
 

   

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 INTRODUCTION 

In Topic 6, the importance of profit planning was explained. Profit is obtained 
when sales revenue exceeds total expenditure. As profit depends on sales 
revenue and expenditure, a business should plan and control its sales and 
expenditure. 
 
In this topic, you will be introduced to a planning and controlling tool that is 
normally used by organisations, which is the budget. To understand the 
characteristics of a budget, several definitions of a budget have been given. 
Besides that, this topic will also discuss the benefits of preparing a budget. 
Several examples of preparing cash budgets have also been included. 
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LEARNING OUTCOMES 

By the end of this topic, you should be able to:

1.  Recognise the characteristics of a budget; 

2. Explain the benefits of preparing a budget; 

3. Evaluate the interrelation of the master budget components; and   

4.  Prepare a sales budget, production budget and cash budget. 
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  DEFINITION AND CHARACTERISTICS OF A 
 BUDGET 

 
 
 

If you look through several management accounting text books, you will find 
several definitions being given for a budget. Among them are: 
 

 
 

 
 
Based on the definitions provided, the characteristics of a budget can be 
summarised as follows. 

(a) Budgets are prepared for specific reasons such as to estimate the purchase 
of materials, total products that must be produced and total borrowings 
required. 

(b) Budgets are prepared for one specific reason, either on a monthly, quarterly 
or yearly basis. This period depends on the purpose the budget is prepared. 

(c) Budgets are prepared for one entity such as one department, segment or the 
overall organisation. 

 
 
 
 

 
 

8.1 

Budgets are quantitative expressions of plans stated in either physical or 
financial terms or both. (Mowen, 2003) 

A budget is a quantitative expression of a proposed plan of action by 
management for a future time period and is an aid to the coordination and 
implementation of the plan. (Hongren, 2004) 

Every year, the national budget for the coming year will be presented 
in the Parliament. What do you understand about this budget and its 
importance? 
 
The understanding of the budget will help you in understanding the 
concept and characteristics of a budget. 
 

ACTIVITY 8.1 
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  BENEFITS OF PREPARING A BUDGET 

 

 
 
 

For firms that prepare and administer their budgets formally and orderly, several 
benefits can be obtained. Among the benefits are: 
 

(a) Planning Must Be Formal 
 The process of preparing a budget provides a manager a method to conduct 

formal planning. 
 
(b) Criteria for Control and Performance Evaluation  
 Control involves comparison between actual performance and expected 

performance. To control the activities and also to evaluate the performance, 
a basis of comparison is required and a budget provides that basis. 

 
(c) Increased Coordination and Communication Within the Organisation 
 A budget coordinates an organisation's overall activities by integrating the 

objectives and several sections' plans into it. This ensures the plans and 
objectives of each section are in accordance with the organisation's 
objectives. 

  
(d) Provides Motivation 
 A challenging but reasonably targeted budget which is acceptable can 

provide motivation to the staff to work towards achieving an organisation's 
objectives. 

 
 

  TYPES OF BUDGET 

In this topic, we will discuss three types of budget which are: 

 Static and flexible budget; 

 Master budget; and 

 Cash budget. 
 
 

8.3 

8.2 

Based on the provided definitions and characteristics of a budget, 
define a budget according to your understanding. 

SELF-CHECK 8.1 
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The following are the definitions of these budgets. 
 
(a) Static and Flexible Budget 
 Budget can be prepared for one activity level or several activity levels. 

 

 
 

 
 

A flexible budget has several advantages. The prepared budget can be 
adjusted according to the activity level that it actually achieves. The 
comparison between the actual performances and the expected 
performance will be more meaningful if a flexible budget is used. 
 

(b) A Master Budget and Its Components 
 A master budget is an overall operational and financial plan for one period 

(normally one year) in the future. It consists of an operating budget and a 
financial budget. 

 

 
 

Examples of operating budget are sales budget, production budget, 
marketing and administrative budget. The result of an operation budget is 
the estimated income statement (pro forma income statement). 

 

 
 

Examples of financial budget are cash budget, capital expenditure budget, 
estimated cash flow statement and estimated balance sheet. 
 
Figure 8.1 shows the connection between the components of a master 
budget in a manufacturing firm. Normally, the preparation of a master 
budget begins with the sales estimation to generate the sales budget. 

Financial budget is a budget with details of cash inflow and outflow 
and also the organisation's overall financial status. 

Operating budget is the budget that outlines a firm's activities. 

If the budget is prepared for several activity levels in one relevant 
range, the budget is known as a flexible budget. 

If the budget is prepared for only one activity level, the budget is 
known as a static budget. 
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Normally, the sales budget is the starting point in the preparation of the 
other master budgets' components. This is because the sales activity 
determines the total production (for a manufacturing firm), purchases and 
also marketing activities. The master budget components of merchandising 
firms (either retailer or wholesaler) are also the same as manufacturing 
firms. The only difference is that the production budget is not prepared as 
these businesses purchase ready made goods for resale. Where else for 
service firms, it only involves the preparation of income budgets and a 
budget for operation expenses. 

 

 
 

Figure 8.1: Interrelation of the components of a master budget 
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(c) Sales Budget  
The sales budget is prepared in both units and sales dollars. For Example, 
Aman Sdn Bhd Prepares its sales budget for first quarter 2010. The selling 
price is RM2.00 per unit. 

 
 January February March Total 

Units 200,000 250,000 275,000 725,000 
Price RM2 RM2 RM2 RM2 
Sales RM400,000 RM500,000 RM550,000 RM1,450,000 

  
(d) Production Budget 

The production budget follows from the sale budget and uses information 
regarding the type, quantity, and timing of units to be sold. Sales 
information is used in conjunction with beginning and ending inventory 
information so that managers can schedule necessary production. The 
following formula provides the computation for units to be produced. The 
production budget must be in units. 

 
Number of units to be sold XXX 
(+) Number of units desired in ending inventory XXX 
= Total units needed during period XXX 
(-)Number of units in ending inventory XXX 
= Units to be produced XXX 

 
The number of units desired in the ending inventory is determined and 
specified by company management. See Table 8.1. 
 

Table  8.1: Production Budget 

 January February March Total 
Sales in units 200,000 250,000 275,000 725,000 
(+) Desired ending inventory 30,000 35,000 40,000 40,000 
Total needed 230,000 285,000 315,000 765,000 
(-) Beginning inventory 20,000 30,000 35,000 20,000 
Units to be produced 210,000 255,000 280,000 745,000 

 
(e) Cash Budget 

You might have heard of profitable businesses that failed. Among the 
reasons for the failure of a business are cash flow problems. The knowledge 
on cash flow is important in managing a business. 
 
The preparation of a cash budget can assist a manager to plan and control 
the companyÊs cash flow. The manager can take the appropriate action if 
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the manager knows when there is cash shortfall or cash surplus. This makes 
cash budget an important component of financial budget. 
 
A cash budget shows the expected cash receipt and payments for a specific 
period. It has 5 major components as shown in Figure 8.2. 

 

   
Figure 8.2: Components of a cash budget 

 
(i) Total cash available 

Total cash available consists of beginning cash balance and total 
expected cash receipt. The total expected cash receivable includes all 
the cash that is expected to be received within that period such as cash 
sales and collection of accounts receivable. 

 
(ii) Cash payment 

Cash payments list all the expected cash payments that will be made 
in a particular period. For example, payments for the purchase of raw 
materials, staff's salary and also payments of operation expenses such 
as rental and utilities. It must be remembered that, expenses that do 
not involve cash are not included in cash payments, for example, 
depreciation. Loan interest expense is also excluded as it is a part of 
the financing cost. 

 
(iii) Cash surplus or shortfall 

Cash surplus or shortfall compares the total cash available with the 
total cash required. The total cash required is calculated as follows: 

 

 

Total cash required = Total cash payments  +  Minimum cash balance 



           TOPIC 8    BUDGET    95 

Minimum cash balance is the lowest sustainable level of cash balance 
in hand. 

 
(iv) Financing 

Financing comprises of loans and repayments including interest. 
 
(v) Ending cash balance  

The expected closing cash balance includes minimum sustainable cash 
balance. 

 

Table 8.2 shows the cash budget format.  
 

Table 8.2: Format of a Cash Budget 

 

 Cash Budget 

 

+ 
 
- 
- 
 
- 
+ 
+ 

Beginning Cash Balance 

Cash Receipts 
Total cash available 
Cash payments 
Minimum Cash Balance 
Cash surplus or shortfall 
Repayments 
Loan 
Minimum Cash Balance 
Ending Cash Balance 

 

   

 
For clearer explanations on the preparation of a cash budget, see the following 
example. 
 
 

Before looking at the examples of preparing a cash budget, try to 
remember the types of budgets that have been discussed. Find 
examples of each budget that has been discussed based on your 
understanding of these budgets. You can find these examples from the
internet, newspapers and companiesÊ annual report.  
 

These examples can become the additional notes. 

ACTIVITY 8.2 
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Example 8.1 
 
Adam Sdn Bhd requested you to prepare a cash budget for the month of 
November and December 2009. The information gathered is as follows: 

Cash balance as at 1 November 2009 is RM35, 000. 

The actual sales and estimated sales are as follows: 
 

 September October November December 

RM25,000 

RM60,000 

RM30,000

RM80,000 

RM40,000

RM100,000 

RM50,000 

RM110,000 

RM85,000 RM110,000 RM140,000 RM160,000 

Cash sales 

Credit sales 

Total 

    

 
The credit sales collected are as follows: 

40% in the month of sales 
35% in the next month of sales 
25% in the second month of sales 

 
The average purchase of inventory is 55% of the sales. From this purchase, 65% is 
paid in the month of purchase, and the balances are paid the following month. 
The handling expenses are paid in the month incurred. These expenses include 
RM2,500 for rental, RM6,000 for salary and RM750 for utility and sundry 
expenses. 
 
To prepare the cash budget for the month of November and December 2009, you 
must first estimate the cash collection for both months. The expected cash 
receipts schedule is as follows: 
 

 November December 

RM40,000 

 

RM40,000a 

RM28,000b 

RM15,000c 

RM50,000 

 

RM44,000d 

RM35,000e 

RM20,000f 

RM123,000  RM149,000 

Cash sales 

Collection from account receivable: 

In the month of sales, 40% 

One month after sales, 35% 

Two months after sales, 25% 

Cash receipts 

  

(a) RM100,000 x 0.4 

(b) RM80,000 x 0.35 

(c) RM60,000 x 0.25 
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(d) RM110,000 x 0.40 

(e) RM100,000 x 0.35 

(f) RM80,000 x 0.25 
 
To determine the expected cash payments, you must calculate the purchases for 
November and December. The calculation of purchases for the month of 
November and December are as follows; 
 

 November December 

Purchase cost at 55%  

of total sales for that month 

=RM140,000 x 0.55 

=RM77,000 

= RM160,000 x 0.55 

= RM88,000 

 
The expected payment schedule is as follows; 
 

 November December 

 

50,050 

21,175 

9,250 

 

57,200 

25,950 

9,250 

80,475 93,400 

Payment for purchases: 

In the month of purchase, 65% 

One month after purchase, 35% 

Operating expenses 

Total cash payment 

  

 
Note that the cash budget prepared above assumed that the minimum cash 
balance is not fixed. If the minimum cash balance is maintained at RM100,000, 
this means that a loan of RM57,475 (RM100,000  RM42,525) is required for the 
month of November. 
 
Before ending this topic, test your understanding through the following exercise. 
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 A budget is a planning and controlling tool that is important for a business.  

 The contents and period of a budget depends on its purpose.  

 A master budget is a comprehensive budget for an organisation that 
comprises of an operation budget and a financial budget.  

 A cash budget is an important tool for cash management in an organisation. 
 
 
 
 
 
 

1. A factory owner who produces pots made from ceramic wants to 
prepare a budget to help him plan and control his business 
activities. The owner seeks your advice on the budget that must 
be prepared in order to estimate next yearÊs profit. List the types 
of budgets related to operations that must be prepared. 

 
2. The estimated sales for the second quarter of 2009 for Rema Sdn 

Bhd are as follows: 
 

Month Estimated Sales (RM) 

April 
May 
June 

400,000 
200,000 
600,000 

 
Normally, the company will collect 60% in the month of sales, 
and 30% in the next month. 10% of all the sales cannot be 
collected and is written off in the following month. The account 
receivable balance as at 1 April 2009 is RM200,000 equivalent to 
40% of sales for March. 
 
Required: 
Prepare the collection schedule for the second quarter of 2009. 

   

EXERCISE  8.1 
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Budget 

Controlling 

Financial budget 

Flexible budget 

Master budget 

 

Operating budget 

Planning 

Production budget 

Sales budget 

Static budget 

 


