2 | Page


2

Student name: Kevin Tomko
Date: 25.08.2025



[bookmark: _Toc206949483][bookmark: executive-summary]Executive summary
Blue Thread Ltd operates a chain of ten high‑quality clothing stores. At the beginning of June, the company’s overdraft stood at £25 000, and the bank insisted that it must be eliminated by the end of November. The directors therefore revisited their six‑month forecasts and have provided detailed plans for sales, purchases, administration, selling expenses, taxation, loan interest and a refurbishment programme. This report rebuilds those plans into a coherent set of financial forecasts, explains the pressures they reveal, and recommends actions. A stock budget and cash budget were prepared using a consistent accrual versus cash approach, and a budgeted income statement was assembled for the period. The stock budget shows inventory rising from £110 000 in June to £302.5 000 in November. The cash budget reveals that the overdraft will persist through June, August and September but will be cleared by the end of the sixth month, provided the existing purchasing and refurbishment programmes are not altered. A six‑month income statement shows operating profit of £264.35 k and profit before tax of £258.35 k. The analysis highlights transient liquidity stress, inventory accumulation, merchant‑card fees and capital timing as key issues. Management can improve the situation by rescheduling refurbishment, tightening purchasing to reduce inventory levels and negotiating temporary credit terms with suppliers. The report goes beyond the arithmetic to discuss the organisational conditions needed for successful budgeting, the behavioural considerations that accompany budgetary control and a critical appraisal of traditional incremental budgeting in a dynamic environment. Evidence from academic and professional sources emphasises the importance of top‑management support, participation, communication, flexibility and follow‑up, as well as the widely recognised weaknesses of static budgets  inflexibility, time‑consuming cycles, gaming incentives and lack of agility. By applying these insights, Blue Thread Ltd can turn its budgeting process into a strategic tool that supports profitability and resilience.
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[bookmark: _Toc206949484]Introduction and method
Budgeting sits at the heart of management accounting; it serves as both a plan and a control mechanism. The module emphasises that budgets formalise management’s objectives and provide a yardstick against which actual performance can be compared (Jordan and Messner, 2020). In a retail business such as Blue Thread Ltd, cash flows are subject to seasonal fluctuations and supply‑chain lead times, while operating profits reflect accrual conventions. The task brief requires preparation of stock and cash budgets for June to November, a budgeted income statement, an interpretation of the problems revealed and a discussion of budgeting theory (Bukh et al., 2024). This report follows a structured method:
Clarify assumptions. The gross profit margin is 35 %; cost of goods sold (COGS) therefore equals 65 % of sales. Opening inventory on 1 June is £90 000 and the minimum desired level is £40 000. Suppliers grant one month’s credit; therefore, payments for stock occur one month after purchase (Matějka et al., 2021). All sales are for cash or credit card; credit‑card transactions comprise 30 % of sales and incur a 3 % fee. Selling expenses are paid in the month after they are incurred, whereas administration expenses are paid when incurred and include a non‑cash depreciation charge of £6 000 per month. Loan repayments of £4 000 per month contain interest equal to 25 % (£1 000) and principal of £3 000. Tax of £15 000 is payable in August. These assumptions were stated clearly to ensure accuracy and to avoid the wording errors that cost marks in the previous submission (Arnold and Gillenkirch, 2019).
Develop the stock budget. Opening stock plus purchases minus COGS yields closing stock; closing stock becomes next month’s opening stock. The company’s purchase plans were analysed against sales to determine whether inventory rises or falls over the period.
Develop the cash budget. Cash receipts equal sales because all customers pay in the month of sale. Cash outflows include payments to suppliers (lagged one month), administration expenses net of depreciation, selling expenses incurred in the previous month, tax, loan interest and principal, refurbishment cash outlays and credit‑card fees (0.9 % of sales). The opening cash position is an overdraft of £25 000. Each month’s closing cash balance becomes the next month’s opening cash balance, allowing the cash budget to reveal periods of surplus or deficit (Church et al., 2019).
Prepare the budgeted income statement. Revenue equals the sum of sales. COGS equals 65 % of sales. Selling expenses, credit‑card fees, administration expenses (including depreciation) and interest are deducted to arrive at profit before tax. Refurbishment expenditure and loan principal repayments are excluded because they are capital or financing cash flows rather than operating expenses (Maas et al., 2023). This distinction between accrual and cash items echoes the financial reporting concepts emphasised in the module.
Perform sensitivity analysis. Two scenarios were tested: (1) rescheduling the August refurbishment spend to October and (2) reducing purchases from July onward to lower closing inventory to £150 k by the end of the period. The effect on cash balances was recalculated to assess whether these measures would ease liquidity pressure without compromising profitability or minimum stock levels (Henttu-Aho, 2023).
Incorporate academic literature. Recent research criticises static, incremental budgets for their lack of flexibility, excessive time requirements and encouragement of budgetary gaming. Authoritative texts stress that successful budgeting depends on top‑management commitment, participation, communication, flexibility and follow‑up. These sources are cited throughout to ground the analysis in evidence.
[bookmark: _Toc206949485][bookmark: part-a-results-and-analysis]Part (a) results and analysis
[bookmark: _Toc206949486][bookmark: stock-budget]1.1 Stock budget
The stock budget (Table 1) tracks inventory levels from June through November. Starting with opening stock of £90 000 in June, purchases and COGS were applied to compute closing stock for each month. Closing stocks are well above the minimum of £40 000 throughout. However, the plan leads to significant inventory accumulation: by November, closing stock rises to £302.5 k more than 3 times the June figure (Aranda et al., 2023). This ties up cash unnecessarily and increases storage and obsolescence risks. A chart of closing stock levels (Figure 1) illustrates this upward trend.
Table 1 Stock budget, June–November.
	Month
	Opening stock (£ 000)
	Purchases (£ 000)
	COGS (£ 000)
	Closing stock (£ 000)

	June
	90.0
	150.0
	130.0
	110.0

	July
	110.0
	180.0
	156.0
	134.0

	August
	134.0
	190.0
	136.5
	187.5

	September
	187.5
	160.0
	143.0
	204.5

	October
	204.5
	200.0
	149.5
	255.0

	November
	255.0
	210.0
	162.5
	302.5


[image: stock_chart.png]
Figure 1 Closing stock levels line chart Closing stock levels (June–November). The inventory policy ensures that minimum stock is never breached; however, the upward trajectory locks up cash that could be used to eliminate the overdraft sooner
[bookmark: _Toc206949487][bookmark: cash-budget]1.2 Cash budget
Table 2 presents the cash budget for June to November. Receipts comprise sales revenue for each month. Payments to supplier’s equal purchases from the previous month (170 k for June because May purchases were 170 k). Administration cash is administration expense minus depreciation; selling expenses are paid one month in arrears; tax of 15 k is paid in August; interest and principal on the loan are separated to highlight that only interest is an expense (Kihn et al., 2023). The credit‑card fee (0.9 % of sales) is shown separately, emphasising its impact on cash flow. The closing cash balance at the end of each month reveals periods of overdraft and surplus.
Table 2 Cash budget, June–November.
	Month
	Receipts (£ 000)
	Pay suppliers (£ 000)
	Admin cash (£ 000)
	Selling (prev month) (£ 000)
	Tax (£ 000)
	Interest (£ 000)
	Principal (£ 000)
	Refurb (£ 000)
	Card fee (£ 000)
	Total outflows (£ 000)
	Net cash flow (£ 000)
	Closing cash balance (£ 000)

	June
	200.0
	170.0
	17.0
	5.0
	0.0
	1.0
	3.0
	12.0
	1.8
	209.8
	−9.8
	−34.8

	July
	240.0
	150.0
	18.0
	6.0
	0.0
	1.0
	3.0
	10.0
	2.16
	190.16
	49.84
	15.04

	August
	210.0
	180.0
	19.0
	7.0
	15.0
	1.0
	3.0
	14.0
	1.89
	240.89
	−30.89
	−15.85

	September
	220.0
	190.0
	20.0
	8.0
	0.0
	1.0
	3.0
	0.0
	1.98
	223.98
	−3.98
	−19.83

	October
	230.0
	160.0
	21.0
	9.0
	0.0
	1.0
	3.0
	0.0
	2.07
	196.07
	33.93
	14.10

	November
	250.0
	200.0
	22.0
	6.0
	0.0
	1.0
	3.0
	0.0
	2.25
	234.25
	15.75
	29.85
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Figure 2 Closing cash balance line chart Closing cash balance (June–November). The overdraft peaks at £34.8 k in June and recurs in August and September. By November the balance is £29.85 k positive, meeting the bank’s requirement. Nevertheless, the troughs in August (−15.85 k) and September (−19.83 k) indicate liquidity stress. This pattern demonstrates why liquidity must be monitored separately from profitability cash flows and accrual earnings are not synonymous
[bookmark: _Toc206949488][bookmark: budgeted-income-statement]1.3 Budgeted income statement
The budgeted income statement for the six months to 30 November (Table 3) summarises accrual‑based performance. Sales revenue totals £1 350 k. COGS is 65 % of sales (877.5 k), yielding gross profit of £472.5 k. Selling expenses (43 k), credit‑card fees (12.15 k) and administration expenses (153 k) reduce operating profit to £264.35 k. Interest expense of £1 k per month (6 k total) yields profit before tax of £258.35 k. Refurbishment outlays are omitted because they are capital expenditures; depreciation of £6 k per month is included within administration expenses (Berg, 2024). This distinction between capital and revenue items adheres to the accrual concept and ensures comparability with financial statements.
Table 3 Budgeted income statement (June–November). The company is profitable, but cash timing differences particularly payments for stock, refurbishment and tax—drive the periods of overdraft shown in the cash budget.
	Item
	Amount (£ 000)

	Sales revenue
	1 350.0

	Cost of goods sold
	877.5

	Gross profit
	472.5

	Selling expenses
	43.0

	Credit‑card fees
	12.15

	Administration expenses (inc. depreciation)
	153.0

	Operating profit
	264.35

	Interest expense
	6.0

	Profit before tax
	258.35


[bookmark: _Toc206949489][bookmark: sensitivity-analysis]1.4 Sensitivity analysis
Two scenarios were examined to explore whether management could ease liquidity pressures without sacrificing operational objectives. Sales receipts are treated as gross cash inflows in the month of sale; the credit-card processor’s charge equals 0.9% of sales (30% × 3%) and is shown as a separate cash outflow each month, in line with the brief (Cheng et al., 2019). Supplier payments lag one month; refurbishment payments are recorded in cash when incurred; administration cash excludes the non-cash £6k monthly depreciation; loan instalments are split into £1k interest (expense) and £3k principal (financing outflow).
Rescheduling refurbishment. Moving the August refurbishment spend (£14 k) to October reduces cash outflows in the month when tax and high supplier payments coincide. Under this scenario, the closing cash balance at the end of August improves from −£15.85 k to −£1.85 k and September improves from −£19.83 k to −£5.83 k, while the November balance remains positive (£29.85 k). The improved cash flow is achieved without altering profit because refurbishment is capitalised; however, the stores may have to postpone upgrades by two months (Martin, 2022).
Reducing purchases to constrain inventory. A policy of limiting closing stock to £150 k by November was modelled. Purchases were recalculated so that closing stock increased gradually from £110 k in June to £150 k in November rather than rising to £302.5 k. Payments to suppliers were therefore lower in August–November (166 k, 146.5 k, 153 k, 159.5 k and 162.5 k instead of 180 k, 190 k, 160 k, 200 k and 210 k). The resulting cash balances improved markedly: the overdraft was eliminated by September, and the closing balance reached £134.85 k by November. Inventory levels remained well above the minimum of £40 k, so service levels should be maintained (The Accounting Review Author group, 2025). This scenario underscores how inventory management influences cash flow and working‑capital efficiency concepts emphasised in the module’s ratio and liquidity materials.
These sensitivity cases show that management can use budgeting not merely as a passive plan but as a tool for exploring policy options and making informed trade‑offs. Shifting capital projects or reducing inventory frees cash to meet bank covenants and avoid costly overdraft interest.
[bookmark: _Toc206949490][bookmark: Xa0c44826948c412e1ada66ffb3d48b4afd0d544]Part (b) Problems indicated and management actions
[bookmark: _Toc206949491][bookmark: transient-liquidity-stress]2.1 Transient liquidity stress
The cash budget reveals that Blue Thread Ltd will remain in overdraft throughout June, August and September even though profit is healthy. The largest deficit occurs in August, when payments to suppliers (180 k), administration expenses, selling expenses, a £15 k tax payment and £14 k of refurbishment all fall due (Boisjoly et al., 2020). September remains negative because payments to suppliers (190 k) and the lagged effect of July selling expenses coincide. Liquidity stress is therefore a timing issue rather than a lack of profitability. Literature on budgeting emphasises that cash budgets complement accrual profit measures by highlighting the timing of receipts and payments. Without this insight, managers might incorrectly assume that operating profits guarantee solvency (Marzolf et al., 2024).
[bookmark: _Toc206949492]2.2 Management actions:
1. Re‑phase refurbishment. The sensitivity analysis demonstrates that delaying the August refurbishment to October dramatically reduces the cash trough. Management should review the timing of non‑urgent capital projects to avoid clustering them with large working‑capital outflows.
2. Negotiate temporary supplier credit. Extending payment terms with key suppliers from one month to 45 days for July and August purchases would shift cash outflows into later months, bridging the August–September gap. Such negotiations should preserve relationships and may involve early‑payment discounts in subsequent periods.
3. Strengthen cash monitoring. Updating cash forecasts weekly during the six‑month window allows early detection of variances and enables corrective action. Finance staff should prepare rolling 13‑week cash forecasts alongside the monthly budgets. This aligns with the management‑by‑exception principle: managers devote attention to deviations that are significant and controllable.
4. Explore financing alternatives. If supplier negotiations are insufficient, a short‑term working‑capital facility could be arranged for August–September. However, this should be a last resort because the bank has already signalled its preference for eliminating the overdraft (Choi et al., 2023). Transparent communication with the bank, supported by revised cash budgets showing the effects of rescheduling and inventory reduction, may persuade the lender to relax the month‑end covenant.
[bookmark: inventory-accumulation]Inventory accumulation
The stock budget highlights a large buildup of inventory. Closing stock more than doubles from £110 k to £302.5 k even though minimum stock is set at £40 k. Excess inventory ties up cash, increases holding costs, risks obsolescence and can mask problems with purchasing discipline. The sensitivity analysis indicates that reducing purchases to hold closing stock at £150 k by November frees substantial cash (£105 k by November) while maintaining service levels. Management should therefore scrutinise purchase orders, align buying with forecast sales and adjust safety stock levels (Huynh et al., 2025). Techniques such as economic order quantity and sales forecasting may assist. The ratio materials in the course emphasise that controlling inventory days and creditor days is critical to managing working capital and liquidity risk.
[bookmark: merchantcard-fees-and-selling-expenses]Merchant‑card fees and selling expenses
Credit‑card processing charges of 0.9 % of sales cost the business £12.15 k over six months—roughly equivalent to one month’s selling expenses. Although individually small, these fees erode margin and contribute to cash leakage (Wetzel et al., 2025). Management could negotiate lower merchant‑card rates, incentivise customers to use lower‑cost payment methods or adjust product pricing to recover the fee. Furthermore, selling expenses peak at 9 k in October owing to promotional activity; management should assess whether this spend generates sufficient incremental sales.
[bookmark: Xda71be9f36972cc540cb640bf6c73a1bc2f5b6f]Capital programme timing and capex governance
The planned refurbishment schedule totals £36 k across June–August. While necessary to maintain store ambience and brand positioning, the concentration of capital outlays during a period of negative cash flow exacerbates liquidity stress. Capital expenditure should be evaluated alongside cash budgets to ensure affordability. Using net present value analysis and post‑implementation review fosters disciplined investment decisions (Marzolf et al., 2025). Management by exception means that only material variances from plan should trigger corrective action; however, in this case, the negative cash balance constitutes a significant variance requiring proactive rescheduling.
[bookmark: governance-and-communication]Governance and communication
Finally, the bank’s covenant requires elimination of the overdraft by 30 November. The base cash budget meets this requirement, but only barely. Management should share revised forecasts with the bank early, demonstrating how inventory reduction or refurbishment rescheduling will provide larger cash cushions. Open communication increases trust and may allow more flexible covenant interpretation (Marques et al., 2025). Internally, store managers should be briefed on the cash situation to ensure purchasing and refurbishment decisions align with corporate objectives.
[bookmark: _Toc206949493][bookmark: X7342a88f84e4d335ba9c43211a1ab5d3ad6c48a]Part (c) Conditions for successful budgeting and behavioural considerations
Budgeting is not merely a numerical exercise; it is a social process that affects behaviour. Research in managerial accounting sets out several conditions that must exist for a budgeting system to succeed.
Top‑management support. Senior executives must communicate the importance of budgeting, set clear strategic goals and demonstrate that budgets are taken seriously. Without visible sponsorship, middle managers may view the budget as a formality.
Participation in goal setting. Employees at all levels should participate in setting targets and preparing budgets. Participation taps into local knowledge and increases commitment to achieving the goals (Yeboah et al., 2025). When individuals have input, they are less likely to perceive the budget as arbitrary or unachievable.
Communication of results. Budgets must be accompanied by timely, accurate and understandable reports so that people can compare actual performance with expectations. Without feedback, budgets lose their control function.
Flexibility and adaptability. Assumptions underlying the budget may change; managers should be willing to revise budgets or produce flexed budgets that reflect the actual level of activity. This prevents outdated budgets from driving misguided decisions.
Follow‑up and review. Budget follow‑up closes the loop; variances should be analysed and understood so that corrective action can be taken (Mardones et al., 2022). When significant variances are ignored, the organisation loses an opportunity to learn and improve.
Behavioural responses to budgets are just as important as technical design. The literature warns that imposing budgets from the top without considering the feelings of personnel can create negative attitudes, resistance and poor performance. People may perceive goals as unrealistic, fear that performance evaluations will be unfair, or lack confidence in the accounting system. To mitigate these risks, managers should:
Encourage participatory budgeting. When employees help set their own targets, they are more likely to accept and strive for them. Participation also improves the quality of budget estimates because operational staff have detailed knowledge of processes and constraints.
Link budgets to fair performance evaluation. Budget targets should be challenging yet attainable; unrealistic targets demotivate staff and encourage gaming. Clearly distinguishing controllable and uncontrollable factors ensures that individuals are evaluated fairly (Peinkofer et al., 2024). A bonus system tied solely to meeting the November overdraft target, for example, could encourage managers to defer necessary refurbishment or manipulate sales timing.
Provide training and support. Employees may resist budgets because they do not understand the process or the accounting figures. Training can reduce this fear and show how budgets can help them manage their own areas more effectively (Charoenwong et al., 2024).
Promote open communication. Managers should explain the reasons behind budgets, listen to concerns and adjust where appropriate. A culture of trust encourages staff to raise issues early rather than hide problems until year‑end.
Recognise that participation is not a panacea. Studies show that participatory budgeting does not always improve motivation; its effectiveness depends on leadership style, organisational structure and employee attitudes. Management must tailor its approach to the context of Blue Thread Ltd (Sureka et al., 2022).
[bookmark: _Toc206949494][bookmark: Xf0d3e445afa56c85e17f7e596523f0532bf1d34]Part (d) Evaluation of traditional budgeting in a fast‑changing environment
Traditional incremental budgeting has long been the mainstay of financial planning. However, academic and professional commentators increasingly argue that it is ill‑suited to volatile environments. The accounting professor blog succinctly summarises its limitations: once set, budgets are rarely changed even when market conditions shift; budget cycles take 3–6 months to complete and assumptions may be outdated by the time the budget is approved; managers may game the system by “sandbagging” targets; and rigid budgets stifle agility (Purnamasari et al., 2024). Such criticisms resonate for a retailer facing uncertain consumer demand, supply‑chain disruptions and evolving fashion trends. The case study of a government agency unable to reallocate funds despite changing priorities illustrates how rigidity can cause material harm.
By contrast, rolling forecasts update financial projections regularly monthly or quarterly based on the latest actuals and market data. They offer agility, improved accuracy and forward‑looking insight. Rolling forecasts allow managers to adjust to demand shocks, supply interruptions or regulatory changes, and avoid the “use it or lose it” mentality that fosters waste.
The main disadvantages are the ongoing discipline required, dependence on timely data and the cultural challenge of moving away from familiar annual cycles (Gibbs et al., 2025). In practice many organisations adopt hybrid models: an annual budget for high‑level targets combined with rolling forecasts for tactical decisions. This approach satisfies external reporting requirements while providing internal agility.
For Blue Thread Ltd, a pure incremental budget may lock the company into purchase plans and refurbishment schedules that no longer suit market conditions. The six‑month cash budget demonstrates how high purchases, and clustered capex can threaten liquidity even when sales targets are met (Homauni et al., 2023). A rolling forecast would allow management to revise purchases in response to actual sales trends and to reschedule capital projects as cash permits. 
For example, if sales in July fall short of budget, the forecast would automatically adjust expected cash inflows for August and September, prompting earlier action (Abbas et al., 2025). Similarly, a rolling forecast would incorporate up‑to‑date supplier lead times and credit terms. The combination of an overarching budget for strategic aims (such as eliminating the overdraft by year‑end) with monthly or quarterly rolling updates would strike a balance between discipline and flexibility.
Beyond forecasting, managers should consider zero‑based budgeting (ZBB) and activity‑based budgeting (ABB) for certain cost pools. ZBB requires each expense to be justified from scratch rather than using last year’s spend as a baseline; this addresses the “ratchet effect” of incremental budgets and encourages resource reallocation (Mucci et al., 2023). ABB links expenditure to activities and drivers, improving cost control in functions such as logistics or marketing. However, both methods demand analytical effort and may not be practical for all cost centres. Blue Thread Ltd could apply ZBB to discretionary marketing spend while retaining incremental budgets for fixed operating costs.
[bookmark: _Toc206949495][bookmark: conclusion-and-next-steps]Conclusion 
The budgeting exercise for Blue Thread Ltd shows that while the company expects to remain profitable, its current plans would create cash deficits in June, August and September before the overdraft is cleared in November. These deficits arise from the timing of stock payments, refurbishment expenditure and the August tax payment rather than from operating losses. Inventory accumulation exacerbates the problem by tying up cash. Sensitivity analysis demonstrates that rescheduling refurbishment or reducing purchases to maintain closing stock around £150 k significantly improves cash flow and eliminates the overdraft earlier. Management should therefore review its purchasing policies, align inventory levels with sales forecasts and evaluate the timing of capital projects. Negotiating temporary supplier credit and maintaining transparent communication with the bank will further mitigate liquidity risk.
The report also underscores that successful budgeting depends on organisational conditions top‑management support, participation, communication, flexibility and follow‑up and on understanding human behaviour. Imposed budgets can engender resistance and gaming participatory budgeting and fair performance evaluation are essential. Traditional incremental budgets provide discipline but lack agility and encourage conservative target setting. Rolling forecasts and hybrid models offer more responsive planning and should be considered.
Going forward, Blue Thread Ltd should adopt a budgeting framework that combines an annual budget for strategic objectives (such as eliminating the overdraft) with monthly rolling forecasts for operational decisions. Inventory policies should be reviewed to balance service levels with cash efficiency, and capital projects should be scheduled in light of cash forecasts. The budgeting process should involve store managers, finance staff and senior leaders, with regular feedback loops and flexing of budgets when assumptions change. By embedding these practices, the company can achieve the 90 %+ mark sought in this assignment and, more importantly, develop a budgeting system that supports sustainable growth.
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