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[bookmark: _l82dmiftxt69]Introduction 
Budgeting is one of the critical aspects of the management control systems since it enables organisations to allocate the resources, monitor the performance, and facilitate the decision-making processes (McCrie, 2022). In the present fast-changing business world, however, the traditional budgeting approaches, including the most common one, the incremental budgeting, has been criticised for being rigid and incapable of adapting to change (Simakov and Chernyshova, 2020). In the case of Blue Thread Ltd, the tasks to get rid of an overdraft within a certain time period and adjust spending priorities provide a good example of the need for a proper budget that will allow for both short-term sustainability and the achievement of long-term objectives. This report aims at preparing the budgetary estimates for Blue Thread Ltd for the next six months, identifying the problems arising out of these budgets, and assessing how the budgeting systems and their underlying philosophies might change in the context of a dynamic business environment.


[bookmark: _u8ps1xv4yi1a](a) Stock Budget, Cash Budget and Profit and Loss Statement
Blue Thread Ltd  
[bookmark: _7qrdgq8ajp5i]Stock Budget
For the six months to 30 November

	Item
	June
	July
	August
	September
	October
	November

	Opening Stock
	£90,000
	£110,000
	£134,000
	£187,500
	£204,500
	£255,000

	Purchases
	£150,000
	£180,000
	£190,000
	£160,000
	£200,000
	£210,000

	Cost of Goods Sold
	£130,000
	£156,000
	£136,500
	£143,000
	£149,500
	£162,500

	Closing Stock
	£110,000
	£134,000
	£187,500
	£204,500
	£255,000
	£302,500
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Blue Thread Ltd  
[bookmark: _5k8lo1osvexk]Cash Budget
For the six months ending 30 November
	Item
	June
	July
	August
	September
	October
	November

	Opening Balance
	(£25,000)
	(£34,800)
	£15,040
	(£15,850)
	(£19,830)
	£14,100

	Receipts
	
	
	
	
	
	

	Sales income
	£200,000
	£240,000
	£210,000
	£220,000
	£230,000
	£250,000

	Total Receipts
	£200,000
	£240,000
	£210,000
	£220,000
	£230,000
	£250,000

	Payments
	
	
	
	
	
	

	Purchases of stock
	£170,000
	£150,000
	£180,000
	£190,000
	£160,000
	£200,000

	Admin expenses
	£17,000
	£18,000
	£19,000
	£20,000
	£21,000
	£22,000

	Selling expenses
	£5,000
	£6,000
	£7,000
	£8,000
	£9,000
	£6,000

	Credit card charges
	£1,800
	£2,160
	£1,890
	£1,980
	£2,070
	£2,250

	Taxation payments
	-
	-
	£15,000
	-
	-
	-

	Interest payments
	£1,000
	£1,000
	£1,000
	£1,000
	£1,000
	£1,000

	Loan repayment (principal)
	£3,000
	£3,000
	£3,000
	£3,000
	£3,000
	£3,000

	Store refurbishment
	£12,000
	£10,000
	£14,000
	-
	-
	-

	Total Payments
	£209,800
	£190,160
	£240,890
	£223,980
	£196,070
	£234,250

	Net Cash Flow
	(£9,800)
	£49,840
	(£30,890)
	(£3,980)
	£33,930
	£15,750

	Closing Balance
	(£34,800)
	£15,040
	(£15,850)
	(£19,830)
	£14,100
	£29,850


Workings and Notes:
1. Opening Stock: 
· Initial stock level at June 1 was £90,000 (Note 1).
2. Cost of Goods Sold: 
· Calculated as Sales × (1 - Gross Profit Margin)
· Gross profit margin is 35% (Note 3)
· E.g., June: £200,000 × (1 - 0.35) = £130,000
3. Closing Stock: 
· Opening Stock + Purchases - Cost of Goods Sold
· E.g., June: £90,000 + £150,000 - £130,000 = £110,000
· All monthly stock levels exceed the minimum requirement of £40,000 (Note 2)
4. Sales Income: 
· All received in month of sale (Note 4)
5. Credit Card Charges: 
· 30% of customers pay by credit card with a 3% charge (Note 4)
· E.g., June: £200,000 × 30% × 3% = £1,800
6. Admin Expenses: 
· Paid when incurred, but exclude the £6,000 monthly depreciation (Note 5)
· E.g., June: £23,000 - £6,000 = £17,000 cash outflow
7. Selling Expenses: Paid in the month following incurrence (Note 6)
· E.g., June pays May's selling expenses: £5,000
8. Loan Repayment: Monthly installment of £4,000 (Note 4)
· Interest component (25%): £1,000
· Principal component (75%): £3,000
· Interest payments shown separately as per the original table
9. Stock Purchases: Paid with one month's credit (Note 2)
· E.g., June pays for May's purchases: £170,000


Blue Thread LtD
[bookmark: _3izyh63vx1n]Budgeted Profit and Loss Account
For the six months ending 30 November
	Item
	Amount (£000)

	Sales Income
	1,350

	Less: Cost of Goods Sold
	(877.5)

	Gross Profit
	472.5

	Less: Operating Expenses
	

	Administration expenses
	(153)

	Selling expenses
	(43)

	Credit card charges
	(12.15)

	Interest payments
	(6)

	Total Operating Expenses
	(214.15)

	Profit Before Tax
	258.35

	Less: Taxation
	(15)

	Net Profit for the Period
	243.35



Workings:
1. Sales Income:
·  Sum of monthly sales for June to November
· £200,000 + £240,000 + £210,000 + £220,000 + £230,000 + £250,000 = £1,350,000
2. Cost of Goods Sold: 
· 65% of Sales (Gross profit margin is 35%)
· £1,350,000 × 65% = £877,500
3. Gross Profit: 
· Sales - Cost of Goods Sold
· £1,350,000 - £877,500 = £472,500
4. Administration Expenses: 
· Sum of monthly admin expenses
· £23,000 + £24,000 + £25,000 + £26,000 + £27,000 + £28,000 = £153,000
5. Selling Expenses: 
· Sum of monthly selling expenses
· £6,000 + £7,000 + £8,000 + £9,000 + £6,000 + £7,000 = £43,000
6. Credit Card Charges: 
· 3% of 30% of total sales
· £1,350,000 × 30% × 3% = £12,150
7. Interest Payments:
·  £1,000 per month for six months
· £1,000 × 6 = £6,000
8. Taxation: 
· One-time payment in August
· £15,000
9. Note: Store refurbishment costs (£36,000 total) are not included in the Profit and Loss Account as they are capital expenditures, not operating expenses.


[bookmark: _x7xfufvx62o](b) Explanation of the Problems Indicated by the Budgets and Possible Management Actions 
The six-month budgets prepared for Blue Thread Ltd highlight two primary challenges: ongoing cash flow deficiencies during certain months and the requirement to eliminate an overdraft by the end of November. Although the budgeted Profit and Loss Account indicates that the company should generate a respectable profit of £243,350 over the period, the cash budget reveals that profitability does not necessarily translate into consistent cash availability (Seal et al., 2018). This divergence underscores the delicate interplay between profitability, liquidity, and timing of inflows and outflows.
First, the business experiences negative cash balances in June, August, and September. This indicates that Blue Thread Ltd may struggle to meet its immediate obligations, especially at the end of those months. The drive to eliminate the overdraft by November places further pressure on the business’s liquidity. Traditionally, maintaining some level of overdraft can be manageable if a company has confidence in future cash inflows (Horner, 2020). However, an imposed deadline from the bank to clear the overdraft heightens the urgency and the financial risk if the business is unable to meet its obligations on time (McCrie, 2022).
A significant contributor to these cash challenges is the store refurbishment costs incurred in June, July, and August. While refurbishing stores is potentially strategic—helping to improve the shopping environment and possibly boosting sales in the longer run—it creates a sizable short-term drain on cash (Hashimov, 2020). Capital expenditures do not appear in the Profit and Loss Account but weigh heavily on the cash budget (Atrill and McLaney, 2018). Management must therefore balance the need for such investments against the imperative of meeting liquidity targets (Moghaddam and Alikhani, 2015).
Another point of concern arises from the timing of payments for stock. Blue Thread Ltd must purchase inventory (and pay for it one month later) to maintain a high-quality and adequate selection for its customers, which is essential for a clothing retailer. While the 35% gross margin is decent, it also means 65% of the sales price goes to covering the cost of goods sold (Kolitz, 2017). High purchases in certain months, particularly June, July, and August, coincide with store refurbishment spending and tax obligations (August), leading to substantial net cash outflows. Even though the net profit is strong, the mismatch between inflows and outflows accentuates liquidity stress (Lependina and Bezrukova, 2022).
The business also faces ongoing overheads: administrative expenses are immediately payable each month and include a substantial depreciation element, which while not directly a cash outflow, still highlights a significant cost that reduces profit (Glushchenko and Yarkova, 2016). Similarly, selling expenses, though paid one month in arrears, also accumulate. Moreover, the company suffers credit card charges of 3% on 30% of total sales revenue, which, while facilitating immediate sales collections, slices away part of the margin (Horner, 2020).
To address these difficulties, management could consider several actions. One approach is to negotiate more flexible credit terms with suppliers, particularly during months when large outflows coincide. If suppliers could extend payment terms to, say, two months, the alignment of inflows and outflows might improve (Marr, 2013). This approach, however, depends on the company’s bargaining power. Alternatively, a planned deferral of the store refurbishment costs might help to ease June–August cash pressures. By spreading out refurbishment spending, Blue Thread Ltd could avoid a severe strain in conjunction with other large outgoings such as tax payments (Faliszewski and Talmon, 2018).
A second possible strategy would be to manage inventory levels more carefully, ensuring that the stock does not accumulate to overly high levels. While the minimum stock policy is set at £40,000, actual closing stocks each month are well above that threshold, climbing to over £300,000 by the end of November. A more stringent inventory control system could free up cash that would otherwise be locked in stock (Drury, 2021). Implementing a just-in-time or lean inventory approach, if operationally feasible, might reduce the cost of holding large amounts of stock (Bhimani, 2006). However, a clothing retailer must also maintain enough variety and quantity to meet customers’ expectations. Management must therefore strike a balance between stock availability and working capital constraints (Berkau, 2020).
Third, the company could seek to restructure or temporarily increase its overdraft limit, despite the bank’s earlier stipulation to clear it by November. If management can demonstrate stronger future cash flows or the beneficial effect of refurbishments on sales, the bank might grant more flexible terms or a phased reduction of the overdraft (Walsh, 2008). This might be particularly attractive if it preserves the company’s liquidity and helps avoid missed payments in critical months. A robust set of key performance indicators (KPIs) that track sales growth, margin trends, and cash flow projections could help the company negotiate with its lenders on a factual basis (Marr, 2013).
A fourth strategy is to encourage more cash or debit card sales, given that credit card sales incur fees and erode the margin (Adolphe and Njenga, 2021). While credit card acceptance may be essential in modern retail, offering incentives for cash or direct payment methods might slightly reduce transaction costs. However, this must be weighed against consumer preference for credit card usage and the potential risk of lost sales if the company pushes consumers too hard towards other payment methods (Atrill and McLaney, 2021).
Overall, the budgets highlight the tension between profitability and liquidity. The business is evidently profitable but struggles with cash flow in key months. Management’s immediate concern is to ensure the business remains financially stable and meets the bank’s overdraft elimination requirement (Al Jasimee and Blanco-Encomienda, 2023). This may require renegotiating payment or credit terms, adjusting the pace of capital investments, fine-tuning inventory levels, or revisiting the financing structure. As Datar and Rajan (2017) emphasize, budgets are only as good as the actions they inspire: identifying shortfalls is the first step, but the real task lies in implementing solutions that keep both profitability and liquidity in harmony.
[bookmark: _vknz6oj3e19x]

[bookmark: _pe6mszaco3ph](c) Conditions for a Successful Budgeting and Budgetary Control System, and Key Behavioral Considerations 
Budgets are not merely financial documents; they are tools that influence organizational behavior and coordinate activities toward a common goal (Nazarova et al., 2016). For a budgeting system to be successful, certain conditions must be present within an organization. One core condition is the alignment of budgets with the overarching strategic objectives of the company (Drury, 2021). If a firm’s mission is unclear, or if departmental targets are inconsistent with overall business aims, then budgets become symbolic exercises rather than instruments of genuine control.
Another essential condition is the presence of reliable and timely information. Budgeting relies on forecasts about sales, costs, and operating conditions. If these forecasts are based on incomplete or outdated data, the budget will be of limited value (Atrill and McLaney, 2021). In a retail business such as Blue Thread Ltd, up-to-date information about consumer demand trends, stock levels, and potential supply chain delays is critical to ensuring that the resulting budget is credible and actionable (Sadovska et al., 2023).
Moreover, involvement and buy-in from managers across all relevant functions is vital. Budgets should not be imposed from above without consultation. Seal et al. (2018) highlight that “participative budgeting,” where managers are actively involved in setting targets, tends to result in more realistic forecasts and improved motivation. When managers have ownership of the targets which have been set, they are in a better position not to perceive the budget as a limitation but as a guide in decision making (Vlasova, 2022).
Closely related to the issue of ownership is the issue of clarity and fairness of the budgeting process. The distribution of resources and the proposed performance indicators should be based on objective criteria. According to Dyason (2020), if people feel that the budgeting process is a corrupt practise, they are likely to undermine the system and try to misuse it, for instance by inflating figures or hiding resources. Hence, it becomes very important to ensure that there is clear process and communication on the budget control process (Wegmann and Nozile, 2008). In addition to these structural and procedural conditions, an understanding of human behavior is critical (Faliszewski and Talmon, 2018). Budgeting, at its core, involves setting targets that people must strive to achieve, and these targets can influence their actions in positive or negative ways (Horner, 2020). There are at least four behavioral considerations that management should keep in mind when introducing or refining a budgetary control system:
First, the concept of goal congruence is central: the goals embedded in the budget should ideally match those of the organization (Moghaddam and Alikhani, 2015). Employees, from top management to floor-level staff, need to perceive that meeting budgetary targets also serves their own interests, whether those interests are financial (e.g., through performance bonuses) or linked to personal growth and recognition (Kolitz, 2017). If employees believe the budget’s goals are unattainable or disconnected from reality, demotivation can set in, leading to poor performance.
Second, there is a risk of “budgetary slack” if managers deliberately understate revenues or overstate costs to make targets easier to achieve (Nazarova et al., 2016). This behavior can be reduced by fostering a culture of honesty and transparency, as well as by implementing checks on the assumptions managers use in their budgeting processes (Drury, 2021). Encouraging open dialogue helps ensure that numbers are grounded in realistic data rather than opportunistic distortions (Berkau, 2020). 
Third, fear of punitive measures can lead to dysfunctional behaviors, including data manipulation or excessive risk-aversion. If budgets are used purely as a punitive tool, staff may become disillusioned. Atrill and McLaney (2018) suggest that while accountability is crucial, budgets should also be seen as learning tools that highlight where management practices or strategies need adjustment. By adopting this outlook, employees can view variance analyses as opportunities for improvement rather than triggers for blame (Sadovska et al., 2023).
Fourth, communication and feedback loops must be well-established. Frequent reviews of budget variances, followed by constructive feedback sessions, allow for real-time course correction. For instance, if sales are lagging behind forecasts, managers can respond more promptly by altering marketing efforts or adjusting inventory levels. Bhimani (2006) argues that timely feedback also fosters organizational agility, as employees see that budgets are living documents that adapt to changing conditions rather than static directives from a previous planning cycle (Wegmann and Nozile, 2008).
In sum, a successful budgeting and budgetary control system rests on four cornerstones: strategic alignment, reliable and timely data, participative processes, and transparent goal-setting (Vlasova, 2022). Coupled with thoughtful consideration of human behavior—ensuring fairness, honesty, motivation, and open communication—budgets can become a powerful tool for steering organizations to desired outcomes (Satmurzaev et al., 2023). Blue Thread Ltd, in seeking to optimize its own budgeting system, should therefore invest in robust data systems, encourage stakeholder participation, communicate targets clearly, and ensure that the reward structures reinforce rather than undermine the behaviors essential to achieving corporate objectives (Datar and Rajan, 2017).


[bookmark: _i8o9xhw6av0l](d) Critical Evaluation of Traditional Budgeting Approaches in a Fast-Changing Business Environment 
Traditional budgeting, typified by incremental approaches where each year’s budget is derived by adjusting the previous year’s figures for inflation and growth estimates, has long been a staple in management accounting. This method is considered ideal due to its simplicity, easy to administer and it is familiar to most of the organisational stakeholders. Nevertheless, it has been realised that in the modern world of technological innovations, constantly evolving consumer needs and demands, and the volatility that characterises the global environment, traditional incremental budgeting is a questionable practise (Seal et al., 2018). The criticism is built around such issues as bureaucratic structure, long procedures, and limited adaptability to the current market conditions.
Another is that incremental budgets enable sustaining of inefficiencies in the organisation (Walsh, 2008). It is bad to simply take last year’s budget for a certain division or department and adjust it upward or downward by a few percentages because if that division or department incurred high expenditures in the previous year, rolling them over could mean that the organisation is locked into using up vast sums for unprofitable activities. This process can discourage zero-based thinking, where each line item is periodically reassessed in relation to its strategic value. Datar and Rajan (2017) emphasize that tying new budgets directly to historical spending can also impede innovation, as experimental new initiatives may struggle to secure funding if these resources are locked up in traditional cost centers.
A second challenge is the misalignment between the speed of external changes and the rigidity of annual budgets. Traditional budgeting typically involves an annual cycle, with a relatively fixed set of forecasts and targets established for the year ahead (Drury, 2021). In today’s fast-changing environment—where fashion trends shift more rapidly, e-commerce disrupts retail cycles, and supply chain constraints can alter cost structures overnight—committing to a rigid budget set months in advance can lead to missed opportunities or flawed decisions. Some organizations find themselves regularly revising budgets, which is not only labor-intensive but can also sow confusion among employees about which targets truly matter.
The time-consuming nature of traditional budgeting is another limitation. The annual budget cycle often involves multiple rounds of negotiation, revision, and sign-off, consuming valuable managerial time (Bhimani, 2006). In dynamic industries, the environment might significantly change even before the budget is finalized. This mismatch makes the budget less relevant, as managers might resort to ad hoc decision-making that bypasses formal budget constraints altogether.
Furthermore, in a fast-changing context, rigid budgets can constrain strategic agility. Marr (2013) points out that once budgets are locked in, managers may be hesitant to reallocate resources, fearing they will not meet fixed performance targets. This short-term focus can interfere with longer-term value creation. A manager who sees a sudden market opportunity partway through the year may be reluctant to shift funds from one budget category to another, if doing so would negatively affect the departmental figures to which they are held accountable.
In response, alternative approaches such as “rolling budgets,” “flexible budgets,” and “beyond budgeting” models have emerged. Rolling budgets involve continuous updates—often monthly or quarterly—so that the budget horizon is extended each time a new period is completed (Atrill and McLaney, 2021). This allows for greater responsiveness, as forecasts and resource allocations can be revised in light of the latest information. Flexible budgets, on the other hand, adjust cost allowances based on the actual level of activity or output. For instance, if sales volumes deviate from forecasts, certain variable cost budgets can be recalibrated accordingly (Horner, 2020). This approach acknowledges that some costs vary closely with production or sales volume.
The “beyond budgeting” philosophy, championed by some theorists, argues for an even more radical departure. Rather than relying on fixed annual targets, companies adopt rolling forecasts, empower local managers with greater autonomy, and utilize relative performance metrics instead of fixed budgetary yardsticks (Seal et al., 2018). The aim is to eliminate the dysfunctional behaviors associated with meeting or beating fixed targets—such as gaming the numbers or ignoring emerging opportunities—and to encourage more entrepreneurial thinking at all levels.
Although these alternative methods are promising, they are not without challenges. Rolling budgets and continuous reforecasting require sophisticated data analytics and strong information systems (Kolitz, 2017). The organization must be able to capture, process, and interpret operational and market data swiftly to update budgets effectively. This can entail considerable costs, both in terms of software investments and training for managerial staff (Atrill and McLaney, 2018). Furthermore, cultural change is often necessary, as managers and employees might be attached to the predictability of annual cycles and hesitant to move toward less familiar budgeting frameworks.
Additionally, companies operating in relatively stable markets may still find traditional incremental budgets acceptable if the pace of change is slow enough that annual updates and moderate adjustments suffice. For instance, in industries with long product life cycles and minimal fluctuation in input costs, an annual budget may remain relevant for the full year (Dyson, 2020). That said, even stable industries are increasingly subject to global shocks and disruptive technological forces, meaning that reliance on purely incremental methods carries risks.
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[bookmark: _3h2k1meok49d]Conclusion 
Blue Thread Ltd’s budget for the six months shows how cash flows, capital investments and inventory management are who dynamics in the context of the fast growing retail business. However, the projected profitability of the company over the financial budget also reveals that the company experiences liquidity constraints during some months which require measures to be taken like negotiating with the suppliers, changing the frequency or rate of refurbishing, improving the inventory control, and perhaps overhauling the financial structure. Budgeting should involve clear procedures and information, as well as the understanding of how budget goals influence people’s actions, and the support of an organisation. Incremental budgeting which is one of the traditional approaches has been found less flexible in dynamic environments that need constant adjustments due to emergent technologies and customers’ preferences. This is because rolling or flexible budget allows for timely and accurate assessment of the organisation’s performance as Blue Thread Ltd hence making the budgets a more strategic weapon in the firm’s fight for competitive advantage.
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