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1. [bookmark: _Toc225167309]Executive summary
This report looks at the financial position of Silver Stich Ltd for the six months ending 31 December. It uses three main budgeting tools: a stock budget, a cash budget, and a budgeted Profit and Loss Account. The aim is to assess how the business is expected to perform over the period and, most importantly, whether it can meet the bank’s request to clear its overdraft by the end of December.
The overall picture is mixed. On the positive side, the budgets suggest that Silver Stich should be profitable during the six months. Based on the figures provided, forecast sales are £1.47 million and the expected profit is around £368,140. This shows that the business can generate strong revenue and making a healthy return. From a profit point of view, the company appears to be performing well.
However, the report also highlights that profit does not always mean cash is available when needed. The main concern for Silver Stich is cash flow. The stock budget shows inventory rising significantly from £100,000 to £388,000 by December. This means a large amount of cash is being tied up in stock rather than being available to pay suppliers, cover day-to-day costs, or reduce the overdraft. As a result, even though the business is profitable on paper, it may still struggle to meet the bank’s requirement.
To improve the situation, several actions are recommended. Silver Stich should tighten stock control so that less cash is locked into inventory. It should also review the timing of refurbishment spending, negotiate better payment terms with suppliers, and monitor cash flow more frequently. Keeping access to short-term finance as a backup would also reduce risk. More broadly, the report suggests that budgets are most effective when they are realistic, involve managers in the process, and support the company’s overall strategy.





2. Introduction
Budgeting is an important part of planning and control in any organisation because it helps managers set targets, decide how resources should be used, and measure performance over time. In simple terms, a budget gives a business a plan. It helps the business understand what it wants to achieve, what it needs to achieve it, and whether it is moving in the right direction. Without a clear budget, it becomes much harder for managers to control spending, prepare for future costs, and make good decisions.
This allows managers to spot problems early, understand why differences have happened, and act before small issues become more serious. In this way, budgeting is not only about planning ahead, but also about helping a business stay in control as conditions change.
Budgeting is especially important in the retail industry because retail businesses often operate in a fast-moving and competitive environment. Customer demand can change quickly, sales may rise or fall depending on the season, and businesses must respond to trends and competition. Retailers also need to manage stock very carefully. If they buy too much inventory, a large amount of cash can become tied up in goods that have not yet been sold. On the other hand, if they buy too little, they may run out of popular items and lose sales. For this reason, a good budget does more than estimate profit. It also helps managers plan cash flow, stock levels, and spending.
This is very relevant for Silver Stich Ltd, a retail business that owns 12 stores selling premium casual clothing. The company began June with an overdraft, and the bank has asked for this to be removed by the end of December. This makes short-term financial planning especially important. At the same time, Silver Stich Ltd is planning to spend £37,000 on store refurbishments and must ensure it has enough stock available for busy seasonal trading. The business currently maintains a 40% gross profit margin, which reflects its premium market position and pricing strategy. However, this margin must be protected while also managing cash flow, working capital, and operating costs. This report reviews the budgets prepared for Silver Stich Ltd, explains what the figures show about its financial position, and considers how useful budgeting systems are in a fast-changing business environment.
[bookmark: _Toc225167310]Section A – Financial Analysis
[bookmark: _Toc225167311]3. Preparation for Budgets
[bookmark: _Toc225167312]3.1 Stock Budget
Table 1: The stock budget for the six months to 31 December is: 
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The stock budget uses the opening stock of £100,000 and the given gross profit margin of 40%. This means cost of sales is 60% of sales revenue. Once cost of sales has been worked out, purchases are added to opening stock and cost of sales is deducted to arrive at the closing stock balance for each month. Closing stock increased from £154,000 in July to £388,000 by December, representing a 154% increase over the 6-month period and this is much higher than the minimum stock level of £50,000. From one point of view this may protect customer service because a fashion retailer needs enough stock to avoid missed sales. However, the pattern also suggests that the buying plan may be too heavy. From a financial point of view, high stock levels can therefore create pressure even when sales are strong, especially in retail business where demand and fashion trends can change quickly (Kolitz, 2017). 
This budget matters because stock planning is part of the wider master budget. Drury (2021) explains that stock budgets connect sales plans with purchasing and cash planning. In Silver Stich`s case, there is also a direct link between stock control and liquidity. The more stock the company holds, the more cash is tied up in inventory. For a clothing business, this a real risk because products can go out of fashion and may later need to be discounted, so the stock budget supports planning, but it also gives an early warning that working capital could become too tight. 
[bookmark: _Toc225167313]3.2 Cash Budget
Table 2: Cash budget for the six months to 31 December 
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Monthly cash receipts range from £208,000 in July to £278,000 in December, reflecting seasonal sales patterns with peak trading in December. The receipts are calculated as gross sales, less credit card processing charges 35% of sales x 2.5% = 0.875% of total sales. For example, in July sales of £210,000 generate cash receipts of £208,000 after deducting approximately £2,000 in credit card charges. 
Stock purchase payments represent the largest category of cash outflows, ranging from £150,000 to £210,000 monthly. The one-month credit from suppliers provides crucial working capital relief, with June purchases of £150,000 paid in July, July purchases of £180,000 paid in August and so forth. This payment lag creates a natural financing mechanism that partially offsets the working capital investment in rising stock level (Atrill and McLaney, 2021). 
Monthly administration payments increase progressively from £17,000 to £22,000 reflecting the £7,000 monthly depreciation charge that is excluded from cash payments but included in the profit and loss account. 
The £37,000 store refurbishment programme represent strategic capital investment aimed at enhancing store environment and customer experience. However, this expenditure concentrates significant cash outflows in the early months when liquidity is tightest, creating potential vulnerability (Seal, Garisson and Noreen, 2018). 
The £18,000 tax payment in September coincides with the final refurbishment instalment and high stock purchase payments, creating the month with the total cash outflows. Despite this, September still generates a positive cash surplus of £28,000 demonstrating that the tax liability has been adequately planned for within the overall cash flow framework (Datar and Rajan, 2017). 
The cash budget demonstrates consistent positive monthly surpluses ranging from £2,000 in November to £53,000 in December. The closing balance improves steadily from £65,000 in July to £158,000 by December, representing a £108,000 improvement over the six-month period. This progression not only eliminates the opening £30,000 overdraft but establishes a substantial cash reserve, exceeding the bank`s requirement and providing financial flexibility for future operations (Wals, 2008). 
The opening balance of £50,000 in July reflects the minimum stock level floor rather than free cash surplus. This means the company begins the period with minimal liquidity headroom, making the positive monthly surpluses essential to building financial resilience. Any significant adverse variance in early months could have threatened the company`s ability to meet obligations (Atrill and McLaney, 2021). 
Walsh (2008) explain that liquidity is about the ability to meet short-term obligations when they fall due. Marr (2013) also argues that managers should watch cash related indicators, not only profit based ones. 
For Silver Stich Ltd, the practical message is clear: cash control needs to be active, not passive. Management should update the budget regularly, compare actual cash movements with the forecast and react quickly if stock, sales or payments move away from plan. 

[bookmark: _Toc225167314]3.3 Budgeted Profit and Loss Account
[bookmark: _Toc225167315]Table 3: Budgeted Profit and Loss Account for the six months ending 31 December
The budgeted Profit and Loss Account for the six months ending 31 December is: 
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The budgeted Profit and Loss Account show forecast sales of £1.47 million and a gross profit of £588,000 for the 6 months. After deducting selling expenses, administration expenses, credit card charges and interest, the business is expected to make a profit of about £368,140. The net profit of £368,140 represents a 25% net profit margin, indicating that company retains £0.25 of every sales pound after all expenses.
A critical observation emerges when comparing the £368,140 net profit with the £108,000 cash balance improvement, from £50,000 to £158,000. Different budgeting techniques can be used depending on the needs of the business, and some approaches are more flexible and responsive than traditional fixed budgets (ACCA, n.d., Comparing budgeting techniques). 
This £260,140 difference reflects:
· Stock investment increase of £234,000, from £154,000 to £388,000
· Depreciation adds back of £42,000, non-cash expense
· Working capital timing differences
This reconciliation demonstrates the fundamental distinction between profitability and liquidity, a critical concept in financial management (Horner, 2020).
Total operating expenses of £213,860 represent 14.5% of sales revenue, indication efficient operational management. The breakdown shows: 
· Selling expenses: £42,000 (2.9% of sale), variable costs that increase with sales activity. 
· Administration expenses: £159,000 (10.8% of sales) largely fixed costs including the £42,000 depreciation charge
· Credit card charges: £12,860 (0.9% of sales) transactions costs that vary directly with credit card sales volume.
The main point is the tension between profit and liquidity. The budgeted Profit and Loss Account suggests that Silver Stitch Ltd is expected to make a profit over the six-month period. However, profit does not always mean that the business has a strong cash position. A company can appear successful in its Profit and Loss Account while still facing cash flow pressure if too much money is tied up in stock, loan repayments or other short-term commitments. This is why the cash budget, and the budgeted Profit and Loss Account need to be looked at together rather than separately, as they give different but equally important views of the company’s financial position (Dyson, 2020).
[bookmark: _Toc225167316]Section B – Analysis and Management Response
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The budgets suggest that Silver Stich`s biggest issue over the next 6 months is likely to be cash pressure rather than lack of profit. 
The main financial problems ca be grouped into four areas:
· Inventory pressure: stock rises from £100,000 to £388,000 which is far above the stated minimum level of £50,000
· Working capital pressure: supplier payments, selling costs paid in arrears and credit card charges all affect timing of cash. 
· Debt burden: monthly loan repayments reduce flexibility even when sales are strong. 
· Forecast uncertainty: the opening cash figure in the workings does not fully match the case background. 
The first issue is inventory growth. A retailer does need enough stock to support sales, but this level of increase looks high, which means that a large amount of money is being tied up in goods sitting in stores or storage. For a fashion business this is risky because styles can change quickly and old stock may later need discounting. Atrill and McLaney (2021) explain that excess of stock weakens liquidity and can also create later losses through markdowns. 
The second issue is the weight of regular payments. Silver Stich Ltd has administration costs averaging £26,500 monthly, loan repayments of £5,000 monthly and credit card fees totalling £12,860. On top of that, it faces refurbishment spending of £37,000 and a tax payment of £18,000. Cost behaviour theory helps explain why this matters. Seal, Garisson and Noreen (2018) show that businesses with higher costs are more exposed to short-term changes in activity. 
The third issue is the gap between profit and cash. A simple example shows:
· A store can sell well and still face cash problems if it buys too much stock too early. 
· A noncash expense such as depreciation reduces profit but not cash. 
· A loan repayment reduces cash immediately, even though only the interest part affects the profit. 
The fourth issue is forecast reliability. If the business really entered the period from an overdraft position, the early month would be tighter than the supplied cash budget suggests. This means management should not rely on one static forecast only. A more flexible, updated cash forecast would be safer. 
Management Actions should therefore focus on both feasibility and risk. The most sensible actions are:
Solution 1: Establish cash reserve buffer £75,000 - £100,000 target.
Build genuine liquidity headroom above minimum stock requirements to provide resilience against unexpected costs and revenue variations. 
· Retain monthly cash surpluses rather than investing in non-essential expenditure.
· Establish formal cash reserve policy with board approved minimum balance targets. 
· Monitor cash reserves monthly against policy targets. 
· Develop contingency plans for reserve utilization if required. 
A £75,000 - £100,000 cash reserve would provide 3-4 months of fixed cost coverage, substantially reduce liquidity risk and provide financial flexibility for opportunistic investments or unexpected challenges (Walsh, 2008).
Solution 2: Reschedule refurbishment expenditure 
Align capital expenditure timing with cash flow capacity to reduce early month liquidity pressure. 
· Defer £15,000 July refurbishment to October, cash surplus from £4,000 to £19,000.
· Defer £12,000 August refurbishment to November, cash surplus from £6,000 to £18,000. 
· Retain £10,000 September as scheduled. 
· Negotiate flexible completion schedules with refurbishment contractors. 
This rescheduling would increase July-August cash surpluses by £27,000, providing greater early month liquidity whilst still completing the refurbishment programme within the 6-month period. The improved cash flow profile would reduce financial risk without compromising strategic investment objectives (Atrill and McLaney, 2021). 
Solution 3: Implement monthly tax provisioning
Smooth cash flows by provisioning tax liabilities monthly rather than paying lump sums. 
· Establish monthly tax provision of £3,000, £18,000 ÷ 6.
· Transfer monthly provision to designated tax reserve account. 
Monthly provisioning would eliminate the September spike, smoothing cash flows and improving forecasting accuracy.

Solution 4: Optimize inventory management
Reduce working capital investment in inventory whilst maintaining service levels and sales capacity. 
· Develop rolling demand forecasts updated monthly based on actual sales patterns.
· Negotiate vendor managed inventory arrangements with key suppliers.
· Establish economic order quantity models for regular stock items.
· Implement markdown strategies for slow moving inventory.
A 15-20% reduction in average inventory levels, £58,000 - £78,000 would release substantial working capital for alternative deployment whilst maintaining adequate stock availability. 
CVP analysis also helps in this situation, if Silver Stich Ltd changes prices or discounts stock to speed up sales, contribution margins may fall. That could help cash in the short term but damage profit if used too often. So, management will need a balanced approach as to protect margin where possible, move weak stock quickly and use regular cash reviews to ensure and check whether the plan is working or not. 

[bookmark: _Toc225167318]Section C – Budgeting and Behavioural Factors
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For budgeting and budgetary control to work properly, the system needs to be linked clearly to the wider plans and goals of the business. If the budgeting process is disconnected from business strategy, managers may focus only on meeting short-term numbers rather than helping the business move in the right direction. This makes the system less useful and can reduce the value of the information produced (Hansen, Otley and Van der Stede, 2003).
Kaplan and Norton (1996) argue that budgets disconnected from strategy become mere financial exercises with limited managerial value. For Silver Stich Ltd, the budget must reflect strategic imperatives including overdraft elimination, store quality investment, market position maintenance and profitability sustainability. 
The main conditions for success are:
· Clear objectives
· Top management support
· Participation by managers
· Good communication and coordination
· Realistic but challenging targets
· Integration with strategy
First, the objectives must be clear. Drury (2021) says that budgets should be a financial expression of plans. If these objectives are not clear, the targets can become confusing, or they may push departments in different directions. For example, the £37,000 refurbishment cost should not be seen as extra spending, but instead it should be judged on whether it is likely to improve the customer experience, strengthen the brand and help the business increase sales over time.  
Second, strong support from senior management is very essential. If top management treats budgeting as a yearly finance exercise only, other managers are unlikely to take it seriously. Atrill and McLaney (2021) argue that budgeting works best when it is used for planning, decision making and performance review, not just for paperwork.
Third, participation matters. Local managers often have the best information about demand, staffing and operational limits. If they are involved properly, budgets are more likely to be realistic, and managers are more likely to accept their targets. Brownell (1982) and Govindarajan (1986) both suggest that participation can improve commitment and performance when the process is designed fairly. 
Fourth, communication and coordination are necessary because budgets are linked. Sales forecasts affect stock purchases, stock affects cash and cash affect what the business can afford to do. Buying too much stock may help availability, but it can also damage cash flow if finance is ignored. 
Fifth, targets must be realistic but still stretching. If targets are too easy, people may not feel pushed to improve. But if they are too difficult, staff can become stressed, lose motivation or start finding ways to make the results look better than they really are. Young (1985) and Lau and Eggleton (2003) both show that pressure and information gaps can increase slack.
Sixth, budgeting should be linked to strategy. If a business only focuses on meeting short term budget targets, it may end up cutting costs in areas that are important for future growth, such as customer service, employee training or digital improvements. 
Merchant and Van der Stede (2017) argue that variance analysis frequency and quality represent key determinants of organisational performance, while more frequent review enabling faster response to emerging issues. 
If these conditions are not in place, budgeting is much less likely to work properly. When objectives are unclear, targets often become unrealistic from what the business is trying to achieve. If leadership is weak, budgeting can turn into a routine task rather than something that genuinely helps with planning and control. When employees are not involved, they may resist the process and the figures produced may be less reliable. This shows that successful budgeting depends not only on the calculations, but also on leadership, trust, fairness and good communication within the organisation (Matsoso, Nyathi and Nakpodia, 2021). 

[bookmark: _Toc225167320]6. Behavioural Issues in Budgetary Control
When a budgeting system is introduced, managers also need to think about how people will react to it. Budgets do not only control money, but they also influence behaviour. Four behaviour issues are especially important: 
· Budgetary slack 
· Resistance to change
· Motivation vs demotivation
· Gaming and short termism 
Budgetary slack happens when managers make the budget easier to achieve by understating sales or overstating costs. This gives them a safety margin, but it reduces the value of the budget as a planning tool. Young (1985) found that slack is more likely when local managers know more than senior managers. Chong and Strauss (2017) also show that fairness and pressure affect the amount of slack created. 
Resistance to change is another common problem. Employees may resist budgets if they feel the system is unfair, too controlling or unrealistic. Argyris (1952) argues that budgets can create tension when people feel controlled rather than supported.
Motivation is more mixed. Budgets can motivate because they give people clear targets. At the same time, they can demotivate if targets are impossible or if managers are punished for factors outside of their control. Derfuss (2016) shows that the effect of participation on performance depends on context, which supports the idea that budgets should be fair as well as demanding. 
Gaming and short termism happen when managers focus on hitting the budget number rather than making the best long-term decision. Hope and Fraser (2003) and Neely, Bourne and Adams (2003) argue that this is one of the key weaknesses of traditional budgeting.

[bookmark: _Toc225167321]Section D – Critical Evaluation of Traditional Budgeting
[bookmark: _Toc225167322]7. Critique of Traditional Budgeting in a Fast-Changing Environment
Traditional budgeting is often criticised for being too rigid in fast-changing business environments, which is why many organisations now look at more flexible approaches alongside the annual budget (ACCA, n.d., Beyond budgeting). Even so, it is still widely used in practice because many organisations continue to see value in it for planning, coordination and control. This suggests that traditional budgeting is not completely outdated, but that its usefulness depends on how it is applied and whether it is supported by more flexible approaches when conditions become uncertain or change quickly (Libby and Lindsay, 2010).
One of the main problems with budgeting is that it takes time to prepare and is based on forecasts that may not always be accurate. If business conditions change quickly, the budget can become out of date before the period ends, which makes it less useful for decision making (Lidia, 2014).
In Silver Stich case, a formal budget is clearly useful because the directors need to show whether the overdraft can be removed by December. 
However, traditional budgeting has several weaknesses: 
· Can be time consuming
· Can be too rigid and inflexible
· Often depends too much on past data
· Encourages incremental thinking
· May respond slowly to sudden change
· Can push managers towards short-term thinking. 
One weakness is that budget preparation can take a long time. Kwadade-Cudjoe (2020) notes that budgeting and budgetary control can be very time consuming. When managers spend too much effort negotiating annual numbers, the process may become more about internal bargaining than useful planning. Hope and Frase (2003) report that budget preparation typically required 20-30% of management time over 3-6 months, representing significant opportunity cost. 
A second weakness is flexibility. A traditional budget is often set at the start of the year and then left unchanged even if the business environment changes. The retail fashion industry exemplifies this challenge, with rapid trend changes, seasonal variations, and competitive dynamics requiring continuous adaptation (Bhimani, 2006). 
A third weakness is incrementalism. Many budgets start from last year`s figures and make small adjustments. This is easy to do, but it can hide inefficiency and protect old spending patterns. Previous year's budget becomes the baseline, with adjustments for inflation and growth, but historical inefficiencies are carried forward unchallenged (Drury, 2021).
A fourth weakness is behavioural. Hope and Fraser (2003) argue that traditional budgets can encourage short termism, gaming and internal politics. Managers may focus too much on hitting the budget rather than adapting to change or investing for the future. Neely, Bourne and Adams (2003) make a similar point when discussing the limits of fixed annual targets. 
Even so, it would be extreme to say that traditional budgets are now useless. They still have value for control, accountability and external confidence. This is why many organisations support traditional budgets with more flexible tools and examples can include: 
· Activity-based budgeting, which links spending to the level of activity and cost drivers rather than organisational departments, building on activity-based costing principles (Kaplan and Cooper, 1998). 
· Zero-based budgeting, which asks managers to justify spending from a zero base rather than simply adding to last year`s figure. Zero-based budgeting requires justification of all activities and expenditures from zero base rather than accepting incremental adjustments (Pyhrr, 1973).
· Rolling forecasts, which update expectations regularly instead of waiting for the next annual cycle. 
Traditional budgets are not obsolete, but they are limited. In a fast-changing environment, organisations should still use budgets for structure and control, but they should also use rolling forecasts, sensitivity and regular review so that management can react to new information more quickly. 









[bookmark: _Toc225167323]8. Conclusion
This report has shown that Silver Stich Ltd is expected to be profitable during the six months ending 31 December, which is clearly a positive result for the business. The budgets suggest that the company should continue to generate strong sales and maintain a healthy level of profit. This shows that the business model itself appears sound and that the company can trade successfully in its market. However, the report also makes it clear that making a profit does not automatically mean the business is financially secure in the short term.
The biggest issue facing Silver Stich Ltd is cash flow rather than profit. The stock budget shows that inventory is expected to rise sharply over the period, which means that a large amount of money will be tied up in stock. For a retail business, this can create serious pressure because cash is needed to pay suppliers, cover operating costs, complete planned refurbishments, and reduce the overdraft. In other words, the company may look profitable on paper but still struggle if too much of its money is locked into unsold goods.
The report also points out that the cash budget appears positive in the workings provided, but this depends on an opening cash figure that does not fully match the case background, which says the company started June with an overdraft. This means the earlier months may be more difficult than the budget suggests, and management should be careful not to rely too heavily on the most optimistic view of the figures.
For this reason, the main priority should be improving liquidity. Management should focus on tighter stock control, careful spending decisions, better supplier credit terms where possible, and more regular cash flow monitoring. These actions would help reduce pressure and make the business more financially stable.
Finally, the report shows that budgeting still has an important role in planning and control, especially when banks and other outside parties want evidence of financial discipline. At the same time, traditional budgets on their own may not be enough in a fast-changing business environment. 
[bookmark: _Toc225167324]
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