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1. [bookmark: _Toc224757663]Executive Summary 
This report evaluates the financial position of Silver Stitch Ltd through the preparation and interpretation of forecast budgets and examines the role of budgeting systems in organisational decision-making. The purpose is to assess the company’s financial outlook over the six-month planning period and identify potential operational and financial risks.
The analysis is based on a stock budget, cash budget and forecast profit and loss statement for the period July to December. The stock budget shows a steady increase in inventory levels, suggesting a potential build-up of stock. While adequate inventory supports sales across the company’s twelve retail stores, excessive stock may create working capital pressure and increase the risk of obsolescence.
The cash budget highlights the company’s liquidity position. Silver Stitch Ltd begins the period with a £30,000 overdraft, which must be eliminated by December. Although forecast sales generate positive cash inflows, significant outflows such as inventory purchases, operating expenses, loan repayments, taxation and refurbishment costs may create short-term liquidity pressure.
The analysis therefore indicates that the key financial challenge facing the company is liquidity management rather than profitability. While the business is expected to remain profitable, effective working capital management will be required to eliminate the overdraft.
Management actions recommended include tighter inventory control, postponing non-essential capital expenditure and renegotiating supplier credit terms. The report also highlights limitations of traditional budgeting systems, particularly their lack of flexibility in dynamic business environments, suggesting that organisations may benefit from more adaptive approaches such as rolling forecasts.











[bookmark: _Toc224757664]2. Introduction 

Budgeting is a fundamental component of management accounting and plays a crucial role in organisational planning, control and decision-making. A budget can be defined as a financial plan that outlines expected revenues, costs and resource allocations over a specified future period (Drury, 2018). Through the budgeting process, organisations translate strategic objectives into measurable financial targets that guide operational activities and enable performance evaluation. Budgetary control involves comparing actual results with budgeted figures and taking corrective actions where necessary (Horngren et al., 2014).
Within modern organisations, budgeting provides several important benefits. First, it supports strategic planning by ensuring that financial resources are allocated in line with organisational objectives. Second, budgets help coordinate activities across departments, allowing managers to align sales, production, purchasing and marketing decisions (Atrill and McLaney, 2022). Third, budgets act as performance benchmarks, enabling management to monitor efficiency and identify areas where improvements may be required.
Budgeting also plays an important role in managerial decision-making. Financial forecasts provide information that managers use when evaluating investment opportunities, controlling operating costs and managing liquidity. In the context of accounting for decision making, budgets allow managers to anticipate financial outcomes and assess the potential impact of alternative strategies before implementing them (Kaplan and Atkinson, 2015). This forward-looking perspective enables organisations to manage risk and improve resource allocation.
Despite these advantages, traditional budgeting systems have increasingly been criticised in recent years. Many scholars argue that conventional annual budgets are often inflexible, time-consuming and heavily reliant on historical data (Hope and Fraser, 2003). In dynamic and competitive business environments, organisations may require more adaptable planning tools that allow them to respond quickly to changing market conditions. As a result, alternative approaches such as rolling forecasts, activity-based budgeting and beyond-budgeting frameworks have emerged as potential replacements or supplements to traditional budgeting practices (Bogsnes, 2016).
Silver Stitch Ltd, a retailer operating twelve stores selling premium casual clothing, is currently facing financial pressures as it begins the planning period with an overdraft of £30,000. The bank has requested that this overdraft be eliminated by the end of December, requiring management to carefully review the company’s financial plans and operating budgets.
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[bookmark: _Toc224757666]3. Preparation of Budgets
[bookmark: _Toc224757667]3.1 Stock Budget
Inventory management is a critical aspect of financial planning for retail organisations. A stock budget estimates the level of inventory that a business needs to purchase and maintain in order to meet expected sales demand while avoiding stock shortages or excessive inventory accumulation (Drury, 2018). For Silver Stitch Ltd, the stock budget is particularly important because the business operates multiple retail outlets selling fashion clothing, where product availability directly influences sales performance.
The preparation of the stock budget begins with the calculation of the cost of sales, which is derived from the gross profit margin. The company operates with a gross profit margin of 40%, meaning that the cost of goods sold represents 60% of sales revenue. This relationship allows management to estimate the cost of inventory required to support forecast sales levels. By applying this percentage to the projected sales figures for each month, the estimated cost of goods sold can be determined.
The stock budget also incorporates the company’s opening stock balance and the minimum stock level that management wishes to maintain. Silver Stitch Ltd began the period with opening stock of £100,000 and aims to maintain a minimum stock level of £50,000 to ensure that stores can satisfy customer demand. Maintaining adequate stock levels is essential for retailers, as stock shortages can lead to lost sales and dissatisfied customers (Atrill and McLaney, 2022).
Using the standard stock budgeting formula: “Opening Stock + Purchases – Cost of Sales = Closing Stock”  management can determine the expected closing inventory for each month. This calculation ensures that sufficient inventory is available to meet sales demand while also allowing the company to monitor how much capital is tied up in stock.









Stock Budget Table (£000)
	Month
	Opening Stock
	Purchases
	Cost of Sales (60%)
	Closing Stock

	July
	100
	180
	126
	154

	Aug
	154
	170
	138
	186

	Sept
	186
	200
	156
	230

	Oct
	230
	210
	144
	296

	Nov
	296
	190
	150
	336

	Dec
	336
	220
	168
	388



While the budget confirms that the minimum stock level is maintained throughout the planning period, it also reveals a steady increase in closing inventory. From a financial perspective, this trend raises an important concern. Although holding sufficient stock supports sales, excessive inventory can tie up working capital and reduce organisational liquidity. High inventory levels can create working capital pressures because funds become tied up in unsold goods (Shim and Siegel, 2009).
This issue is particularly relevant in the fashion retail industry, where product life cycles are relatively short. Unsold clothing items may quickly become outdated as consumer preferences change, which can result in discounting or write-downs. As a result, managers must carefully balance the need for product availability with the financial risks associated with holding large quantities of stock.
From a theoretical perspective, this situation reflects the importance of working capital management, which focuses on managing short-term assets such as inventory and receivables (Atrill and McLaney, 2022). If too much capital is tied up in inventory, the organisation may face liquidity constraints even if it is profitable. Consequently, management should continuously review purchasing decisions and consider adopting more responsive inventory management techniques, such as improved demand forecasting or smaller but more frequent supplier orders.








[bookmark: _Toc224757668]3.2 Cash Budget
A cash budget is one of the most important financial planning tools used by organisations. It forecasts expected cash inflows and outflows over a specific period, enabling management to monitor liquidity and ensure that sufficient funds are available to meet financial obligations (Horngren et al., 2014). While profit-based statements provide useful information about overall financial performance, they do not necessarily reflect the timing of cash movements. For this reason, the cash budget is essential for identifying potential liquidity risks (Drury, 2018).
Silver Stitch Ltd begins the planning period with an opening bank overdraft of £30,000, which the bank has requested be eliminated by the end of December. This requirement makes the preparation of an accurate cash budget especially important because it allows management to evaluate whether existing financial plans will generate sufficient cash to repay the overdraft.
Several factors influence the company’s cash inflows and outflows. First, all sales revenue is received in the month of sale. However, 35% of customers pay using credit cards, and the credit card provider charges the company 2.5% of the transaction value. Although this fee may appear relatively small, it reduces the total cash received by the company and therefore needs to be incorporated into the cash budget. For example, the effective deduction from total sales revenue is 0.875% of sales (35% × 2.5%).
On the payments side, the company benefits from one month of credit from suppliers, meaning that inventory purchases are paid for in the following month. This delay improves short-term liquidity by postponing cash outflows. However, other expenses must be paid according to specific schedules. Administration expenses are paid in the same month they are incurred, although they include depreciation of £7,000, which is a non-cash expense and must therefore be removed from the cash budget.
Selling expenses are paid one month in arrears, meaning that the payment in each month relates to the previous month’s expense. In addition, the company makes monthly loan repayments of £5,000, of which £1,000 represents interest and £4,000 represents principal repayment. Store refurbishment costs and a tax payment in September also create additional cash outflows during the period.







Cash Budget (£000)
	Month
	Cash Inflows
	Cash Outflows
	Net Cash Flow

	July
	208
	193
	15

	Aug
	228
	222
	6

	Sept
	258
	230
	28

	Oct
	238
	234
	4

	Nov
	248
	246
	2

	Dec
	278
	225
	53



The cash budget demonstrates that the company generates positive monthly cash flows throughout the period. These surpluses gradually improve the company’s financial position and enable the overdraft to be eliminated before the end of the year. However, the relatively small surpluses in several months suggest that the company may experience periods of liquidity pressure if actual sales fall below forecast levels or if unexpected costs arise.
This situation highlights a fundamental principle of financial management: profitability does not automatically guarantee liquidity. An organisation may report strong profits but still struggle to meet short-term financial obligations if cash inflows and outflows are poorly managed (Bragg, 2017).
For example, if Silver Stitch Ltd continues to increase its inventory levels as shown in the stock budget, a large proportion of the company’s cash may become tied up in unsold goods. This would reduce the amount of cash available to repay the overdraft, even though the company remains profitable on paper. Consequently, effective working capital management will be essential for maintaining liquidity during the planning period.




[bookmark: _Toc224757669]3.3 Budgeted Profit and Loss Statement
The budgeted profit and loss statement summarises the expected financial performance of the company over the six-month planning period. While the cash budget focuses on liquidity, the profit and loss statement measures the company’s ability to generate earnings after accounting for operating costs and other expenses (Kaplan and Atkinson, 2015).

Budgeted Profit & Loss Statement (July–December) (£000)
	Item
	Amount

	Sales Revenue
	1,470

	Cost of Sales
	(882)

	Gross Profit
	588

	Administration Expenses
	(159)

	Selling Expenses
	(42)

	Credit Card Charges
	(12.86)

	Operating Profit
	374.14

	Interest Expense
	(6)

	Profit Before Tax
	368.14



Overall, the budgeted profit and loss statement suggests that Silver Stitch Ltd is expected to perform strongly over the six-month period. Total sales revenue is forecast at £1,470,000, generating a gross profit of £588,000, which reflects a solid gross profit margin of around 40%. After accounting for administration and selling expenses, as well as credit card charges, the company is expected to achieve an operating profit of £374,140. Once interest costs are deducted, the forecast profit before tax stands at £368,140.
These results indicate that the business is operating profitably and benefits from a strong pricing strategy. However, this level of profitability should be considered alongside the company’s cash flow position. Some costs included in the profit and loss statement, such as depreciation, do not involve actual cash outflows, while other cash payments, such as loan repayments, are not reflected as expenses. As a result, the company may still experience short-term cash flow pressures despite reporting healthy profits. This highlights the importance of managing working capital effectively, as strong profitability does not necessarily guarantee strong liquidity.
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[bookmark: _Toc224757671]4. Financial Problems and Management Actions 


The preparation of the stock, cash and profit budgets for Silver Stitch Ltd highlights several financial and operational issues that the company may face over the next six months. Although the forecast profit and loss statement indicates that the business is expected to generate a healthy operating profit, the cash and stock budgets reveal pressures that could affect short-term financial stability. In particular, the analysis suggests that the main challenge facing the company is liquidity management rather than profitability.
The organisation begins the planning period with an overdraft of £30,000, which the bank has requested to be eliminated by the end of December. While the cash budget forecasts positive inflows throughout the period, the surpluses in several months are relatively small. Even a minor decline in sales or unexpected increase in operating costs could therefore place the company under financial pressure. If liquidity is poorly managed, a business may struggle to meet short-term obligations, potentially damaging supplier relationships and increasing financial risk (Atrill and McLaney, 2022).
The relatively narrow cash surpluses highlight the need for active cash flow monitoring. Rather than relying solely on static budgets prepared at the beginning of the period, management could use rolling cash forecasts to monitor liquidity continuously and respond quickly to unexpected changes. Financial indicators such as the current ratio or quick ratio may also provide early warning signs of potential liquidity problems.
A second issue identified in the financial analysis relates to increasing inventory levels. The stock budget shows that closing inventory rises steadily during the planning period. While sufficient stock is necessary to support sales, excessive inventory can create financial inefficiencies by tying up working capital and reducing available cash. This risk is particularly significant in the fashion retail industry, where products may quickly lose value as trends change (Heizer et al., 2020).
From a working capital perspective, rising stock levels may indicate that purchasing decisions are not fully aligned with expected demand. If inventory continues to accumulate, the company may eventually need to reduce prices to clear excess stock, weakening the gross profit margin. Management should therefore review purchasing policies and consider more responsive inventory management practices. Improved demand forecasting and sales data analysis could help align purchasing decisions more closely with customer demand, while ordering smaller quantities more frequently may reduce the risk of overstocking.
Another financial pressure arises from the company’s loan repayment commitments. Silver Stitch Ltd makes monthly repayments of £5,000, including both interest and principal. Although the interest component is relatively small, the repayments still represent a consistent cash outflow that reduces available liquidity. According to cost behaviour theory, fixed costs remain constant regardless of changes in sales volume, which can increase financial risk during periods of lower revenue (Drury, 2018).
Management may therefore consider renegotiating the terms of the loan to reduce short-term financial pressure. Extending the repayment period could lower monthly cash outflows and provide greater financial flexibility, although this would increase total interest costs over time. Alternatively, management could maintain the current repayment schedule while focusing on improving operational efficiency and increasing sales revenue.
Finally, the budget includes planned expenditure on store refurbishment. While such investments may improve the customer experience and strengthen the brand, they also represent significant cash outflows during a period when the business is attempting to eliminate its overdraft. Capital expenditure decisions should therefore be carefully evaluated in terms of their timing and expected return on investment.
If refurbishment projects do not generate immediate financial benefits, proceeding with them may place unnecessary pressure on cash flow. Management could therefore consider postponing non-essential refurbishment projects until the company’s financial position improves or spreading the costs over a longer period to reduce short-term liquidity pressure.

Overall, the financial analysis suggests that Silver Stitch Ltd is operating with a profitable business model but must carefully manage its working capital and financial commitments to maintain liquidity. By improving cash flow monitoring, adopting more efficient inventory management practices and reviewing capital expenditure decisions, management can reduce financial risk and improve the company’s ability to eliminate the overdraft within the required timeframe.
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For budgeting systems to operate effectively, organisations must satisfy a number of organisational and behavioural conditions. In the case of Silver Stitch Ltd, a multi-store fashion retailer operating in a dynamic and competitive market, budgeting effectiveness depends not only on technical accuracy but also on flexibility, managerial behaviour and responsiveness to uncertainty.
A key requirement for successful budgeting is alignment with strategic objectives, where budgets translate long-term goals into short-term financial targets (Kaplan and Atkinson, 2015). In theory, this ensures that operational decisions support overall strategy. However, in practice this alignment may be difficult to maintain. For Silver Stitch Ltd, strategic priorities such as responding to changing fashion trends or seasonal demand can shift rapidly. Fixed budgets prepared in advance may therefore become outdated, limiting their usefulness as planning tools. This suggests that flexibility may be as important as strategic alignment in fast-moving industries.
Top management support is also widely recognised as a critical factor. Leadership involvement can strengthen commitment to budgeting and reinforce its importance (Anthony and Govindarajan, 2007). However, excessive reliance on top-down control may reduce effectiveness. In Silver Stitch Ltd, store managers are likely to have more accurate knowledge of local demand conditions. A highly centralised approach may therefore result in unrealistic targets and reduce responsiveness. This highlights a limitation of traditional budgeting assumptions, where control is prioritised over local knowledge.
Participative budgeting is often proposed as a solution, as it allows managers at different levels to contribute to the process. This can improve both motivation and forecast accuracy, particularly where local information is important (Libby and Lindsay, 2010). For Silver Stitch Ltd, involving store managers could enhance demand forecasting and inventory planning. However, participation also introduces potential drawbacks. Managers may create budgetary slack by underestimating revenues or overestimating costs to make targets easier to achieve. This creates a trade-off between improved engagement and reduced reliability of financial data.
Effective communication and coordination between departments is another important condition. In theory, coordination ensures that sales forecasts, purchasing decisions and financial plans are aligned. For Silver Stitch Ltd, this is particularly important given the relationship between inventory levels and cash flow identified earlier in the report. Poor coordination could lead to overstocking and increased liquidity pressure. However, achieving full coordination is difficult in practice, especially across multiple store locations where information may be inconsistent or delayed.
Another key issue is the setting of realistic performance targets. Budget targets should be challenging but achievable in order to motivate employees (Merchant and Van der Stede, 2017). However, this balance is inherently subjective. For Silver Stitch Ltd, uncertainty in demand makes it difficult to define what is “realistic.” Overly optimistic targets may result in excess inventory and cash flow problems, while overly conservative targets may limit growth opportunities. This suggests that target setting is not purely technical, but also dependent on judgement and context.
Finally, while integrating budgeting with strategic planning is often recommended, critics argue that traditional budgeting systems may reduce flexibility and encourage rigidity (Hope and Fraser, 2003). For Silver Stitch Ltd, strict adherence to fixed budgets could limit the ability to respond to changing market conditions. This supports the argument that more adaptive approaches, such as rolling forecasts, may be more appropriate.
Overall, while the literature identifies several conditions for successful budgeting, their practical application is complex. For Silver Stitch Ltd, effectiveness depends on balancing control with flexibility and adapting budgeting practices to a dynamic environment.
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While budgeting systems are designed to support organisational planning and performance management, they can also have significant behavioural implications for employees and managers. Budgetary control systems influence how individuals behave within organisations because financial targets are often linked to performance evaluation and rewards. As a result, the introduction of budgeting systems may produce unintended behavioural consequences.
One commonly discussed issue in the management accounting literature is budgetary slack. Budgetary slack occurs when managers deliberately overestimate costs or underestimate revenues in order to create targets that are easier to achieve. This behaviour may arise when managers believe that their performance evaluations or rewards depend on meeting budget targets. While slack may protect managers from the risk of failing to achieve unrealistic targets, it also reduces the usefulness of budgets as planning tools because financial projections no longer reflect realistic expectations (Merchant and Van der Stede, 2017).
Another behavioural challenge relates to resistance to change. The introduction of new budgeting systems or performance measurement frameworks may be perceived by employees as increasing workload or reducing managerial autonomy. As a result, individuals may resist new budgeting initiatives or fail to fully engage with the budgeting process. This resistance can delay implementation and reduce the effectiveness of financial control systems.
Budgeting systems can also influence employee motivation and performance pressure. When budgets are used as the basis for performance evaluation, they can provide clear targets that motivate employees to improve efficiency and productivity. However, excessive pressure to meet budget targets may produce negative consequences. For example, employees may experience stress or attempt to manipulate financial results in order to meet performance expectations (Hope and Fraser, 2003). In extreme cases, this pressure may encourage unethical behaviour or short-term decision-making.
A related issue is the tendency for budgeting systems to encourage short-termism. Managers may prioritise achieving short-term financial targets even when doing so undermines long-term organisational objectives. For example, managers may postpone essential maintenance, employee training or marketing activities in order to reduce costs in the current budgeting period. While such actions may improve short-term financial performance, they can weaken the organisation’s long-term competitiveness.
These behavioural challenges highlight the importance of designing budgeting systems that balance financial control with organisational flexibility. Rather than focusing exclusively on meeting short-term financial targets, organisations should adopt a more balanced approach that considers long-term strategic objectives, employee motivation and organisational learning.
In practice, effective budgeting systems often combine financial targets with broader performance indicators such as customer satisfaction, innovation and operational efficiency. By adopting a more balanced approach to performance management, organisations can reduce the negative behavioural effects associated with traditional budgetary control systems.
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Traditional budgeting systems have long been used as a central mechanism for organisational planning and financial control. Typically, organisations prepare annual budgets that forecast revenues, costs and resource allocations based on historical financial data and expected future performance. These budgets serve as benchmarks against which actual results are evaluated. However, a growing body of management accounting research suggests that traditional budgeting practices may be increasingly unsuitable in business environments characterised by uncertainty, rapid technological change and intense competition (Hope and Fraser, 2003).
One frequently cited criticism of traditional budgeting is its lack of flexibility. Annual budgets are often prepared months before the financial year begins and remain largely fixed throughout the period. Although this structure can provide financial discipline, it can also limit an organisation’s ability to respond quickly to changing market conditions. In dynamic industries, managers may need to adjust pricing strategies, marketing activities or operational decisions in response to fluctuations in demand. Fixed budgets may therefore restrict managerial responsiveness and discourage adaptive decision-making.
This limitation is particularly relevant for retail businesses such as Silver Stitch Ltd. Retail markets are influenced by changing consumer preferences, seasonal demand patterns and supply chain disruptions. For example, shifts in fashion trends or economic conditions may quickly affect sales performance. If management relies heavily on predetermined budgets, the organisation may struggle to respond effectively, potentially resulting in excess inventory or missed sales opportunities.
Another weakness of traditional budgeting is the time-consuming nature of the budgeting process. Preparing annual budgets often involves negotiations between departments, detailed financial analysis and multiple revisions before approval. Libby and Lindsay (2010) note that the process in many organisations can take several months. By the time budgets are finalised, some assumptions used in the forecasts may already be outdated due to changing market conditions.
Traditional budgeting has also been criticised for its reliance on historical financial data. Many budgeting processes begin with previous financial results and adjust them to reflect expected changes in sales or costs. While past performance can provide useful insights, it may not always provide an accurate basis for forecasting future outcomes. Markets and consumer behaviour can change rapidly, meaning that past trends may not reliably predict future performance.
Closely related to this issue is incremental budgeting. Incremental budgeting involves adjusting previous budgets by small percentages rather than reassessing existing expenditures. Although this simplifies the budgeting process, it can perpetuate inefficiencies because existing spending patterns are rarely questioned (Shim and Siegel, 2009).
In response to these limitations, several alternative approaches have been proposed. Rolling forecasts involve regularly updating financial projections rather than relying on a fixed annual budget, allowing organisations to adjust plans as new information becomes available (Bogsnes, 2016). Zero-based budgeting requires managers to justify expenditures from scratch rather than relying on previous budgets, encouraging more critical evaluation of spending.
A more radical alternative is the Beyond Budgeting model, which emphasises decentralised decision-making, continuous performance evaluation and flexible planning processes (Hope and Fraser, 2003). While this approach may improve adaptability, critics argue that abandoning budgets entirely could weaken financial control and accountability.
Despite these criticisms, traditional budgeting systems still provide important benefits. They offer a structured framework for financial planning, support coordination between departments and provide benchmarks for performance evaluation. Consequently, many organisations adopt a hybrid approach, combining traditional budgets with more flexible tools such as rolling forecasts and real-time performance monitoring systems.
Overall, while traditional budgeting systems face limitations in fast-changing environments, they remain valuable tools for organisational planning and control. The key challenge is adapting budgeting practices so they maintain financial discipline while allowing sufficient flexibility to respond to changing market conditions.
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This report examined the financial planning and budgeting practices of Silver Stitch Ltd through the preparation and analysis of forecast budgets. The stock budget, cash budget and projected profit and loss statement provided valuable insights into the company’s expected financial performance over the six-month planning period.
The analysis revealed that Silver Stitch Ltd is forecast to generate strong sales revenues and maintain a healthy gross profit margin. The projected profit and loss statement indicates that the company will remain profitable overall during the planning period. However, the cash budget highlights potential liquidity pressures, particularly in the early months when the company must manage existing financial commitments while attempting to eliminate its £30,000 overdraft.
Several operational issues were identified, including rising inventory levels, ongoing loan repayment obligations and planned capital expenditure on store refurbishment. While these factors are manageable, they require careful financial management to ensure that the company maintains adequate liquidity. Management actions such as improving inventory control, postponing non-essential expenditures and monitoring cash flows through rolling forecasts could help mitigate these risks.
The report also discussed the organisational conditions required for successful budgeting systems. Effective budgeting requires clear strategic objectives, strong leadership support, employee participation, effective communication and realistic performance targets. In addition, managers must consider behavioural factors such as budgetary slack, performance pressure and resistance to change when implementing budgeting systems.
Finally, the report critically evaluated traditional approaches to budgeting in the context of modern business environments. Although traditional budgeting provides valuable planning and control mechanisms, it has several limitations, including inflexibility, reliance on historical data and the potential to encourage short-term decision-making. As a result, many organisations are increasingly adopting more adaptive approaches such as rolling forecasts and beyond-budgeting frameworks.
Overall, the central issue facing Silver Stitch Ltd is not the ability to generate profit, but the efficient conversion of profit into cash. The company’s financial performance is fundamentally sound, however, it’s ability to manage working capital effectively will be critical in ensuring short-term financial stability and meeting its obligation to eliminate the overdraft. This reinforces the importance of integrating financial planning with flexible and responsive management practices to support both operational performance and long-term sustainability.
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