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The other name of cash budget is finance budget. This budget is the most important of all the
functional budgets. But, this budget is prepared after the preparation of all other functional
budgets. The cash budget summarizes the anticipated cash receipts and payments for a specific
period. The cash budget helps the management to makes an arrangement of cash if sufficient
amount of cash is not available at the end of each month. In this way, the company can meet
all the operating expenses and all other commitments. On the other hand, if excess of cash is
available in anytime, the management can take suitable arrangements can take suitable

arrangements for making investment outside the business.
Information required to prepare cash budget:
A cash budget is prepared with the help of following information.

The amount of budgeted cash sales and credit sales.

The time lag between credit sales and collection period.

The amount of selling and distribution expenses.

The amount of income tax, property tax and sales tax.

The amount of budgeted cash purchase and credit purchases.
The period of credit allowed by the suppliers.

The amount of salaries and wages to be paid.

The amount of overhead expenses.
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Details of capital expenditure.

10. Details of administration expenses and payment of dividend.

METHODS OF PREPARING CASH BUDGET:

There are three methods of preparing a cash budget. They are briefly explained below:
1. Receipts and Payments Method

Under this method, cash budget is prepared in columnar basis. There are two parts. First

part is receipts and second part are payments. The total receipts are added with opening



balance of cash and deducted the payments to get closing balance of cash. If receipts are

more than payments, there is a surplus of cash at the end of the month and vice versa.
2. Adjusted Profit and Loss Method

This method is also called the cash flow statement. This type of budget is prepared for long
period. It gives more details of incomes and expenses in connection with long term

planning.

The profit is considered to be equivalent to cash. Even though, cash receipts and payments
are not into consideration but considers only non-cash transactions to prepare the cash
budget under this method. The profit is adjusted by adding back depreciation, provisions,
stock, work in progress, capital receipts, decrease in debtors, increase in creditors and by
deducting dividends, capital payments, increase in debtors, increase in stock and decrease

in creditors. The adjusted profit is the closing balance of cash.

The following information is necessary to prepare the cash budget under adjusted profit

and loss method.

Expected opening balance.
Net profit for the period.
Changes in current assets and current liabilities.

Capital receipts and capital expenditure.
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Payment of dividend.
3. Balance Sheet Method

This method is very similar to adjusted profit and loss method. Under this method, all the
items of balance sheet are recorded in respective sides except cash. Then, the balance sheet
is balanced. If the liabilities side is heavier than assets side, the balancing figure is cash at
bank. Likewise, if the assets side is heavier than liabilities side, the balancing figure is

overdraft



1. Receipts and Payments Method:

Under this method, all actual possible items of cash receipts and payments for the budgeted

period are considered. Sources of information are the various other budgets.

For example, (a) Sales from the sales budget (b) Materials, labour, overhead expenditure

and capital expenditure etc., from the concerned budgets.
Steps to be adopted:
Cash Receipts Forecast:

Cash receipts from sales, debtors, income from sales of assets and investments and.,
probable borrowings should be forecast and brought into cash budget. Any lag in payment

by debtors or by others shall be considered for ascertaining further cash inflows.
Cash requirements forecast:

Total cash outflows are taken out from operating budgets for the elements of cost, and from
capital expenditure budget for the purchase of fixed assets. Adjustments are to be made for

any lag in payments.

Care must be taken to ensure that out-standings or accruals are excluded from the cash

budget since this method is based on the concept of actual cash flows.
Example 1:

A newly started company Quick Co. Ltd., wishes to prepare cash budget from January.
Prepare a cash budget for the first six months from the following estimated revenue and

expenditure:

Month Total Sales Matenal Wages Production Selling and
overheads distribution
overheads
1999 Rs. Rs. Rs. Rs. Rs.
January 20.000 20,000 4.000 3.200 800
February 22,000 14,000 4,400 3,300 900
March 24,000 14,000 4,600 3,300 800
April 26,000 12,000 4,600 3,400 900
May 28,000 12,000 4,800 3,500 900
June 30,000 16,000 4,800 3.600 1,000




Cash balance on 1st January 1999 was Rs. 10,000. A new machine is to be installed at Rs.

30,000 on credit, to be repaid by two equal instalments in March and April.

Sales commission @ 5% on total sales is to be paid within the month following actual sales.
Rs. 10,000 being the amount of 2nd call may be received in March. Share premium

amounting to Rs.2, 000 is also obtainable with 2nd call.

Period of credit allowed by suppliers 2 months

Period of credit allowed to customers 1 month

Delay in payment of overheads 1 month

Delay in payment of wages 1/2 month

Assume cash sales to be 50% of total sales.

Solution:
Quick Co. Limited
Cash Budget
For the period January to June 1999
Details Jan. Feb. Mar. April May June
Rs. Rs. Rs. Rs. Rs. Rs.

A Balance B/d 10,000 18,000 29,800 20,000 6,100 8,800
B Receipts:

Cash sales (50%) 10,000 11,000 12,000 13,000 14,000 15,000

Debtors - - 10,000 11,000 12,000 13,000 14,000

Capital - - 10,000 - - -

Share premium - - 2,000 - - -
(A + B) Total 20,000 39,000 64,800 45,000 33,100 37,800
C Payments:

Material - 20,000 14,000 IA.OOOF 12,000

Wages 2,000 4,200 4,500 4,600 4,700 4,800

Production overheads - 3,200 3,300 3.300 3.400 3,500

Selling and 800 900 800 900 900

Distribution

overheads

Commission - 1.000 1,100 1,200 1,300 1,400

Machinery - - 15,000 15,000 - -
(C) Total 2,000 9.200 44,800 38.900| 24,300 22,600
Balance (A+B +C) 18.000 29,800 20,000 6.100] 8.800 15,200




Sometimes, it is required to forecast cash or working capital and this can be computed in the
usual way as described above. Further consideration is necessary in respect of lag in payment

and lag in realisation.
2. Adjusted Profit and Loss Method:

Compared with the previous method, this method is less detailed and more difficult to
comprehend; it is particularly useful for the long-term forecasts, say for a period of over three

years. It is called thus, because it transforms the profit and loss account into cash forecast.

The basic assumption in this method is that any increase or decrease in cash balance is due to
profit or loss of the business. All non-cash items such as depreciation, write-offs or write-ups

etc., are mainly adjusted to the net profit.

The theory, under this method, is based on the assumption that profit is cash. If there were no
credit transactions or transactions resulting in capital profits, the balance of profit on the Profit

and Loss account should be equal to the balance of cash in the cash book.

Such a situation however will never exist in practice in any business. Hence all adjustments
with regard to the above items are to be made in the cash forecast. Sources of information are

the firm’s profit and loss account and balance sheet.
Example 2:

From the following information prepare a cash budget under the adjusted profit and loss

method:
Balance Sheet as on 1-1-1999
Liabilities Rs. Assels Rs.

Share capital 50,000 | Land and building 30,000
Capital reserve 5,000 | Plant and machinery 20,000
Profit and loss a/c 9,000 | Furniture and fixtures 5,000
Debentures 10,000 | Closing stock 4,000
Creditors 28,800 | Debtors 26,000
Accrued expenses 200 | Bank 18,000

1,03,000 1,03,000




Forecasting Trading, and Profit and Loss Account

For the year ending 31-12-1999

Particulars Rs. Particulars Rs.
To Opening stock 4,000 | By Sales 80,000
To Purchases 60,000 | By Closing stock 10,000 |
To Gross Profit ¢/d 26,000
90,000 90,000
To Salary and wages 2,500 By Gross profit b/d 26,000
To Outstanding 500| 3,000|By Interest received 100
To Depreciation:
Plant and machinery 2,000
Fumniture and machinery 1.000
To Administration expenses 3,500
To Selling expenses 2,500
To Net profit ¢/d 14,100
26,100 26,100
To Dividends paid 10,000 | By Balance tvd 9,000
To Balance c/d 13,100 By Net profit b/d 14,100
23,100 . 23,100

The following are the additional information for the year 1999: Shares were issued for Rs.
10,000, and debentures were issued for Rs. 2,000. On 31-12-1999, the accrued expenses were
Rs. 500, debtors Rs. 20,000, creditors Rs. 30,000 and land and buildings, Rs. 40,000.

Solution:
Cash Budget-Adjusted Profit and Loss Method
Rs. Rs. Rs.

Cash balance on 1-1-1999 18,000
Additions to cash:

Income-Net profit for the year . 14,100
Depreciation:

Plant and machinery 2,000

Furniture and fixture 1,000| 3,000
Accrued expenses (difference) 300
Reduction in debtors 6,000
Increase in creditors 1,200
Issue of share capital 10,000
Issue of debentures 2,000( 19,500| 36,600
Cash available 54,600
Deduction from cash:

Dividends paid 10,000

Increase of stock 6,000

Purchase of land and building 10,000 26,000
Cash balance as on 31-12-1999 28,600




3. Balance Sheet Method:

The same theoretical assumption of the adjusted profit and loss method holds good in this
method also. Under this method, a budgeted balance sheet is prepared showing all items of
assets and liabilities except cash balance.

The balancing figure is considered to represent cash balance. If there is excess of liabilities
over assets, the balance is ordinary cash balance; if there is excess of assets over liabilities, the
balance is assumed to be bank overdraft.

Of these three methods, the first method is mostly preferred because it is a short-term forecast
and is much more detailed than the other two methods which are normally used as long-term

forecasts.
Example 3:

Using the data of Example 2, prepare cash forecast showing cash at bank on 31-12-1999 under

balance sheet method.
Solution:

The balancing figure of Rs. 28,600 represents cash at bank on 31-12-1999. This is obtained by

completing the balance sheet from the information obtained from example 2, as follows:

Forecast Balance Sheet as on 31-12-1999

Liabilities Rs. Assets Rs.

Share capital 60,000 | Land and building 40,000
Capital reserve 5,000 | Plant and machinery 18,000
Profit and loss account 13,100 | Furniture and fixture 4,000
Debentures 12,000 | Closing stock 10,000
Creditors 30,000 | Debtors 20,000
Arrued expenses 500 | Bank (balancing figure) 28,600

1,20,600 1.20,600
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