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Marking Criteria:
We expect the learners to write minimum one well expressed point inthree lines against each allocated mark. This means one needs to write 15 lines with 5 well expressed points to get high grades for a 5 marks question.
For high grades use examples and illustrations where appropriate.
	
Cash Flow Statements
Assessment 7                                                                          Total Marks: 30 
Q: 1:  There are some expenses which are included in profit and loss accounts but added back while preparing cash flow statements. List these expenses and explain with examples why these expenses should be added back while preparing cash flow statements.                                                                                                                             10 
Answer:
The profit and loss statement shows the trading performance of the business and the distribution of profit.  Profit is not equivalent to cash in bank. 
Profit and Loss Account statement has these three major components namely:-
a) Income such as ccustomer sales, profit/loss from sale of tangible fixed assets, “non-operating” income, investment income.
b) Expenses such as variable (direct) costs, Fixed (overhead) costs, interest paid, and depreciation allowance on tangible fixed assets.
c) Distribution- these are drawings/dividends, retained profit.
Now let us see nature of expenses. The cost of earning revenue is an expense. Expenses occur when assets are consumed or liabilities are increased in order to produce revenue. More specifically, expenses represent a gross decrease in assets or gross increase in liabilities.  For example, if a firm pays wages to its workers, then it incurs an expense. The firm uses the services of its workers in manufacturing the products that have been sold and resulting in revenue. If wages are paid in cash the assets of firm decreases. If the services have been rendered by the workers, the firm has an obligation to pay them. 

Expired costs are recognized as expenses in the income statement. Expired costs are also known as revenue expenditures. Unexpired costs are those costs that will help produce revenue in the future. Such costs are recognized as assets in balance sheet. Thus assets (unexpired costs) become expenses (expired Costs) as they are used up and lose their ability to generate revenue in the future periods.

Operating expenses are those expenses relating to main operation of business. Examples include manufacturing expenses (such as raw material consumed, wages and salaries, power and fuel, depreciation, etc.). Expenses which are incidental or indirect to the main operation of the firm are called non-operating expenses.

Q: 2: Why a company with very high net profits still can be in cash flow problems? List and explain three main reasons with examples.                                                   10 
Answer:
The purpose of statement of Cash Flow is to provide information about:
· cash receipts
· cash payments
· the net change in cash resulting from:
· operating,
· investing
· financing activities of a company during a period
Now from the brief, we just discover the Big Three Cash Management Problems of which even if the net profit appears big from  Profit and Loss Account statement

A. Accounts  Receivable- collect early
About 90 percent of industrial and wholesale sales are on credit, and 40 percent of retail sales are on account. Survey of small companies across a variety of industries found that 77 percent extend credit to their customers. Remember: “A sale is not a sale until you collect the money.”The goal with accounts receivable is to collect your company’s cash as fast as you can.

In order to ensure that cash is collected to smoothen cash flow, establish a firm credit-granting policy by screening credit customers carefully. When an account becomes overdue, take action immediately. The policy should provide a provision of adding finance charges to overdue accounts (check the law first!). Make sure you develop a system of collecting accounts by send invoices promptly

B. Accounts Payable- stretch payments
Stretch out payment times as long as possible without damaging your credit rating. Verify all invoices before paying them and take advantage of cash discounts. Be able to nnegotiate the best possible terms with your suppliers by trying to be honest with creditors; avoid the “the check is in the mail” syndrome. Put schedule controllable cash disbursements to come due at different times by using  credit cards wisely

C.   Inventory- don’t tie up cash in wrong inventory monitor it closely; it can drain a company’s cash. Avoid inventory “overbuying.”  It ties up valuable cash at a zero rate of return. Try to arrange for inventory deliveries at the latest possible date.Negotiate quantity discounts with suppliers when possible

In summary, Avoid Cash Crunch by considering bartering, exchanging goods and services for other goods and services, to conserve cash.
I. Try to trim overhead costs. For example:
· Ask for discounts and “freebies” 
· Periodically evaluate expenses
· Lease rather than buy
· Avoid nonessential cash outlays
· Negotiate fixed loan payments to coincide with your company’s cash flow
· Buy used equipment
· Hire part-time employees and freelancers
· Outsource nonessential activities
· Control employee advances and loans
· Establish an internal security and control system
· Devise a method for fighting check fraud
· Change shipping terms
· Start selling gift cards
· Switch to zero-based budgeting
II. Be on the lookout for employee theft
III. Keep your business plan current
IV. Invest surplus cash

Q: 3: Why effective maintenance of working capital is necessary in a business? List and explain major sources of inward cash flow in a business.                 10
Answer:
Working capital is the amount of liquid (cash) resources a business has to pay for its day to day operation. Mathematically it can expressed as follows:
Working Capital = Current Assets –   Current Liabilities

In other words, Working capital is the amount left after subtracting current liabilities from current assets. Therefore, working capital represents the amount of resources invested in current assets from sources of finance other than current liabilities. Working capital is considered a ‘fund’ for the business. Let us explain the importance of effective maintenance of working capital by looking at the typical uses of it. Working capital is typically used as adjusted net loss from business operations at the same time working capital is used to purchase non-current assets such as purchase of long-term investments like shares, bonds/debentures etc. Working capital is used to purchase tangible assets like land, building, Plant, machinery, equipment etc. as well as purchasing intangible assets such as goodwill, patents, copyrights etc. On the other hand working capital is used for repayment of long-term debts (debentures or bonds) and short –term debts (bank borrowing). Redemption of redeemable preference shares can also be settles by working capital as well as payment of cash dividends to shareholders (stock holders). From this evidence, working capital is very vital for the success of business entity, hence its effective maintenance is of paramount importance.
In other words, effective maintenance of working capital results in  :-
· Increase amount and speed of cash flowing into the company
· Reduce the amount and speed of cash flowing out
· Make the most efficient use of available cash
· Take advantage of money-saving opportunities such as cash discounts
· Finance seasonal business needs

Now let use the major sources of inward cash flow in business:
Business Operations is the major sources of working capital. The ultimate success of an entity depends upon its ability to earn profits. However the profit and loss account contains certain items which do not affect the working capital. Therefore, in determining the amount of working capital from operations, the figures of net profit, as shown on profit and loss account, should be adjusted, the expense items which do not involve working capital should be added to net profit.

Another source of cash flow is gains or loss from sale of no-current asset. Here the net profit should also be adjusted for any gain or loss from the sale of non-current asset. The loss should be added to, while the gain should be subtracted from, the net profit. This is done so because the sale of non-current asset is listed separately as source of working capital

A third source of inward cash flow is long term borrowing (institutional loans, debentures, bond etc.) and insurance of equity and preference shares. Short term financing such as bank borrowing is another source of cash flow.
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