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7
Financial Forecasting
and Cash Budgeting

OBJECTIVES OF FINANCIAL FORECAST/ING

Adequate financial planning is a key element in the success of any
business venture. Conversely, the lack of adequate financial planning
is often a key element in the failure of many business enterprises. In
this chapter, we will examine commonly used techniques for both
short-term and long-term financial forecasting and budgeting. The
objectives for both short-term and Jong-term planningl are the same,
and the techniques employed differ primarily in the degree of detail
developed in the analysis. Both types of planning have as their over-
riding objective the development of a financial planning and control
system to guide the financial future of the firm. Short-{erm forecasts
tend to focus closely on cash budgeting and cash ﬁow planning,
while long-term forecasts tend to focus inore on plan#uing for future
growth in sales and assets and for the financing of this growth.

|
SHORT-TERM FORECASTS AND CASH BUDFETING

A short-term forecast and cash budget is simply a pl:#n for the near
future expressed in monetary terms. The objective of| this plan is to
provide a planning and control system to guide the next! few months or
quarters of the company’s operations. Emphasis is placed on the word
control to highlight the key role of the financial plan in guiding a com-
pany’s fiscal course. It is obviously unreasonable to expect a monthly
budget to be 100 percent accurate over a planning period of six to
twelve months. This, of course, is not the intent of the budget. The
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intent of the budget is to lay out a plan, and the guidelinés provided by
the budget should be used to control the operations of the firm
according to the plan. Thus, rather than look at the budget as simply a
device for controlling expenditures, one should see it |as a dynamic

financial planning and control tool to guide the financi
firm. As general economic conditions and business

| future of the
opportunities

change, so must the budget change. As actual operations deviate from

the plan, the financial manager must take a hard look at

the reason for

the variation and take corrective action where appropriate.

The Cutler Toy Company will be used to illustrate the use of a
short-term financial planning and control system. The system illus-
trated here follows a logical sequence of development| resulting in a
short-term financial planning and cash budgeting systiem. This par-
ticular application illustrates the use of this system to set up and
monitor a line of credit to be established for a seasanal inventory

buildup. The general procedure can be used for a varie
needs and follows the following logical steps:

1. Develop sales forecast for upcoming year.

ty of planning

2. Develop estimates of next year’s expected profiitability.

3. Develop forecasted (pro-forrna) income statemeént for upcomnm-

ing year.

Estimate cash payment and collection lags.
Develop detailed cash collections and paymen
Construct cash budget.

NSO e

Develop forecasted (pro-forma) balance she
next year.

FINANCIAL FORECAST FOR THE CUTLER TOY

s forecast.

et for end of

COMPANY

The Cutler Toy Company was founded in 1989 by William Cutler, a

mathematician who began devising intricate toys as a
graduate student in the early 1980s. From 1989 thrd
Christmas season, Cutler Toys had been run as a “seal
operation by Cutler and three part-time employees. Cuf
all management functions for the company when he
teaching at the local university, where he was employg¢

hobby while a
ugh the 1996
-of-the-pants”
ler performed
was not busy
»d as an assis-

tant professor of applied mathematics. By the early sp

ring of 1997 it
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was evident that the company had become much to¢ large to be run
by Cutler alone, so Cutler hired a full-time general manager, Neville
Hook. Hook and Cutler agreed that if the past successful growth of
the company were to continue into the future, a formal financial plan-
ning system would have to be implemented as soon @s possible.

As the first step in setting up her planning and| contro} system,
Neville requested and received a sales forecast fpr the next ten
months from Cutler. On the basis of this forecast, which is shown in
Exhibit 7.1, and an analysis of the previous yeard financial state-
ments (Exhibits 7.2 and 7.3), Neville next planned to construct a cash
payments and collections forecast, a cash budget, ind a pro-forma
balance sheet for December 1998.

As with any financial planning system, the first|area of concern
is the revenue forecast, in this case, Cutler’s sales forgcast. The entire
planning and budgeting effort is based on this sal¢s forecast—the
end product can be only as good as this key cornerstone. As can be
seen from Exhibit 7.1, Cutler is planning a major expansion of Cutler
Toys’ operations and is forecasting a total 1998 sales volume of
$250,000, an increase of 150 percent over last year. This sales
increase is a result of Cutler’s decision to make the transition to a
full-time operation under the control of his new gengral manager.

The note at the bottom of Exhibit 7.1 indicat
forecast is based on Cutler’s personal survey of
tomers, and thus represents these customers’ forec

es that the sales
his present cus-
asted purchases,

assuming Cutler goes ahead with his expansion plans. Since Cutler
has been in business many years and presumably has a great deal of
experience in dealing with these customers, it seerns reasonable to
accept his forecast at face value. Cutler’s note to Exljibit 7.1 also indi-
cates that his building and fixtures w111 have to be\ expanded by 25
percent ($5,000) and that this expansion will be‘ financed by an
increase in the long-term bank loan to $15,000 1rorq its current level
of $10,000.

- As a baseline for her 1998 forecasts, Neville viill use the actual

income statement and balance sheet for Cutler Toyd for the calendar
year 1997. These statements are shown in Exhibits 7.2 and 7.3.

The next logical step in our planning system is {o develop a fore-
casted, or pro-forma, income statement for the year. To develop this
statement, we must first develop a set of proﬁtabaijity estimates for
this year's operations. Several estimates based on nsast performance
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EXHIBIT 7.1 CUTLER TOY COMPANY
MONTHLY SALES FORECAST, MAY 1998-FEBRUARY [1999
January-April (actual sales) $35,000
May 10,000
June 10,000
July 15,000
August 20,000
September 30,000
October . 40,000
November 60,000
December 30,000
Total calendar year 1998 $250,000
January 1999 $25,000
February 1999 7.000

Note from Cutler:

This forecast is based on my survey of the stores we are now s
assumption that our fixed assets (building and fixtures) will hav
by 25 percent with a corresponding increase in the long-term b
$15,000.

Lpplying and the
E to be expanded
ank loan to

and expected future operating characteristics must e made at this

point. Certainly one of the most important and most
ables to be estimated is the gross profit margin. It is
to develop a relatively conservative estimate here,

EXHIBIT 7.2 CUTLER TOY COMPANY
INCOME STATEMENT, 1997

Sales

Cost of goods sold

Gross margin

Expenses:

Depreciation $2,400
Employee wages 10,000
Other expenses 1,000
Interest 1,200

Total expenses

Net income before tax
Taxes

Net profit

sensitive vari-
generally best
as fairly small

$100,000
75,000
$25,000

14 600
10,400
2300
$8,100
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EXHIBIT 7.3 CUTLER TOY COMPANY
BALANCE SHEET, DECEMBER 31, 1997

ASSETS |

Cash $10,500

Accounts receivable 10,000

Inventory 16,000

Building and fixtures $20,000

Less: Accumulated depreciation 6,000 14,000
Total assets $50,500

LIABILITIES AND EQUITY

Liabilities:

Accounts payable : 8,000

Long-term bank loan* 10,000 $18.000

Equity: o

Common stock 17,500

Retained earnings | 15,000

Total liabilities and equity $50,500

* Interest payable quarterly at the rate of 3%, or $300, per quarter

percentage changes in the gross margin often result in fairly large
percentage changes in the bottom line. On the basis of past experi-
ence (see the actual 1997 income statement in Exhibit 7.2), the gross
profit margin for 1998 is estimated at 25 percent.

Three other key variables—depreciation, emplojyee wages, and
other expenses—are best estimated from Cutler’s prdjections of the
upcoming year’s operations. Depreciation, which is egsentially a pol-
icy variable determined by Cutler’s choice of depreciation methods,
is fixed at $3,400, an increase of $1,000 over last year. Employee
wages for the year are estimated at $22,000 and other expenses at
$1,800. For purposes of developing the cash budget, it is further esti-
mated that remaining wages to be paid in 1998 ($4,400 has been paid
so far) will be paid at the rate of $2,200 per month jand that other
expenses will occur evenly at the rate of $150 per month. Finally,
interest expense on the long-term bank loan is paya lle quarterly at
the rate of 12 percent per year. Total payments of §$1,500 will be
made, with $300 due at the end of March and June and $450 due at
the end of September and December. The $150 quarterly increase
reflects the increase in size of the loan concomitant|with the fixed
asset_ expansion. The end result of all of these estimates is the
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pro-forma income statement for calendar year 199

, shown in

Exhibit 7.4. A gross margin of $62,500 is anticipated o $250,000 in
sales. Deducting depreciation expenses, employee wages, interest,
and other expenses yields income before tax of $33,800. Deducting

taxes of $7,400 leaves an after-tax profit of $26,400.

Now that we have an estimate of the year’s profitability and
income tax expense, we may move ahead to the next|three steps,

which involve estimating cash payment and collection 1
ing cash payment and collection forecasts, and construc

gs, develop-
ting the cash

budget. These three steps are actually undertaken simultaneously
because they are largely interdependent and will collectively culmi-
nate in the cash budget. First, the cash collections fore¢ast is devel-
oped. In Cutler’s case, this is a relatively simple task, since he deals
mainly with department stores, toy specialty shops, and discount
chains, all of which customarily pay him no later than the month fol-

lowing the sale. Thus, the cash collections forecastis a s

imple matter

of “lagging sales” one month: cash collections in one njonth will be
equal to sales from the previous month. Exhibit 7.5 shows the result

of this process.

The next step, estimating expected cash payments over the

next year, is a bit more complex, mainly because of the

need to esti-

mate future inventory purchases. As a first step, a decision must be
made to establish an inventory policy—that is, to defermine how
much inventory should normally be carried. In Cutler Tgys’ case, the

EXHIBIT 7.4 CUTLER TOY COMPANY
PRO-FORMA INCOME STATEMENT, 1998

Sales $250,000
Cost of goods sold 187,500
Gross margin $62,500
Expenses:

Depreciation $3,400

Employee wages 22.000

Other expenses 1,800

Interest 1.500

Total expenses 28,700
Income before tax $33.800
Taxes 7,400
Net profit $26,400
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EXHIBIT 7.5 CUTLER TOY COMPANY
CASH COLLECTIONS FORECAST, 1998
SALES
April $ 8,000
May 10,000
June 10,000
July 15,000
August 20,000
September 30,000
October 40,000
November 60,000
December 30,000

inventory policy is that the dollar value of inventory
end of each month should be approximately equal

CASH
COLLECTIONS

na

$ 8,000
10,000
10,000
15,000
20,000
30,000
40,000
60,000

on hand at the
o the next two

months’ expected sales at cost. Using cost values will result in the
physical volume of inventory being approximately equal to the

upcoming two months’ physical sales volume. Since

the gross profit

margin is 25 percent, this policy results in a target ending inventory
approximately equal to 75 percent of the next two months’ sales at

retail. ‘
Given our estimate of required ending inventory

and the known

quantity of inventory on hand at the beginning of the month, we need

consider only one more variable in determining the ¢

purchases. This last variable is the amount of invent
be used up during the month to support the current
This, of course, will be equal to 75 percent of the ¢
sales at sales prices. Now to estimate our require
chases, we need only add the required ending inventa
tory expected to be used up during the month and de

inventory. Required ending inventory for each month *

to become the estimate of beginning inventory fo
month, and the process is repeated.

Exhibit 7.6 illustrates the overall process. R

inventory for May is equal to $18,750 which is 75 g

casted sales during June and July ($25,000). Expect

- May of $10,000 (at sales prices) will use up $7,600 d
cost) durmg the month of May. Thus, total inventon

urrent month’s

bry expected to

month’s sales.
urrent month's

d monthly pur-

ry to the inven-
duct beginning
moves ahead”

r the following

pquired ending
ercent of fore-
ed sales during
f inventory (at
y requifements
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for May are $26,250. Subtracting beginning inventory of $15,000
results in purchases of $11,250. Assuming that Cutler normally pays
for purchases during the month following the purchase, the $11,250
cash outflow will occur during June. May’s cash outflow will be equal
to the accounts payable balance on April 30 of $12,000. Finally,
required ending inventory at the end of May is “moved forward” to
become our estimate of beginning inventory for June, and the
process is repeated. Exhibit 7.6 traces the process through the end of
the calendar year 1998. Note that required ending inventory and pur-
chases peak in September, while cash payments on purchases peak
in October.

Only a few remaining items are necessary to develop the cash
budget. First we must consider the irapact of tax payments. Cutler’s
total tax bill of $7,400 is payable in quarterly installments of $1,850 on
April 15, June 30, September 30, and December 31. The April 15 pay-
ment has already been made, so the next payment is due on June 30.
Second, we know from developing the pro-forma income statement
that wages of $2,200 per month and other expenses of $150 per
month must be paid. Third, as a policy matter, normal prudence sug-
gests that some minimum level of cash on hand should be main-
tained. In fact, since bank borrowing is anticipated to support
seasonal inventory needs, it is highly likely that a minimal balance in
the form of a compensating balance will be required.” In Cutler’s
case, a minimum balance of $2,000 is specified.

Finally, in constructing the cash budget, we are assuming that if
a cash shortage is indicated for any month, bank credit will be avail-
able. Thus, the cash budget assumes approval of a credit line and is
designed as a planning and control technique to monitor the credit
line. If the credit line is not already approved, then the cash budget
will become a key document in supporting the credit application.

Exhibit 7.7 presents the finished product— the cash budget for
May through December 1998. The top line—cash collections from
sales—comes directly from Exhibit 7.5, the cash collections forecast.
Cash outflows are also straightforward. Purchases payments are as
developed in Exhibit 7.6, while wages, other expenses, and interest

* Banks frequently require borrowing firms to maintain a minimum level of
cash in their checking account. This amount is called a compensating balance and
effectively raises the cost of interest.
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Financial Forecasting & CaLh Budgeting
are as previously specified. Taxes represent the three q ‘1arterly pay-
ments remaining on Cutler’s 1998 tax liability. Total inflows minus
total outflows results in the predicted net cash gain or loss during the
month. Deducting the loss from (or adding the gain to) the cash bal-
ance at the beginning of the month yields Cutler’s cumulgtive end-of-
month cash balance if no outside financing is obtained. |

At this point, following the cash budget becormes slightly more
complicated. The cumulative cash if no financing aceount repre-
sents Cutler’s projected levels of cash if outside finan¢ing (in this
case, bank financing) were not available. If the cash outflow contin-
ues to exceed inflows, then this account will eventually become neg-
ative, indicating a need for external financing. In addjtion to this
financing need, the desired minimum level of $2,000 miust also be
considered. Thus, in May, a cash balance of $12,750 ﬁs indicated.
Deducting the desired minimum level of $2,000 showd; that Cutler
expects to have on hand $10,750 in excess of his desir¢d minimurm
level. If this indicated balance were negative a need foﬁ cash would
be indicated.

Cutler’s first external financing needs are indicated in July. At
the end of July, a cash loss of $7,350 subtracted from beginning cash
of $7,000 results in cumulative cash without financing of a negative
$350. Deducting the $2,000 minimum cash level from this cumulative

balance shows total financing needs of $2,350—$350

0 cover the

operating deficit and $2,000 to maintain the required minimum level
of cash. Additional cash loans will be required in August ($9,850),
September ($14,650), and October ($17,350), so that th¢ cumulative
loan balance at the end of October will stand at $44,200. Finally, in
November, cash inflows begin to exceed outflows following the sea-
sonal sales peak (that is, cash collections begin to accelerate while
purchases slow down) and a net cash gain of $15,150 is realized. This
gain is applied to the outstanding loan balance, reducing|it to $29,050.

The remainder of the loan is then paid off in December.

Exhibit 7.8 provides a schedule of Cutler’s cash gnd loan bal-
ances for the period covered by the cash budget. This schedule

simply lists the beginning cash, required bank borrow
gain or loss, repayments (when possible), ending loan

ng, net cash
balance, and

ending cash balance. The usefulness of this type of schedule lies pri-

marily in its explicit listing of the amount and timing of
ments and repayments.

loan require-

109
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The final exhibit of the forecasting package, Exhibit 7.9, is Cut-

ler’s pro-forma balance sheet for the year ending De

rember 31, 1998,

All accounts from the balance sheet follow directly fjom the previous

exhibits, thus providing a convenient computation

hl check on the

internal consistency of the set of forecasts. As can e seen from the

balance sheet, Cutler’s total assets are expected to
liabilities of $20,250 and equity of $58,900.

At this point, one important observation is w
must be stressed that the foregoing budgeting
viewed as dynamic rather than static in nature. Ce

be $79,150, with

h repeating. It
stem must be
inly, one cannot

expect the forecasted figures to be completely accurate for each
month. The most important use of the budget is as [a planning and

control device. A budget is simply a plan in dollar te
planning period becomes the current operating pe
becomes the basic document for checking operatio

S. As the future
riod, the budget
ns against plans

and taking corrective action where appropriate—either revising the
plan or controlling operations to agree with the plan. In this regard,

the observant reader will note that the plan contains

no provision for

interest payments on the credit line. To allow for interest, one may

EXHIBIT 7.9 CUTLER TOY COMPANY

PRO-FORMA BALANCE SHEET, DECEMBER 31, 1998
ASSETS

Cash (Exhibit 7.7)

Accounts receivable (December sales)

Inventory (Exhibit 7.6)

Building and fixtures* $25,000
Less: Accumulated depreciation™ 9,400
Total assets

LIABILITIES AND EQUITY

Liabilities:

Accounts payable (Exhibit 7.6) 5,250
Long-term bank loan® 15,000

Equity:
Common stock
Retained earnings*
Total liabilities and equity
* Beginning balance of $20,000 + $5,000 addition
~ Beginning balance of $6,000 + $3,400 1998 depreciation expense

" Beginning balance of $10,000 + $5,000 addition
* Beginning balance of $15,000 + $26,400 1998 earnings

$9,550
30,000
24,000

15,600
$79,150

17.500
41,400
$79,150
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wish to go back and revise the budget to allow for thei interest pay-
ments or, if the interest amount appears relatively q‘:mall, simply
adjust the budget for interest expense as the planning period unfolds.

Before moving to the topic of long-term foreczjsting, a final
caveat is necessary. The cash budget developed for| Cutler Toys
focuses on the firm’s financial position as of the last| day of each
rmonth and implicitly assumes that cash inflows and ov{ﬁ:ﬂows occur
at a fairly uniform rate during the month. If this is not Lhe case—for
example, if most expenses are paid early in the month while most
cash collections come in late in the month—it will be‘ necessary to
shift the date of the cash budget from the end of the nonth to the
point at which peak cash needs may be anticipated. Ijl the case of
early outflows and late inflows, the fifteenth of the month may be the
most appropriate date. The final cash position at the en{H of the plan-
ning period will be the same, of course, but greater ]oan}needs during
individual months will be shown.

Having examined short-term financial planning te¢hniques, it is
now appropriate to examine long-term financial planning techniques.
As previously noted, long-term forecasts differ from short-term fore-
casts primarily in the level of detail required. The mi}or objective
remains the development of financial planning and cod‘l,rol systems,
but we will now shift our attention toward planning for fluture growth
in sales and assets and the financing of this growth.

LONG-TERM FINANCIAL PLANNING

In developing long-term financial plans, one is most ofte
with planning for future sales growth and devising pla|
this growth. Probably the most common approach to th
of the percentage of sales technique. The essential logig
nique is that, as future sales grow, assets will also have t
support the sales increases. These increased assets wil
partially by reinvested earnings and partially by inci
called spontaneous liabilities such as accounts payable
term notes payable may also be available. Any shortage
sources (overages are not usually a problem!) will
provided for from external financing sources, usually la
or additional equity. The nature of this forecasting tech
illustrated by a continuation of the Cutler Toy Company

:n concerned
ns to finance
is makes use
* of this tech-
0 increase to
I be financed
‘eases in so-
Some short-
5 of financing

have to be
ng-term debt
nique will be
r example.
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Suppose that following our 1998 planning period, C

ntler believes

that sales can be expanded by an additional 25 percent in 1999 and
2000, by 15 percent in 2001, and by 10 percent in 2302, with this

growth leveling off to approximately 5 percent per year

thereafter. If

we wish to develop a five-year financial plan for Cutler Toys, the per-

centage of sales technique requires that we first devel
profit forecast.
Devising the five-year forecast requires several k

p a five-year

Py estimates.

First, it is estimated that cost of sales will remain at |5 percent of
sales as in the past. Second, although expenses in the past have been
approximately 11.5 percent of sales, allowance must iow be made
for hiring additional workers, a few of whom will be full time, and
paying Neville Hook's salary. According to Neville’s estimates, ex-

penses may be expected to increase to 16 percent of ¢
although Cutler has been reinvesting his profits for

sales. Finally,
the past two

years in order to provide funds for growth, he now expdcts to draw a

salary from the expanded company. The five-year profi

I forecast (to

the nearest thousand dollars) is now as shown in Exhibit 7.10.
The next step is to forecast Cutler’s balance she¢t position at

the end of each year. The objective here is to determine
if any—external financing will be required to support
sales levels. All asset and liability accounts that are

how much—
the expected
expected to

increase with sales are estimated as a percentage of sales, with the

appropriate percentage determined according to the a
relationship to sales. In Cutler’s case, if we assume that
balance sheet accounts for 1998 as a percentage of 1998
sonably representative, then we can estimate cash at

EXHIBIT 7.10 CUTLER TOY COMPANY
FIVE-YEAR SALES AND INCOME FORECAST

ccount's past
his year-end
sales are rea-
4 percent of

1999 2000 2001 2002 2003
Sales /$313,000 $391,000 $450,000 $495,000 $520,000
Cost of sales (75%) 234750 293,250 337,500 371,250 390,000
Gross profit $ 78,250 $ 97,750 $112,500 $123,750 $130,000
Expenses (16%) 50,080 62,560 72,000 79,200 83,200
Cutler salary 20,000 20,000 25,000 25,000 25,000
Income beforetax = § 8,170 $ 15190 $ 15500 $ 19550 $ 21,800
Taxes - 2,170 3,190 3.500 3,650 4,800
Net profit, | $ 6000 $ 12,000 $ 12,000 $ 16,000 $ 17.000
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sales, accounts receivable at 12 percent, inventory at 10 p
fixed assets at 6 percent, and accounts payable at 5 pe
long-term bank loan and equity accounts, which are not ¢

ercent, net
rcent. The
xpected to

maintain a constant relationship to sales, must be treated separately.

In this case, the principal amount due on the long-term b:
payable at the rate of $5,000 per year for the next three

ik loan is
years. The

equity amount, of course, is straightforward. In the abseénce of any

stock sales or redemptions, the common stock account
constant. The retained earnings account will increase by
of after-tax profit earned each year (if dividends were
would be deducted from the retained earnings account)
order to force the total of liabilities and equity to equal t
a “force,” or “plug,” figure is used to bring liabilities and
to total assets. This figure represents Cutler's external
requirements—that is, the amount of money required over

will remain
the amount

paid, they
Finally, in
tal assets,
equity up
financing
and above

current liabilities and reinvested earnings to finance experted future

growth. The five-year plan for Cutler is shown in Exhibit T.11.

The preceding analysis indicates that Cutler’s externa! financing
needs will grow during the high growth years 1999-2001. and then
EXHIBIT 7.11 CUTLER TOY COMPANY
FIVE-YEAR PRO-FORMA BALANCE SHEET

1999 2000 2001 2002 2003

ASSETS
Cash (4%) $12,520  $15640 $18,000 $13,800 $20,800
Accounts receivable

(12%) 37,560 46,920 54,000 59,400 62,400
Inventory (10%) 31,300 39,100 45,000 49,50( 52,000
Net fixed assets (6%) 18,780 23,460 27,000 29,700 31,200

Total assets $100,160 $125,120 $144,000 $158,400 $166,400
LIABILITIES AND EQUITY
Accounts payable (5%) $15.650 $19.550 $22,500  $24,75( $26.000
Long-term bank loan 10,000 5,000 0 q 0
Required external

financing 17,110 31170 40,100 36,250 26,000
Common stock 10,000 10,000 10,000 10,000 10,000
Retained earnings 47,400 59,400 71,400 87,400 104,400

Total liabilities and

equity $100,160 $125.120 $144.000 $158.400 $166,400
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begin to decline as growth tapers off in 2002-2003. It mi

1st be noted

that these external financing requirements are in additian to the nor-

mal seasonal fund requirements indicated on the one-ye

represent a permanent need for funds that will not beg|
until over three years from now.

ar cash bud-
get illustrated for 1998. Thus, the external requiremerjt

s indicated
n to decline

At this point, Cutler must assess his financing options. The most
obvious source of financing would be a long-term loan, with principal

repayments beginning in 2002. A bank or potential priva

source may be approached in this regard. Failing a loan,

finance growth by giving up his salary and reinvesting my

te financing
Cutler can
)re earnings

in the company. Bearing in mind that the external financing needs

indicated on the balance sheet represent cumulative ng

end, it can be seen that each year’s incremental need t,
can be covered by Cutler’s salary. If Cutler is unwilling

eds at year
irough 2001

or unable to

sacrifice his salary, a private stock sale may be appropfriate. In any

event, it appears that adequate financing can be arrangedl.

SUMMARY

The objective of a short-term forecast and cash budget s to provide
a formal planning and control system to guide a company’s opera-
tions. Developing a short-term forecast and cash budget follows a
logical, seven-step procedure: (1) develop a sales forecast for the
upcoming year; (2) develop estimates of next year’s exjwected prof-
itability; (3) develop a pro-forma income statement; (4) estimate cash
payment and collection lags; (5) develop a detailed casH. collections
and payments forecast; (6) construct a cash budget; andL(?) develop
a pro-forma balance sheet. A budget system should bg used as a
dynamic planning and control device that is revised aj the future
planning period becomes the current operating period, and the bud-
get is used to check operations against plans. :

Long-term financial planning centers on planning fd ir the future
growth of the company and devising plans to finance ﬂhls growth.
Long-term plans differ from short-term plans primarily lﬂ the level of
detail required. Long-term plans require the developn{ent of pro-
forma income statements and balance sheets for a three% to five-year
period; detailed cash budget forecasts are not required. The percent-




age of sales method is commmonly used to determine the fy
nal financing requirements of a growing business organizj

The cash budgeting and financial forecasting system|
here highlights the importance of an adequate financial pl

Financial Forecasting & Cash

Budgeting

ture exter-
rtion.

illustrated
hnning and

control system to guide a company’s fiscal course. The system is use-

ful both as an explicit statement of management’s future g
a control device to chart the firm’s progress toward thes
evaluating the quality of an overall management systen
tence of an explicit financial plan is a key prereqﬁisite for

assessment.

KEY POINTS

pals and as
e goals. In
), the exis-
p favorable

OBJECTIVES

SHORT-TERM FORECAST

LONG-TERM FORECAST

Planning seasonal fund needs
Planning financing needs for
Controlling to plan

Monthly sales forecasts
Pro-forma income statement
Monthly cash budget
Pro-forma balance sheet

Annual sales forecasts

growth

Annual pro-forma income statements

Annual pro-forma balance sh
Identification of long-term finy
requirements

pets
ancing
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