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1. Introduction
Budgeting is a key element in managerial planning and control and is an orderly way of turning strategic objectives into operational targets for performance review. Reports, generally as an annual exercise, create the annual budget through increases on prior year data which is easy and promotes continuity but can lead to rigidity and reflect on past performance. This can mean that businesses in fast-moving industries (e.g., fashion clothing retailers) can be slow to react to rapidly changing customer preferences, sudden increases in input costs, or competitive threats (Drury, 2021; Seal, Garrison & Noreen, 2018; Weetman, 2016; Horner, 2020). 
As of the start of the current six-month period, Blue Thread Ltd, a chain of ten high-quality clothing shops, had overdraft of £25,000, which needs to be repaid by 30 November under a bank covenant. Original forecasts for the current business period were monthly sales of £200k–£250k, stock purchases of £150k–£210k, a gradual increase of administration costs and selling expenses, three early summer refurbishment costs totalling £36k, and a one-off tax payment of £15k in August. Sustainability is also a key factor to watch, although Blue Thread Ltd operates with a 35% gross profit margin (implying cost of sales of 65%), monthly supplier credit, and a 3% fee on credit card paid sales (30% of sales) payment, which means the working-capital and cash-flow is not looking good (Al Refiay, Abdulhussein & Al Shaikh, 2022). 
Recent literature identifies two additional shortcomings of annual budgeting. First, the inherent flaws of a budgeting system is its reliance on historical information (instead of ensuring that decisions are based on real-time information), the use-it-or-lose-it principle that encourages year-end spending in a meaningless way, and behavioural games with padding budgets. Secondly, static planning models limit the uptake of more agile techniques such as rolling forecasts, Beyond Budgeting, and activity-based budgeting, which are better suited to strategic change and driving the continuous improvement agenda (Bhimani, 2006; Igou et al., 2023). 
Improving traditional budgetary practices includes introducing more forward-looking financial indicators such as the return on equity, asset turns or gross profit margin better aligning budgeting with predictive accuracy and drivers of market value. Technology has advanced in accounting with digital tools and analytic capabilities that allow small-and medium-sized companies to better automated updates, increase speed and efficiency of variances, or stage some management reports in rolling planning history periods that link static budgets with real-time needs (Mao, 2023; Kothari, 2001; Weigel & Hiebl, 2023). 
The report intention is to complete the following:
1. Prepare a six-month Stock Budget and Cash Budget (showing month-end cash positions) and a consolidated Profit & Loss Account. 
2. Identify cash-flow and working-capital concerns raised by the three budgets and develop management suggestions. 
3. Critically assess the organisational conditions and behavioural elements necessary for successful budgetary practice. 
4. Assess the drawbacks of incremental budgeting and consider newer alternatives for strategic agility. 



2. Budget Preparation 
To interpret and provide meaningful numbers against the objectives listed for Blue Thread Ltd.’s strategy and bank pledge, three inter-connected budgets were prepared in the attached Excel workbook Blue Thread budgets: Stock Budget; Cash Budget (month-end cash positions); and consolidated six-month Profit & Loss Account. The process of developing these budgets applies standard managerial-accounting principles (Drury, 2018; Weetman, 2016) and emphasises the need to relate working-capital management to the realities of retail operations (Weygandt et al., 2018). 
a. Stock Budget 
The Stock Budget outlines opening and closing inventory levels, cost of sales, and purchases for the period June through November. The budget begins with an opening stock position on 1 June of £90,000; this is far above the company’s minimum policy level of £40,000. By assuming a gross margin of £35 (meaning sales income represents 65% of cost of sales), the budget calculates monthly cost of sales. Presuming both monthly projection of sales income and appropriate closing stock, purchase requirements are defined by the opening stock position, along with desired closing stock and cost of sales.
In June, the formula-driven method resulted in purchase totals being £80,000, which dropped inventory level back to policy minimum. In following months, purchases only replenish 65% of that month’s costs of sales projection plus the buffer £40,000 stock policy. This systematic procedure limits stock outs and the cash tied up in stock, resultant from the associated cognitive work. This implicitly links to the empirical evidence that leaner inventory will lead to less cash tied up in inventory, and thus better liquidity and less carrying costs in retail business operations (Novianty, 2015; Oyewo & Ajibolade, 2019). 
All data can be found in the "Stock Budget" sheet, where cost-of-sales calculations use the sales column and purchases use opening and projected closing stock count based on the monthly opening stock calculated by sales as a unit. The model uses calculations to automatically make these connections, making it easy to adapt to revisions should the sales forecasting become adjusted, or a revised policy is adopted (Drury, 2018; Weetman, 2016).
b. Cash Budget
The consolidated Cash Budget requests all projected cash receipts and payments for a six-month period, or period and conventions of time adopted by previous information notes. Receipts will equal sales as at 100% in the month of sales (and 30% pay by credit card plus 3% processing fee immediately deducted from cash receipts). Purchases will be paid in arrears 1-month, administrative expense payments are to be paid in full as incurred, short of the monthly non-cash expense of depreciation charged at £6,000. Selling expenses will be treated, as paid, 1-month in arrears, while repayments on loans are a flat £4,000 per month consisting of £1,000 interest and £3,000 principal. Capital expenditure for store refurbishments amounting to £12k in June, £10k in July and £14k in August and a tax payment due August of £15,000 rounded out the net outflows.
The reported cash balances each month when combined with the cash inflows and net outflows reveal an opening overdraft position of £25,000 that dug deeper to approximately –£39,000 in June and –£38,100 in September and only reversed positive to +£1,500 on 30 November. The volatility clearly indicates the nature of liquidity management and contingency planning. The Cash Budget also reported detailed line-by-line formula calculations indicating total outflows of funds and total net weekly cash flows that are disclosed on the "Cash Budget" sheet, which linked directly to Stock Budget revenue purchases and loan repayment.
The cash budget is also considered robust in its driver-based style. Linking each major cash casualty item with an operational driver (i.e., sales volumes for receipts and credit card fees, timing of cost of sales for purchases, and fixed timings for payment of debt service and capex assets) enables sensitivity analysis and scenario modelling as all drivers of cash flows can be traced to an exceptional input. This method complements the best practice in cash management literature when it emphasises cash-flow drivers and timing lags in working-capital cycles (Dahana, 2020; Oriekhova & Golovko, 2022).
c. Profit & Loss Account
The consolidated Profit & Loss Account for the 6 months to 30 November reconciles operating performance, with cash-flow and inventory schedules. Total sales of £1,350,000 flows from the total of monthly revenues, and with a cost of sales of £877,500 (which corresponds to 65%-of-sales assumptions embedded in the Stock Budget). Gross profit of £472,500 was then used to derive operating expenses, which included administration (£153,000), selling (£43,000), and credit-card fees (£40,500), which produced operating profit (EBIT) of £236,000. Profit before tax reduced £6,000 interest expense from profit that provided a profit before tax of £230,000 (less £15,000 tax payment) produced net profit of £215,000.
All line items of the P&L statement are linked automatically in the format of working formulas to the Cash and Stock Budgets in the Excel workbook so there is consistency and to allow so called "what-if" analyses. For example, changing the gross margin input by 1% will affect both the cost of sales in the Profit & Loss statement and the purchase requirements on the Stock Budget. The cause-and-effect of budgets will provide some continuous measure of performance by linking with the recorded performance in the P&L statement. This congruence of budgets and measures of performance forms the basis for current contemporary approaches (e.g., Garg et al., 2003; Weygandt et al., 2018) in managerial accounting, which pursues integration as well as a real-time or contemporaneous basis for reporting. Through having all 3 budgets in one workbook and using formulae, Blue Thread Ltd has a very strong planning tool that will instantly account for changes in sales forecast, policy changes (for example, changing the minimum stock buffer), and finance costs. This will provide essential flexibility for continuously maintaining strategic agility; an increasingly important ability for most retailers (Fatihudin, 2018; Aydiner et al., 2019).
3. Assessment of Budgeted Issues and Suggested Management Responses
The above integrated budgets highlight significant issues impacting Blue Thread Ltd.’s liquidity and related bank covenant adherence. This section assesses each issue, identifying operational determinants and suggesting appropriate budgeting actions based in practice and on academic research.
a. Cash-Flow variability and Covenant risk
The Cash-budget (see "Cash Budget" worksheet) reveals enormous variability in the monthly bank account balance from -£25,000 in the beginning to approximately -£39,000 in June and again, approximately -£38,100 in September, recovering to only +£1,500 in November. These variances obviously pose a risk to Blue Thread Ltd bank account covenant which requires the overdrawn balance to be eliminated by the end of the month (Weetman, 2016).
The observed draught, in the month of June, is mostly attributed to the simultaneous outflows for stock purchases (1 month credit terms), administrative costs, selling- expense accrual, credit-card fees, loan payments, and lease payments in the form of refurbishment, of £12,000. In another bank account peri-indicated and confirming deterioration of cash-flow in due course of Blue Thread Ltd practice as an entity, £14,000 payment for refurbishing and £15,000 tax payment coincidences also occur with lower sales months. The arising risks associated with mis-matched timing of receipts with payables entered another important consideration, and an established contributor to liquidity issues among retail firms (Oriekhova & Golovko, 2022).
Management Actions
· Refinance or Restructure CAPEX Payments:  Negotiate with contractors to split the refurbishment bill into small milestone-based instalments spread beyond August. This phasing, spreads peak drains on cash while maintaining the upgrade schedule (Lord, 2007).
· Temporarily Extend the Facility: Obtain a conditional waiver or increase the overdraft limit for a short term by amending the covenants to give a buffer while implementing the other actions (Garg et al., 2003; Lord, 2007; Garg et al., 2003).
b. Excess Working Capital in Inventory
As of 1 June, Blue Thread had an inventory of £90,000 which is more than double the policy minimum of £40,000. Excess stock ties up cash from the firm's working capital and creates holding costs, for instance, warehousing, and the potential for markdowns; overall affecting its liquidity and profitability (Laghari & Chengang,2019). Accounting studies have found that firms investing more in working capital relative to sales tended to have lower returns on assets and tighter cash positions (Laghari & Chengang, 2019; Novianty, 2015).
In addition, holding excess inventory can disguise errors in demand forecasting, resulting in overstocks, potential obsolescence for fashion retail where trends change frequently (Oyewo & Ajibolade, 2019). Failure to adjust procurement to sales patterns only compounds the reliance of cash flow evidenced within the Cash Budget.
Management Actions
· Clearance Programme: Develop a limited offer campaign, with markdowns in June to clear slow-moving SKU's and move stock closer to the £40,000 buffer. Tactical reductions will release cash without too much erosion of margin if managed carefully (Oyewo & Ajibolade, 2019).
· Just-In-Time Replenishment: Use a more frequent ordering process with smaller purchase orders that closely align with sales velocity. By linking orders to actual demand signals, Blue Thread can minimise average inventory levels, and thus minimise carrying costs (Novianty, 2015). 
c. Concentrated CAPEX and Tax Outflows
The mid-year timing concentrates significant non-operational cash demands a refurbishment payment of £12k, £10k, and £14k and a tax payment of £15k due in August. The uneven of outflows intensifies seasonal dips in net cash flow and increases overdraft peaks (Dahana, 2020). Empirical work also found concentrated capital outflows issue when they are misaligned with revenue cycles, which significantly increases borrowing requirements and interest expenditures (Aydiner et al., 2019).
Management Actions
· Staggered Tax Payment: negotiate an instalment agreement with HMRC, where applicable, to enable £15,000 to be paid out across months. It is normal for a smoothing mechanism like this to be permitted as a business is facing short-term liquidity challenges (Dahana, 2020).
· CAPEX Timing: enter a formal agreement with contractors to enable refurbishment to be staged out in Q3 and Q4 or vary one of the payments to some suitable longer-term service agreement, reducing cash peaks for little extra cost (Lord, 2007).
d. High Transaction and Financing Costs
Credit-card fees amount to 3% of sales on 30% of revenue, for £40,500 over six months, and debt repayment accrued £24,000 of costs. All these represent a significant utilising of revenue from the gross profit margin and relative to operating cash (Weygandt et al., 2018). While card payments are generally considered to be convenient for customers, there are significant merchant fees for a retailer to consider. Merchant fees often exceed the profit margin on goods sold; therefore, the retailer needs to actively manage costs (Garg et al., 2003).
Management Actions
· Payment Incentives: Offer customers an incentive of a small discount or loyalty program points to encourage them to use debit or cash rather than credit, with the goal of shifting some volume away from stratifying the cost of credit cards (Weygandt et al., 2018).
· Fee Negotiation: Compare fees associated with other acquiring banks and reach out to negotiate lower rates, or charge customers a legally permissible surcharge to offset the fee already paid to process credit-card payments (Garg et al., 2003).
· Debt Refinancing: Consider debt refinancing that would provide an option for longer loan term and lower monthly principal payments; this will alleviate monthly cash outflows (Weetman, 2016).
e. Payment fixed Lag
The way stock purchases are conditioned as uniformly always one-month credit and traded payables as one month deferred spend creates a situation wherein cash outflows are often deferred longer than sales months from prior months which does not help stabilise liquidity (Weetman, 2016). Timing mismatches here have a negative cumulative effect when combined with lumpiness due to CAPEX and tax obligations.
Management Actions
· Larger payment terms from suppliers: Work with large suppliers to create payment terms in which stock purchases have a 45-60-day payment, effectively setting outflows to combine with cash-flow inflows and remove reliance on overdraft (Oriekhova & Golovko, 2022).
· Accelerated receivables: Offer wholesale or trade clients an early-payment discount (2% discount if payment is made in 10 days) which will reduce receipts on the days sales outstanding and effectively shift future cash inflows into the present cash inflow months (Aydiner et al., 2019).
4. Key Organisational and Behavioural Factors for Effective Budgeting
The successful implementation of budgeting and budgetary control does not simply rely on good numerical models but also by the right organisational structures, processes and human behaviours. At Blue Thread Ltd, four base conditions must be satisfied before any budget system can create strategic and operational advantages.
Firstly, there needs to be a clear line from budget targets to the company's strategy. Budgets should not be seen as cost exercises in isolation, but as the means to put a metric on how resource and measure allocation against strategic goals such as store growth, brand positioning, or investment in digital commerce (Weetman, 2016). Budget lines that are directly related to strategic initiatives see managers better understand the "why" behind the target and creates a goal which can be own, rather than simply one to deal with (Drury, 2018). 
Secondly, top‐management support must be unequivocal. Senior leaders need to actively support the budget process by setting realistic but stretching targets, providing timely input during budget discussions, and addressing significant variances, as required. Visible executive sponsorship ensures line managers are fully engaged and both personnel and system resources are appropriately allocated for budgeting; without that executive sponsorship, budgeting becomes just a formality, disconnected from, and not driving real decision making (Garg et al., 2003).
Third, integrated information systems are critical. A spreadsheet system is flexible, but it creates errors and delays, and it undermines confidence in the numbers (Holland et al., 1994). Unlike spreadsheets, enterprise resource-planning (ERP) systems with budgeting modules can receive real-time data directly from the sales, inventory, and finance subledgers, so budgets can be compared against actuals in near real time (Aydiner et al., 2019). Integrated systems also offer real-time continuous updates to rolling forecasts and driver-based planning and reduce the time-lag from when data is captured to when it is useful for decision-support (Maher, Fakhar & Karimi, 2018). 
Fourth, an integrated and collaborative process is needed. Sales projections of demand directly impacts the inventory policy, which has implications for the other departments' cash flows, working capital, and profitability. Therefore, if each department develops their forecasts in isolation from the other departments, the aggregate budget developed will have misaligned assumptions, creating unrealistic objectives (Weetman, 2016). In contrast, a collaborative approach in which the finance department facilitates structured workshops to bring together the store managers, procurement, marketing and operations, can provide a coordinated set of assumptions and reduce the likelihood of siloed departmental 'optimism' or 'pessimism' in forecasts (Ramdhan & Rosmawati, 2022).
5. Critical Evaluation of Traditional Budgeting
Traditional incremental budgeting in fast-changing environments has five important limitations. First, budgeting activities often rely too much on historical baselines, repeating past inefficiencies and failing to reallocate resources based on current market realities. Second, annual budgets, once approved, are fixed for 12 months, which makes mid-year changes overly complex and slow. Third, traditional budgets foster behavioural gaming, where for example departments rush to spend their budget allocation before year-end so they do not get their budgets reduced, and managers will add slack to budget figures. Fourth, when funding horizons are fixed to one-year, it can hinder funding for multi-year strategic projects, such as digital transformation, or sustainability. Fifth, budgeting bureaucracy associated with preparation, review, and negotiation of detailed line items, takes a lot of finance-team capacity; demand-side resource allocation is favoured over supply-side resource funding, preventing a focus towards strategic analysis and value creation. (Drury, 2018; Flood, 2012; Maher et al., 2018; Melnichuk, 2015).
In response, several more agile planning mechanisms have increased in popularity. Rolling forecasts replace static annual targets with a 12- to 18-month time horizon that is continuously updated (monthly, or quarterly) to reflect real-time trends. 
· Beyond Budgeting promotes decentralised decision rights, relative performance comparisons, and more adaptive leadership instead of fixed financial targets. 
· Activity-Based Budgeting allocates resources based on cost drivers and value-creating activities instead of historical line items to make resource allocation more applicable to operational reality. 
· Zero-Base Budgeting requires every cycle to start from zero, and requires justification for every expense, promoting vigorous cost scrutiny.
· Driver-Based Planning prioritises a few, high-impact operational levers, such as transactions per store and average basket size, to simplify models and increase transparency. (Banaag, 2024; Bhimani, 2006; Maher et al., 2018; Pratt & Peters, 2017).
For Blue Thread Ltd, a hybrid approach can combine the rigour of annual budgeting, and the flexibility required to establish a sustainable competitive edge. Rolling forecasts linked to driver-based triggers for inventory replenishment and promotional expenditure allow Blue Thread Ltd to recalibrate cash-flow forecasts as sales volumes and margins developed. Activity-based budgets for marketing and refurbishment projects acknowledge the limitation of resources and fund the most impactful ones. Zero-base budgeting of major overhead categories will identify inefficiencies and where savings can be found and reallocated to those of greater strategic importance. This hybrid structure maintains accountability and variance analysis while being able to adjust quickly to both degree of operational and strategic plans, giving Blue Thread Ltd the ability to buffer retail volatility while meeting its bank covenant (Banaag, 2024; Maher et al., 2018; Mao, 2023; Pratt & Peters, 2017).
6. Conclusion
This report has delivered a detailed budgeting framework for Blue Thread Ltd covering stock management, cash-flow planning, and profit reporting Excel models. The Stock Budget is designed to provide minimum stock levels while preserving liquidity, the Cash Budget highlights timing mismatches and overdraft risks, and the consolidated Profit & Loss Account reports operational performance on a strategic basis.
The analysis of the above budgets revealed serious inconsistencies: vicious volatility in cash-flow caused by lumpiness of CAPEX and tax payments; excessive working capital in stock; extremely high transactions and financing costs; and rigging payment terms. A series of specifically targeted management actions existed in relation to all these problems: phasing refurbishment payments, running clearance promotions to clear stock, renegotiating payment terms, and redesigning incentives for payments through alternative methods. All these management actions offer practical solutions to resolving liquidity issues and satisfy the covenant with the bank.
In addition to the tactical action taken to mitigate cash-flow issues, the report reinforces the need to situate budgeting in a broader organisational context: where the situation is strategic alignment, strong leadership support, integrated systems, and collaborative teams, providing the basis for responsive planning and control. Equally important are satisfactory behavioural aspects of budgeting, such as participation, slack, open discussion and positive reinforcement, which secure genuine commitment to budgeting targets.
Finally, in rapidly changing markets and operating environments, planning requires more than traditional, incremental approaches to budgeting, but a modern alternative: rolling forecasts, Beyond Budgeting, activity-based budgeting and zero-based budgeting, and driver-based planning. While it is not an inclusive list, adopting a selection of these methods will enable Blue Thread Ltd to exhibit evolution from annual budgeting to continuous planning, and to today find the right balance between financial discipline and the flexibility required to respond to a volatile environment like retail.
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Blue Thread budgets.xlsx
Stock Budget

		Month		Opening Stock (£000)		Cost of Sales (£000)		Purchases (£000)		Closing Stock (£000)

		June		90		130		80		40

		July		40		156		156		40

		August		40		136.5		136.5		40

		September		40		143		143		40

		October		40		149.5		149.5		40

		November		40		162.5		162.5		40





Cash Budget

		Month		Opening Cash (£000)		Receipts (£000)		Purchases Paid (£000)		Admin Cash (£000)		Selling Expenses Paid (£000)		CC Charges (£000)		Interest (£000)		Principal (£000)		Refurbishment (£000)		Taxation (£000)		Total Outflows (£000)		Net Cash Flow (£000)		Closing Cash (£000)

		June		-25		200		170		17		5		6		1		3		12		0		214		-14		-39

		July		-39		240		150		18		6		7.2		1		3		10		0		195.2		44.8		5.8

		August		5.8		210		180		19		7		6.3		1		3		14		15		245.3		-35.3		-29.5

		September		-29.5		220		190		20		8		6.6		1		3		0		0		228.6		-8.6		-38.1

		October		-38.1		230		160		21		9		6.9		1		3		0		0		200.9		29.1		-9

		November		-9		250		200		22		6		7.5		1		3		0		0		239.5		10.5		1.5





Profit & Loss

		Category		        Amount (£000)

		Sales		1350

		Cost of Sales		877.5

		Gross Profit		472.5

		Administration Expenses		153

		Selling Expenses		43

		Credit-card Charges		40.5

		Total Operating Expenses		236.5

		Operating Profit (EBIT)		236

		Interest Expense		6

		Profit Before Tax		230

		Taxation		15

		Net Profit		215
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