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Cash Flow Statements – Assignment 7

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.
[bookmark: _GoBack]
a) Depreciation expense  and amortization 
b) Interest income / expense 
c) Bad debts 
d) Write offs
e) Non-cash expenses

i. Depreciation – when calculating net income depreciation is subtracted but when calculating the cash flow from operations of the company depreciation should be added back. Depreciation expense reduces net income on the income statement but it is a non-cash expense that has no effect on the cash flow. It is an internal adjustment that is created by a journal entry, there is no cash inflow or outflow like in other expenses like rent, salaries etc. Therefore in order to derive net operating cash flow it has to be added back.






ii. Example
 A company makes cash sales worth £20 000 for a period and the depreciation expense for that period (which is not a cash expense) is £3000 assuming there were no other expenses .The formula for calculating operating profit is revenue less cost of goods sold less operating expenses , depreciation and amortization. This is what our net profit will be,

Operating profit 					£20 000
Less depreciation 				£3 000
Operating net profit 				£17 000


Nonetheless the operating cash flows would not balance as it needs to balance with operating profit because when preparing cash flow statements we use the net income figure from the income statement.

For the net operating profit to be in balance we would therefore add back depreciation since cash flows do not take into account non-cash expenses or revenues .

Net operating profit					£17 000
Add: depreciation 					£3 000
Net operating cash flows				£20 000






2. Why a company with very high net profit still can be in cash flow problems? List and explain three main reasons with examples.

As we know income statement and balance sheet are created using the accrual basis of accounting where by revenues  are recorded regardless of when cash is received .Cash flows are not reported on the accrual basis and have no relationship to figures calculated using the accrual basis. The following reasons describe why cash flows problems could arise 

I. Poor stock management – cash maybe used to build up inventories, which may depreciate in value or even become obsolete if products are not sold in a timely manner.
II. Debtors don’t pay in time – late payments and slow paying customers put a strain on the cash flow because the company recognizes income yet it is not collecting that cash on time, which will result in bad debt write, offs.
III. High repayments on current liabilities like vehicle loans and lease repayments which are typically structured over relatively short terms.







3. Why effective maintenance of working capital is necessary in a business? List and explain major sources of inward cash flow in a business.

I.  It reduces reliance on loans decreasing interest payable , it ensures a company has sufficient cash flow in order to meet its short term debt obligations and operating expenses like salaries , electricity etc. It is used for paying unplanned costs and unexpected expenses .It makes the business resilient to any drop in turnover and profitability, a poor working capital can compromise a company’s eligibility for loans and it could damage its ability to attract potential investors.

II. Operating activities, refer to the normal activities of a business such as sales, receivables, interest received, dividends etc.

III. Investing activities include expenditure on business investments such as land machinery etc. sale of these assets is a cash inflow

IV. Financing activities, a business earns cash on bank loans, interests received on bank savings and investments debentures and preference shares.
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