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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. 
	1. There are some expenses that 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'?
· Depreciation Expense – It is a non-cash item, which had reduced the net income, and thus should be added back. Example, depreciation expense of an equipment is $100. This is show as an expense in the income statement. However, in the CFS, we need to add back $100 since no cash was actually dispensed for the amount depreciated.
· Amortization of bond issue costs – Another non-cash item. These may include commissions, legal fees, registration fess etc. However, this can only be applied if the amortization method was used since it will listed as an expense. Otherwise, it will be listed as an asset.
· Interest Expense - The operating activities section begins with net income for indirect method. This means that the interest expense is already contained within the net income amount and will be adjusted to cash amount of interest paid by reflecting the change in Interest Payable.

2. Why a company with very high net profits can still be in cash flow problems? List and explain three main reasons using examples.
· Use of Accrual Method – By using accrual method, revenue is recognized at point of sale. However, the cash flow may not be equal especially if it is done through credit. Example: A sale was made on 09/09/16 for $100, Net 30. Upon quarter report, revenue was increased by $100 using (DR) AR $100, (CR) Sales Income $100. However, cash is not recognized until 09/10/16 when actual payment was received.
· Prepayments or Prepaid Expenses – In accounting for prepaid accounts, Expense is recorded only upon the consumption of the material. But cash is disbursed upon transaction. Example: ABC Company paid $24,000 on 01/01/2016 for 1 year rent starting Jan 1st to 31st December 2016. As of September 30, 2016, Account will show cash disbursed at $24,000 but rent expense at $18,000 (24k/12mosx9 months). This will decrease the cash flow but not the same impact on net income since expense is $6,000 lesser.
· Non-Cash Items – Recording of non-cash items such as Profit from sale of fixed assets and interest income. These are usually paper income thus increasing the revenue of the company. However, there is no cash inflow. 


3. Why effective maintenance of working capital is necessary in a business? List and explain major sources of inward cash flow in a business.
· Operating activities – These refer to the normal activities of a business such as sales for revenue and salary for expense.
· Investing activities – These refer to expenses on business investment, such as purchase of equipment or properties. 
· Financing activities – These refer to transactions that earn or disburse cash on financial transactions, such as bank loans or stock sales.
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Answer the following questions:

1.	There are some expenses that 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)
· Depreciation Expense – It is a non-cash item, which had reduced the net income, and thus should be added back. Example, depreciation expense of an equipment is $100. This is show as an expense in the income statement. However, in the CFS, we need to add back $100 since no cash was actually dispensed for the amount depreciated.
· Amortization of bond issue costs – Another non-cash item. These may include commissions, legal fees, registration fess etc. However, this can only be applied if the amortization method was used since it will listed as an expense. Otherwise, it will be listed as an asset.
· Interest Expense - The operating activities section begins with net income for indirect method. This means that the interest expense is already contained within the net income amount and will be adjusted to cash amount of interest paid by reflecting the change in Interest Payable.

2.	Why a company with very high net profits can still be in cash flow problems? List and explain three main reasons using examples.	(10)
· Use of Accrual Method – By using accrual method, revenue is recognized at point of sale. However, the cash flow may not be equal especially if it is done through credit. Example: A sale was made on 09/09/16 for $100, Net 30. Upon quarter report, revenue was increased by $100 using (DR) AR $100, (CR) Sales Income $100. However, cash is not recognized until 09/10/16 when actual payment was received.
· Prepayments or Prepaid Expenses – In accounting for prepaid accounts, Expense is recorded only upon the consumption of the material. But cash is disbursed upon transaction. Example: ABC Company paid $24,000 on 01/01/2016 for 1 year rent starting Jan 1st to 31st December 2016. As of September 30, 2016, Account will show cash disbursed at $24,000 but rent expense at $18,000 (24k/12mosx9 months). This will decrease the cash flow but not the same impact on net income since expense is $6,000 lesser.
· Non-Cash Items – Recording of non-cash items such as Profit from sale of fixed assets and interest income. These are usually paper income thus increasing the revenue of the company. However, there is no cash inflow. 

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)
· [bookmark: _GoBack]Operating activities – These refer to the normal activities of a business such as sales for revenue and salary for expense.
· Investing activities – These refer to expenses on business investment, such as purchase of equipment or properties. 
· Financing activities – These refer to transactions that earn or disburse cash on financial transactions, such as bank loans or stock sales.
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