BUDGETS





One of the most important tasks of the management accountant is the preparation of budgets

The uses of budgets are:


    Planning			---   the budget forces managers to look 						       		ahead and consider future changes

    Co-ordination  of	---   such as sales and production 	
activities			       departments

    Communication		---   a budget tells people what is expected 					       		of them

    Control			---   managers can concentrate on those 						       		processes that are failing to meet 						       		budget

    Authorisation		---   if the item is in the budget then it can 					       			be acquired
			
    Motivation			---   people tend to perform better if they 						       		are given a target

    Evaluation			---   the budget provides a yardstick for 						       		assessing performance during the 						       		period






CASH BUDGETS




It is vital that a business has adequate cash to survive

The preparation of a cash budget , which is a forecast of future cash flows is a crucial step in determining if and when further cash will be needed from outside sources.



POINTS OF PREPARATION



(1)    Deferred receipts / payments

	Very often sales will be on credit and customers will not pay 	until subsequent periods

	The cash budget must show the cash received in the period and 	not the sales made

	( the same applies for purchases / payments to suppliers )


e.g.
			December		January		February		March

			    £		            £		            £		           £

Sales		10000		12000		14000		16000

Receipts
 50% month of sale 
 50% subs. month

Total cash receipts




(2)    Purchases are based on cost price not selling price



Often in questions , purchases are expressed in terms of sales e.g. purchases each month are equal to the following month's sales

You must also realise that sales are expressed in terms of selling price and purchases in terms of cost


e.g.

Using the same figures as the previous example
Purchases are equal to the following month's sales
Purchases are paid for in the month following that in which they are made
Gross profit margin = 10%


			December		January		February		March

			          £		     £    		       £		    £

Sales		      10000		  12000		   14000		16000

Cost of  Sales	
 (90% sales)
        	  
Purchases (the	      
 following month's
 sales)

Payment (one month
 after purchase)	












CASH BUDGETS






	All companies are concerned about their cash flow. 	They need to ensure that they can meet their debts as 	they fall due and in return are paid on time by their 	debtors



	A company must closely monitor its income and 	expenditure otherwise it will become insolvent and 	cease trading. 



	Profitability alone does not indicate a healthy cash 	flow position



	To avoid this all well-managed companies prepare a	cash flow budget which predicts future expected cash 	inflows and outflows each week , month , quarter or 	year and shows the net cash balance at the period end



	These forecasts provide an early warning of potential 	liquidity problems
















CASH FLOW  Vs  ACCRUALS ACCOUNTING








Profit and loss account 			Accruals concept
and balance sheet
							Based on historic 										information






Cash Budget					Pure cash receipts / payments

							Based on future information





PROFORMA CASH BUDGET




					July	   Aug     Sept	   Oct    Nov    Dec
					  £	     £		 £	     £		£	 £	


Receipts :
   Cash Sales
   Cash from debtors	
   Capital introduced
   Rent received
	.
	.
	.	
Total cash receipts			


Payments :
   Payments to creditors
   Purchase of fixed assets
   Rent
   Wages
   Telephone
	.
	.
	.
Total cash payments

Balance b / f

Net cash inflow in month

Balance c / f






PREPARATION OF A CASH BUDGET




STEP 1 :


Calculate cash receipts from debtors

	    consider budgeted sales month by month
	    consider the credit period taken by customers
	    calculate when outstanding debts will be received 	      as cash ( consider discounts )



STEP 2 :


Consider any other cash receipts and include in budget

	e.g.

	    rent received
	    interest received
	    commission received
	    proceeds on sale of fixed assets









STEP 3 :


Calculate cash payments to suppliers


	    consider budgeted purchase quantities each month
	    consider stock movements in period
	    consider the credit period taken from suppliers
	    calculate when cash payments will be made to 	 	      suppliers 



STEP 4 :


Establish other cash payments made each month

	e.g.

	    wages and salaries
	    expense payments
	    purchase of fixed assets
	    tax payments

N.B. 

Ignore non-cash items  e.g.  depreciation


STEP 5 :

Complete the cash budget month by month using the standard layout


