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1. [bookmark: _Toc224142899][bookmark: _Toc224170196]Executive Summary:

This report examines the budgeting principles and financial planning of Silver Stitch Ltd, a retail business operating twelve clothing stores. The report focuses on three key budgeting tools: a stock budget, a cash budget and a budgeted profit and loss account for the six-month period ending 31 December. These budgets are important because they allow management to forecast performance, assess financial risk and support decision-making (Drury, 2021; Seal, Garrison and Noreen, 2018).
The stock budget shows how inventory levels are expected to change during the period and highlights the importance of effective stock control in retail businesses. The cash budget evaluates the company’s liquidity by analysing expected cash inflows and outflows, including sales receipts, operating expenses and loan repayments. The budgeted profit and loss account estimates the company’s profitability during the period.
The findings suggest that although Silver Stitch Ltd is expected to remain profitable, it may still face important financial challenges. These include pressure on cash flow, increasing inventory levels and the burden of loan repayments and refurbishment costs. The report also discusses the conditions required for successful budgeting and budgetary control and considers behavioural issues that management should address when introducing or operating budgeting systems.
Finally, the report critically evaluates traditional budgeting approaches and their weaknesses in a fast-changing business environment. The report concludes that while traditional budgets remain useful for planning and control, organisations may need more flexible approaches to respond effectively to changing market conditions.




2. [bookmark: _Toc224142900][bookmark: _Toc224170197]Introduction:

Budgeting plays a central role in financial management and is widely used by organisations to plan and control their financial activities. A budget can be understood as a financial plan for a future period that sets out expected revenues and expenditures. Through budgeting, organisations are able to forecast financial performance, allocate resources effectively and evaluate progress towards organisational objectives.
In modern organisations, budgeting forms an essential part of management accounting. Management accounting provides internal financial information that supports planning, decision-making and performance evaluation. Unlike financial accounting, which mainly focuses on reporting historical results for external stakeholders, management accounting is forward-looking and supports internal management decisions. This makes budgeting particularly important in competitive sectors such as retail, where businesses must carefully manage stock levels, operating costs and cash flow.
Silver Stitch Ltd operates a chain of twelve retail stores selling premium casual clothing. At the beginning of June, the company had an overdraft of £30,000 and the bank required this overdraft to be eliminated by the end of December. As a result, careful financial planning is required to ensure that the company remains financially stable while continuing its operations.
This report analyses the financial position of Silver Stitch Ltd by preparing a stock budget, a cash budget and a budgeted profit and loss account for the six-month period ending 31 December. It then evaluates the financial problems identified within the budgets and discusses the principles of budgeting and budgetary control. Finally, the report critically evaluates traditional budgeting approaches and considers their effectiveness within a modern business environment.


3. [bookmark: _Toc224142901][bookmark: _Toc224170198]Main Findings:

This section presents the financial forecasts for Silver Stitch Ltd for the six-month period ending 31 December. Three budgeting tools are used to assess the company’s expected financial performance: the stock budget, the cash budget and the budgeted profit and loss account. Together, these budgets help management evaluate expected income, expenditure, profitability and liquidity.
Budgets are a key part of management accounting because they translate business plans into measurable financial targets. They also allow managers to compare expected performance with actual results and take corrective action where necessary (Drury, 2021; Garrison, Noreen and Brewer, 2021). In this way, budgeting supports both planning and control.


 

The stock budget for the six months to 31 December is: 
	 
	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 Cash budget for the period to 31 December is: 
	 
	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 


 




The budgeted Profit and Loss Account for the six months ending 31 December is: 
	 
	£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 
	 











 3.1 Stock Budget Analysis:

The stock budget estimates the inventory levels that Silver Stitch Ltd expects to hold during the six-month period. This is especially important for retail organisations because stock represents a major investment of working capital and has a direct effect on both sales performance and cash flow (Kolitz, 2017; Weetman, 2019). If stock levels are too low, the company may lose sales and disappoint customers. If they are too high, cash becomes tied up in unsold goods and storage costs may rise (Atrill and McLaney, 2021).
Silver Stitch Ltd begins July with opening stock of £100,000. The cost of goods sold is calculated at 60% of sales because the case states that the gross profit margin is 40%. This is a standard budgeting approach because gross profit margins are commonly used to estimate cost of sales and support purchasing decisions (Seal, Garrison and Noreen, 2018; Datar and Rajan, 2017).
The stock budget shows a steady increase in closing stock, rising from £154,000 in July to £388,000 in December. On one hand, this may suggest that the company is preparing for higher future sales and wants to avoid stock shortages. On the other hand, the continued rise in stock may also indicate that too much capital is being tied up in inventory. This is important because efficient stock control is not only about availability of goods, but also about financial efficiency and working capital management (Drury, 2021; Hansen, Mowen and Heitger, 2019).
A critical point is that the stock budget appears strong operationally but may create financial pressure elsewhere. Higher stock can support sales, yet it may also worsen liquidity if the goods are not sold quickly enough. Therefore, management should not evaluate the stock budget in isolation. It should be assessed alongside the cash budget to understand whether the company can financially support its increasing inventory levels (Atrill and McLaney, 2018; Walsh, 2008).
    


 3.2 Cash Budget Analysis:

The cash budget estimates expected cash inflows and outflows during the six-month period. Cash budgeting is extremely important because profitability does not automatically mean good liquidity. A business may report profit while still facing difficulties in paying suppliers, staff or lenders if cash receipts are delayed or cash payments are high (Horner, 2020; Dyson, 2020).
For Silver Stitch Ltd, the main source of cash inflow is sales revenue. All sales proceeds are received in the month of sale, although 35% of customers pay by credit card and the credit card company charges 2.5% of the sales value. This slightly reduces the company’s cash receipts. This detail is important because even small transaction charges can affect liquidity over time, especially in businesses with high sales volume and narrow cash margins (Drury, 2021).
Cash outflows include administration costs, stock purchases, selling expenses, taxation, refurbishment costs, loan repayments and interest. The budget also reflects the effect of timing differences. For example, suppliers allow one month’s credit for stock purchases, meaning goods bought in one month are paid for in the next month. Selling expenses are also paid one month later. These timing differences are a major part of working capital management and can significantly affect short-term liquidity (Atrill and McLaney, 2021; Ryan, 2016).
The cash budget shows that the company generates monthly cash surpluses, but several of them are small, especially in October and November. This suggests that the company may be operating with limited cash flexibility. Although there is no monthly cash deficit in the table presented, the small surpluses mean that any unexpected fall in sales or increase in costs could quickly create pressure on liquidity. This is a key weakness because the company already begins from an overdraft position and has been instructed by the bank to eliminate it by the end of December. 
A more critical interpretation is that the company’s cash position appears more fragile than its profit figure suggests. This supports the view that managers should not rely on profit alone when assessing financial health. Cash budgeting provides a more realistic picture of whether the business can meet its obligations at the right time (Seal, Garrison and Noreen, 2018; Friedlob and Plewa, 2018).

  3.3 Budgeted Profit and Loss Account Analysis:

The budgeted profit and loss account summarises expected revenues and expenses for the six-month period and gives an estimate of overall profitability. Total sales are forecast at £1,470,000, with cost of goods sold of £882,000, producing a gross profit of £588,000. This indicates that the company is expected to maintain a healthy gross margin, which is important for a retail business facing ongoing operating costs (Seal, Garrison and Noreen, 2018).
Operating expenses include selling expenses, administration expenses and credit card charges. Administration expenses include depreciation, which is a non-cash expense. Although depreciation does not reduce cash directly, it must still be included in the profit and loss account because it reflects the use of long-term assets over time (Drury, 2021; Libby, Libby and Hodge, 2020).
After operating expenses and interest, the company is forecast to earn a profit of £365,140. This suggests that Silver Stitch Ltd is financially viable in terms of profitability. However, the critical issue is that profitability and liquidity are not the same. A business can be profitable on paper while still struggling to manage cash, especially when there are loan repayments, refurbishment spending and increasing stock levels (Atrill and McLaney, 2021; Needles, Powers and Crosson, 2014).
Therefore, while the profit and loss budget is positive, it should not lead management to assume that the business is free from financial risk. The company’s profitability is encouraging, but the cash budget shows that careful control is still needed.





 3.4 Financial Problems Identified:

Although the budgets suggest that Silver Stitch Ltd will remain profitable during the six-month period, they also reveal several important financial challenges. Identifying these problems is one of the main purposes of budgeting, because budgets are not only forecasting tools but also early warning systems for financial risk (Drury, 2021; Merchant and Van der Stede, 2017).
The first major issue is liquidity pressure. The company begins with an overdraft of £30,000 and is expected to remove this by the end of December. Even though the business generates positive cash surpluses in the budget period, the monthly figures are modest in some months. This means that the business may not have a large safety margin if sales fall below expectation or if expenses increase unexpectedly. Liquidity is critical because a company that cannot meet short-term obligations may face operational disruption or strained relationships with lenders and suppliers (Atrill and McLaney, 2021; Brealey, Myers and Allen, 2020).
The second issue is the significant growth in inventory. Closing stock rises every month and reaches £388,000 by December. This may suggest that management expects stronger future demand, but it may also indicate inefficient stock planning. If goods do not sell quickly enough, the company may be holding too much capital in stock rather than cash. In retail, this is especially risky because consumer demand can change, and unsold clothing may lose value over time due to seasonality or changing trends (Kolitz, 2017; Hansen, Mowen and Heitger, 2019).
A third problem is the burden of debt repayment. The company must repay £5,000 per month plus interest. These regular repayments reduce available cash and can limit the business’s flexibility. From a critical perspective, debt is not automatically negative, since it can support business operations and investment. However, where liquidity is already tight, fixed debt commitments can increase financial risk (Horner, 2020; Ryan, 2016).
The fourth issue is the presence of irregular but significant expenses, such as refurbishment and taxation. These payments create uneven pressure on the company’s cash flow. In particular, refurbishment spending may be strategically useful if it improves store performance and customer experience, but in the short term it reduces available cash. This shows the tension between short-term liquidity and long-term investment. Management therefore needs to balance immediate financial pressure with future operational benefit (Seal, Garrison and Noreen, 2018; Collier, 2015).
To address these problems, management should strengthen its cash flow monitoring, review stock purchasing policies and consider whether all planned expenditure is necessary within the same period. Tighter working capital control, especially over stock and cash, would improve financial stability. In addition, management could re-examine the timing of some discretionary expenditure, such as refurbishment, if cash pressure becomes severe (Atrill and McLaney, 2018; Walsh, 2008).
Overall, the budgets indicate that the company is not facing a profitability crisis, but it is facing a control challenge. Its success will depend on how effectively management controls liquidity, inventory and expenditure over the six-month period.
Another important consideration when evaluating the financial position of Silver Stitch Ltd is its capital structure and long-term financial performance. One commonly used indicator is Return on Capital Employed (ROCE), which measures how efficiently a business generates profit from the capital invested in the organisation. A higher ROCE suggests that management is using its financial resources effectively to generate returns and create value for stakeholders (Brealey, Myers and Allen, 2020; Walsh, 2008). However, the presence of loan repayments and interest expenses also highlights the importance of examining the company’s gearing level, which reflects the proportion of debt compared with equity financing. High gearing may increase financial risk because fixed interest payments must be made regardless of sales performance, which can place pressure on liquidity during periods of weaker trading (Ryan, 2016; Brealey, Myers and Allen, 2020).
In addition to financial performance, modern organisations are increasingly expected to consider Corporate Social Responsibility (CSR). CSR refers to the responsibility of businesses to operate ethically, contribute positively to society and minimise negative environmental and social impacts. Research suggests that responsible business practices can enhance corporate reputation, improve stakeholder relationships and contribute to long-term sustainability (Parker, 2012; Bhimani et al., 2019). For a retail company such as Silver Stitch Ltd, CSR could involve responsible sourcing of clothing materials, fair labour practices within supply chains and environmentally sustainable retail operations. Analysing profitability ratios such as ROCE alongside liquidity measures helps provide a more balanced assessment of financial performance.


3.5 Budgeting and Budgetary Control:

Budgeting is widely recognised as one of the most important tools in management accounting because it supports planning, coordination and control. A budget sets out expectations for a future period and helps managers direct organisational resources towards agreed objectives (Drury, 2021; Garrison, Noreen and Brewer, 2021). However, budgeting is not simply about producing numbers. For a budgeting system to be effective, it must operate within the right organisational conditions.
One essential condition is clear organisational objectives. Budgets are most useful when they are linked directly to strategy. If managers do not know what the business is trying to achieve, budgets may become mechanical exercises rather than meaningful planning tools. Kaplan and Norton (2004) argue that financial targets should be connected to wider strategic priorities, not treated separately. In the case of Silver Stitch Ltd, the objective is not only to remain profitable but also to eliminate the overdraft by the end of December. This means the budget must support both profitability and liquidity. 

A second condition is strong management support. Senior managers must take budgeting seriously and use it actively in planning and control. If budgets are prepared only as a formality, staff may not view them as important. Drury (2021) notes that management commitment is vital because it influences the quality of information provided and the seriousness with which targets are monitored.



A third condition is realistic target setting. Budgets should be challenging enough to motivate good performance, but not so unrealistic that employees lose confidence in them. This is particularly important because budgets can affect staff morale and behaviour. Unrealistic targets may create pressure, resistance or manipulation of figures rather than genuine performance improvement (Atrill and McLaney, 2021; Merchant and Van der Stede, 2017).
Budgeting systems are often part of wider performance management frameworks that help organisations monitor objectives and evaluate managerial performance (Otley, 1999).
Communication is another key condition. Budgeting works best when departments share information openly. Sales staff, purchasing managers and finance teams all need to contribute accurate information so that the final budget reflects operational reality. Seal, Garrison and Noreen (2018) emphasise that budgets help coordinate departments, but only if the budgeting process itself involves effective communication and cooperation.
Budgetary control is the process of comparing actual performance with budgeted performance and then taking corrective action where necessary. This is important because a budget loses value if it is prepared and then ignored. Horner (2020) explains that variance analysis helps managers identify where performance differs from plan and decide whether action is needed. This means that budgeting is not a one-time exercise but an ongoing management process.
Critically, budgetary control is most effective when it is used to support learning rather than blame. If managers use variances only to criticise employees, staff may become defensive and less willing to provide honest information. In contrast, if variances are analysed constructively, they can help organisations improve forecasting, control spending and respond to change more effectively (Otley, 2016; Parker, 2012).
Therefore, successful budgeting requires more than technical skill. It requires realistic planning, communication, management support and a culture that uses financial information intelligently.


3.6  Behavioural Issues in Budgeting:

Although budgeting offers many benefits, it also creates behavioural challenges. These issues are important because budgeting affects people’s responsibilities, targets and performance evaluation. If these human factors are ignored, even technically sound budgets may fail in practice (Drury, 2021; Merchant and Van der Stede, 2017).
One common problem is budgetary slack. This happens when managers deliberately underestimate revenues or overestimate costs so that budget targets become easier to achieve. While this may protect individual managers from criticism, it reduces the accuracy and usefulness of the budget as a planning tool (Drury, 2021). Budgetary slack shows that budgeting is not purely a numerical activity; it is also influenced by incentives, trust and organisational culture.
A second behavioural issue is resistance to budgeting. Some employees see budgets as restrictive or controlling, particularly if they feel that budgets are imposed from above without consultation. This can reduce commitment and lower the quality of information provided during the budgeting process (Seal, Garrison and Noreen, 2018). Involving managers and staff in budget preparation can reduce resistance because participation usually improves acceptance and ownership of targets (Atrill and McLaney, 2021).
A third issue is the effect of unrealistic targets on motivation. If targets are too difficult, employees may feel that effort is pointless. If targets are too easy, performance may not improve. This means motivation depends not only on having targets, but on having credible and balanced targets. This reflects wider management control theory, which suggests that performance systems are more effective when they are perceived as fair and achievable (Merchant and Van der Stede, 2017; Kaplan and Atkinson, 2015).
A fourth behavioural issue is short-termism. Budget-based performance measures may encourage managers to focus on short-term results at the expense of long-term value. For example, a manager may delay staff training, reduce marketing or postpone maintenance just to meet the current budget. While this may improve short-term results, it can damage future performance (Horner, 2020; Soin and Collier, 2013).
For these reasons, organisations should design budgeting systems that balance control with flexibility. Participation, realistic targets and supportive performance review processes can help reduce dysfunctional behaviour and improve the quality of budgeting.

  3.7 Critical Evaluation of Traditional Budgeting: 

Traditional budgeting has been used for many years and remains common in many organisations. It usually involves preparing an annual budget based on historical data, expected future activity and agreed financial targets. This approach has several strengths. It provides structure, supports planning and offers a clear basis for control and accountability (Drury, 2021; Weetman, 2019). For businesses such as Silver Stitch Ltd, a traditional budget is useful because it helps quantify expected performance and highlight financial risks.
However, traditional budgeting also has important weaknesses, especially in a fast-changing business environment. One major criticism is that it can be too time-consuming. Preparing detailed annual budgets often requires a large amount of managerial time and effort. Hansen, Otley and Van der Stede (2003) note that budgeting processes can become bureaucratic and consume resources without always improving decisions. This raises the question of whether the value of the budget always justifies the time spent preparing it.
A second criticism is rigidity. Annual budgets are based on assumptions made in advance, but market conditions can change quickly. Retail businesses are especially affected by changing consumer preferences, competition and economic conditions. A fixed annual budget may therefore become outdated before the year ends (Atrill and McLaney, 2021; Horner, 2020). This is a serious limitation because managers may continue to follow targets that no longer reflect business reality.
Traditional budgeting, while providing structure, often struggles with flexibility. As Libby and Lindsay (2010) found, many organisations face difficulty adapting fixed budgets to dynamic environments, prompting a shift toward more flexible models. Additionally, integrating Corporate Social Responsibility (CSR) is crucial. Gond et al. (2012) emphasize that sustainability and strategy can be effectively embedded into management control systems, aligning financial planning with ethical goals.
A third criticism is that traditional budgets often rely heavily on historical data. While past performance can be useful, it does not always provide a strong basis for future decisions. This can encourage incremental thinking, where managers simply adjust last year’s figures rather than questioning whether spending patterns are still appropriate (Seal, Garrison and Noreen, 2018; Bhimani et al., 2019). In dynamic markets, this may reduce innovation and slow strategic change.
Recent studies suggest that many organisations are reconsidering traditional budgeting systems and exploring more flexible approaches to financial planning and performance management (Libby and Lindsay, 2010).
Traditional budgeting may also encourage dysfunctional behaviour. If performance evaluation is strongly linked to budget achievement, managers may focus on meeting targets rather than making the best long-term decisions for the business. This can lead to budgetary slack, short-termism and underinvestment in areas such as training, technology or customer development (Merchant and Van der Stede, 2017; Hope and Fraser, 2003).
Because of these weaknesses, many organisations have explored alternatives. One alternative is rolling forecasting, which updates forecasts regularly throughout the year rather than relying on a single annual plan. This can improve responsiveness because managers can revise expectations as conditions change (Shim and Siegel, 2018). Another approach is beyond budgeting, which argues for more adaptive and decentralised performance management systems. Hope and Fraser (2003) suggest that organisations should move away from rigid annual budget targets and towards more flexible forms of planning and control.
A further weakness is that traditional budgeting can reduce organisational agility. When managers are evaluated mainly on their ability to meet fixed budget targets, they may become reluctant to adapt quickly to new opportunities or changing market 

conditions. As a result, budgeting systems designed to improve control may unintentionally restrict strategic responsiveness (Hope and Fraser, 2003; Hansen, Otley and Van der Stede, 2003).
Even so, traditional budgeting should not be dismissed completely. It still offers useful discipline, structure and accountability. The real issue is not whether traditional budgeting is entirely good or bad, but whether it is sufficient on its own. In many cases, organisations may benefit from keeping the structure of budgeting while combining it with more flexible tools such as rolling forecasts, variance analysis and regular review meetings (Drury, 2021; CIMA, 2022).
In the case of Silver Stitch Ltd, traditional budgeting is useful because it clearly reveals the company’s expected profit, stock levels and cash pressures. However, given the small cash surpluses in some months and the pressure to eliminate the overdraft, the company would also benefit from more frequent review and updating of forecasts. This would make the budgeting system more responsive and more strategically useful.

4.   Conclusion:

This report analysed the budgeting principles and financial planning of Silver Stitch Ltd for the six-month period ending 31 December. The stock budget, cash budget and budgeted profit and loss account provided important insights into the company’s expected financial performance. The results show that the company is expected to remain profitable, but profitability alone does not remove financial risk.
The analysis identified several important challenges. These include limited liquidity, increasing stock levels, regular loan repayments and the short-term pressure created by refurbishment and taxation payments. These findings demonstrate that effective financial management requires not only profitability but also strong control over cash flow, working capital and expenditure.
The report also showed that budgeting and budgetary control are essential tools for planning and performance monitoring. However, successful budgeting depends on realistic targets, management support, good communication and constructive use of variance analysis. Behavioural issues such as budgetary slack, resistance and short-term decision-making must also be recognised because they can reduce the effectiveness of budgeting systems.
Furthermore, the evaluation of traditional budgeting highlights that although it provides structure and financial discipline, it may be too rigid in a fast-changing business environment. Organisations that rely solely on fixed annual budgets may struggle to respond quickly to changing market conditions.
In light of these findings, two key recommendations can be made for Silver Stitch Ltd. First, management should strengthen working capital management by reviewing stock purchasing policies and avoiding excessive growth in inventory levels, which would help reduce the amount of cash tied up in stock and improve liquidity. Second, the company should introduce more frequent financial monitoring, such as rolling cash flow forecasts and regular budget reviews, in order to respond quickly to financial changes and ensure that the overdraft can be eliminated by the end of December.
Overall, effective budgeting and financial planning remain essential for the financial stability and long-term success of Silver Stitch Ltd. By combining traditional budgeting with stronger financial monitoring and improved working capital control, the company will be better positioned to manage financial risk and support sustainable business growth.
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