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[bookmark: _GoBack]Assessment 7- Cash Flow Statements – Diploma in Accounting and Finance.
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.
When preparing a cash flow statement, it is important to understand firstly the meaning and purpose of the cash flow statement.  The cash flow statement is to show the flow of cash in and out of the business.  The cash flow statement excludes any transactions that do not directly affect the cash receipts and payments these would include depreciation, bad debts, provisions and accrued charges.  So when the financial accounts are prepared using the accrual basis i.e. matching expenses to revenue in the period they incurred, not when they are paid.  
The accrual basis accounting method when calculating net income (revenue less expenses) actually bears no relationship to the actual flow of cash.  So with this in mind – the cash flow statement must first adjust net income and then calculate the cash flow from investing and financial activities.  The cash flow statement is adjusted by adding back all non-cash charges such as depreciation and bad debts etc. and subtracting any non cash incomes i.e. deferred income taxes, accounts receivable not yet received.  Some examples are shown below:
Example 1:

123 Ltd
Summarised Profit & Loss Account
For the year ended 31-Dec-2014
										€
Sales										100,000
Less cost of goods sold							(50,000)
Gross profit									 50,000
Less expenses
Personal   €5,000
Depreciation €10,000
Bad Debts  €3,000								(18,000)
Operating profit								  32,000
Less interest exp								 (2,000)
Profit before taxes								 30,000
Less provisions for taxes							(10,000)
Net profit									 20,000
Less dividends								(5,000)
Net profit retained								 15,000

Fund Flow Statement of 123 Ltd.
											€
Operations										20,000
Net Income
Add depreciation									10,000
Total funds provided for operation							30,000

Example 2:

LMA Ltd
Summarised Profit & Loss Account
Year ending 31-Dec-2010
											€
Sales											200,000
Less cost of goods sold								(75,000)
Gross profit										125,000
Less expenses
Personal  €15,000
Depreciation €20,000								(35,000)
Operating profit									 90,000 
Less interest exp									 (5,000)
Profit before taxes									 85,000
Less provision for taxes								(35,000)
Net profit										 50,000
Less dividends									(15,000)
Net profit retained									 35,000

Fund Flow Statement LMA Ltd
											€
Operations
Net Income										50,000
Add depreciation									20,000
Less accounts receivable								(5,000)
(Not yet received)
Total funds for operation								65,000

Example 3:
456 Ltd
Summarised Profit & Loss Account
For year ended 31-Dec-09
											€
Sales											60,000
Other income (profit land sale)							  5,000
Less cost of goods sold								(15,000)
Gross profit										 50,000
Less expenses
Personal  €5,000
Depreciation €10,000								(15,000)
Operating profit									 35,000
Less interest expense								(1,000)
Profit before taxes									 34,000
Less provision for taxes								(14,000)
Net profit										 20,000
Less dividends									(2,000)
Net profit retained									 18,000

Fund Flow Statement 456 Ltd
											€
Operations
Net income										20,000
Add depreciation									10,000
Less profit sale of land								(5,000)
Total funds provided for operation							25,000

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.
Some reasons for causing of cash flow problems could include – Increase in sales volumes, too many credit sales in comparison to cash sales, too much stock for company requirements and low profits.
Unfortunately this is quite a common scenario and one in which a lot of companies have found themselves in.  Sometimes businesses with a very high net profit can encounter cash flow problems.  This can be due to a number of varying factors such as bad planning and unrealistic forecasts.  Sometimes a business will not plan effectively – they over purchase stock even though at the time they may have saved money initially by discounts received from bulk buying.  However by doing this they have greatly reduced the company working capital.  The question is do they have enough working capital to survive?  Or will they now need to restructure the company to enable it to free up more working capital.  Other factors could include an increase in sales meaning that more inventories were required.  So the business had to spend more of its working capital to purchase increased inventory in a shorter space of time to fulfil customer requirements.  However by doing so, the credit terms were increased and this therefore lead to the business requiring more working capital to ensure all operations ran successfully and all expenses were met.
Another factor could be credit sales much higher than cash sales.  This could result in credit sales not being received within agreed timelines and some debtors not paying at all – bad debts.  This has a knock on effect due to credit sales agreed terms were 60 days however the supplier agreed terms with the business were 30 days.  This would require the business to have enough working capital to cover 3 months inventory.
Running a business effectively requires precise planning and forecasting even then unforeseen factors also play an important part.  Please see examples below for illustration:

Example 1 – credit terms 60 days


123 Ltd
								€
Funds required to meet payables within 30 days	 60,000
Less funds received from customers
60,000x30/60						(30,000)
Fund required in the form of working capital		 30,000

Example 2 – credit terms 90 days
Funds required to meet payables with 30 days		 60,000
Less fund received from customers
60,000 x 30/90						(20,000)
Fund required in the form of working capital		 40,000

Another example of a cash flow problem could be a business secures a new contract – this means that the business will need to purchase more stock to cover the new contract.  Let’s say that the new contract requires the business to acquire additional stock – which is payable on receipt of goods.  However the contract terms with the new company are 30 days credit.  Therefore the business will be required to have a cash flow to cover the payment of goods on receipt even though they would not yet have received any payment for the goods due to the customer credit terms being 30 days.  
Other cash flow problems can occur if stock is increased due to higher sales volumes and the business is required to purchase more stock to fulfil orders.  However if the majority of the sales are credit sales and payment terms are generally 30 days the company although may show a high profit margin may very well be struggling with the cash flow.
Another example may be – a small business starts off with working capital of €500 the start up costs are €300 leaving a working capital of €200.  However during the 1st month they receive an order for 10 cases carrots costing €50 each.  Therefore the business is unlikely to have either the stock to cover the initial order or will it have the funds to purchase the inventory.  Even though the company would make a profit on the order once payment was received, it would not have enough cash flow to sustain the business and would maybe then rely on business loans, more capital or being able to obtain credit terms from the supplier.
· 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.
Without working capital a business cannot succeed.  If the working capital is not sufficient – not only will a business be unable to meet incoming orders, it also will be unable to purchase additional stock as and when required.  As well as the problem of not being able to purchase enough stock it is unlikely that the working capital will be enough to maintain company expenses – such as rent, salaries, taxes and maintenance etc.  So not only will this prevent a business from growing it is likely that it will lose business form current clients if it cannot fulfil orders.
Major sources of inward cash flow would be sales, loans, dividends/shares, sales of fixed assets or long term investments & capital.
Sales – products or services sold either credit or cash.
Loans – Usually from banks or other financial institutes.  Usually used to increase cash flow, increase/purchase assets.
Dividends/Shares -  Money paid or received for investments.
Sales of fixed assets/long term investments – Sale of machinery, land, premises.
Capital – The amount of investment from the owner/shareholders at business start up or during operations.
It is extremely important that the company plans ahead.  Budgetary forecasts are prepared and compared to previous periods/current trends.  If and where possible a contingency should be in place to cover unexpected costs or to ensure increased stock can be purchased or that money is available to cover maintenance of fixed assets and also an allowance for bad debts.  It is also a good idea to ensure that even though profit levels are high that the company can cover quieter periods, downward trends, bad credit, increased sales and inventory as and when required.
Either way if a company does not have sufficient cash flow it will eventually run into difficulties.  It is pointless to have a full book of business so to speak if the company has not got the cash flow to sustain it.  A company is required to spend money to make money and without working capital this will not be an option.
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