from Table 1)
(440,400)


Accounts receivable (6/30/98) (calculation) 
$197,000
The beginning balance for accounts receivable is taken from the December 31, 1997, balance sheet (Table 2), and credit sales and collections are obtained by summing across the relevant cash budget monthly totals.  Inventories are determined in a similar manner:


Inventories (12/31/97) (from Table 2)
$101,250


+ Purchases (from Table 1)
414,750


- Cost of goods sold (from Table 3)
(399,750)

Inventories (6/30/98) (calculation)
$116,250
TABLE 4

Salco Furniture Co., Inc.,

Pro Forma Balance Sheet

June 30, 1998

Asset

Current assets

Cash
$ 10,000

Accounts receivable
197,000

Inventories
116,250

Total current assets

$323,250

Fixed assets

Net plant and equipment

185,170
Total assets


$508,420
Liabilities and Owners' Equity

Current liabilities

Accounts payable
$ 56,250

Interest payable
799

Notes payable'
79,875

Taxes payable
12,302

Total current liabilities

$149,226

Noncurrent liabilities

Long-term debt
150,000

Stockholders' equity

Common stock
$ 20,000

Paid-in capital
50,000

Retained earnings
139,194

Total owners' equity

$209,194


Total liabilities and owners’ equity

$508,420
a  Cumulative borrowing for the period was assumed to take the form of notes payable.  This figure is taken from the cumulative borrowing row of cash budget contained in Table 1.

Purchases were found by summing relevant monthly figures from the cash budget for all six months of the budget period; and cost of goods sold was taken from the pro forma income statement in Table 3. The net plant and equipment figure is found as follows:


Net plant and equipment (12/31/97) (from Table 2)
$180,000


+ Purchases of plant and equipment (from Table 1)
14,000


- Depreciation expense (from Table 3)
(8,830)

Net plant and equipment (6/30/98) (calculation) 
$185,170
Purchases of plant and equipment are reflected in the cash budget, and depreciation expense is taken from the pro forma income statement.  The only changes that took place during the period involved the $14,000 purchase and depreciation expense of 38,830, leaving a net balance of $185,170. Total assets for Salco are therefore expected to be $508,420.


The liability accounts are estimated using the same basic methodology as that used in finding asset balances.  Accounts payable is found as follows:

Accounts payable (12/31/97) (from Table 2)
$ 56,250

+ Purchases (from Table 1)
414,750

- Payments (from Table 1)
(414,750)
Accounts payable (6/30/98) (calculation)
$ 56,250
During June the firm had total borrowing of $79,875, on which it owes $799 in interest.  However, since interest is not paid in the month in which the expense is incurred, this interest liability still exists at the end of June.  We can analyze the ending balance for Interest payable as follows:

Interest payable (12/31/97)
$0

+ Interest expense 
11,764

- Interest paid
10,965
Interest payable (6/30/98)
$799
Again, purchases and payments were taken from the cash budget for each of the six months of the budget period.  Notes payable are found as follows:


Notes payable (12/31/97) (from Table 2)
$12,000

+ Borrowing (6/30/98) (from Table 1)
79,875

- Repayments (from Table 1)
(12,000)
Notes payable (6/30/98) (calculation)
$79,875


Here it is assumed that the total new financing needed during the period ($79,875) would be raised through notes payable.  Salco's use of short-term financing may or may not be desirable, as we shall see in Chapter 14 when we discuss working-capital management.  An accrued interest expense item of $799 is created as a result of interest expense in that amount that was incurred during June on short-term borrowing but will not be paid until July.  Next, compute taxes payable as follows:

Taxes payable (12/31/97) (from Table 2)
$ 4,460

+ Tax liability for the period (from Table 3)
17,502

- Tax payments made during the period (from Table 1)
(9,660)
Taxes payable (6(30/98) 
$12,302

Long-term debt, common stock, and paid-in capital remain unchanged for the period, as no new stock or long-term debt was issued nor was any repurchased or retired.  Finally, the retained earnings balance is found as follows:

Retained earnings (12/31/97) (from Table 2)
$112,940

+ Net income for the period (from Table 3)
26,254

- cash dividends (from Table 1)
            0
Retained earnings (6/30/98) (calculation) 
$139,194
Since no common dividends were paid (none were considered in the cash budget—Table 1), the new retained earnings figure is $139,194.


Salco's management may now wish to perform a financial analysis using the newly prepared pro forma statements. Such an analysis would provide the basis for evaluating the firm's planned financial performance over the next six months.  
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