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Executive Summary
This report evaluates the short-term financial position of Silver Stitch Ltd by preparing forecast stock, cash and profit budgets for the six months ending 31 December. The purpose is to assess whether the business can remove its opening overdraft, support planned trading activity and use budgeting information to guide managerial action.
The budgets indicate that Silver Stitch is forecast to trade profitably over the period. Based on the budgeted profit and loss account, sales of £1.470m generate gross profit of £588k and profit after tax of about £350k. The stock budget shows that opening inventory of £100k materially reduces July purchase requirements, but monthly inventory still absorbs significant working capital because the company must retain a minimum closing stock of £50k.
The main financial problem is cash-flow pressure rather than weak profit performance. The cash budget begins with a £30k overdraft and remains tight in July because supplier payments, refurbishment spending and debt servicing fall due before the business has rebuilt liquidity. Although the forecast shows the overdraft can be cleared and replaced by positive cash balances during the period, the position is sensitive to sales underperformance, inventory slippage, payment timing and discretionary spending.
Key recommendations are to strengthen stock turnover control, maintain rolling cash forecasts alongside the fixed budget, review the phasing of refurbishment expenditure, and negotiate supplier credit where commercially feasible. Management should also keep short-term finance available as contingency support, while avoiding reliance on borrowing as a substitute for operational discipline.
Traditional budgeting remains useful because it provides structure, accountability and coordination. However, its limitations are clear: static budgets can be rigid, backward-looking and behaviourally problematic in volatile environments. Silver Stitch should therefore retain formal budgets for control, but supplement them with more adaptive planning tools.




1. Introduction
Budgeting remains one of the most established techniques within management accounting because it converts strategic intentions into quantified operational plans. In practice, budgets help organisations allocate resources, coordinate departments, set performance expectations and compare actual outcomes with planned results. For a retail business such as Silver Stitch Ltd, budgeting is especially important because sales, inventory, cash flow and financing commitments are tightly interrelated. A weakness in one area quickly transmits pressure into the others. Textbook and research literature therefore continues to treat budgets as a core planning and control mechanism rather than merely an accounting routine (Atrill and McLaney, 2024; Drury and Tayles, 2023).
A budget may be defined as a formal statement of expected income, expenditure and resource usage for a future period, usually expressed in monetary terms. Budgetary control is the associated process of comparing actual results with budgeted targets, analysing variances and taking corrective action. This matters because management decisions are forward-looking. Managers need estimates of future sales, cost behaviour, stock requirements, capital commitments and financing needs in order to decide how much to purchase, how much liquidity to hold and whether planned activity is affordable (Bhimani et al., 2019; Horngren et al., 2014). In this sense, budgeting is closely connected to decision making: it supports pricing, working-capital management, investment timing and short-term funding choices.
Budgeting is also central to the master budget. Sales forecasts feed into stock, purchasing, cash and profit schedules, which together create a coordinated view of expected performance. Yet the literature also warns that traditional budgeting systems can be slow, politically influenced and too dependent on historical assumptions. In volatile settings, fixed annual budgets may become out of date quickly, encourage incremental thinking and fail to respond to changing demand, cost conditions or strategic priorities (Hansen et al., 2003; Hope and Fraser, 2003; Libby and Lindsay, 2010). This criticism is important for Silver Stitch because the company needs both financial discipline and operational flexibility.
This report is structured in four parts. Section A prepares and interprets the stock budget, cash budget and budgeted profit and loss account. Section B analyses the financial problems emerging from those budgets and proposes management responses. Section C discusses the organisational conditions required for successful budgeting and evaluates behavioural issues in budgetary control. Section D then critically assesses the usefulness and limitations of traditional budgeting in fast-changing environments, with reference to contemporary alternatives.
"This report prepares forecast budgets for Silver Stitch Ltd, evaluates the financial implications, and critically assesses the role of budgeting systems in dynamic environments."
SECTION A - FINANCIAL ANALYSIS
3.1 Stock Budget
The stock budget identifies how much inventory must be purchased to support forecast sales while maintaining the company’s minimum closing stock policy. Silver Stitch starts July with opening inventory of £100k and wishes to hold at least £50k at the end of each month. Because the gross profit margin is 40%, cost of sales equals 60% of budgeted revenue. The stock budget is therefore driven by expected sales volumes and margin assumptions rather than by a mechanical repeat of past purchasing patterns.
In management-accounting terms, the stock budget performs a linking role within the master budget. The sales budget determines expected demand, the stock budget converts that demand into required inventory levels, and the purchases schedule then feeds directly into supplier payments and cash planning. This is why inventory control is not merely an operational issue: it is also a major liquidity decision. Excess inventory ties cash up in working capital, while insufficient inventory risks lost sales, rushed replenishment and customer dissatisfaction.
The calculations show that July purchases are materially lower than sales-adjusted cost of sales because the opening stock balance provides a buffer. Thereafter, with a constant £50k month-end inventory target, required purchases broadly follow expected monthly cost of sales. The logic is simple: required purchases = budgeted cost of sales + target closing stock - opening stock. By making this relationship explicit, management can avoid over-ordering and can monitor whether stockholding is consistent with the company’s trading and cash objectives.
For Silver Stitch, the stock budget also highlights the trade-off between availability and liquidity. Fashion retail requires enough inventory to support display standards, size availability and seasonal choice, yet inventory is one of the largest users of short-term finance. A disciplined stock budget therefore strengthens planning, supports working-capital control and reduces the risk that avoidable inventory accumulation will intensify cash-flow pressure later in the period.
Table 1. Stock budget (£000)
	Item
	Jul
	Aug
	Sep
	Oct
	Nov
	Dec
	Total

	Budgeted sales
	210
	230
	260
	240
	250
	280
	1470

	Cost of sales (60%)
	126
	138
	156
	144
	150
	168
	882

	Opening stock
	100
	50
	50
	50
	50
	50
	

	Target closing stock
	50
	50
	50
	50
	50
	50
	

	Required purchases
	76
	138
	156
	144
	150
	168
	832


3.2 Cash Budget
The cash budget is the most important short-term schedule in this case because the business begins July with a £30k overdraft and must eliminate it by the end of December. Unlike the profit budget, the cash budget is concerned with timing rather than accrual. A company can report profit and still experience liquidity stress when receipts arrive later than payments, or when non-trading outflows such as tax, loan repayments and capital expenditure absorb cash faster than trading inflows replenish it (Atrill and McLaney, 2024).
Several practical adjustments are required. First, 35% of customers pay by credit card and the provider charges 2.5% on card transactions, so only 99.125% of gross sales is received in cash. Secondly, suppliers allow one month’s credit, meaning purchases are paid one month after the inventory is acquired. This delays payment but also creates a carry-over into July, when the business must settle the prior month’s £150k purchase commitment. Selling expenses are similarly paid one month in arrears. Administration expenses are paid in the month incurred, but depreciation of £7k per month is excluded because it is a non-cash charge. The monthly loan instalment of £5k includes both principal repayment and £1k interest, and the period also includes refurbishment spending and a September tax payment of £18k.
The resulting budget shows why liquidity management is a distinct discipline from profit planning. July remains tight because the company starts in overdraft and must fund the June supplier payment, refurbishment expenditure and debt service before a strong cash buffer has been established. However, positive monthly cash generation from trading enables the overdraft to be cleared during August, after which balances improve steadily. On the base forecast, Silver Stitch should therefore comply with the bank’s requirement by December.
Even so, the cash profile is exposed to working-capital pressure. Inventory policy, the timing of supplier settlements, discretionary refurbishment spending and the September tax payment all influence liquidity. This is precisely why management accounting links cash budgeting to liquidity monitoring and broader working-capital indicators such as current and quick ratios. For Silver Stitch, headline profitability is encouraging, but the practical control issue is whether enough cash is available to fund operations without breaching banking constraints. The company therefore needs close monitoring of cash movements, not just periodic review of profit.









Table 2. Cash budget (£000)
	Item
	Jul
	Aug
	Sep
	Oct
	Nov
	Dec

	Opening cash / (overdraft)
	-30
	-14.8
	77.2
	154.9
	202.8
	270.6

	Net cash receipts from sales
	208.2
	228.0
	257.7
	237.9
	247.8
	277.6

	Administration cash cost
	17
	18
	19
	20
	21
	22

	Supplier payments
	150
	76
	138
	156
	144
	150

	Selling expenses paid
	5
	6
	7
	8
	9
	7

	Loan repayment
	5
	5
	5
	5
	5
	5

	Interest paid
	1
	1
	1
	1
	1
	1

	Tax paid
	0
	18
	0
	0
	0
	0

	Refurbishment
	15
	12
	10
	0
	0
	0

	Closing cash / (overdraft)
	-14.8
	77.2
	154.9
	202.8
	270.6
	363.2


Assumptions: all sales are received in the month of sale net of card charges; suppliers grant one month’s credit; selling expenses are paid one month in arrears; depreciation (£7k per month) is excluded from cash payments; July supplier payment relates to the prior month’s purchase commitment.
3.3 Budgeted Profit & Loss
The budgeted profit and loss account summarises the expected trading outcome for the six months using accrual principles. Revenue is recognised when sales are made, cost of sales reflects the budgeted cost of inventory consumed, and administration expenses include the monthly depreciation charge. Credit card fees, interest and tax are recognised as period charges. This statement therefore provides the clearest view of whether operations are economically profitable over the period, even though it does not reveal when cash will actually move.
The statement indicates that Silver Stitch remains profit-making overall. Forecast sales of £1.470m produce gross profit of £588k and profit after tax of approximately £350k. However, the result must be read alongside the cash budget. The business is profitable on paper throughout the six months, yet it still experiences liquidity pressure at the start of the period because stock commitments, refurbishment spending, tax and finance outflows consume cash before balances have recovered. The key insight is the tension between profitability and liquidity: healthy margins do not eliminate short-term cash risk.
Table 3. Budgeted profit and loss for six months ended 31 December (£000)
	Line item
	Amount

	Revenue
	1470.0

	Cost of sales
	882.0

	Gross profit
	588.0

	Selling expenses
	42.0

	Administration expenses (including depreciation)
	159.0

	Credit card charges
	12.9

	Operating profit
	374.1

	Interest payable
	6.0

	Profit before tax
	368.1

	Tax
	18.0

	Profit after tax
	350.1




SECTION B - ANALYSIS & MANAGEMENT RESPONSE
4. Financial Problems & Management Actions
The budget analysis points to a clear conclusion: Silver Stitch’s main risk is cash-flow pressure rather than weak underlying profitability. The company earns a healthy gross margin and generates a positive budgeted profit, but it begins the period in overdraft and remains exposed to payment timing. This distinction matters because a retailer can fail through illiquidity even while its income statement appears sound. The opening bank position, lagged supplier settlements, refurbishment commitments and debt service create a narrow margin of safety at the start of the budget horizon.
A first problem is seasonal or timing-related cash strain. July is burdened by the June supplier payment, refurbishment spending and loan service before cumulative sales receipts have rebuilt the cash balance. In cost-behaviour terms, many of these outflows are fixed or semi-fixed over the short term. Loan repayments, interest and much of administration expenditure do not fall automatically if demand weakens. This creates operating leverage: contribution from sales must cover a relatively stable base of commitments before surplus cash emerges. Cost-volume-profit logic therefore suggests that even a modest shortfall in sales or gross margin could materially weaken the cash profile because fixed charges would remain largely intact (Drury and Tayles, 2023; Garrison et al., 2021).
A second problem is inventory pressure. Although the stock budget is more disciplined than a simple repeat-purchasing approach, inventory still absorbs substantial working capital. Fashion retail is particularly exposed because stock can become obsolete, require markdowns or move more slowly than expected. Slow-moving inventory affects both liquidity and profit. It ties up cash that could otherwise reduce borrowing, but it can also erode future gross margin if the business later discounts seasonal lines. From a working-capital perspective, inventory is therefore both an asset and a financing burden.
A third issue is the burden of committed outflows. The monthly loan instalment, interest charge, tax payment and refurbishment programme reduce the room available for trading volatility. The refurbishment may be strategically justified if it supports brand image and customer experience, but timing matters. When liquidity is tight, even value-adding expenditure can intensify short-term financial stress. This is a classic management-accounting trade-off between operational resilience and longer-term strategic investment.
Management has several possible responses. First, it should improve inventory turnover by using tighter demand forecasting, earlier identification of slow-moving lines and more frequent review of open purchase commitments. This is probably the most direct way to release cash without damaging the revenue model. However, reducing inventory too aggressively risks stockouts, weaker presentation and lower service levels, so the policy needs to distinguish carefully between core lines and marginal items.
Secondly, Silver Stitch should explore supplier-term negotiation. Even a modest extension of trade credit would improve the cash conversion cycle and reduce overdraft pressure. The benefit is immediate because payments are postponed rather than eliminated. The risk is commercial: suppliers may resist, raise prices or tighten availability if they perceive the company as financially stretched. Feasibility will depend on bargaining power, order volumes and supplier relationships.
Thirdly, management should review the timing and scope of refurbishment expenditure. Deferring non-essential elements could protect liquidity in the most constrained months. The advantage is that refurbishment is more discretionary than tax or debt service. The risk is strategic: delaying store improvements may weaken customer experience, slow sales growth or undermine the brand’s premium positioning. The right response may be to phase the project rather than cancel it.
A fourth response is to strengthen contribution through pricing and product mix. Cost-volume-profit analysis shows that small increases in contribution can have a disproportionate impact when fixed and semi-fixed costs are significant. Selective price adjustments on less price-sensitive lines, better mix management toward higher-margin products, or tighter markdown discipline could therefore improve both profit and cash. Yet pricing changes must be evaluated against demand elasticity and competitor behaviour; a poorly judged increase could reduce volume and offset the intended gain.
Finally, the company should maintain access to short-term finance, such as an overdraft extension or working-capital facility, as a contingency. This is prudent risk management rather than a preferred operating model. Additional finance can absorb forecast error and protect supplier confidence, but it should not become a substitute for internal control. Overall, the most credible strategy is a combined one: disciplined stock management, tighter cash forecasting, selective phasing of discretionary spend, and measured financing support where needed.
SECTION C - BUDGETING & BEHAVIOURAL FACTORS
5. Conditions for Successful Budgeting
Successful budgeting depends on organisational conditions as much as technical arithmetic. The first requirement is clarity of objectives. Budgets are most effective when they express strategic priorities in operational form. If management has not decided whether the central priority is liquidity preservation, growth, margin protection or store investment, the budget process can become internally inconsistent. Clear objectives help managers resolve trade-offs, for example whether Silver Stitch should prioritise cash conservation over faster store refurbishment.
A second condition is visible top-management support. Senior managers determine whether budgets are treated as meaningful control tools or as routine administrative paperwork. Where leadership engages seriously with assumptions, risks and trade-offs, the budgeting process gains legitimacy. Hansen et al. (2003) argue that dissatisfaction with budgeting often arises not simply from the document itself but from the way the process is embedded in control systems. Without senior commitment, budget ownership weakens and departments are more likely to defend local interests rather than organisational priorities.
Participation is a third key condition. Operational managers often possess the best information about demand patterns, cost drivers and operational constraints. Participative budgeting can therefore improve the quality of forecasts and encourage commitment to targets. Nouri and Parker (1998) found that participation can improve performance through budget adequacy and organisational commitment. For Silver Stitch, store and merchandising managers are likely to provide valuable insight on stock requirements, seasonal demand and the practicality of refurbishment timing. However, participation must be balanced with challenge. If negotiation becomes excessive, budgetary slack may be built in and targets may cease to be stretching.
A fourth requirement is effective communication. Budgets need to be understood, not merely circulated. Managers and staff should know how targets were derived, what assumptions underpin them, and how performance will be evaluated. Poor communication often leads to confusion, defensive behaviour and blame when variances occur. Good communication, by contrast, turns the budget into a learning device by clarifying interdependencies between sales, inventory, cash and financing.
Realistic target setting is equally important. A successful budget should stretch performance without becoming unattainable. Unrealistic targets can demotivate employees, encourage manipulation or force managers to sacrifice long-term value in order to hit short-term numbers. Conversely, over-generous targets weaken control and reduce accountability. Silver Stitch’s case illustrates the need for realism because the company’s margins are healthy, but its liquidity remains vulnerable. Targets must therefore recognise both trading opportunity and financing constraint.
Budgets must also be integrated with wider strategy and performance systems. A stand-alone annual budget is rarely enough in dynamic environments. It should link with variance analysis, rolling forecasts, liquidity monitoring and strategic review. Henttu-Aho (2018) shows that rolling forecasts can play both reactive and proactive roles within budgetary control. For Silver Stitch, that means using the formal budget as a baseline but updating short-term cash expectations as trading conditions change.
When these conditions are absent, budgeting becomes fragile. Unclear objectives create mixed signals; weak top-management support reduces seriousness; low participation limits forecast quality; poor communication fuels resistance; and unrealistic targets encourage dysfunctional behaviour. Missing strategic integration can also make budgets ceremonial, causing managers to chase numbers that no longer reflect commercial reality. The implication is that effective budgeting is not only about preparing schedules correctly; it is about creating the organisational environment in which those schedules can genuinely guide action.
6. Behavioural Issues in Budgetary Control
Behavioural issues are central to the success or failure of budgetary control because budgets influence incentives, perceptions of fairness and managerial identity. One classic issue is budgetary slack, where managers deliberately understate revenues or overstate costs to make targets easier to achieve. Onsi (1973), Young (1985) and Merchant (1985) show that slack is often linked to information asymmetry and the desire for protection against uncertainty. Some slack can act as a buffer in volatile contexts, but excessive slack distorts resource allocation and weakens performance evaluation.
A second issue is resistance to change. New or tighter budgeting systems may be interpreted as threats to autonomy or local judgement, especially when they are introduced in a top-down manner. Resistance is not always irrational; it can also reflect concern that the system is detached from operational reality. If Silver Stitch imposed stricter stock or cash targets without involving operational managers, it could trigger defensive behaviour rather than constructive planning. This underlines the importance of participation and communication.
A third issue concerns motivation and demotivation. Budgets can motivate by clarifying priorities, creating focus and linking effort to measurable outcomes. Yet Hopwood’s (1972) research shows that narrow and punitive use of accounting targets can generate stress, low trust and dysfunctional responses. In practical terms, staff may feel pressure to protect their own numbers rather than collaborate across functions. Silver Stitch therefore needs a control style that uses budgets for coordination and learning, not only for surveillance.
A fourth behavioural problem is gaming and short-termism. Managers may delay expenditure, accelerate revenue recognition, manipulate timing or prioritise easy-to-measure short-term targets over longer-term capability. Van der Stede (2000) links tight budgetary controls with short-term managerial orientation. For Silver Stitch, an excessive focus on clearing the overdraft by December could encourage under-investment in inventory quality, store presentation or customer experience. Such actions may improve the year-end number while damaging the business beyond the reporting horizon. Critically, these behavioural issues do not mean budgets should be abandoned; they mean budgeting systems must be designed with fairness, transparency, strategic balance and ethical awareness.
SECTION D - CRITICAL EVALUATION OF TRADITIONAL BUDGETING
7. Critique of Traditional Budgeting in Fast-Changing Environments
Traditional budgeting has been criticised for decades, especially in environments characterised by volatility, rapid change and cross-functional interdependence. One major weakness is that the process is time-consuming. Budgets often take months to negotiate, consolidate and approve, consuming significant managerial effort. By the time the budget period begins, assumptions may already be outdated. In businesses exposed to demand shifts, cost inflation or financing uncertainty, this lag can reduce the relevance of the final budget as a decision tool (Hansen et al., 2003).
A second weakness is inflexibility. Traditional annual budgets tend to lock organisations into a fixed set of assumptions about volume, prices, costs and spending priorities. Managers may continue to defend these assumptions even when market conditions have changed. This can produce what Hope and Fraser (2003) describe as a command-and-control mentality, where meeting the budget becomes more important than responding intelligently to emerging realities. For Silver Stitch, that risk is clear: if sales, supplier conditions or refurbishment needs shift materially, a fixed annual budget may not provide sufficient agility.
Traditional budgets are also commonly incremental. They often start with last year’s numbers and then apply small adjustments. Incrementalism is administratively convenient, but it can preserve inefficiency and discourage fundamental rethinking of activities or spending patterns. In retail, this may mean carrying forward outdated assumptions about inventory levels, store costs or promotional spending. Zero-based budgeting attempts to address this by requiring activities and expenditures to be justified from first principles, but the method can be resource-intensive and difficult to apply across an entire organisation every year.
Another criticism is that traditional budgets rely heavily on historical data and therefore may be poorly suited to uncertain environments. Historical trends remain useful, but when markets change quickly they can offer false reassurance. Static budgets may also stifle innovation because managers become reluctant to propose initiatives that do not fit the approved numbers. When evaluation and rewards are tied tightly to fixed budgets, experimentation can appear risky even when it is strategically necessary.
The behavioural critique is equally important. Traditional budgets can encourage slack, gaming, short-termism and defensive negotiation. If managers are judged heavily on budget compliance, they may seek to make targets easier, defer worthwhile spending, or optimise local outcomes at the expense of the whole organisation. This is one reason the beyond budgeting movement argues for more adaptive, decentralised and relative-performance-based control systems (Hope and Fraser, 2003). However, the strongest academic evidence is more balanced than simple abolition arguments suggest. Libby and Lindsay (2010) found that many organisations remain committed to budgeting and do not regard it as obsolete. Budgets continue to provide coordination, authority and accountability that are difficult to replace completely.
Several reform approaches therefore aim to supplement rather than simply discard traditional budgets. Rolling forecasts update the planning horizon regularly and are particularly valuable for liquidity management, because they incorporate recent trading information and highlight emerging pressure points (Henttu-Aho, 2018). Activity-based budgeting links resource planning to underlying activities and cost drivers, improving visibility where overhead complexity is high. Zero-based budgeting challenges inherited spending patterns. More broadly, strategic and sustainability-focused management accounting calls for budgeting systems that align financial plans with wider long-term priorities, including environmental and social commitments (Schaltegger et al., 2022).
A balanced judgement is therefore required. Traditional budgets are not obsolete, especially where lenders, boards and operational managers need a clear financial baseline. Silver Stitch still needs a formal budget because it is managing cash constraints, inventory commitments and bank expectations. Yet a static budget on its own is insufficient in a fast-changing environment. The strongest approach is hybrid: retain the annual budget for discipline and coordination, but supplement it with rolling cash forecasts, more frequent strategic reviews, sensitivity analysis and selective use of techniques such as zero-based or activity-based budgeting. In other words, traditional budgets remain necessary, but they should no longer be treated as sufficient.
8. Conclusion
This report has prepared forecast stock, cash and profit budgets for Silver Stitch Ltd and used them to assess the company’s short-term financial position. The analysis shows that the business is forecast to remain profitable, supported by a 40% gross margin and positive profit after tax over the six months to 31 December. The stock budget demonstrates that opening inventory substantially reduces July purchase requirements, while the cash budget shows that the opening overdraft can be removed on the base forecast if operations perform as expected.
Despite this positive trading outlook, the report identifies liquidity rather than profitability as the main financial concern. Cash is exposed to timing pressures arising from supplier settlements, refurbishment spending, debt service and tax. Inventory remains a particularly important driver because it both supports sales and consumes working capital. The company is therefore vulnerable to forecast error in the early part of the period, even though the underlying profit position is comparatively strong.
The report also shows that budgeting effectiveness depends on organisational and behavioural conditions. Clear objectives, management support, participation, communication, realistic targets and strategic integration are necessary if budgets are to guide action rather than simply record targets. Without these conditions, budgeting can create slack, resistance, short-termism and other dysfunctional behaviours.
Finally, the wider critique of traditional budgeting suggests that formal budgets remain valuable, but not sufficient on their own. In dynamic environments, static annual budgets can be too rigid and too backward-looking. Silver Stitch would benefit from retaining formal budgets for control and accountability while complementing them with rolling forecasts, tighter cash monitoring and more adaptive strategic review. The central lesson is that effective budgeting is not just about producing numbers; it is about using those numbers intelligently to balance profitability, liquidity and long-term direction.
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