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Marking Criteria:
 We expect the learners to write minimum one well expressed point in three 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. 
	
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?

Answer:

Cash Flow Statements:
[bookmark: _GoBack]
Definition:

Statement of cash flows is a financial statement that shows how changes in balance sheet accounts and income affect cash and cash equivalents, and breaks the analysis down to operating, investing and financing activities.

Because the income statement is prepared under the accrual basis of accounting, the revenues reported may not have been collected. Similarly, the expenses reported on the income statement might not have been paid. 

You could review the balance sheet changes to determine the facts, but the cash flow statements already have integrated all that information. As a result, savvy business people and investors utilize this important financial statement.

Non-Cash Items:

Noncash items should be added back in when analyzing income statements to determine cash flow because they do not contribute to the inflow or outflow of cash like other gains and expenses eventually do.

Many investing and financing activities do not have a direct impact on current cash flows although they do affect the capital and asset structure of an enterprise. 

The exclusion of non-cash transactions from the cash flow statement is consistent with the objective of a cash flow statement as these items do not involve cash flows in the current period.

Transactions in non-cash expense accounts meet the textbook definition of expense: Generally, they decrease owner’s equity by using up assets. 

They do not represent actual cash flow, however. The most familiar non cash accounts are for depreciation expenses, but others include amortization and bad debt expenses.

Non-cash expenses are used on the income statement for the purpose of reducing reported earnings, thereby lowering taxes. Consider, for instance, a company buying an expensive asset entirely with cash


Noncash items, such as depreciation and amortization etc. will affect differences between the income statement and cash flow statement.

Depreciation:

Depreciation refers to the decrease in value of assets and the allocation of the cost of assets to periods in which the assets are used for tangible assets, such as machinery.

Amortization:

Amortization is a similar process to deprecation when applied to intangible assets, such as patents and trademarks.

Deferred Tax:

Deferred tax assets can arise due to net loss carry-overs, which are only recorded as assets if it is deemed more likely than not that the asset will be used in future fiscal periods

Gain and Losses from Sale of Fixed Assets:

Any gains or losses associated with the sale of a non-current asset; because associated cash flows do not belong in the operating section (unrealized gains/losses are also added back from the income statement).

Dividend Received:

Any Dividends (cash, stock, or other property) from a corporation received.

Revenue Received:

Revenue received from certain investing activities.



Example:1

Net Income/(Loss)			$100,000

Add non-Cash expense:

Depreciation 			             $5,000
Bad Debt write-off	                        $2,000
Amortization                                     $1,000
Loss on Sale of Fixed Asset             $3,000                        

Less non-cash gains:

Gain on sale of Fixed Assets	   $10,000

Adjusted Net Income                        $101,000


Example: 2


This is company A's first year in business. The company ended the year with revenue of $200,000. Of this amount, payment was received for only $35,000. The balance of $165,000 is shown on the balance sheet as Accounts Receivable.

The company incurred expenses of $120,000 during the year. Of the total expenses, the following is true:

Non-cash charges  

Depreciation                  $15,000
Amortization                     $5,000
Bad debts provision         $2,000
Deferred Tax                    $10,000

Expenses on which credit was received - $105,000

Company A's calculated net income is shown below:

Total Revenue   $200,000

Less Expenses  $120,000

Net Income         $80,000 

Of the $80,000 in net income, Company A has only $35,000 in cash. Why is that? This may be illustrated using the cash flow statement. The statement below is based on the information we have about Company A's trading activities:

                       Company A

             Statements of Cash Flows

Net Income                                     $80,000

Add non-cash Expenses

Depreciation                                   $15,000
Amortization                                      $5,000
Bad debts provision                          $2,000
Deferred Tax                                   $10,000

Fund Flow                                      $112,000

Changes In Working Capital

Increase in Accounts Receivable ($165,000)
Increase in Accounts Payable       $105,000

Cash Inflow to Company A                  $52,000  





Example : 3

Balance Sheet as at 31.12.1996
                                                                                                   ($.  ’000)   ($.  ’000)  
 
	Assets 

	1996
	1995

	Cash On Hand and balances with banks
	200
	25

	Short Term Investment
	670
	135

	Sundry Debtors
	1,700
	1,200

	Interest Receivable
	100
	-

	Inventories
	900
	1,950

	Long-term investment
	2,500
	2,500

	Fixed Asset At Cost
	2,180
	1,910

	Accumulated Depreciation
	(1,450)
	(1,060)

	Fixed Asset (net)
	730
	850

	Total assets
	6,800
	6,600

	Liabilities
	150
	1890

	Sundry Creditors
	230
	100

	Interest payable
	400
	1000

	Income Taxed payable
	1110
	1040

	Long Term Debt
	1890
	4030

	Shareholders’  Funds
	
	

	Share capital
	1,500
	1,250

	Reserves
	3,410
	1,380

	Total shareholders’ funds                                  
	4,910
	2,630

	Total liabilities and shareholders’ funds
	6,800
	6,660





  
                   Statement  of  Profit and Loss 
                   for the period ended 31.12.1996 

                                                     ($.  ’000)         ($.  ’000)  

Sales                                                 30,650
 Cost of sales                                  (26,000)

 Gross profit                                       4,650 

Depreciation                                         (450)

Administrative and selling expenses   (910)

 Interest  expense                                (400)
 
Interest income                                     300

 Dividend income                                   200 

Foreign exchange loss                          (40)

 Net profit before taxation and extraordinary item   3,350 

Extraordinary item – Insurance proceeds from
 earthquake disaster settlement           180

 Net profit after extraordinary item                          3,530

 Income-tax                                         (300)

 Net profit                                                                3,230



Cash flows from operating activities                ($.  ’000)   ($.  ’000)  

 Net profit before taxation, and extraordinary item      3,350 
Adjustments for : 

Depreciation                                                                  450 

Foreign exchange loss                                                    40

 Interest income                                                           (300) 

Dividend income                                                          (200) 

Interest  expense                                                          400

 Operating profit before working capital changes                      3,740

 Increase in sundry debtors                                         (500) 

Decrease in inventories                                              1,050 

Decrease in sundry creditors                                    (1,740)

 Cash generated from operations                                                 2,550

 Income taxes paid                                                   (860) 

Cash flow before extraordinary item                                               1,690

 Proceeds from earthquake disaster settlement         180  

Net  cash  from  operating  activities                                           1,870  

Cash  flows  from  investing activities 

Purchase of fixed assets                                           (350) 

Proceeds from sale of equipment                                 20

 Interest  received                                                        200 

Dividends received                                                      160 

 Net  cash  from  investing  activities                                           1900 
  
 Cash flows from financing activities                                             

 Proceeds from issuance of share capital                     250

 Proceeds from long-term borrowings                           250 

Repayment of long-term borrowings                           (180) 

Interest paid                                                                  (270) 

Dividends paid                                                            (1,200) 

 Net  cash  used  in  financing  activities                                           750 

 Cash and cash equivalents at beginning of period      160 

 Cash  and  cash  equivalents  at  end  of  period                              910






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.

Answer:

P&L Statement:

Includes

Sales 
(COGS) 
GP
(Selling & Admin Expense)
Other income
(Noncash expenses) i.e. depreciation, bad debt expense
= Net Income (Loss)

Cash Flow Statement

Includes

Income(i.e. cash sales + collection of credit sale
Non-Cash items  (Revenue )/ Expense 
 
(Increase)/decrease Current Assets

(Increase)/(decrease) Current Assets

Cash flow from operation 

Proceed from sale of asset

(Purchased of fixed asset)
Cash Flow from Investing activities.

Issuance of shares and debenture

(dividend paid)

(principle payment of bank loan)

Cash flow from financing activities.

Opening balance of cash

Cash flow closing balances.


Please note that the coverage of "cash revenues" and "cash expenses" on the P&L statement is not the same as the coverage of the same named items on the cash flow statement. It is caused by differences in timing between the recognition of the items on P&L statement vs. the realization of the items on Cash flow statement.

Profit and cash-flow are related financial measurements in accounting but they are not directly linked. Profit is a measure of a company's ongoing sustainability while cash-flow is a measure of the company's ability to pay its bills as they become due. 

See, the cash-flow for a particular period is the closing cash balance arrived at after deducting the cash-out (paid) from the cash-in (received). Profit on the other hand, is the amount that remains after deducting from the revenue earned, the expenses incurred in earning that revenue. 

Now in accounting, something is only expensed when the economic value is completely used up. Profit and Cash Flow are never meant to be the same. They have different purposes. Profit measures the profitability of the company, whereas Cash Flow measures the flow of cash in the company 

The “Accrual Basis" for the preparation of financial statements. "Accrual basis" of accounting means:

a. Revenues are recognized when the product or service associated with generating those revenues is delivered/performed, which is not always the same time as when the payment from customer is received

b. Expenses incurred in creating a product or service are recognized in
the same period as revenues from that product or service ("matching principle"), which is not always when the expenses are paid

c. Expenses not directly related to product or service are recognized and reported as they are incurred. This is also not always when they are paid. 

Consequently, Profit and loss (Income) statement includes noncash revenues and noncash expenses (in addition to cash revenues and cash expenses), whereas cash flow statement does not (cash only). 

Cash flow statement also covers cash receipt and disbursement not directly related to the income statement. If the positive noncash items on the income statement and negative cash items on the cash flow statement are huge enough then profit can be positive whereas net cash flow is negative.

Reason Why Cash Flow is having problem while Company is making high.

GAAP accounting is based on the accrual method of accounting, not the cash method of accounting. The accrual method records revenues when they are earned. The cash method of accounting records revenues based on when the actual cash is received.

The Cash Flow Statement is one of the three primary financial statements for GAAP accounting, with the Income Statement and Balance Sheet being the other two.
These are three main reasons affecting companies Cash Flow Statement even when the profit is high.

1) Cash Flows from Operations

a- Gain on sale of Fixed Assets.
b- Increase in Current Assets
c- Decrease in Current Liabilities

2) Cash Flows from Investments

a- Purchase of fixed asset.
b- Acquisition  of franchise restaurant
.
3) Cash Flows from Financing.

a- Dividend paid.
b- Repurchased back of Common stock.
c- Repurchase of debentures.
d- Principle payment of Loan.

Following example will help in understand these problems.

Example:

Cash Flow Statement Of XYZ Company

Cash Flow from Operating Activities:
                                                                           $                        $
Operating Income (EBIT)                                 350,000

Depreciation Expense                                          5,000

Gain on Sale of Land                                         -95,000

Increase in Accounts Receivable                     -180,000

Decrease in Prepaid Expenses                              8000

Decrease in Accounts Payable                           -50,000

Decrease in Accrued Expenses                           -65000

Net Cash Flow from Operating Activities                                    -27000

Cash Flows from Investing Activities:

Sale of Equipment                                                20,000

Purchase of Equipment                                     -100,000

Net Cash Flow from Investing Activities                                   -107,000

Cash Flows from Financing Activities:

Proceed from Loan                                             70,0000

Payment of Dividends                                         -90,000

Repurchased shares                                         -200,000

Net Cash Flow from Financing Activities                                  −327,000

Beginning Cash Balance                                    150,000

Ending Cash Balance                                                               -177000


This negative cash flow of -$177000 occurred even though you still had cash profits of $350,000.


Example 2:


Cash Flow Statement Of XYZ Company

Cash Flow from Operating Activities:
                                                                           $                        $
Operating Income (EBIT)                                 50,000

Increase in Accounts Receivable                     -20,000

Decrease in Accounts Payable                         -20,000

Net Cash Flow from Operating Activities                                    10,000

Cash Flows from Investing Activities:

Purchase of Equipment                                     -5,000

Net Cash Flow from Investing Activities                                       5,000

Cash Flows from Financing Activities:

Payment of Dividends                                         -20,000

Net Cash Flow from Financing Activities                                  −15,000


Total Net Change in Cash                                                      -15,000


This negative cash flow of -$15,000 occurred even though you still had cash profits of $50,000.






Q# 03) Why effective maintenance of working capital is necessary in a business? List and explain major sources of inward cash flow in a business

Answer:

Working Capital:

Definition:
A measure of both a company's efficiency and its short-term financial health. The working capital is calculated as:
Working Capital = Current Asset – Current Liaibilities.
The working capital ratio (Current Assets/Current Liabilities) indicates whether a company has enough short term assets to cover its short term debt.

Current Assets

Current assets are those assets which can be converted into cash within One year or less than one year. In current assets, we include cash, bank, debtors, bill receivables, prepaid expenses, outstanding incomes.

Current Liabilities

Current Liabilities are those liabilities which can be paid to respective parties within one year or less than one year at their maturity. In current liabilities, we includes creditors, outstanding bills, bank overdraft, bills payable and short term loans, outstanding expenses, advance incomes .

Need Of Effective Working Capital:
Every business needs to be able to maintain day-to-day cash flow. It needs enough to pay staff wages when they fall due, and to pay suppliers when invoice payment terms are reached. Maintaining adequate working capital is important both in the short-term (day to day) and the long-term. The challenge is to maintain sufficient liquidity in the business to ensure the business can survive and grow in the long-term.
The current liabilities show the amounts that need to be paid in the next twelve months. Current assets show the cash and other assets that are available to settle those current liabilities.
Of course the balance sheet is just a snapshot of the working capital position at a point in time (the balance sheet date). In reality, a business is constantly settling liabilities, taking money from customers, buying inventories and so on. This is known as the working capital cycle, (sometimes also known as the operating cycle) as illustrated below:
The business uses cash to acquire inventories (stocks)
The stocks are put to work and goods and services produced. These are then sold to customers
Some customers pay in cash but others buy on credit. Eventually they pay and these funds are used to settle any liabilities of the business (e.g. pay suppliers)
And so the working cycle repeats
The working capital cycle can often be expressed as a period of time – 60 days, say.
An increase in the length of the cycle (e.g. from 60 days to 65 days) suggests that it takes longer to turn stocks and debtors into cash, or that the payment period for settling creditors has shortened.
Hopefully, each time through the cash flow cycle, a little more money is put back into the business than flows out. But not necessarily, and if management don't carefully monitor cash flow and take corrective action when necessary, a business may find itself sinking into trouble. The cash needed to make the cycle above work effectively is working capital.
What is crucially important is that a business actively manages working capital. It is the timing of cash flows which can be vital to the success, or otherwise, of the business. Just because a business is making a profit does not necessarily mean that there is cash coming into and out of the business.
If a company's current assets do not exceed its current liabilities, then it may run into trouble paying back creditors in the short term. The worst-case scenario is bankruptcy

Working capital also gives investors an idea of the company's underlying operational efficiency. Money that is tied up in inventory or money that customers still owe to the company cannot be used to pay off any of the company's obligations. So, if a company is not operating in the most efficient manner (slow collection), it will show up as an increase in the working capital.

Example:

Here is some balance sheet information about ABC Company:

	30,000$
	Accounts Payable
	60,000$
	Cash

	20,000$
	Accrued Expenses
	10,000$
	Marketable Securities

	5,000$
	Notes Payable
	40,000$
	Accounts Receivable

	10,000$
	Current Porting Long-term Debt
	50,000$
	Inventory

	65,000$
	Total Current Liabilities
	160,000$
	Total Current Assets



Using the working capital formula and the information above from Example we can calculate that ABC Company's working capital is:
 
$160,000 - $65,000 = $95,000

Sources Of Inward Cash Flow In a Business:

Following are the major sources of inward cash flow in a business.

1) Cash Flow from Operation.

An accounting item indicating the money a company brings in from ongoing, regular business activities, such as manufacturing and selling goods or providing a service. Cash flow from operating activities does not include long-term capital or investment costs.

2) Cash from Sale of Fixed Assets.

If the company thinks the assets they sold are no longer needed in their current business model. Then company can sell that particular asset to generate cash for business use.

3) Issuance of Long-Term Debt & Debentures.

Company can generate cash from issuance of debt instruments such as debentures and bonds.

Bonds and debentures represent the majority of issued debt capital. Although the term bonds and debentures are often used interchangeably the two are distinctly different:

A bond is typically a loan that is secured by a specific physical asset.

A debenture is secured only by the issuer’s promise to pay the interest and loan principal.

4) Issuance of Share Capital.

Company can generate cash from issuance of new equity shares, Issued shares
Include the stock that a company sells publicly in order to generate capital and the stock given to insiders as part of their compensation packages. 

Unlike shares that are held as treasury stock, shares that have been retired are not included in this figure. The amount of issued shares can be all or part of the total amount of authorized shares of a corporation.

5) Cash flow from borrowing money.

Company borrowed money from financial institution in order to meets its obligation and to pay back its debts. Sometimes company badly needs finance in order to start new ventures, purchased new assets, and to settle down obligation.

Importance of Working Capital.

If creditors demands their money from company, at this time company's high working capital saves company from this situation. You know that selling of current assets is easy in small period of time but Company cannot sell their fixed assets with in small period of time. 

So, If Company has sufficient working capital, Company can easily pay off the creditors and create his reputation in market. But If a company have zero working capital and then company cannot pay creditors in emergency time and either company becomes bankrupt or takes loan at higher rate of Interest

One of advantages of positive working capital that Company can do every risky work without any tension of self-security.
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