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[bookmark: _Toc224845285] Executive summary

This report uses a stock budget, a cash budget, and a budgeted profit and loss statement to look at Silver Stitch Ltd.’s short-term financial situation. The budgets suggest that the business can repay the £30,000 initial overdraft over the projection period, but only because sales are generating significant cash inflows. The stock budget also indicates that stock is accumulating rapidly, tying up funds in working capital and increasing the risk of obsolescence. 
 The main problem with management isn't sales demand; it's tracking working capital and adhering to the budget. Directors should make purchase decisions more stringent by establishing a clear stock policy, initiating a rolling cash forecast, and using a modest set of liquidity and operating KPIs to monitor performance. They should stop using a strict annual budget and instead use a more flexible approach, such as rolling budgets, flexible budgeting, and scenario analysis, together with explicit accountability and behavioural protections.













1. [bookmark: _Toc224845286]Introduction
Silver Stitch Ltd owns a chain of 12 stores selling premium casual clothing. At the beginning of June, they had a £30,000 overdraft. The bank wants the overdraft to be gone by the end of December. 
Directors have made plans for sales, purchases, expenses, taxes, interest, and refurbishment costs for the period from June to December.
They also have a one-month credit term with suppliers and are paid for sales in the month of sale, including credit card payments with a card fee.
This report uses anticipated data to set the necessary budgets and explains what those budgets mean for financial health, working capital, and control (Drury, 2021; Seal, Garrison, and Noreen, 2018). This kind of budgeting base is also consistent with practical budgeting guidance and management control thinking (Bragg, 2020; Anthony and Govindarajan, 2007).
The report also discusses the problems with standard annual budgeting in contexts that change quickly and examines other options that align with the ideas of “beyond budgeting” (Hope and Fraser, 2003; Bogsnes, 2016).











2. [bookmark: _Toc224845287]Method and assumption 
The following key assumptions are always used in the budgets:
· The gross profit margin is 40%, which means that the cost of sales is 60% of sales income (Seal, Garrison, and Noreen, 2018).
· Customer pays by credit cards 35% of the time. The credit card fee is 2,5% of credit card sales, and it is deducted before cash is received (Horner, 2020).
· Suppliers grant one month of credit; the business pays for the stock purchases one month after purchase (Atrill and McLaney, 2018).
· Selling expenses are payable in the following month.
· Depreciation of £7000 per month is one of the costs of running the business. The cash budget doesn’t contain depreciation, but the accruals profit and loss do.
· The company pays £5000 a month on its borrowing. The interest part is 20% of each payment, and the rest goes toward the loan balance. The full £5000 instalment is the monthly cash outflow, while the interest element is treated as a finance charge.
· Payments for taxes are considered cash settlements instead of the tax expenses for the period, as the question presents payments rather than an accrual basis tax charge (Seal, Garrison, and Noreen, 2018; Horner, 2020).
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3. [bookmark: _Toc224845288]Budget for stock
The stock budget starts with £100,000 in opening stock on July 1. Using the anticipated purchases and the cost of sales based on the 40% gross margin, the closing stock goes up every month and reaches £388,000 by December. This is far beyond the minimal stock level of £50,000 and shows that the anticipated purchases are much greater than what is needed to support sales. In other words, inventory is not a “buffer”; it is an investment in working capital that grows over time (Atrill and McLaney, 2021).
There are a few reasons why an inventory profile could rise: planned seasonal buildup, hedging against supplier price changes, smoothing production, or a lack of discipline when buying.
The issue is that inventory takes up capital and raises expenses for holding, markdowns, and obsolescence, especially in fashion and casual apparel, where product cycles are short (Drury, 2021). It also suggests that budget owners may be concentrating on activity levels instead of monetary outcomes, a typical flaw of incremental budgeting when spending habits persist without new scrutiny (Bhimani, 2006).
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[bookmark: _Toc224845289]3.1 Cash budget

The cash budget keeps track of how much cash and overdraft they have at the beginning and end of each month. Silver Stitch remains in overdraft during July and August, moves into a positive cash position by the end of September, and ends December with a positive cash balance of about £59,250. 
Strong sales and the fact that supplier credit lets you wait a month to pay for purchases are the main reasons. From July to September, cash flow problems are worse because of greater stock payments (for purchases made the month before), refurbishment payments, and the September tax payment (Drury, 2021).
The cash budget will cover the bank’s requirements by December, but this is not a good place to be. First, liquidity depends a lot on how well sales keep going. Second, the company has a lot of stock, and if sales slow down, it could cost them money. Third, the cash budget shows that the business is spending a lot of money on things that aren’t necessary (like refurbishment), even while it is still in debt. This may worry lenders unless the refurbishment is necessary to keep revenue coming in (Horner, 2020; Atrill and McLaney, 2018).
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[bookmark: _Toc224845290]3.2 Planned profit and loss

The budgeted profit and loss account for July to December shows that the business is profitable over the six months. The gross profit for the six months is £588,000, which is a 40% gross margin.
The planned net profit is about £313,140 after paying for things like credit card fees, borrowing costs, and administrative and marketing expenditures. This is a good reminder that cash and profit are not the same thing. If working capital grows or if timing discrepancies are bad, the business can still be profitable but have cash flow concerns (Atrill and McLaney, 2021; Drury, 2021). The main risk here is that the stock takes up cash even when earnings look good. That distinction between cash position and accounting performance is a basic financial reporting issue as well (Kotkitz, 2017).
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[bookmark: _Toc224845291]3.3 Information needs for management and keeping an eye on performance 

Directors require management information that shows what drives performance and points up warning signs early on. In terms of revenues, that entails breaking down sales by channel, product category, and region, as well as showing how sales volume fluctuates with price adjustments.
A single income line can mask changes in discounts or mix that lower gross margin (Drury, 2021; Datar and Rajan, 2017). Directors need to know how costs behave in order to make decisions about them. This means knowing which expenses are stable, which are variable, and which are step costs. Managers cannot foresee the reactions of cash and profit to declining sales volumes without that (Seal, Garrison, and Noreen, 2018).

A working capital lens is also needed for monitoring. A straightforward and reliable dashboard would feature stock days, stock turnover, aged stock, debtor days, creditor days, and a weekly cash runway metric (Atrill and McLaney, 2021; Walsh, 2008). These steps help with the second learning goal, which is keeping an eye on and judging financial performance. 
Ratio analysis is useful because it turns raw numbers into indications that can be compared. However, managers need to look at ratios in context and not see them as “good or bad” responses (Walsh, 2008; Atrill and McLaney, 2018). A higher current ratio may seem like a good thing, but it could mean too much inventory, which is a problem in this case.
When management just uses one set of numbers, budgeting becomes unstable. In apparel markets, demand can fluctuate swiftly because of discount pressure and changes in demand. Directors should add at least three scenarios to the cash forecast: a base case (the existing plan), a downside case (for example, a 10% decline in sales volume with the same fixed cost base), and a margin pressure case (for example, higher discounting that lowers gross margin).
The goal is not to fully foresee the future, but to know how the firm is vulnerable and what it can do if things change (Drury, 2021; Horner, 2020).
Practical forecasting guidance also supports regular re-forecasting when risk drivers change (ACCA,2023).
Scenario thinking also makes conversations better. Instead of fighting over whose budget is “right”, managers can talk about what causes risks and how to deal with them. For instance, directors can agree that if stock levels go above a certain level, they will stop buying new items except for proven fast-moving lines. If the funds go below a set buffer, the renovation phases stop on their own. This is an example of using budgets to help people work together instead of to control them (Hope and Fraser, 2003; Merchant and Van der Stede, 2017).





[bookmark: _Toc224845292]4. Problems shown by the budgets and actions taken by management 

The biggest sign of trouble is an increase in inventories. The stock budget reveals that the closing stock is going up every month, even though there is no minimum constraint pressure. This means that the connection between sales planning and purchase planning is weak. Management should therefore regard stock as a regulated investment with specific aims, not as “whatever we buy” (Seal, Garrison, and Noreen, 2018).
Some useful things to do are:
· Set an inventory limit based on expected sales and lead times. For example, set a target closing stock equal to a set number of weeks’ worth of sales costs, considering seasonal changes.
· When projected closing stock goes above the cap, a written reason for the purchase is needed, including a markdown and obsolescence risk assessment (ICAEW, 2022).
· Set purchase budgets based on rolling projection instead of a set annual amount so that procurement can alter with demand (Hope and Fraser,2003; Bogsnes, 2016).



[bookmark: _Toc224845293]4.1 Timing shocks and cash risk concentrations

The cash budget shows that July through September are the months when cash is most at risk. The tax and refurbishment in September caused a timing shock.
Management can lower this risk by:
· Planning refurbishment costs to fit with cash flow, breaking the job up into segments, or putting off non-essential parts when in overdraft (Horner,2020).
This kind of short-cycle cash monitoring is widely recommended in cash flow guidance (ICAEW, n.d.).
· They can try to negotiate the timing.
· Setting up a short-term rolling cash forecast so the business can move quickly instead of waiting until the end of the month when things get worse (Drury, 2021).



[bookmark: _Toc224845294]4.2 Debt service and the structure of funding

Every month, the business pays a £5,000 loan instalment, of which £1,000 is interest. Management should keep an eye on interest cover and predict how much room there is in the covenant. 
Directors must balance bank confidence with operational needs when cash stress rises. They can refinance, extend maturities, or temporarily limit discretionary expenditures (Atrill and McLaney, 2021; Walsh, 2008).

[bookmark: _Toc224845295]4.3 Fees for credit and pricing discipline

Fees for credit cards lower the amount of cash you get. The cost isn’t very high compared to sales, but it’s a regular leak. Management should make sure that pricing and margin management take into account the expenses of payments. One option is to encourage payment methods that cost less, or to incorporate fee costs in the study of product contributions (Datar and Rajan, 2017).

[bookmark: _Toc224845296]4.4 Working capital strategy

Policy decisions should be based on the stock budget. In practice, directors can specify a target stock profile and then make sure that all purchases suit that profile. A standard way to set stock levels is to use a multiple of the projected monthly cost of sales, taking into account lead times. 
The business already knows it needs a buffer because its minimum stock level is £50,000. The issue is that the predicted closing stock goes much above any reasonable buffer. That means that buying isn’t based on demand and could be based on habit, deals with suppliers, or ease of production (Drury, 2021).
Management should be able to do both control and capabilities. Directors can do the following to regulate stock:
· Put limitations on stock authorisation
· Require a markdown strategy for old stock
· Define a clear goal for stock turns
Directors can make forecasts more accurate by leveraging sales analytics and making it easier for sales, buying, and finance to talk to each other. This is in line with modern management accounting, which focuses on helping people make decisions and working together across departments instead of “accounting as policing” (Bhimani, 2006).
The company should also look at how strict its suppliers are with credit and payment. If directors pay early all the time, they lose a free source of cash flow. If they don’t pay on time, they could lose their supply and affect their reputation. So good cash management implies paying on time, not just late (Atrill and McLaney, 2018).
Directors can also ease cash flow problems by not letting raw materials or completed goods pile up and by focusing on shorter conversion cycles. Clothing inventory generally loses value over time; getting rid of old stock is a way to make more money and save money (Drury, 2021).





[bookmark: _Toc224845297]5. Conditions for effective budgeting and financial control

Budgets work when they help with planning, communication, control, and coordination, not when they become rigid targets that aren’t based on reality (Seal, Garrison, and Noreen, 2018). In Silver Stitch, the budgets have to link to sales, buying, making things, and managing cash.
 For budgetary control work, they need to:
· Clear lines of duty and accountability for things that can be controlled, including buying stock and spending on overhead (Drury, 2021).
· Reporting on time with a variance analysis that not only shows what happened but also why it changed and what management will do next (Dyson, 2020).
· Standards that are realistic and participatory. Too many top-down targets can cause people to cheat, waste money, and only care about the short term (Merchant and Van der Stede, 2017).
· Safety measures for behaviour. For instance, managers might safeguard their own goals instead of the company’s cash flow by ordering too much to avoid stock-outs that could affect sales, even when there is already too much inventory (Hope and Fraser, 2003). This risk is high in apparel because the worry of not meeting demand can override sensible stock policy. To avoid tunnel vision, directors should use both financial and operational measurements (Marr, 2013).
A useful control framework for Silver Stitch would include a rolling cash forecast, monthly flexible budgets for costs that can be controlled, and a modest dashboard of KPIs that show profitability, liquidity, and working capital. KPIs should not be a random list; instead, they should be connected to strategy and consumer objectives (Kaplan and Norton, 1996).
It also fits broader performance-control frameworks that balance accountability, diagnostic control, and strategic learning (Otley, 1999; Simons, 1995; FRC, 2024).

[bookmark: _Toc224845298]5.1 Behavioural factors 

When an organisation uses budgets in ways that lead to bad behaviour, they don’t work. Some common behavioural hazards are budget slack, shifting blame, and focusing on fulfilling goals instead of helping customers (Merchant and Van der Stede,2017).
Agency-focused critiques make the same point, arguing that badly designed budget incentives can encourage people to distort numbers (Jensen, 2003).
In Silver Stitch, a common habit is “defensive buying”, which means that purchasing managers order too much to keep service levels high and avoid running out of goods, even while the total amount of stock is already going up. Another risk is “end-of-period spending”, which happens when managers spend more money than they need because they are afraid that their budgets will be cut in the future if they don’t spend enough (Hope and Fraser, 2003).
To mitigate these behaviours, directors must construct the control system with psychological considerations in focus. Involvement can boost dedication and local expertise, but it can also lead to slack if incentives aren’t linked well (Drury,2021).
A good way to do this is to have managers help make projections and find hazards, but to stop manipulation, you should utilise independent challenge and clear rules.
Directors should also try to keep forecasting and setting goals separate. Forecasts should say what is likely to happen, while goals should say what the organisation intends to achieve. 

[bookmark: _Toc224845299]5.2 Tools for budget control 


Silver Stitch shouldn’t just use a fixed budget. Flexible budgeting alters the anticipated cost assumptions based on the actual level of activity. This helps managers figure out whether differences are due to changes in volume or efficiency (Seal, Garrison, and Noreen,2018). This is also standard in cost accounting texts (Horngren, Datar, and Rajan, 2015).
This is important since a drop in sales can cause a big profit change even if costs are well managed, and managers shouldn’t be responsible for changes in volume that are out of their control (Drury, 2021).
If the actual gross margin is less than the intended 40%, management should look into whether price cuts, changes in the product mix, shrinkage, or supplier cost hikes are to blame. Management should also look into why inventory is growing faster than projected. This could be because purchases were more than planned, sales were lower, or decisions about production led to more stock than needed. The goal is to link differences to operational causes and then to choices (Dyson, 2020).

[bookmark: _Toc224845300]5.3 KPIs and scorecards


KPIs can help turn strategy into measurable results, but only if they are chosen carefully and fit together. A lot of KPIs might make things confusing. The KPI literature stresses the need to choose metrics that are meaningful, manageable, and connected to factors that lead to success (Marr, 2013).
A useful set of KPIs for Silver Stitch could be:
· The percentage of gross margin and the markdown rate.
· The percentage of stock that has been around for a long time and the percentage of stock that has been sold.
· Cash conversion cycle or a simpler variant (liquidity discipline).
· Cost control using the operating expense ratio.
· Interest cover (financial stability).
· Timely delivery/service level.
A balanced perspective mitigates single metric failure, wherein managers enhance one indicator at the expense of long-term success (Kaplan and Norton, 1996).
[bookmark: _Toc224845301]6. A critical look at standard budgeting in circumstances that change quickly 

There are well-known benefits to traditional annual budgeting: it makes you plan, set spending boundaries, and helps with coordination. It also has built-in problems when the market is unstable.
First, yearly budgets keep assumptions in place for too long. When input costs, demand, or fashion cycles change, the budget may no longer be useful. Instead of changing their activities, managers must spend time explaining the differences (Hope and Fraser, 2003).
This problem is well established in the budgeting literature, which has long questioned whether annual budgets stay useful in volatile settings, especially when input prices move sharply (Bunce, Fraser and Woodcock, 1995; Hansen, Otley and Van der Stede, 2003; ONS, 2021).
Second, a yearly budget can lead to bad behaviour, such as sandbagging, and third, annual budgets might slow down decision-making by linking approvals to set categories instead of current value (Bogsnes, 2016).

These weaknesses are important to Silver Stitch because the biggest risk is working capital, which changes quickly based on demand and buying decisions. If a fixed annual purchase budget leads to too much inventory, it might affect them.
Directors should practically use beyond budgeting. Small and medium-sized businesses nevertheless need to be careful with their money, especially when lenders want them to enhance their cash flow. The ideal way to do things is to use a mix of both: keep an annual budget for strategic planning and outside communication, but use rolling forecasts, scenario triggers, and flexible budgeting for internal control.
 
Evidence indicates that numerous companies find it challenging to eliminate budgets, as budgets facilitate collaboration and serve as a framework for responsibility (Libby and Lindsay, 2010).
For Silver Stitch, the realistic goal is not to get rid of budgets; it is to make the budgeting system better so that it helps people learn and stick to their budgets.

[bookmark: _Toc224845302]6.1 Problems and how to fix them

Incremental budgeting might cover any problems with the structure. If managers add a percentage to last year’s purchases, they can end up with the same inventory problem year after year. The budget’s stock build-up shows that the purchase plan may not be linked to sales in a systematic fashion. To fix this, directors should make it mandatory for managers to “zero-base” significant working capital decisions. This means that managers must explain why they need the stock they plan to carry instead of just assuming they need it (Bhimani,2006).
Budgeting can sometimes turn in on itself. Instead of optimising the whole firm, managers might only care about reaching departmental budgets. This is especially dangerous for working capital because what works for one department may not work for another. Cross-functional budgeting discussions and shared KPIs help to solve this silo problem (Kaplan and Norton, 1996).









[bookmark: _Toc224845303]7. Recommendations 

Based on the budgets and the analysis of behaviour, I suggest that directors:
· Make a clear inventory policy with a target stock turn and a closing-stock ceiling, and make sure that purchases follow it.
· Start a rolling cash forecast with scenario triggers that is looked at at least once a month and once a week during high-risk months.
· Spread out the money they spend on renovations to keep cash flow steady until the overdraft is paid off.
· Use flexible budgets and root-cause variance analysis to improve budget control.
· Keep an eye on your profit quality, liquidity, and working capital with a simple KPI dashboard.
· Use a mix of budgeting methods: an annual budget for setting strategic goals and rolling projections, and adaptive controls for running the business daily.

Directors should also utilise cost-volume-profit (CVP) analysis to see how changes in volume affect profits and cash flow. CVP begins with contribution (sales minus variable expenses) and shows how much sales are needed to meet fixed costs and interest payments. In a clothes business, variable expenses are things like the cost of sales, card fees, and some selling costs. Many administrative expenditures act as fixed costs in the short term (Drury, 2021).
A straightforward contribution model enables managers to evaluate hypothetical scenarios, such as the extent to which sales can decline before the company reverts to overdraft status, or the magnitude of margin loss resulting from discounting.
CVP is not perfect because it implies that costs will always behave in a straight line and that the mix will stay the same, but it is still beneficial for short-term planning (Atrill and McLaney, 2021). It also helps keep prices in check by making payment costs and volume effects clear (Datar and Rajan, 2017).

[bookmark: _Toc224845304]8. Conclusion 

The budget shows that Silver Stitch can pay off the £30,000 overdraft by the end of December. However, they also show that the company has a lot of inventory that ties up funds in working capital and raises the risk for the firm.
Management needs to act immediately to make sure that purchases are more disciplined, that inventories don’t build up too much, and that cash is safe during the months when it is most vulnerable. A good budgeting and control system will include accountability, regular analysis of differences, and behavioural safeguards, all backed up by a short rolling cash forecast and a small set of linked KPIs.
Finally, Silver Stitch should realise that standard annual planning doesn’t work well in a world that changes quickly and switch to more flexible budgeting methods so that control helps strategic change instead of getting in the way of it.
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Budgeted Pro Loss Account (£00!

Line item Amount (£000) Explanation

Total sales 4 1,470.00 Sum of monthly sales from July to December
Cost of goods sold 882.00 Sum of monthly cost of sales

Gross profit 588.00 Total sales less cost of goods sold
Administrative expenses 159.00 24 +25+26 +27 +28 +29

Selling expenses 42.00 5+6+7+8+9+7

Credit card fees 12.86 1,470 x 35% x 2.5%

Refurbishment costs 37.00 15+12+10

Operating profit 337.14 gross profit- (Admin+Selling+credit fee+refurbishement)=660-309,25
Total interest 6.00 6 months x 5 x 20%

Profit before tax 331.14 operating profit -interest=337,14-6

Tax 18.00 Budgeted tax payment in the period

Net profit 313.14| profit before tax -tax=331,14-18





image1.png
Prifysgol Cymru
Y Drindod Dewi Sant

University of Wales
Trinity Saint David




image2.png
Key assumptions

Gross profit margin 40.0%
Cost of sales % 60.0%
Card sales share 35.0%
Card fee on card sales 2.5%
Monthly depreciation 7.00
Monthly loan instalment 5.00
Interest share of instalment 20.0%
Opening stock at 1 July 100.00"
Opening overdraft at start of June (30.00)
Opening balance carried into July budge (27.89)
Selling expenses used in P&L 42.00

d Monthly inputs and helper lines

Jun
Sales income 180.00 210.00 230.00 260.00 240.00 250.00 280.00
Purchases of stock 150.00 180.00 170.00 200.00 210.00 190.00 220.00
Administrative expenses 22.00 24.00 25.00 26.00 27.00 28.00 29.00

 Selling expenses 5.00 6.00 7.00 8.00 9.00 7.00 8.00
Tax payments - - - 18.00 - - -
Refurbishment payments - 15.00 12.00 10.00 - - -
Loan instalment 5.00 5.00 5.00 5.00 5.00 5.00 5.00
Cost of sales 108.00 126.00 138.00 156.00 144.00 150.00 168.00

 Card fees. 1.58 1.84 2.01 2.28 2.10 2.19 2.45
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Opening stock

Purchases 180.00 170.00 200.00 210.00 190.00 220.00
Goods available 280.00 324.00 386.00 440.00 486.00 556.00
Cost of sales 126.00 138.00 156.00 144.00 150.00 168.00
Closing stock 154.00 186.00 230.00 296.00 336.00 388.00





image4.png
Overdraft at start of June (30.00)
Opening July balance used (27.89)
Jul Aug Sep Oct Nov

Opening balance b/f (27.89) (14.73) (11.74) 12.99 13.89 12.70
Cash receipts from sales 208.16 227.99 257.73 237.90 247.81 277.55
Total cash available 180.28 213.26 245.99 250.89 261.70 290.25
Stock payments 150.00 180.00 170.00 200.00 210.00 190.00
Admin cash expenses 17.00 18.00 19.00 20.00 21.00 22.00
Selling expense payments 8.00 10.00 11.00 12.00 13.00 14.00
Refurbishment payments 15.00 12.00 10.00 - - -
Tax payments - - 18.00 - - -
Loan instalment 5.00 5.00 5.00 5.00 5.00 5.00
Total cash outflows 195.00 225.00 233.00 237.00 249.00 231.00
Net cash movement 13.16 2.99 24.73 0.90 (1.19) 46.55
Closing cash/(overdraft) (14.73) (11.74) 12.99 13.89 12.70 59.25





