



[bookmark: _Toc225085199]Executive Summary
This report analyses the financial planning and budgeting position of Silver Stitch Ltd, a retail business operating twelve stores, with a focus on its ability to eliminate a £30,000 overdraft by the end of December. The purpose of the report is to evaluate the company’s financial situation using budgetary techniques and to assess whether current plans support both profitability and liquidity. The key findings from the stock and cash budgets show a clear imbalance between profit and cash flow. While the budgeted Profit and Loss Account indicates that the business is profitable, the stock budget reveals a significant increase in inventory levels over the period. This results in a large amount of cash being tied up in stock, reducing liquidity. The cash budget further highlights pressure on working capital, as ongoing expenses, loan repayments and refurbishment costs create additional cash outflows. The main financial problem identified is cash flow pressure caused by excessive inventory levels. Although inventory is a current asset, it is not easily converted into cash, particularly in a fashion retail environment where demand is uncertain and products may become outdated. This creates a risk that the business may struggle to meet short-term financial obligations despite generating profit. To address these issues, several key recommendations are proposed. These include improving inventory management through better forecasting and stock control, renegotiating supplier terms to reduce purchasing pressure, using performance measures such as KPIs to monitor efficiency, and carefully evaluating refurbishment spending based on expected returns. In addition, management should strengthen cost control and consider short-term financing only as a temporary solution. Finally, the report highlights that traditional budgeting, while useful for planning and control, has limitations in a fast-changing environment. A more flexible and adaptive approach is needed to support effective decision making and long-term financial stability.
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This report provides forecast budgets for Silver Stitch Ltd, evaluates the financial consequences, and critically assesses the role of budgeting systems in dynamic environments. Silver Stitch Ltd, a retailer with twelve outlets that sell high end casual clothing. The firm has a £30,000 overdraft, and the bank says it needs to be paid off by the end of December. This is what started the analysis. The budgets for the period from July to December show that Silver Stitch can make a profit on paper, but a deeper look shows that there are serious problems with cash flow, working capital management, and especially stock levels that are growing very quickly. These problems are especially critical in the fashion world because things change quickly and demand is unpredictable. Budgeting is an important aspect of management accounting. It helps different levels of management communicate to each other. It turns long-term goals into short-term financial goals and gives you a way to keep track of how well you are doing. But traditional, step by step methods of budgeting can sometimes make people stick to their old habits instead of teaching them to think critically. For Silver Stitch, the stock and cash budgets make people wonder why the company keeps ordering so much stock and how this approach fits with the desire to improve liquidity and depend less on bank loans. The report will look at the concerns that the budgets reveal, focusing on the reasons and effects of having too much stock. It will look at probable reasons, such supplier contracts, quantity discounts, timelines, and problems with forecasting. It will next look at how managers may respond in real life, such as by finding new methods to manage and get rid of extra goods, making information systems better, and changing the way budgets are made. The discussion will use fundamental principles and concepts of accounting, cost and revenue behaviour, risk and uncertainty, and sustainable accounting practices to deliver a critical assessment of Silver Stitch’s budgeting system and its influence on employee behaviour and organisational performance.
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A1. A stock budget for the six months to 31 December.
 

	 
	July 
	Aug 
	Sept 
	Oct 
	Nov 
	Dec 

	 
	£000 
	£000 
	£000 
	£000 
	£000 
	£000 

	Opening balance  
	100 
	154 
	186 
	230 
	296 
	336 

	Stock purchased 
	180 
	170 
	200 
	210 
	190 
	220 

	 
	280 
	324 
	386 
	440 
	486 
	556 

	Cost of Stock sold 
	 
	 
	 
	 
	 
	 

	(60% of sales)  
	(126) 
	(138) 
	(156) 
	(144) 
	(150) 
	(168) 

	Closing stock 
	154 
	186 
	230 
	296 
	336 
	388 



The stock budget is an important part of management accounting because it helps managers figure out how much inventory they need and make sure they have enough to meet demand. A budget is a financial plan for a time in the future, and it helps the business plan and control things in order (Atrill and McLaney, 2021). The opening stock at the start of July is £100,000, and the business wants to keep a minimum stock level of £50,000 as a safety net. The gross profit margin is used to calculate the cost of sales. The cost of sales is 60% of sales because the gross profit margin is 40%. This follows basic accounting rules, which say that profit is the difference between sales revenue and the cost of goods sold (Drury and Tayles, 2021). The required purchases are calculated by using the relationship between opening stock, cost of sales and closing stock (Preferred CFO,2026). The stock budget is closely related to the master budget because it links sales forecasts with decisions about buying and planning for cash (Seal et al., 2019). The results, on the other hand, show that the closing stock goes up a lot over the time. This is a risk for liquidity because inventory is a current asset, but it is not as easy to turn into cash as other assets (Walsh, 2008). So, having too much stock may make it harder for the company to pay its short-term debts (OpenStax,2022). 
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	July 
	Aug 
	Sept 
	Oct 
	Nov 
	Dec 

	 
	£000 
	£000 
	£000 
	£000 
	£000 
	£000 

	Cash receipts 
Sales net of 0.35 x 2.5%  
	208 
	228 
	258 
	238 
	248 
	278 

	Cash payments 
Administration 
	(17) 
	(18) 
	(19) 
	(20) 
	(21) 
	(22) 

	Stock purchased 
	(150) 
	(180) 
	(170) 
	(200) 
	(210) 
	(190) 

	Repayments of Ioan 
	(5) 
	(5) 
	(5) 
	(5) 
	(5) 
	(5) 

	Selling expenses 
	(5) 
	(6) 
	(7) 
	(8) 
	(9) 
	(7) 

	Taxation paid 
	- 
	- 
	(18) 
	- 
	- 
	- 

	Interest payments 
	(1) 
	(1) 
	(1) 
	(1) 
	(1) 
	(1) 

	Shop refurbishment 
	(15) 
	(12) 
	(10) 
	- 
	- 
	- 

	Cash surplus (deficit) 
	15 
	6 
	28 
	4 
	2 
	53 

	Opening balance 
	50 
(min stock level 
	65 
	71 
	99 
	103 
	105 

	Closing balance 
	65 
	71 
	99 
	103 
	105 
	158 



Cash earnings are based on sales, but credit card fees of 2.5% lower the amount of cash received. Costs that are paid in cash include administrative costs, buying stock, paying off loans, selling costs, taxes, interest, and costs for repairs. One month of supplier credit affects purchases, which means that payments are delayed. Selling costs are paid one month later. Loan repayments include both capital and interest, with the interest element representing a cost and the capital repayment reducing liabilities. Depreciation is not included because it is not a cash expense. This shows the difference between financial accounting and cash flow management (Dyson and Franklin, 2020). The cash budget shows how important it is to manage working capital, which means keeping an eye on both current assets and current liabilities to keep cash flow steady (Walsh, 2008). High levels stock puts more pressure on working capital because the cash is tied up in the stock instead of being available to pay off the overdraft. Key financial indicators such as the current ratio can be used to assess liquidity and the company’s ability to meet short term obligations (Marr, 2012).
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
	 
	£000 
	Calculation 

	Sales 
	1470 
	210+230+260+240+250+280 

	Cost of goods sold 
	882 
	1470 x 60% 

	Gross profit 
	588 
	1470 x 40% 

	Selling expenses 
	42 
	5+6+7+8+9+7 

	Admin expenses 
	159 
	24+25+26+27+28+29 

	Credit card charges 
	12.86 
	1470 x 35% x 2.5% 

	Operating profit 
	374.14 
	 

	Interest payable 
	6 
	6 x 5 x 20% 

	Profit for the period 
	368.14 
	 



The planned Profit and Loss Account for July to December is based on the accrual basis. This means that it records income and costs as they are earned or incurred, not when cash actually moves in or out of the bank (Atrill and McLaney, 2021). The total sales for the six months are £1,470,000. The cost of products sold is £882,000, and the gross profit is £588,000. This is based on an expected gross profit margin of 40% (Drury and Tayles, 2021). Silver Stitch deducts £42,000 for selling costs and £159,000 for administrative costs from this. The administrative costs include £7,000 a month for depreciation, which is an accounting cost but not a cash payment (Seal et al., 2019). Because 35% of consumers pay with credit cards and the card provider charges 2.5% on those purchases, the total credit card fees for the period are around £12,860. This is represented as an expense in the Profit and Loss Account (Dyson and Franklin, 2020). The business also pays £1,000 a month in interest on the borrowing, which adds up to £6,000 over six months (Drury and Tayles, 2021).After all of these costs are taken out, the business makes an operational profit of around £374,000 and a profit for the period of about £368,000. This means that the business is profitable (Atrill and McLaney, 2021). This statement, on the other hand, does not illustrate when cash flows happen. This is because things like depreciation, supplier credit terms, and the capital element of loan repayments effect cash but not profit in the same way (Seal et al., 2019).The separate cash budget shows that big cash payments for stock, refurbishment, and loan repayments place pressure on the overdraft, even though the Profit and Loss looks good. This shows the main difference between profitability and liquidity for managers to consider when making decisions (Walsh, 2008).

[bookmark: _Toc225085204]B. Problems indicated by the calculations and management responses.
The budgets prepared for Silver Stitch Ltd highlight a clear tension between profitability and liquidity, which is a common issue in management accounting (Atrill and McLaney, 2021). Although the business is expected to generate a profit, the cash budget shows that a significant amount of cash is tied up in inventory, creating pressure on working capital (Drury and Tayles, 2021). This supports the principle that profit is based on accrual accounting, while liquidity depends on actual cash flows (Dyson and Franklin, 2020). As a result, the business may face financial risk even when reported profits are positive (Walsh, 2008). The most significant issue is that inventory levels are rising quickly. Inventory is classified as a current asset, but it is less liquid than cash and cannot be easily used to meet short-term obligations (Atrill and McLaney, 2021). The stock budget shows that closing inventory rises far above the minimum required level, indicating that too much cash is invested in stock (Drury and Tayles, 2021). From a cost behaviour perspective, this also increases indirect costs such as storage, handling, and potential markdown losses (Seal et al., 2019). In a fashion retail environment, this risk is higher because products may become outdated or seasonal, reducing their value (Christopher, 2016). Therefore, high inventory levels may negatively affect both liquidity and profitability (Walsh, 2008). However, it is important to avoid assuming that high stock levels always represent poor management decisions. One possible explanation is the presence of supplier contracts, where the company must purchase minimum quantities to secure products or good pricing (Fernie and Sparks, 2018). Another explanation is seasonal demand planning, where inventory is increased before peak sales periods such as Christmas (Slack, Brandon Jones and Johnston, 2019). In addition, long production times may require early purchasing decisions, even when financial conditions later change (Heizer, Render and Munson, 2019). These factors suggest that inventory decisions may be influenced by operational limitations rather than poor planning (Christopher, 2016). This creates a complex management problem. If high inventory levels are part of a deliberate strategy, the key issue is whether the business has sufficient liquidity to support it (Atrill and McLaney, 2021). However, if inventory growth results from weak forecasting or lack of control, management must improve its planning systems (Drury and Tayles, 2021). This highlights the importance of management accounting information systems, which provide data to support decision making and improve financial control (Seal et al., 2019).The situation can also be analysed using Cost Volume Profit (CVP) analysis, which examines the relationship between sales volume, costs and profit (Drury and Tayles, 2021). If sales volume does not meet expectations, high inventory levels will result in unsold stock, leading to markdowns and reduced profit margins (Atrill and McLaney, 2021). At the same time, the business has significant fixed costs, such as administration expenses, which must be covered regardless of sales levels (Seal et al., 2019). This increases the importance of achieving sufficient sales volume to reach the break-even point and maintain profitability (Drury and Tayles, 2021). Another key issue is the loan repayment pressure, which creates regular cash outflows (Walsh, 2008). Although part of the repayment reduces liabilities, it still requires cash, increasing pressure on liquidity (Atrill and McLaney, 2021). When combined with high inventory levels and refurbishment spending, this creates a risk that the business may struggle to meet its financial obligations (Dyson and Franklin, 2020).
[bookmark: _Toc225085205]B.1 Management Actions and Evaluation

To address these issues, management must take a balanced approach. First, the company should review its supplier agreements. If high inventory levels are caused by minimum order requirements, management could renegotiate terms such as smaller deliveries or extended credit periods (Christopher, 2016). This would reduce working capital pressure and improve liquidity (Walsh, 2008). However, this may not always be possible, particularly if suppliers require fixed commitments for products (Fernie and Sparks, 2018). Second, management should develop a stronger inventory management strategy. This involves analysing stock by category, season, age and store location (Slack, Brandon-Jones and Johnston, 2019). Since store locations are unknown, demand may vary between branches. One practical solution is to transfer stock between stores, ensuring that products are moved to locations with higher demand (Christopher, 2016). This can improve sales without increasing purchases. In addition, management should use Key Performance Indicators (KPIs) to monitor inventory performance. Measures such as stock turnover, inventory days, sell through rate and gross profit margin provide important information about efficiency and profitability (Marr, 2012). However, KPIs are only useful if they lead to action. If management continues to purchase large quantities despite poor performance indicators, the system is not effective (Walsh, 2008). Another important action is to manage excess stock through targeted promotions. Instead of large discounts, which may damage the premium brand image, the company could use selective strategies such as bundle offers or loyalty schemes (Fernie and Sparks, 2018). This approach helps improve cash flow while protecting brand value. However, if stock becomes old fashioned, stronger clearance actions may be necessary, even if this reduces profit margins (Christopher, 2016). Management should also carefully evaluate refurbishment spending. While refurbishment may improve customer experience and increase sales, it represents a significant cash outflow (Atrill and McLaney, 2021). Improvements such as better layout or lighting in fitting rooms may increase sales and justify the investment (Slack, Brandon-Jones and Johnston, 2019). However, if the impact on customer behaviour is limited, the return on investment (ROI) may be low (Marr, 2012). Therefore, each project should be assessed individually based on expected financial benefits. Another possible action is to adjust pricing strategy. According to economic theory, demand may respond to price changes price elasticity, meaning lower prices may increase sales volume (Drury and Tayles, 2021). However, excessive discounting may reduce profit margins and damage the brand’s premium positioning (Fernie and Sparks, 2018). Finally, the company may consider short-term financing to manage liquidity. This could include extending the overdraft or using short-term loans (Walsh, 2008). While this may provide temporary relief, it increases financial risk and interest costs, so it should not be relied on as a long-term solution (Atrill and McLaney, 2021).
Overall, the main financial problem is the imbalance between profitability and liquidity, driven by high inventory levels and working capital pressure (Atrill and McLaney, 2021). Management actions should focus on improving inventory control, reviewing supplier agreements and strengthening financial monitoring systems (Seal et al., 2019). However, each solution involves risks, and management must balance short-term liquidity with long-term performance (Drury and Tayles, 2021).
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For an organisation to have an effective system of budgeting and budgetary control, a number of important conditions need to be in place. Budgeting is a key part of management accounting, as it helps managers plan what the business will do, decide how resources should be used, and monitor financial performance over time (Atrill and McLaney, 2021; Garrison et al., 2020). A budget is a financial plan that estimates future sales, costs, profit and cash flows. When used properly, it allows management to compare actual results with planned figures and identify where things are going wrong or right (Drury and Tayles, 2021). However, budgeting only works well when the organisation supports it in the right way. One of the most important conditions is having clear organisational objectives. Budgets should not exist on their own, they should reflect what the business is trying to achieve in the long term. For example, a company might want to increase profit, improve liquidity, or grow its market share. These goals need to be clearly defined so they can be turned into financial targets. If this link is missing, budgeting becomes more of a routine exercise rather than a useful management tool. As Blumentritt (2006) suggests, budgeting works best when it is connected to strategic planning, not just cost control. Another key condition is strong support from top management. Senior managers play a crucial role in setting direction and making sure the budgeting process is taken seriously across the organisation. If they actively use budget information and refer to it when making decisions, employees are more likely to see its importance. Organisations with strong management involvement tend to have better financial control (Libby and Lindsay ,2010). At the same time, there is a need for balance. Too much focus on rigid budgets can reduce flexibility, especially in fast-changing environments (Hope and Fraser, 2003; Weygandt et al., 2021). Participation is also an important factor. When managers at different levels are involved in preparing budgets, they are more likely to feel responsible for achieving them. This can improve motivation and lead to more accurate budgets, as operational managers often have better knowledge of costs and customer behaviour (Atrill and McLaney, 2021; Ramanathan et al., 2017). However, participation is not always positive. It can create opportunities for budgetary slack, where managers make targets easier to achieve. For this reason, participation should be combined with proper monitoring and review (Seal et al., 2019). Good communication and coordination between departments is another essential condition. Budgeting is not done by one department alone. It requires input from sales, purchasing, operations and finance. For example, sales forecasts influence purchasing decisions, and both affect cash flow. If communication is weak, budgets may be inconsistent or unrealistic (Otley, 2001). This can lead to poor decision making and inefficient use of resources. Budgets must also be based on accurate and reliable information. Financial accounting provides historical data, while management accounting focuses on internal information used for planning (Dyson and Franklin, 2020). If the data used is inaccurate, budgets will be based on wrong assumptions. For example, poor sales forecasts may lead to excess inventory and cash flow problems (Becker, Mahlendorf and Schaffer, 2015). At the same time, it is important to recognise that forecasts are never perfect. Ekholm and Wallin (2011) argue that budgets should be treated as flexible guides rather than exact predictions. Finally, budgets need to include realistic targets. If targets are too difficult, employees may feel discouraged. If they are too easy, they may not encourage improvement. Setting the right level of difficulty is important to keep employees motivated while still improving performance (Drury and Tayles, 2021).
[bookmark: _Toc225085208]Conclusion
If these conditions are not present, budgeting is unlikely to work effectively. For example, unclear goals can lead to confusion, poor communication can result in inaccurate plans, and lack of management support can reduce commitment. This shows that budgeting is not just about numbers, but also about how the organisation operates as a whole.
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Even when a budgeting system is technically well designed, its success often depends on how people behave. Budgeting is not only a financial process, but also a behavioural one, and this can create challenges for management. One of the most common issues is budgetary slack. This happens when managers deliberately overestimate costs or underestimate revenues to make targets easier to achieve. While this may reduce pressure on managers, it also reduces the usefulness of budgets as a planning tool (Seal et al., 2019). Brownell and McInnes (1986) suggest that participation can improve motivation, but it can also increase the risk of slack if not   correctly controlled. Another issue is the balance between motivation and demotivation. Budgets can be powerful motivators, especially when linked to rewards such as bonuses or promotions (Drury and Tayles, 2021). However, if targets are seen as unrealistic or unfair, they can have the opposite effect. Employees may lose motivation or even try to avoid responsibility. Poorly designed performance systems can lead to behaviour that focuses on targets rather than real performance (Merchant and Van der Stede 2017). Further issue is short-term thinking. Because budgets are usually prepared for a fixed period, managers may focus on short-term results rather than long-term success. For example, they might delay necessary spending or reduce investment just to meet budget targets. While this may improve short-term profit, it can harm the business in the long run (Cowling et al., 2025; Atrill and McLaney, 2021). There is also the risk of ethical issues and manipulation. Under pressure to meet targets, managers may adjust figures or make decisions that improve reported performance but not actual performance. This reduces the reliability of financial information and may damage the organisation’s reputation (Klein, Beuren and Dal Vesco, 2018). Finally, fairness and controllability are important. Managers should be evaluated based on what they can control. If they are held responsible for uncontrollable costs, such as inflation, they may see the system as unfair and become less motivated (Su, Baird and Nuhu, 2022). This can reduce cooperation and weaken the effectiveness of the budgeting system.
[bookmark: _Toc225085210]Conclusion
In conclusion, behavioural factors are just as important as technical ones in budgeting. Even a well-designed system can fail if it does not consider how people react. Therefore, management must design budgeting systems that are not only financially sound but also fair, flexible, and motivating.
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Traditional budgeting has been a very important part of management accounting for a long time. It helps companies plan, control and evaluate their performance. A traditional budget is a financial plan prepared for a fixed period, usually one year, which estimates expected revenue, costs, profit and cash flows (Drury and Tayles, 2021; Merchant and Van der Stede, 2017). It gives an organised way to set financial goals and allocate resources, and it allows management to compare actual results with planned figures to identify problems and take corrective action (Atrill and McLaney, 2021). However, despite these advantages, traditional budgeting has been increasingly criticised, especially in business environments that are changing quickly. One major weakness is that traditional budgeting is based on past data and assumptions. Budgets are often prepared using historical information, such as previous sales and costs. While this may work in stable environments, it becomes less reliable when conditions change rapidly. For example, changes in customer demand, competition or supply chains may make past data less relevant. Budgets can quickly become outdated and fail to reflect current business reality (Overmans, 2024). This means that traditional budgeting may not support effective decision making in dynamic markets (Henttu-Aho, 2018; Drury and Tayles, 2021). In the case of Silver Stitch, simply increasing last year’s stock or marketing budgets could lead to overstocking or ineffective promotions that no longer match current fashion trends. Another key limitation is that traditional budgeting is often time consuming and expensive. Preparing detailed budgets requires a lot of time and effort from managers and accounting staff. In fast changing environments, this long process can reduce the organisation’s ability to react quickly to new opportunities or risks. By the time the budget is finalised, some of the assumptions may already be outdated (ACCA, 2019; Kepion, 2026). As a result, budgeting may become more of a reporting tool rather than a useful planning tool. Traditional budgeting is also criticised for being inflexible. Budgets are usually fixed for a specific period, which makes it difficult to adjust plans when conditions change. This lack of flexibility can reduce responsiveness and limit the ability of managers to make timely decisions. In addition, traditional budgeting often encourages incremental thinking, where managers simply adjust previous budgets rather than critically reviewing current needs. This can lead to inefficiencies and prevent organisations from adapting to new situations (Henttu-Aho, 2018). Another important issue is that traditional budgeting can reduce innovation and flexibility. Because managers are expected to meet fixed targets, they may avoid taking risks or trying new ideas. This creates a focus on following the budget rather than improving performance. This command-and-control approach limits the ability of managers to respond to changing conditions and can reduce organisational agility (O’Grady, Akroyd and Scott 2017). There are also behavioural problems associated with traditional budgeting. Managers may engage in budgetary slack, for example by underestimating revenue or overestimating costs to make targets easier to achieve (Drury and Tayles, 2021; Merchant and Van der Stede, 2017). In addition, strong pressure to meet targets may lead to short-term thinking or even manipulation of financial results. This reduces the reliability of budgeting as a control tool. Another limitation is that traditional budgeting focuses mainly on financial measures, such as profit and costs, while ignoring broader performance indicators. Modern organisations increasingly use Key Performance Indicators (KPIs) that include customer satisfaction, employee performance and operational efficiency (Kaplan and Norton, 1996; Marr, 2012). This suggests that traditional budgeting may not provide a complete view of organisational performance, particularly in complex business environments. In response to these limitations, alternative approaches have developed. Traditional budgeting itself has evolved to include methods such as zero-based budgeting, activity-based budgeting, and value proposition budgeting, which attempt to improve cost control and decision making (Drury and Tayles, 2021; Henttu-Aho, 2018). However, these approaches still operate within a traditional framework based on fixed budgets. More significant change is seen in the beyond budgeting movement, which argues that organisations should move away from rigid annual budgets and adopt more flexible systems (Hope and Fraser, 2003; Bogsnes, 2016). This includes approaches such as rolling forecasts, continuous planning and decentralised decision making. These methods allow organisations to respond more quickly to changes and focus on real-time performance rather than fixed targets. In addition, there is increasing emphasis on aligning budgeting with strategy and sustainability, ensuring that financial planning supports long-term value creation rather than short-term targets (Mehta et al., 2025). However, it would be too simple to say that traditional budgeting is no longer useful. In many organisations, especially those operating in stable environments, traditional budgets still provide important benefits. They offer clear financial targets, support coordination between departments and provide a basis for financial control (Drury and Tayles, 2021). For example, an incremental budget may still be a cost-effective way to manage operations for well established, mature businesses with steady demand and low levels of innovation (Ramlall and Grobbelaar, 2024).
[bookmark: _Toc225085212]Conclusion
In conclusion, traditional budgeting has clear strengths, but it also has significant limitations in fast-changing environments. It can be time-consuming, inflexible and too focused on past data and short-term financial targets. A critical evaluation suggests that while traditional budgeting should not be completely abandoned, it should be supported by more flexible and forward-looking approaches. This balanced approach allows organisations to maintain financial control while also improving adaptability, innovation and long-term performance.
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