FINANCIAL ANALYSIS
LESSON 8: Operational and Cash Budgets
COURSE INSTRUCTOR: DR CHARITY NJOKA (PHD)
By the end of the lesson, you should be able to 
1. Explain the importance of preparing budgets 
2. Discuss the role and importance of cash budgeting
[bookmark: _GoBack]3. Prepare operational and cash budgets
1.0 Introduction
Budgeting is the process of quantifying managers’ plan and showing the impact of these plans on the business’ operating activities and financial position. - Budgeting is a formal part of the ongoing business planning. A budget is a report that gives a financial description of one part of a business’ planned activities for the budget period. Another budget might show how much cash a business plans to spend during the same year renting business space, employing workers and advertising its products, and also when the business plans to incur these costs. Budgeting supports business planning, operating and evaluation processes.
Operating budgets are a primary component of the master budget and involve examining the expectations for the primary operations of the business. A Master budget refers to the overall structure used to organize the budgeting process. The master budget is a set of interrelated reports showing: Goals to be met, Activities to be performed in the operating cycle, Resources to be used, and expected financial results.  In case of manufacturing firms, assumptions such as sales in units, sales price, manufacturing costs per unit, and direct material needed per unit involve a significant amount of time and input from various parts of the organization. It is important to obtain all of the information, however, because the more accurate the information, the more accurate the resulting budget, and the more likely management is to effectively monitor and achieve its budget goals.
A cash budget is a short-term planning or forecasting tool, which will enable management to forecast its future cash requirements and take corrective action. Through the cash budget, the firm is able to know which months or periods of the year it will anticipate a short fall/deficit and then the firm can arrange for short-term borrowing.
2.0 Individual Operating Budgets
In order for an organization to align the budget with the strategic plan, it must budget for the day-to-day operations of the business. This means the company must understand when and how many sales will occur, as well as what expenses are required to generate those sales. This means that each component—sales, production, and other expenses—must be properly budgeted to generate the operating budget components and the resulting pro-forma budgeted income statement.
The budgeting process begins with the estimate of sales. When management has a solid estimate of sales for each quarter, month, week, or other relevant period, they can determine how many units must be produced. Afterwards, management determines the expenditures, such as direct materials necessary to produce the units. It is critical for the sales estimate to be accurate so that management knows how many units to produce. If the estimate is understated, the firm will not have enough inventory to satisfy customers, and they will not have ordered enough material or scheduled enough direct labor to manufacture more units.. Likewise, if sales are overestimated, management will have purchased more material than necessary and have a larger labor force than needed. This overestimate will cause management to have spent more cash than was necessary.
2.1 Sales Budget
The sales budget details the expected sales in units and the sales price for the budget period. The information from the sales budget is carried to several places in the master budget. It is used to determine how many units must be produced as well as when and how much cash will be collected from those sales. A company can use information from competitor sales, its marketing department, and industry trends to estimate the number of units that will be sold in each quarter of the coming year. The number of units is multiplied by the sales price to determine the sales per period.
2.2. Purchases Budget. 
It determines the best approach for purchasing the needed inventory.The purchases budget shows the purchases (in units) required in each month to make the expected sales (from the sales budget) in that month and to keep inventory at desired levels. It also shows the costs of these purchases and the expected timing and amount of the cash payments for these purchases.
2.3 Selling Expenses Budget 
 The selling expenses budget shows the expenses and related cash payments associated with planned selling activities. Examples of selling expenses include salespeople’s salaries and commissions, shop rent and advertising. Each of these expenses directly relates to sales.
3.0 Cash Budget
A cash budget is a short-term planning or forecasting tool which will enable management to forecast its future cash requirements and take corrective action. Through the cash budget the firm is able to know which months or periods of the year it will anticipate a short fall/deficit and then the firm can arrange for short term borrowing. On the other hand, if the firm anticipate surplus cash it can arrange to invest those funds in profitable opportunity investments. When preparing a cash budget, a time schedule of estimated receipts and payments of cash must be laid out carefully. This schedule shows, period by period, the net effect of projected activity on the cash balance, leaving out accounting allocations such as depreciation, which do not represent cash flows 
A cash budget is prepared after the operational budgets (sales, Material purchase budget, Production budget, overheads budget, operating expenses budgets) and the capital expenditures budget have been prepared 
3.1 The Role of Cash Budgeting 
1) It enables the organization to plan for the future and create certainty as to the expected revenues and expenditure. Cash borrowings can then be arranged for shortfalls and prior investments can be arranged when surplus funds are projected. 
2) Cash budgeting assists in pricing purposes since the firm can set an optimal price that can generate required levels of cash balance. 
3) Cash budgeting also assists in control purposes by identifying expenditures that will significantly erode cash flows and hence incorporate control measures. 
4) Cash budgeting plays a role in performance evaluation by setting cash targets to be achieved and comparing this with actual cash balances and investigating possible variances. 
Illustration 
Abeedo Ltd is preparing its budget for the four months commencing 1st August 2019. The company makes and sells a single product. The details of the product are as follows: 
Selling price $ 400 per unit 
Direct material $ 50 per unit 
Direct labour $ 100 per unit 
Variable overhead $60 per unit 
The following information is also available
	
	     NOV 
	 DEC 
	JAN 
	FEB 
	MAR 
	APRIL 
	     NOV 

	Sales (units) 
	1300 
	1500 
	1700 
	1500 
	1800 
	1800 
	1300 

	Production (units)
	1400 
	1500 
	1800 
	2000 
	2200 
	2200 
	1400 


Additional information 
i. Fixed overhead is budgeted at $ 70,000 per month including depreciation of $ 10,000 
ii. Wages are paid 75% during the month in which they are earned and 25% the month following 
iii. Variable overhead is paid in the month in which it’s incurred 
iv. Material costs are paid two months after the material is used in production. 
v. There is a tax liability of $140,000 to be settled in February. 
vi. The company will purchase a new machine for $200,000 in January. The present machine will be sold for $ 30,000 receivable in March. 
vii. 5% of the monthly sales are for cash. The remainder will be sold on credit with debtors settling one month after the sales 
viii. The cash balance on 1st January 2020 is expected to be $10,000 
Required: 
Prepare the cash budget for the four months commencing on 1st January 2020 
Solution 
i) Fixed overhead = 70,000 – 10,000 = 60,000 (ignore depreciation since it’s a non-cash item) 
ii) Wages = production in units x direct labour cost per unit
Analysis of wages
	Month 
	Wages 
	75% 
	25% 
	Payment 

	Nov 
	140,000 
	105,000 
	- 
	- 

	Dec 
	150,000 
	112,500 
	35,000 
	- 

	Jan 
	180,000 
	135,000 
	37,500 
	172,500 

	Feb 
	200,000 
	150,000 
	45,000 
	195,000 


iii) Variable overhead=production in units x variable cost per unit 
Jan = 108,000 
Feb = 120,000 
Mar = 132,000 
April = 132,000
iv) Sales analysis 
Sales = sales in units X selling price per unit 


Sales analysis

	Month 
	Wages 
	5% 
	95% 
	payments 

	Nov 
	520,000 
	26,000 
	- 
	-

	Dec 
	600,000 
	30,000 
	494,000 
	-

	Jan 
	680,000 
	34,000 
	570,000 
	604,000 

	Feb 
	600,000 
	30,000 
	646,000 
	676,000 

	Mar. 
	720,000 
	36,000 
	570,000 
	606,000 

	Apr. 
	720,000 
	36,000 
	684,000 
	720,000 



Cash Budget

	Details 
	JAN 
	FEB 
	MAR 
	APRIL 

	Bal. b/d 
	10,000 
	3,500 
	89,500 
	228,500 

	Sales 
	604,000 
	676,000 
	606,000 
	720,000 

	Sale of machine 
	_____- 
	_____- 
	30,000 
	_____- 

	Total receipts 
	614,000 
	679,500 
	725,500 
	948,500 

	Wages 
	172,500 
	195,000 
	215,000 
	220,000 

	Fixed overhead 
	60,000 
	60,000 
	60,000 
	60,000 

	Variable overhead 
	108,000 
	120,000 
	132,000 
	132,000 

	Payment for materials 
	70,000 
	75,000 
	90,000 
	100,000 

	Payment of tax 
	- 
	140,000 
	- 
	- 

	Purchase of machine 
	200,000 
	- 
	- 
	- 

	Total payments 
	610,500 
	590,000 
	497,000 
	512,000 

	Balance c/d 
	3,500 
	89,500 
	228,500 
	436,500 
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