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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. 
	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)
The reason the the expenses are added to the Cash Flow Statement, is so that the changes in the cash of the business, can be monitored for changes, and then calculated.

For example, in the Profit Based Cash Statement, the beginning is with the opening cash, and then changes in both current and fixed assets, and the current and long term liabilities are recorded, so that we can arrive at the closing cash balance. The resulting closing cash balance, will show the changes in the opening cash balance.

Those changes in the various assets and liabilities, are taken, when considering the all three categories of operating, financial, and financial activities of the business.

That is done, by using the Balance Sheet and the Profit and Loss account, and the entries in them.
On the picture bellow, there are the various expenses added to the Cash Flow Statement:

· Increase in liabilities is also an expense for the business, because the business will owe money to someone, like paying creditors for example.

· Decrease in current assets, which is always an expense for the business.

· Bills payable, which are an expense now, which will be paid some time in the future.

· Tax payment is another expense.

· Payment of dividends.
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‘Add/(deduct): Cash flow from Operating Activities

‘Net profit (Ref: P&L Adjustment a/c) [ 1,01,000
Add: Ni| 7000
Decrease in current assets 7,000
Increase in current liabilties:
Sundry Creditors
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Deduct: 24,000] 67,000
Increase in current assets 32,000
Debtors 11,000
Stock

Bill Receivable
Decrease in Current labilities 5,000 25,000 [92,000| 16,000
Bills payable: 20,000
Payment of tax

'Add/(deduct): Cash flow from Investing activities

'Add: Sale of Plant & Machinery 25000] 60,000
Add: Sale of Investment 35,000

Deduct: Purchase of Plant and Machinery | 91,000 | 1,76,000 | (1,16,000)
Deduct: Purchase of Investment 85,000

'Add/(deduct): Cash flow from Financing Activities

'Add: Issue of share capital 1,00,000
Share premium 60,000
Deduct: Payment of dividend 1,60,000| 130,000
Closing Cash Balance as on 31.3.2013 30,000 | 50,000





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)
One of the reasons that a company can have a cash flow problems, is because many things can be paid with cash only. For example, electricity bills, cash dividends and taxes, must be paid in cash. Even if the business has a very high net profit, it is not applicable to paying for those expenses. 

Also, a retail business has to keep some amount of cash, to pay for its customers, if needed. Another reason to invest and keep cash in the business is for example, if a businessman has to pay his own employees in cash, or if he has to pay his suppliers in cash. 

There are some assets in the business, which can not be liquidised or turned into cash very quickly, so they are not useful, if something has to be paid in cash. For example, a van, which is used in the business, and which is a long term asset, or a fixed asset, is not so easy to convert into cash. But some current assets, which are supposed to remain in the business for maximum one year, like account receivable, or stock, can be converted to cash, or are an eventual cash source, so they can be used to pay with cash in the business.

Also, the net profit is realised or made clear, at the end of accounting period, or at the end of the accounting year, by preparing the income statement, so if the business needs to pay cash, for whatever expense, it has to have an amount of cash available, at any time, for that purpose.
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)

The amount of working capital in the business needed, will depend of what type of business it is. Some businesses, need to have a large amount of working capital, but other businesses, do not need that big amount of working capital. 

Another way, in which the working capital growth in the business is determined, is by the sales made by the business. 

A third determination factor, which influences the maintaining of a specific amount of working in the business, is the length of the accounting year, or the accounting period. If the accounting cycle or period of the business is short, the current assets will be converted into cash faster, so less working capital is needed in that business.

The working capital is; Current Assets-Current Liabilities. That is, the amount of assets left in the business, after the liabilities have been paid. That is the current assets, which can be converted into cash. And that cash, can be used to pay for taxes, suppliers, bills in the business. 

It is important to maintain a high working capital, because that means, that business has a higher amount of current assets. A high amount of current assets, is good for the business, because the business, can use those assets to pay for its own obligations and to run properly. The working capital is a type of 'fund', for the business. The higher the 'funds', the better for the business.

The working capital is also important, because it is used to finance some of the assets for the business, which can not be financed in some other ways.

The major sources of inward cash flow are;
· Operating activities

Activities like sales, interest received, and dividends received. 

· Investing activities

When the business sells fixed assets, the income is an inflow of cash.

· Financing activities

Debentures, long term loans, and preference shares, the issue of capital,  are about the inflow of cash in the business.
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