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Abstract

This paper gives brief details as to how to prepare a functional budget and ultimately the master budget for any organization. The
process of budget preparation principally comprises of five steps viz. Formulating guidelines, Initial budget proposals,
Negotiations, Reviews & approval and Budget revision. The success of the budget is possible when there is a cooperation of all
the functional heads of the business in actively participating in the process of preparing budget. Based on strategic plans, the
responsibility centers depending upon the objectives, prepare the budget proposal in consonance with the coordination of all
other functional departments. When budget committee approves and Board ratifies, the proposal becomes ‘Budget’.
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l. INTRODUCTION

Budgeting is a systematic approach to profit planning. Process of construction of budget is a synthesized approach of ‘top down’
and ‘bottom up’. [1] Responsibility centre prepares the draft proposal for the budget of his area of responsibilities which is
‘bottom up’ but he does so in accordance with the guidelines established by higher level which is ‘top down’. Senior Managers
review and top management finally approve. Thus all functional heads of the business are required to objectively participate in
the process of preparing budgets so that feasible master budget incorporating all functional budgets can be prepared.

Top management decides the overall objectives based on the strategic plans. The long range objectives are pursed in
successive, short- run steps in future periods of time. The functional heads of the responsibility centers work out the details to
test the feasibility of the objectives and to ensure coordination of all functions of other departments. It is possible that as a result
of this exercise the overall objective laid down may have to be modified. [2]

The ideal budget is one that is challenging but attainable. Senior management should not automatically increase the ‘target’ for
the following year. [3]

Thus preparation of budget need not only cooperation but also permit reciprocating response of objectives and plans to achieve
realistic and workable programme which is in accordance with the long term plans as reflected in the strategic plans of the
organization. Participative budgeting procedure is beneficial for responsibility centers that operate in dynamic and highly
uncertain environment. [4]

Il. STEPS INVOLVED IN PREPARING BUDGET

Basic steps involved in preparing master budget and functional budgets are discussed as under:
A. Step 1: Formulation of Guidelines

The first step in the budget preparation process is issuance of guidelines. It is the statement of expectations in clear, formal terms
to avoid confusion and facilitate their attainability. They are the specifications by the top management or Budget Committee
consisting of CEO, CPO and CFO regarding proposed volume of business, income for the following year, financial position, and
capital expenditure. The guidelines also include rate of inflation, inflation for specific items such as labor wages, corporate
policies on promotion, compensation at each level, employee benefit etc. All the objectives should be based on analysis and
forecasts of the size of the market and price and cost structure. [2, 3]

#. STEP 2: Initial Budget Proposals

In view of the broad guidelines the business unit managers will develop a budget proposal. This involves formulation of plans
and certain assumptions made by managers in arriving at the proposal. Based on these assumptions proposal is prepared
reflecting budget in terms of units of inputs, units of outputs along with the cost of inputs and value of outputs .[4]

The responsibility centre manager in this step invariably takes care of environmental factors of business. Both changes in
external forces e.g. expected changes in labor rates, expected changes in price of raw material purchases, Government policies
tax structure and changes in selling price) and internal forces like changes in production costs due to new equipment and
methods, changes in market share and product mix etc. [2]

Normally guideline should include all these aspects. If such information is not imparted, responsibility centre manager should
take decision themselves and specify under the list of assumptions. [5]
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. Step 3: Negotiations

As budgeting involves comprehensive and coordinative advance planning of the various activities both in physical and financial
terms, it would help in either together eliminating these problems or would at least enable the management to foresee them
sufficiently in advance so as to surmount them in advance. The budget proposal is therefore discussed with senior management ©.
This is said to be the heart of the entire process. In this process the modifications and amendments of plans may take place and
assumptions made may need changes. If the senior management finds the slack, they may make attempt to eliminate it. 2 The
managers may respond by giving highly conservative forecasts. This is called as padding or budgetary slack. It refers to the
practice of under estimating budgeted revenues (or over- estimating budgeted cost) in order to make budgeted targets more easily
achievable. 7

fr.  Step 4: Reviews & Approval

In this step the analysts study again all the final plans in an integrated manner. The functional budgets and the service support
system should be in consonance with each other. The production budget should be consistent with planned sales volume.
Moreover, the ultimate results of these functions must be ‘net profit’. If not, the plans must be revised. Reworked final plans are
then submitted to Budget Committee. [7]

The approved budget is then submitted by CEO to the Board for ratification. Approved master budget and supporting
functional budgets are issued to all management levels for action indicating the volume and value of inputs and outputs. [3]

E. Step 5: Budget Revisions

Budget so approved does not remain firm. There is always a scope to revise or update the budget to make it more meaningful.
Updating of budget is a normal activity and a procedure is laid down that provide for a systematic say quarterly updating
budgets. A procedure that allow revisions under special conditions say unusual circumstances- budget is found to be unrealistic
that it cannot be used as control device. Budget revision must be justified on the basis of significantly changed conditions from
those existing when the original budget was approved [3]

Contingency budgets are prepared whenever there is a significant decrease in the sales volume form what was anticipated at
the time of developing budget. The contingency budget provides a way of quickly adjusting to changed conditions if such
situation arises. [3]
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