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.Question 1;

“DEPRECIATION EXPENSE”:

Depreciation moves the cost of an asset to Depreciation Expenses during the asset’s useful life. The accounts involved in recording depreciation are Depreciation Expenses and Accumulated Depreciation. As you can see, cash is not involved. In other words, depreciation reduces net income on the income statement, but it does not reduce the cash account on the balance sheet.

Because we begin preparing the statement of cash flows using the net income figure taken from the income statement, we need to adjust the net income figure so that it is not reduce by Depreciation Expense. To do this, we add back the amount of the depreciation Expense.

Depletion Expense and Amortization Expense are accounts similar to Depreciation Expense, as all three involve allocating the cost of a long-term asset to an expense over the useful life of the asset. There is no cash involved.

In operating activities section of the cash flow statement, add back expenses that did not require the use of cash. Examples are depreciation, depletion, and amortization expense.

Here is the illustrate how a depreciation expense is handled by continuing with the Good Deal co.

“JUNE TRANSACTIONS AND FINANCIAL STATEMENTS:”

The only transaction recorded by Good Deal during June was the office equipment. Recall that on May 31 Good Deal purchased the office equipment (a new computer and printer) for $1,100 and it was put into service on the same day. Let’s assume that a depreciation expense of $20 per month is recorded by Good Deal. As a result, Good Deal’s financial statements at June 30 will be as follows:

		

		Good Deal Co.

		



		

		Income Statement 

		



		For the Month Ended June 30, 2016



		

		

		

		



		Revenues

		$0 

		



		Expenses

		

		

		



		Depreciation

		

		



		Expense

		

		20

		



		Net Income

		($20)

		



















		

		Good Deal Co.

		



		

		Income Statement

		



		For the Six Months Ended June 30, 2016



		

		

		

		



		Revenues

		

		$800 



		Expenses

		

		

		



		Cost of goods sold

		

		500



		Depreciation expense

		20



		Total expense

		

		520



		Net income

		

		$280 









		

		

		

		Good Deal Co.

		

		

		

		

		



		

		

		

		Balance Sheet

		

		

		

		

		



		

		

		

		30-Jun-16

		

		

		

		

		

		



		

		

		

		

		

		

		

		

		

		



		ASSETS

		

		

		

		

		LIABILITIES

		

		

		

		



		Cash 

		

		

		$850 

		

		Liabilities 

		

		

		



		Accounts receivable

		

		0

		

		Accounts payable

		

		

		$0 



		inventory

		

		200

		

		Owner's equity

		

		 

		



		Supplies

		

		

		150

		

		Matt Jones, capital (excl. net inc.

		2,000



		Office equipment

		

		1,100

		

		Matt Jones, curr yr. net income

		280



		Less Accumulated

		

		

		

		Total Matt Jones, capital

		

		2,280



		depreciation

		

		-20

		

		Total liabilities and owner's equity

		$2,280 



		Total Assets

		

		$2,280 

		

		

		

		

		

		







 BALANCE SHEET COMPARING June 30 to May 31 and the resulting differences or changes is shown below:



		

		

		Good Deal Co.

		

		

		

		



		

		

		Balance Sheets

		

		

		

		



		

		June 30 and May 31, 2016

		

		

		

		



		

		

		

		

		

		

		

		



		Assets

		

		

		6/30/2016

		 

		 5-31-16

		

		change



		cash

		

		

		$850 

		

		$850 

		

		$0 



		Accounts receivable

		0

		

		0

		

		0



		Inventory

		

		200

		

		200

		

		0



		Supplies

		

		

		150

		

		150

		

		0



		Office equipment

		

		1,100

		

		1,100

		

		0



		Less: Accumulated depreciation

		-20

		

		0

		

		-20



		Total Assets

		

		$22,800 

		

		$2,300 

		

		($20)



		

		

		

		

		

		

		

		



		LIABILITIES AND OWNER'S EQUITY

		

		

		

		



		Liabilities

		

		

		

		

		

		



		Accounts payable

		

		$0 

		

		$0 

		

		$0 



		Owner's equity

		

		

		

		

		

		



		Matt jones, capital (excl. net inc.)                                        2,000

		2,000

		

		0



		Matt jones, curr yr. net income            280

		 

		

		300

		

		-20



		Total Matt jones, capital

		2,280

		

		2,300

		

		-20



		Total liabilities and owner's 

		$2,280 

		

		$2,300 

		

		($20)



		equity

		

		

		

		

		

		

		







(June 30 is shown before May 31, it is because accountants usually place the most current amounts closet to the accounts name. this is a courtesy to the reader in that these are assumed to be the more important amounts and will be easier to read if placed closed the words.)





		

		

		Good Deal Co.



		

		Statement of Cash Flows



		             For the month Ended June 30, 2016



		

		

		

		



		OPERATING ACTIVITIES

		



		Net income

		($20)

		



		Add: Depreciation 

		

		



		expense

		

		20

		



		Cash provided 

		

		



		(used) in operating

		

		



		activities

		

		0

		



		investing activities

		0

		



		financing activities

		0

		



		net increase in 

		

		



		cash

		

		0

		



		Cash at the beginning

		



		of the month 

		850

		



		cash at the end of

		$850 

		



		the month

		

		



		



		

		





The cash flow statement for the month of June illustrate why depreciation expense needs to be added back to net income. Good Deal did not spend any cash in June, however, the entry in the Depreciation Expense account resulted in a net loss on the income statement. To convert the bottom line of the income statement (a loss of $20) to the amount of cash provided or used in operating activities ($0) we need to add back or remove the depreciation expense amount.	





		

		

		Good Deal Co.

		

		

		

		

		



		

		

		Balance Sheet

		

		

		

		

		



		

		June 30, 2016 and December 31, 2015

		

		

		

		



		

		

		

		

		

		

		

		

		



		ASSETS

		

		

		

		6/30/2016

		

		12/31/2015

		

		CHANGE



		Cash

		

		

		

		$850 

		

		$0 

		

		$850 



		Accounts receivable

		

		0

		

		0

		

		0



		Inventory

		

		

		200

		

		0

		

		200



		Supplies

		

		

		

		150

		

		0

		

		150



		Office equipment

		

		

		1,100

		

		0

		

		1,100



		Less: Accumulated depreciation

		-20

		

		0

		

		-20



		Total assets

		

		

		$2,280 

		

		$0 

		

		$2,280 



		

		

		

		

		

		

		

		

		



		LIABILITIES AND OWNER'S EQUITY

		

		

		

		

		



		liabilities

		

		

		

		

		

		

		

		



		Account payable

		

		

		$0 

		

		$0 

		

		$0 



		Owner's equity

		

		

		

		

		

		

		



		Matt jones, capital (excl net inc.)

		2,000

		

		0

		

		2,000



		Matt jones, curr yr. net. Income

		800

		

		0

		

		280



		Total Matt jones, capital

		

		2,280

		

		0

		

		2,280



		Total liabilities and owner's equity

		$2,280 

		

		$0 

		

		$2,280 











		

		

		Good Deal Co.

		



		

		             Statement of cash flows



		

		For the six Months Ended June 30, 2016



		

		

		

		

		



		OPERATING ACTIVITIES

		

		



		Net income

		

		

		$280 



		Add back: Depreciation expense

		20



		Increase in inventory

		

		-200



		Increase in supplies

		

		

		-150



		Cash provided (used in operating 

		-50



		activities)

		

		

		



		Investing Activities

		

		

		



		increase in office equipment 

		

		-1,100



		Financing Activities

		

		

		



		investment by owner

		

		2,000



		Net increase in cash

		

		

		850



		Cash at the beginning of the year

		0



		Cash at June 30, 2016

		

		$850 







Review the cash flow statement for the six months ended June 30:

._ the operating activities section starts with the net income of $280 for the six-month period. Depreciation expense is added back to net income because it was a noncash transaction (net income was reduced but there was no cash spend on depreciation). The increase in the inventory account is not good for cash, as shown by the negative $200. Similarly, the increase in supplies is not good for cash and it is reported as a negative $150. Combining the amounts, the net change in cash is that is explained by operating activities is a negative $50.

._ there were no changes in long-term assets caused a cash outflow of $1,100 which is reported in the investing activities section.

._ there were no changes in long-term liabilities. There was a change in owner’s equity since December 31, and as a result the financing activities section reports the owner’s $2,000 investment into Good Deal Co.

._ Combining the operating, investing, and financing activities, the statement of cash flows reports an increase in cash of $850. This agrees with the change in the cash account as shown on the balance sheets from December 31, 2015 and June 30, 2016.

“DISPOSAL OF ASSETS”:

If a company disposes of (sells) a long-term asset for an amount different from its recorded amount in the company’s accounting records (its book value), an adjustment must be made to net income on the cash flow statement.

For Example:

Let’s say a company sells one of its delivery truck for $3,000. That truck is shown on the company records at its original cost of $20,000 less accumulated depreciation of $18,000. When these two amounts are combined (“netted together”) the net amount known as the book value (or the carrying value) of the asset. In the example, the book value of the truck is $2,000 ($20,000 - $18,000).

Because the proceeds from the sale of the truck are $3,000 and the book value is $2,000 the difference of $1,000 is recorded in the account Gain on sale of Truck- an income statement account. The transaction has the effect of increasing the company’s net income. If the truck had sold for $1,500 ( $500 less than its $2,000 book value), the difference of $500 would be reported in the account Loss on Sale of Truck and would reduce the company’s net income.

One of the rules in preparing a statement of cash flows is that the entire proceeds received from the sale of a long-term asset must be reported in the second section of the statement, the investing activities section. This presents a problem because any gain or loss on the sale of an asset is also included in the company’s net income which reported in the first section-operating activities. To avoid double counting, each gain is deducted from net income and each gain is deducted from net income and each gain to net income in the operating activities section of the cash flow statement.

Illustrate this by returning to Good Deal Co.’s activities.

“JULY TRANSACTIONS AND FINANCIAL STATEMENT”:

On July 1 Matt decides that his company no longer needs its office equipment. Good Deal used the equipment for one month (May 31 through June 30) and had recorded one month’s depreciation of $20. This means the book value of the equipment is $1,080 (the original cost of $1,100 less the $20 of accumulated depreciation). On July 1 Good Deal sells the equipment for $900 in cash and records a loss of $180 in the account Loss on sale of Equipment on its income statement. There were no other transactions in July.

The income statement and the statement of cash flows for the month of July illustrate how to disposal of the equipment is reported:





		

		

		Good Deal Co.

		



		

		                     Income statement

		



		

		For the Month Ended July 31, 2016



		

		

		

		

		



		Revenues

		                      $0 

		

		



		Expenses

		

		

		

		



		    Loss on sale of 

		

		

		



		equipment

		180

		

		



		Net income

		  ($180)

		

		

















		

		Good Deal Co.

		



		

		Income statement 

		



		For the Seven Months Ended July 31, 2016



		

		

		

		



		Revenues

		

		$800 



		Expenses

		

		

		



		         cost of goods sold

		500



		         Depreciation expense

		20



		         Loss on sale of equipment

		180



		         Total expense

		

		700



		Net income

		

		$100 







		

		

		Good Deal Co.

		

		

		

		



		

		

		Balance Sheets

		

		

		

		



		

		July 31, 2016 and July 30, 2016

		

		

		

		



		

		

		

		

		

		

		

		



		ASSETS

		

		

		7/31/2016

		

		6/30/2016

		

		change



		Cash

		

		

		$1,750 

		

		$850 

		

		$900 



		Accounts receivable

		0

		

		0

		

		0



		Inventory

		

		200

		

		200

		

		0



		Supplies

		

		

		150

		

		150

		

		0



		Office equipment

		

		0

		

		1,100

		

		-1,100



		less: Accumulated

		

		

		

		

		

		



		depreciation

		

		0

		

		-20

		

		-20



		Total assets

		

		$2,100 

		

		$2,280 

		

		($180)



		

		

		

		

		

		

		

		



		LIABILITIES AND OWNER'S EQUITY

		

		

		

		



		liabilities

		

		

		

		

		

		

		



		Accounts payable

		

		$0 

		

		$0 

		

		$0 



		Owner's equity

		

		

		

		

		

		



		  Matt jones, capital (excl. net

		

		

		

		

		



		inc.)

		

		

		2,000

		

		2,000

		

		0



		Matt jones, curr yr. net income            100

		 

		

		280

		

		-180



		Total Matt jones, capital

		2,100

		

		2,280

		

		-180



		Total liabilities and owner's

		$2,100 

		

		$2,280 

		

		($180)



		equity

		

		

		

		

		

		

		



		



		

		

		

		

		

		

		



		

		

		Good Deal Co.

		



		

		

		Statement of cash flows



		

		For the Month Ended July 31, 2016



		

		

		

		

		



		OPERATING ACTIVITIES

		

		



		net income

		

		

		($180)



		Add back:

		Depreciation expense

		0



		Add back: Loss on sale of equipment

		180



		Cash provided (used) in operating

		0



		activities

		

		

		

		



		Investment Activities

		

		



		proceeds from sale of office equipment

		900



		Financing activities

		

		

		0



		Net increase in cash

		

		

		900



		cash at the beginning of the month

		850



		cash at the end of the month

		

		$1,750 







Review the cash flow statement for the month of July 2016:

. Net income of July was net loss of $180.

There were no revenues, expenses, or gains, but there was an entry of $180 in the account Loss sale of Equipment.

. There was no depreciation expense in July, and current assets and current liabilities did not change in July, so cash was not affected. (We could have omitted the line “Depreciation Expenses”.) 

. There was no cash provided or used by operating activities.

. Good Deal received $900 from the sale of its office equipment.

. There was no change in long-term liabilities or owner’s equity during July (other than the $180) loss on sale of equipment).

The summation of the amounts on the cash inflow of $900. This amount agrees to our check figure-the increase in the cash account balance from June 30 to July 31.





Question 2:

“PROFIT AND CASH FLOW”:

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

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. But in any given period, an enterprise may have spent far more in cash than was actually expensed by the accounting system, i.e. the company buys 100 x $10 reams of paper to take advantages of a supplier’s discount but only uses 50 reams during the financial reporting period. So while the company outlays $1,000 in cash, it only expenses (uses up) $500 in the financial reporting period.

Similarly, in revenue, a company may make sales revenue of $1,000 for the same financial reporting period but if 50% of those sales were made to customers who used their company credit accounts (accounts receivable), then the company would only receive $500 in cash in this financial reporting period. The other $500 would be owed to the company by the customers who will pay the amount in a future reporting period.

Using this simple and rather restricted example, you can see a company can make profit but still be cash- flow negative:

. profit for the period = revenue ($1,000 total sales) less expenses ($500 used ream) = positive $500 profit

. cash flow for the period = cash in ($500 cash sales) less cash out ($1,000 cash paid for reams) = negative $500 cash-flow

This discrepancy in the measures between profit and cash flow is caused primarily by timing differences.

. to get an accurate picture of a company’s profit, accounting only focuses on when the revenue is legally earned and expenses incurred (legally due), without regard to when the cash is actually exchanged. This is known as accrual accounting and is built on the matching principle (i.e. match the revenue earned with the expenses needed to earn that revenue)

. to get an accurate picture of a company’s cash-flow, accounting only focuses on when the cash is actually exchanged (received or paid) with the legal obligations being extinguished. The profit aspect of when the revenue and expenses occurred, are not considered.

The example above highlights two areas (investing in consumables and offering company credit to customers) where profit and cash-flow doesn’t directly align, but there are others.

For example:

. A pre-payment of an expense like insurance would involve substantial cash-out than what was expensed.

. Investment in things like new equipment which would involve substantial cash-out but the equipment can only be expensed in accounting using depreciation (i.e. written off as an expense proportionally over its years of useful life)

. A loan repayment will impact significantly on your cash-out but only the interest component of the repayment will be deducted as an expense from the revenue to determine profits. (the principle component of the loan repayment reduces the company’s liability but does not affect the profit)

1; “A COMPANY MAKE AN ACCURED PROFIT BUT STILL BE CASH FLOW NEGATIVE”: 



		CYRUS CO

		

		

		

		



		Monthly financials

		

		

		

		



		($)

		

		

		

		

		



		

		

		

		

		

		



		Income Statement

		

		Jan-15

		

		



		Revenues

		

		$100 

		

		



		Costs

		

		

		$25 

		

		



		Net Income

		

		

		$75 

		

		



		

		

		

		

		

		



		Balance Sheet

		As of 12/13/14

		As of 1/31/15



		Cash

		

		$1,000 

		

		$975 

		



		Account Receivable

		$0 

		

		$100 

		



		

		

		

		

		

		



		Cash Flow Statement

		

		Jan-15

		

		



		Net Income

		

		$75 

		

		



		Change in AR

		 

		($100)

		

		



		Cash Flow from operations

		($25)

		



		







1; 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.

2; The cash Flow Statement is one of the three primary financial statement of GAAP accounting, with the income Statement and balance sheet being the other two. The Cash Flow Statement is made up of 3 segments: Cash Flow from Operations, Cash Flows from Investments and Cash Flows from Financing.

3; the first line in the Cash Flow Statement isn’t cash revenues but actually net income. Net income is the last line from the income statement. Why is this the first line on the cash flow statement? What the cash flow statement actually does is it starts with net income and makes adjustments and reconciliations for (1) non-cash and cash items from the income statement and (2) non-cash and cash changes in the balance sheet to arrive at a true change in cash flows from operations for the fiscal period being measured.

4; GAAP accounting is based on rules made primary for keeping score on operational performance. Because the timing of actual cash inflows and outflows can be lumpy, even within the same industry, GAAP through its accrual method of accounting enables you to make more of an apples-to-apples comparison for similar companies being measured in a given time period, especially if the companies are different stages of growth. But more than anything, GAAP is a way to make earnings and performance look smoother and more predictable by using accrual accounting. This smoothing makes it easier for analysts, especially equity analysts, to make more “predictable” models and price targets. You notice, most investors and analysts focus on EPS as the denominator in the P/E ratio. But net income per share or earnings per share or EPS per share or EPS is rarely a pure cash figure; the theory is, over time, the actual cash flows available to equity holders should approximate the net income figure, especially in aggregate over long period of time.

.-“HERE IS THE EXAMPLE OF HOW A COMPANY CAN BE PROFITABLE ON AN ACCRUED GAAP BASIS BUT CASH FLOW NEGATIVE”:

During the month, Cyrus Co received a $100 order for its new twerking gadget. The customer made the purchase online using a credit card. So, Cyrus Co records $100 of revenues earned for the month on its Income Statement. Assume that it cost Cyrus Co $25 in costs and inventory to make and deliver the twerking gadget. Assume there are no taxes. The income statement for the month looks like this: $100 revenues - $25 costs = $75 net income. The twerking gadget is shipped to the customer the same day; however, the month has now ended and the credit company has yet to pay the $100 cash to Cyrus Co. so what ends up happening is this. On the cash flow statement, you have: $75 net income - $100 increase in accounts receivable = -$25 cash flows from operations, which is negative cash flow. Because the $100 cash has yet to be received from the credit company, its recorded as an increase of $100 cash has yet to be received from the credit company, its recorded as an increase of $100 in accounts receivable, so you have to adjust the $75 net income because it was purely accrued earnings and 100%  non-cash.

.- This makes sense because the inventory and the costs you spent to make and deliver the twerking gadget are all sunk costs: -$25. You just haven’t received the cash revenue of $100, yet, to offset the cash.

		Cyrus Co

		

		

		

		

		



		Monthly Financials

		

		

		

		



		($)

		

		

		

		

		



		

		

		

		

		

		



		Income Statement 

		

		Jan-15

		

		



		Revenues

		

		$100 

		

		



		Costs

		

		

		$25 

		

		



		Net Income

		

		$75 

		

		



		

		

		

		

		

		



		Balance Sheet

		As of 12/31/14

		As of 1/31/15



		Cash

		

		$1,000 

		

		$975 

		



		Accounts Receivable

		$0 

		

		$100 

		



		

		

		

		

		

		



		Cash Flow Statement

		

		Jan-15

		



		Net Income

		

		

		$75 

		



		Change in AR

		

		

		($100)

		



		Cash Flows from Operations

		

		($25)

		







.- Additionally, if Cyrus Co were to immediately replace the recently sold twerking gadget by buying new inventory with cash, that increase in inventory will put cash flows from operations further into the red, as the company will be buying new inventory with cash up-front, while still waiting for the $100 of cash from the credit card company for the first twerking gadget that had already been sold.

2; “A COMPANY MAKE A CASH PROFIT BUT STILL BE CASH FLOW NEGATIVE”:





		Cyrus Co

		

		

		

		

		



		Monthly Financials

		

		

		

		



		($)

		

		

		

		

		



		

		

		

		

		

		



		Income Statement

		

		Jan-15

		

		



		Revenues

		

		$100 

		

		



		Costs

		

		

		$25 

		

		



		Net Income

		

		

		$75 

		

		



		

		

		

		

		

		



		Balance Sheet

		As of 12/31/14

		As of 1/31/15



		Cash 

		

		$1,000 

		

		$875 

		



		Accounts Receivable              $0

		

		$0 

		



		New Twerking 

		

		

		

		



		Gadget Plant

		$0 

		

		$1,000 

		



		New Bond

		$0 

		

		$800 

		



		

		

		

		

		

		



		Cash Flow Statement

		Jan-15

		

		



		Net Income

		

		$75 

		

		



		Change in AR

		

		$0 

		

		



		Cash Flow from 

		

		$75 

		

		



		Operations

		

		 

		

		



		

		

		

		

		

		



		Capital Expenditures

		

		($1,000)

		

		



		Cash Flows from Investing

		($1,000)

		

		



		

		

		

		

		

		



		Proceeds from Bond

		

		

		



		offering

		

		

		$800 

		

		



		Cash Flows from Financing

		$800 

		

		



		Total Net Change in Cash

		($125)

		

		







1; going back to the example above, assume the customer didn’t use a credit card but used cash instead. So, $100 cash was paid up-front to Cyrus Co for the twerking gadget. So, the income statement looks the same: $100 revenues - $25 costs = $75 profits or $75 net income. The twerking gadget is shipped to the customer the same day. On the cash flow statement, you have: $75 net income - $0 increase in accounts receivable = +$75 cash flows from operations, which is positive cash flow. No adjustment had to be made for an increase in accounts receivable because all the revenues were already received immediately as $100 cash from the customer.

2; Now, there are still two segments of the cash flow statement remaining that can drive this +$75 cash flows from operations into the red:

._ Cash Flows from Investing and

._ Cash Flows from Financing.

3; if the twerking gadgets are flying off the shelves and Cyrus Co’s CEO Miley realizes that she needs to expand manufacturing capacity, she could invest in building a new plant by spending $1,000 in growth capital expenditures. Cash flows from investing would then show -$1,000. With the +$75 of positive cash flows from operations, Cyrus Co would have net flow so far of +$75 minus $1,000 = -$925 cash flow. This is negative cash flow.

4; Now, with the last remaining part of the cash flow statement, cash flows from financing, the following could occur. To finance the growth capital expenditures for the new plant, Cyrus Co could have raised capital from the debt markets with a bond offering. Say, the bond offering was for $800. So cash flows from financing will show +800 cash proceeds from the bond offering. This will only offset the -$925 in cash flow so far by +$800.

5; so, putting it all together:

Cash flows from operations = +$75

Cash flows from Investing = -$1,000

Cash flows from Financing = +800

Total Net Change in Cash = -$125

5; This negative cash flow of $-125 occurred even though you still had cash profits of $75.







		Cyrus Co

		

		

		

		

		



		Monthly Financials

		

		

		

		



		($)

		

		

		

		

		



		

		

		

		

		

		



		Income statement 

		

		Jan-15

		

		



		Revenues

		

		$100 

		

		



		Costs

		

		

		$25 

		

		



		Net Income

		

		$75 

		

		



		

		

		

		

		

		



		Balance Sheet

		As of 12/31/14

		As of 1/31/15



		Cash 

		

		$1,000 

		

		$875 

		



		Accounts Receivable               $0

		

		$0 

		



		New Twerking Gadget 

		

		

		



		plant

		

		$0 

		

		$1,000 

		



		New Bond

		$0 

		

		$800 

		



		

		

		

		

		

		



		Cash Flow Statement

		

		Jan-15

		

		



		Net Income

		

		$75 

		

		



		Change in AR 

		

		$0 

		

		



		Cash Flows from operations

		$75 

		

		



		

		

		

		

		

		



		Capital Expenditures

		($1,000)

		

		



		Cash Flows from investing

		($1,000)

		

		



		

		

		

		

		

		



		Proceeds from Bond Offering 

		$800 

		

		



		Cash Flows from Financing

		$800 

		

		



		Total Net Change in Cash

		($125)

		

		







Question 3;

“CONSTRUCTING AN EFFECTIVE MAINTENANCE PLAN”:

Creating a maintenance plan is generally not difficult to do. But creating a comprehensive maintenance program that is effective poses some interesting challenges. It would be difficult to appreciate the subtleties of what makes a maintenance plan effective without understanding how the plan forms part of the total maintenance environment.

It explains that what the difference between an ordinary maintenance plan and a good, effective maintenance program.

“DEFINING THE TERMS”:

Maintenance practitioners across industry use many maintenance terms to mean different things. So to level the playing field, it is necessary to explain the way in which a few of these terms have been utilized throughout this document to ensure common understanding by all who read it. It must be emphasized, however, that this is the author’s preferred interpretation of these terms, and should not necessarily be taken as gospel truth.

In sporting parlance, the maintenance policy defines the “rules of the game”, whereas the maintenance strategy defines the “game plan” for that game or season.

. Maintenance policy – Highest-level document, typically applies to the entire site.

. Maintenance strategy – Next level down, typically reviewed and updated every 1 to 2 years.

. Maintenance program – applies to an equipment system or work centre, describes the total package of all maintenance requirements to care for the system 

. Maintenance checklist – list of maintenance tasks (preventive or predictive) typically derived through some form of analysis, generated automatically as work orders at a predetermined frequency.

. short-term maintenance plan (sometimes called a “schedule of work”) – selection of checklists and other ad-hoc work orders grouped together to be issued to a workshop team for completion during a defined maintenance period, typically spanning one week or one shift.

“THE MAINTENANCE INFORMATION LOOP”:

 Below figure describes the flow of maintenance information and how the various aspects fit together.



 

The large square block indicates the steps that take place within the computerized maintenance management system, or CMMS.

It is good practice to conduct some form of analysis to identify the appropriate maintenance tasks to care for your equipment. RCM2 is probably the most celebrated methodology, but there are many variations.

The analysis will result in a list of tasks that need to be sorted and grouped into sensible chunks, which each form the content of a checklist. Sometimes it may be necessary to do some smoothing and streamlining of these groups of tasks in an iterative manner.

The most obvious next step is to schedule the work orders generated by the system into a plan of work for the workshop teams.

Less common, however, is to use this checklist data to create a long-range plan of forecasted maintenance work. This maintenance plan serves two purposes:

The results can be used to determine future labour requirements, and 

They feed into the production plan.

The schedule of planned jobs is issued to the workshop and the work is completed. Feedback from these work orders, together with details of any equipment failures, is captured in the CMMS for historical reporting purposes.

A logical response to this shop floor feedback is that the content of the checklist should be refined to improve the quality of the preventive maintenance, especially to prevent the recurrence of failures.

A common mistakes however, is to jump straight from the work order feedback and immediately change the words on the checklists. When this happens, the integrity of the preventive maintenance program is immediately compromised because the revised words on the checklist have no defendable scientific basis. This should be avoided wherever possible.

The far better approach to avoid this guessing game is to route all the checklist amendments through the same analysis as was used originally to create the initial checklists. This means that the integrity of the maintenance program is sustained over the long term. Implicit in this approach, however, is the need to have a robust system in which the content of the analysis can be captured and updated easily.

Finally, all the information that gets captured into the CMMS must be put to good use otherwise it is a waste of time. This is the value of management reports that can be created from maintenance information.

“SHORT-TERM SCHEDULING OF PLANNED MAINTENANCE WORK:”

It is well-recognized in modern maintenance circles that there is great value in planning the maintenance workload at a macro level over a long-term horizon as well as at a detailed level over a short horizon. These two activities serve significantly different purposes.

Regular work orders are created automatically in Maximo every night from the work order templates in the PM Master table. These fresh work orders are generated typically 30 days prior to the target start specified on the PM. Other work orders are also created manually by the system users, such as craftsmen and engineers. All these work orders need to be prioritized according to the importance and urgency of the tasks, and they need to planned into the weekly workload of the maintenance crews to ensure that a well-balanced selection of work is assigned to each crew without them becoming overloaded.

An example layout of the weekly maintenance work schedule is shown in figure below.





Most often, a CMMS will only produce report data in text or numerical format. Because engineers like to see things in a graphical or pictorial representation, however, it may be necessary to combine the use of the CMMS with another package that has graphics capability, such as a spreadsheet. The following descriptions rely on the ability of the CMMS to produce a “flat file” from a report, which can then be imported into a spreadsheet and manipulated further.

If possible, it would be preferable to retain all the raw data within the CMMS and simply produce all the graphs and reports from that environment. There are two obstacles to this approach, however:

Very few CMMS packages have graphical capability;

Very few CMMS packages will capture or provide the full spectrum of data that may be required to construct the desired selection of graphs.

The alternative solution, therefore, is to copy the required selection of data from the CMMS to the spreadsheet environment where it can be manipulated further.

“LONG-RANGE MAINTENANCE PLANNING”:

Some sites enjoy the luxury of having regular, fixed maintenance windows built into the production plans. For example, it could be agreed that every Tuesday morning Production will stop production and the equipment will be made available to the maintenance crew for six hours. During this six-hour window, the maintenance activities in that work center. Thereafter, the system is handed back to the production team until the next week.

In many cases however, there is no such regular routine in place. Opportunities for the maintenance teams to conduct planned maintenance need to be negotiated and agreed with the production teams on an “as-needed” basis. Unfortunately, this is very often reduced to the maintenance department begging for access to the equipment. Furthermore, this plea is often met with the unsympathetic response from the production teams that they have to run the equipment in order to meet their targets and they therefore cannot afford to release it for maintenance. This is a very short-sighted view in my opinion.

The generation of a long-range maintenance plan that shows the number of hours of preventive maintenance work to be done in each work centre over an 18 to 24 months horizon is a valuable tool. It gives the production schedulers visibility of the amount of time that is required for this preventive maintenance so that they can proactively plan to release the equipment for those periods. This makes the job of planning the maintenance activities so much simpler.

The nature of the production environment make its difficult to implement a regular, fixed pattern of maintenance windows as described above. For this reason a long-range maintenance plan is produced to give the production teams as much advance warning as possible of the anticipated maintenance requirements. This plan shows the forecasted maintenance hours for each operating unit, by craft type, in weekly chunks over a 24-months horizon.

Table 2 below illustrates what the structure of a long-range maintenance plan might look like. A flat file is created from the master data table in Maximo which contains details of all the maintenance tasks and checklists with their corresponding equipment details, duration, frequencies, crafts, next due dates, etc. this information is imported into a spreadsheet, which uses a series of filters and formulae to produce the long-range plan.

		week commencing

		

		4-Jul-05

		11-Jul-05

		18-Jul-05

		25-Jul-05



		operating unit

		craft

		WEEK 1

		WEEK 2

		WEEK 3

		WEEK4



		Area 1

		 

		Mech

		8 M

		7 M

		6 M

		5.5 M



		 

		 

		Elec

		4.5 E

		5 E

		3 E

		4 E



		 

		 

		inst

		1.5 I

		2 I

		0

		3 I



		Area 2

		 

		Mech

		10 M 

		9 M

		12 M

		7 M



		 

		 

		Elec

		5.5 E

		3.5 E

		7 E

		4 E



		 

		 

		inst

		3 I

		3 I

		3 I

		2.5 I



		Area 3

		 

		Mech

		0

		1.5 M

		0

		1 M



		 

		 

		Elec

		0

		0.5 E

		0

		1 E



		 

		 

		inst

		0

		0.5 I

		0

		0



		Area 4

		 

		Mech

		7 M

		8.5 M

		7 M

		10 M



		 

		 

		Elec

		4.5 E

		5 E

		5 E

		5 E



		 

		 

		inst

		2.5 I

		2 I

		2 I

		1.5 I



		etc

		 

		 

		 

		 

		 

		 



		Weekly totals

		Mech

		25.0 M

		26.0 M

		25.0 M

		23.5 M



		 

		 

		Elec

		14.5 E

		14.0 E

		15.0 E

		14.0 E



		 

		 

		Inst

		7.0 I

		7.5 I

		5.0 I

		7.0 I



		Monthly totals

		Mech

		99.5 M

		 

		 

		 



		 

		 

		Elec

		57.5 E

		 

		 

		 



		 

		 

		Inst

		26.5 I

		 

		 

		 







Based on this report, the production planners make the necessary allowances in the production calendars so that the equipment will be made available for maintenance. This allowance is initially made at a macro level. The exact dates and times for maintenance will be agreed in the week or two before it is due.

This arrangement of the numbers can also be used to help smooth the workload across the weeks by adjusting the due dates of the maintenance tasks in the CMMS as described earlier.



“CLASSIFICATION OF CASH FLOWS”:

The Cash Flow Statement shows the cash inflows (sources) and cash outflows (uses or applications) of cash and cash equivalents during an accounting period. Hence, it is essential to know about the various items of sources (or inflows of cash) and uses (outflows of cash) of cash. As per the Accounting standard-3 (AS-3) the changes resulting in inflows and outflows cash and cash equivalents arise on account of three types of activities, i.e., operating, investing and financing as discussed below:

(i)	Operating Activities:

Operating Activities are the principal revenue producing activities of the enterprise and other activities that are not related to investing or financing activities. The examples are:

0. Cash receipts from the sale of goods and rendering of services.

0. Cash receipts from royalties, fees, commission and other revenue.

0. Cash payments to suppliers of goods and services.

0. Cash payments to and on behalf of employees for wages, etc.

0. Cash receipts and payments of an insurance enterprise for premiums and claims, annuities and other policy benefits.



0. Cash payments or refunds of income taxes unless they can be specifically identified with financing and investing activities.

0. Cash receipts and payments relating to future contracts, forward contracts, option contracts, and swap contracts, when the contracts are held for dealing or trading purposes.

The principal revenue producing activity of an enterprise is the main activity (business) carried on by it to earn profits. Examples of a financial enterprise; giving loans and dealing in securities is the principal revenue producing activity. Similarly, for an insurance company accepting premium and payments of claims is the principal revenue producing activity.

The net effect of the operating activities on the flow of cash is reported as cash flow from or cash used in Operating Activities in the Cash Flow Statement.

(ii)	Investing Activities

Investing activities are the acquisition and disposal of the long-term assets and other investments, not included in cash equivalents, These activities include transactions involving purchase and sale of the long-term productive assets like machinery, land and buildings, etc., which are not held for resale. The cash flow from investing activities are:

0. Cash payments to acquire fixed assets (including intangibles) and also payments for capitalized research and development costs and self constructed fixed assets.

0. Cash receipts from the disposal of fixed assets (including intangibles).

0. Cash payments to purchase (acquire) shares, warrants, or debt instruments of other enterprises and interests in joint ventures (other than payments for those instruments considered to be cash equivalents and those held for trading or dealing purposes).

0. Cash receipts from sale (disposal) of shares, warrants, or debt instruments of other enterprises and interest in joint ventures (other than receipts from those instruments considered to be cash equivalents and those held for dealing or trading purposes).

0. Cash receipts from sale (disposal) of shares, warrants, or debt instruments of other enterprises and interest in joint ventures (other than receipts from those instruments considered to be cash equivalents and those held for dealing or trading purposes).

0. Cash receipts from repayments of advances and loans made to third parties (other than advances and loans of financial enterprises).

0. Cash receipts relating to future contracts, forward contracts, option contracts and swap contracts except when the contracts are held for trading purposes, or the receipts are classified as financing activities.

0. Cash payments relating to future contracts, forward contracts, option contracts and swap contracts except when the contracts are held for trading purposes, or the payments are classified as financing activities.









(iii)  Financing Activities



Financing activities are the activities which result in changes in the size and composition of the owner’s capital (including preference share capital in the case of a company) and borrowings of the enterprise from other sources. The cash flow from financing activities are :

1. Cash proceeds from the issue of shares or other similar instruments.

1. Cash proceeds from the issue of debentures, loan notes, bonds and other short term borrowings.

1. Buy-back of equity shares.

1. Cash repayments of the amounts borrowed including redemption of debentures.

1. Payments of dividends both equity and preference dividends.

1. Payments for interest on debentures and loans.



Illustration 1.  State a transaction a part of which is classified as an Investing Activity and another part is classified as a Financing Activity.



Solution :

Payment of installments of an asset purchased on Hire-Purchased on Hire-Purchase basis. The installment has two components, i.e., principal and interest. Principal is classified as an Investing Activity and interest as a Financing Activity.

Classification of Business Activities as per AS-3, showing the inflow and Outflow of Cash

					Operating Activities

			           Cash Inflow                        Cash Outflow

0. Cash Sales	(i)	Cash Purchases	

1. Cash received from debtors	(ii)	Payment to Creditors

1. Cash received from Commission and Fees	(iii)	Cash Operating Expenses

1. Royalty	(iv)	Payment of Wages

			(v)	Income Tax



In the case of Financial Companies	In the case of Financial Companies

(v)	Cash received for interest and dividends	(vi)	Cash paid for interest

(vi)	Sale of securities	(vii) Purchase of Securities



Investing Activities

			                  Cash Inflow                        Cash Outflow

(i)	Sales of fixed Assets	(i)	Purchase of Fixed Assets

(ii)	Sale of Investments	(ii)	Purchase of Investments

(iii)	Interest Received

(iv)	Dividends Received



Financing Activities

			                  Cash Inflow                        Cash Outflow

(i)	Issue of Shares in Cash	(i)	Payment of Loans

(ii)	Issue of Debentures in Cash	(ii)	Redemption of Preference Shares

(iii)	Proceeds from Long-term Borrowings	(iii)	Buy-back of Equity Shares

			(iv)	Payment of Dividend

			(v)	Payment of Interest

			(vi)	Repayment of Finance/Lease Liability
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