
INTRODUCTION

Chapter 9 discusses the importance of financial planning, preparation of cash 
budget and preparation of pro forma income statement. This chapter also 
discusses the importance of working capital management and the types of short-
term financing. Besides that, this chapter will focus on the basis of cash 
management. It discusses the cash conversion cycle and its components, and the 
types of marketable securities that are found in the market. It also touches on the 
management of account receivable that is a part of the current asset of the 
company or the working capital of the company. Finally, it discusses on 
management of the current asset with the lowest level of liquidity, which is the 
inventory.

 FINANCIAL PLANNING 9.1

CChhaapptteerr 99 Financial
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OBJECTIVES
At the end of this unit, you should be able to: 
1. realise the importance of cash budget and pro forma income 

statement in financial management; and 
2. prepare cash budget and pro forma income statement. 

Financial planning that is practical and effective is very important in the 
operations of a company. Who is responsible to plan and implement 
these guidelines? Is it the responsibility of one individual or through 
collective discussions? 



 CHAPTER 9    FINANCIAL PLANNING 282

Before understanding the income statements even further, we need to look at the 
guidelines for preparing the financial planning correctly. Generally, a financial 
plan that is correct and complete should have the following criteria: 

 objective, strategy and operational plans that are clear; 

 assumptions that are used in the preparation of financial plans; 

 budgets that are classified according to the period and type; 

 projects financing that are classified according to the type and time period; 
and 

 pro forma financial statement throughout the planning period. 

After having some image on the initial steps of preparing a financial plan, the 
next step is to understand the method of preparing a cash budget. 

CASH BUDGET

An efficient cash management involves the forecast of cash requirements in the 
future. One of the normal methods used to estimate the cash requirements in the 
future is by preparing a cash budget. 

Cash budget is a summary of receiving and payment of cash that is expected for 
a short period of time. Normally, it is prepared for a planning period of six 
months or one year. It can show how the cash flow is planned for a specific time, 
whether it is a cash inflow or cash outflow. 

Besides that, cash budget is very important to the company as the sales and 
profit obtained cannot ensure that the company will have enough cash to fulfil its 
financial obligations. Instead, the cash budget can assist the company to know 
the cash status of the company in the effort to ensure that the cash flow of the 
company is strong and stimulating. The following are several terms that are 
often used in cash budget. 

9.2

What do you understand by a cash budget? 
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(a) RReceiving of Cash or Cash Inflow 
Receiving of cash is the entire cash inflow for the financial period given. For 
example, cash sales and collection of account receivables. 

(b) PPayment of Cash or Cash Outflow
Payment of cash is the entire cash outflow for the financial period given. 
For example, purchase of equipments, wages and salaries, rental, payment 
of interests, dividend taxes and capital expenses. Depreciation and other 
non-financial charges are not included in the cash budget. 

(c) CChanges in Net Cash
Changes in net cash can be obtained as a result of comparison made between 
cash inflow with cash outflow, and with the opening balance of cash flow for 
that period. Besides that, the additional financing cost that is predicted at the 
beginning of the period that is, the interest will also be taken into account. 

(d) CCash Surplus or Additional Financing Requirement 
The amount of cash surplus or additional financing requirement depends on 
the changes of net cash and the targeted balance determined by the company. 
A positive amount shows that the company has cash surplus while a negative 
amount shows that the company requires additional financing. 

Figure 9.1: Comparison of changes in net cash flow 

Example 9.1 

The example below shows how a cash budget is prepared. The following are 
several information and assumptions for preparing the cash budget of Nuri 
Company.

1. Cash budget will be prepared for the months of March, April and May. The 
information required are as follows: 

(a) Actual sales for January and February 

(b) Sales forecast for the months of March, April and May. 

(c) Cash sales are 25% and the balance are credit sales. For credit sales, 
80% of it will be collected in the next month and 20% will be collected 
two months after the sale. 
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Month Sales (RM) 
 January 
 February 
 March 
 April 
 May 

45,000 
65,000 
60,000 
90,000 
85,000 

2. The purchase of raw materials is predicted at 60% of sales and the payment 
will be made a month later. 

3. Office and warehouse rentals are RM4,500 per month. 

4. Payments of wages are RM5,000 per month. 

5. The company will pay insurance premiums of RM2,800 in the month of 
March.

6. The purchase of a new asset involving a cost of RM25,000 will be made in 
the month of March. 

7. Opening cash balance for the month of March is RM15,000. 

8. The cash balance that the company intends to hold every month is 
RM10,000. 

Solution 

Step 1: Complete the schedule of cash received for the months of March  May 

Jan Feb March April May 
60,000 
45,000 

15,000 
39,000 
6,750

90,000 
67,500 

22,500 
36,000 
9,750

85,000 
63,750 

21,250 
54,000 
9,000

Total sales 
Credit sales (75%) 

Collections: 
Cash sales (25%) 
80% from last monthÊs sales 
20% from last two monthÊs sales 
Total cash inflow 

45,000 
33,750 

65,000 
48,750

60,750 68,250 84,250 
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Step 2: Complete the schedule of cash payment for the months of March  May 

Feb March April May 
36,000
36,000

39,000
4,500
5,000
2,800

25,000

54,000 
54,000 

36,000 
4,500 
5,000 

51,000 
51,000 

54,000 
4,500 
5,000 

Total purchase of raw materials 
Credit purchase of raw materials 

Payment a month after purchase 
Rental 
Wages 
Insurance premiums 
Purchase of new asset 

Total cash outflow 

39,000
39,000

76,300 45,500 63,500

Step 3: Prepare the cash budget 

Table 9.1: Cash Budget 

March April May 

   60,750 
   76,300 
(15,550) 

   15,000 
(550) 
(550) 

   10,000 
   10,550

68,250 
45,500 
22,750 
10,000 
32,750 
32,750 
10,000 

(10,550)

84,250 
63,500 
20,750 
22,200 
42,950 
42,950 
10,000 

-

Total receiving of cash 
Total payment of cash 
Changes in cash flow 
Opening balance 
Closing cash balance (without loans) 
Cumulative cash balance 
Minimum balance required 
Financing requirement (repayment) 

Closing cash balance    10,000 22,200 42,950

Next, we will make the following financial forecast for the purpose of forming a 
series of pro forma financial statements: 

 The company can estimate the level of account receivables, inventory, 
account payable and other accounts in the future to fulfil the requirement 
for loans and expected profits. 

 The finance officer can make detail evaluation on the actual financial 
statements that had been planned and from thereon make adjustments. 

 The finance manager and creditors can evaluate in advance the level of the 
companyÊs profitability and the overall achievement of the company. 

Budget is a forecast and forecast is often not accurate. What is the way 
to ensure that the forecast in the estimation of the company’s cash flow 
achieves the objective without any contradiction or error? 
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 PRO FORMA INCOME STATEMENT 

Pro forma income statement provides the forecast on the total profitability that 
can be obtain by the company throughout a specific time period. There are two 
main steps in preparing a pro forma financial statement, which are: 

(a) PPreparing Sales Forecast 
Brigham (1995) defines sales forecast as a forecast on the unit and amount of 
sales in the future. Sales forecast is the main pre-condition activity in the 
process of financial planning. Several sources are needed to make this 
forecast. Sales forecast must at least be based on: 

 any sales trend expected for the company will be repeated in the coming 
years; and 

 any factor or occurrence that may have a significant effect on the sales 
trend of the company. 

Figure 9.2: Factors that influence sales forecast 

As a result of this information, the finance manager can make an estimated 
cash inflow and outflow that are related with the sales and inventory 
operations. Besides that, this information can also assist the finance manager 
in determining the assets used and the amount that is required to finance the 
forecasted production level. 

9.3
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1. What is the appropriate time period for cash budget? 

2. One of your duty as an employee of Zitroe Company is to prepare 
the cash budget for the period from 1 January to 30 June 2001. Use 
the information below to assist you in preparing that budget. 
(a) 80% are credit sales; 80% of credit sales will be collected in the 

next month; 15% will be collected 60 days after sales and 4% 
more will be collected 90 days after sales. The company had to 
bear 1% of credit sales as uncollectible debt (bad debt). 

(b) Purchases made every month are 65% of sales forecasted for 
the next month. Payment for these purchases will only be 
made one month after purchased. 

(c) The company intends to maintain a minimum cash balance of 
RM300,000. The cash balance on 1 January is RM300,000. 

(d) The company expects the delivery of a new machine in the 
month of April. Payment of RM400,000 will be made after 
delivery had been done. 

(e) Payment for tax of RM500,000 will be made in the month of 
March and June. 

(f) Rental of RM100,000 per month. Other cash expenditure is 3% 
of sales. 

(g) The depreciation expenses are RM150,000 per month. 
(h) Labour expenses are 10% of sales for the next month. 
(i) The companyÊs Board of Directors intend to maintain the 

dividend payment of RM450,000 that will be made in the 
month of June. 

(j) Sales in the month of October are RM3,000,000 and 
RM2,000,000 in the months of November and December 2000. 

 (k) Sales forecast for the first seven months in the year 2001 is as 
follows:

Month Sales (RM) 
January 
February
March
April
May
June
July 

3,000,000 
5,000,000 
5,000,000 
6,000,000 
3,000,000 
2,000,000 
2,000,000 

(l) The company will make interest payments in the month of 
June for RM310,000 

EXERCISE 9.1
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(b) FForecasting Financial Variables 
Financial variables are the items from expenditure, current assets and fixed 
assets, liabilities and equity (Scott, Keown et al. 1996). After you have 
successfully estimated the increase in sales, determine the effect of this 
increase in sales on these financial variables.  

Generally, these variables should change according to the changes in sales. 
For example, if sales increase, then surely its expenditure, especially the 
costs will change; will increase with the increase in sales. Assets must also 
be increased as more assets, whether current assets or fixed assets, are 
needed to support the increase in sales and those financial variables. 

The process of preparing a pro forma financial statement is as follows: 

Step 1 

Prepare the sales forecast 

Step 2 

Determine the production schedule and requirements for materials, labour and 
expenditure 

(a) DDetermine the Total Unit that Will be Produced 

 Total unit that will be produced depends on the opening inventory, 
sales forecast and the targeted closing level of inventory 

Expected unit sales 
+ Closing inventory 

 Opening inventory      

= Production requirement 

(b) DDetermine the Production Cost Per Unit
Cost per unit = Material + Labour + Overhead 
Total product cost = Number of units to be produced x Cost per unit  
Calculate the cost of goods sold 

(i) Estimated sales unit 
(ii) Cost of goods sold = Sales unit x Cost per unit 
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(c) CCalculate the Closing Inventory

Opening inventory      RM xxxx 
 + Total production cost               xxx 
 = Total inventory for sale            xxxx 
 - Cost of goods sold                      xxx 
 = Closing inventory             xxxx 

Step 3 

Calculate other expenditures 

(a) Administration and general expenses 
(b) Interest expenses 

Step 4 

Prepare the pro forma income statement 

Sales revenue        RM xxxx 
 Cost of goods sold xxx 
 Depreciation xxx 

= Gross profit xxxx 
 Administration and general expenses xxx 

= Operating profit (profit before interest and tax) xxx 
 Interest expenses xx 

= Earnings before tax xxx 
 Tax xx 

= Earnings after tax xxx 
 Dividend of ordinary shares (cash) xx 

= Increase (decrease) in retained earnings xxx 

Example 9.2 

By using the information in Example 9.1 prepare the pro forma income statement 
for Nuri Company for the month of May. The following are the additional 
information: 

 Total fixed assets  = RM300,000 
 Depreciation   = 10% from the total fixed assets 
 Inventory at 30 April  = RM20,000 
 Inventory at 30 May  = RM40,000 
 Tax rate   = 30% 
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Nuri Company 
Pro forma Income Statement 

for the month of May 
Sales revenue                                                                                               
Cost of goods sold 
   Opening inventory 
   Purchases (60% x 85,000)                                                                       

  Closing inventory 
Cost of goods sold 
Gross profit 
Operating expenditure 
   Office and warehouse rental expenses  
   Wages expenses 
Operating expenditure 
Operating profit before interest and tax 
Tax 

Earnings after tax

(RM)

20,000 
51,000 
71,000 

(40,000) 

4,500 
5,000 

    (RM) 
    85,000 

  (31,000) 
    54,000 

    (9,500) 
   44,500 
  (13,350) 
   31,150

An auditor has detected an obvious difference in the net cash flow from 
the accounting files of your company for the last two years period. There 
is a possibility that it might cause by an error in recording or there is 
discrepancy by the company’s employees. What action should be taken? 

1. What is the usage of pro forma income statement? 

2. State FFOUR sections that are found in the cash budget. 

3. Based on the information below, prepare a pro forma income 
statement for Tulip Company for the year 2001. 

Sales forecast     $10,000,000 
Cost of goods sold    60% of sales 
Administration and sales expenses  $100,000 per month 
Depreciation expenses    $140,000 per month 
Interest expenses    $120,000  
Tax rate      34% 
Rate of dividend payments   50% 

EXERCISE 9.2



 CHAPTER 9    FINANCIAL PLANNING 291

You had been exposed to the importance of financial planning via the 
preparation of pro forma income statement and cash budget in Chapter 9. 
Companies can make evaluations and detailed adjustments to maximise profit 
through the comparisons of cash inflow with cash outflow. 




