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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'?
The cash flows reported in the operating activities section of the cash flow statement can be presented using one of two methods: direct method or indirect method. Most companies present the operating section of the cash flow statement using an indirect approach under which they start with accrual-basis net income and adjust that figure to obtain the cash generated or used by operations. This section of the cash flow statement includes the following adjustments to net income to determine the cash generated or used by operations:
1. Expenses that reduced net income this period but did not use cash must be added back.
2. Cash payments made this period for expenses of other periods must be deducted.
3. Revenues that did not result in cash inflows during the current period must be deducted.
4. Cash collections for revenues earned in other periods must be added.
[bookmark: _GoBack]5. Items reported in the income statement but not directly related to normal operations must be removed.
Changes in deferred income taxes - companies must report income tax expense on an accrual basis by matching tax expense to reported income. If temporary differences exist between the income reported in the income statement and that reported on the tax return, a deferred tax liability or asset is affected. In addition, the tax expense reported in the income statement is different from cash tax payments. Therefore, the cash flow statement must report an adjustment to bring net income to the amount of cash generated from operations. 
Depreciation, or the amount of cost recognized during the period under the matching concept, is an allocation of the original cost of the asset. The depreciation expense recognized during a period is not a cash expense and it does not result in a decrease in the cash balance. Cash was reduced initially when the asset was first acquired. The expense is simply an accountant’s allocation of a cost incurred previously. Therefore, while income for the period is decreased by the amount of the depreciation expense, cash is not. If we are interested in the amount of cash generated by a company’s operations, then we need to add back the amount of depreciation expense to the company’s net income.
The amortization of intangible assets and the depletion of natural resources also result in noncash expenses. As with depreciation, these expenses are deducted to get net income, but do not use cash. Therefore, they are added back to net income to get the amount of cash generated from operations.
Gains and Losses - Companies often include in their income statements gains and losses that are not directly related to their regular operations. For example, companies often report gains and losses from disposing of investments or fixed assets, and from retiring debt. Because these gains and losses are not related to regular operations, they must be eliminated from the operating section of the cash flow statement. 
Changes in currents assets and liabilities - Current assets and current liabilities are important in the operations of a company and facilitate the flow of resources through the operating cycle.
Because current assets and liabilities play such an important role in the way that cash moves through the operating cycle, changes in these items must be considered in determining the cash generated from operations. For example, sales increase income, but if the sales are on credit and the receivables are not immediately collected, no cash is generated. Thus, the cash generated from operations during the period can be determined only after adjusting net income for the change in receivables during the period: if receivables increase, less cash is collected than if receivables decrease.

2. Why a company with very high net profits can still be in cash flow problems? List and explain three main reasons using examples.
A cash flow problem can be defined as when a business does not have enough cash to be able to pay its liabilities. A business has the option of meeting its obligations and liabilities with cash or cheque. It is, however, very important to distinguish between ‘profit’ and ‘cash’. Electricity bills, taxes, cash dividends, and creditors cannot be paid through net profit, therefore, the business must possess actual cash to meet these commitments. The importance of having cash can be highlighted by the fact that even a profitable business can get into serious trouble if it is unable to fulfill its cash requirements on time. Here are some examples of the situation:
- Investing in Consumables - a vendor had a sale on an inventory item and a company takes advantage of the sale and buys $1,000 of the item, but only sells $500 worth of the item during the reporting period. In this case, company’s cash account would be reported on the balance sheet as a negative ($500 cash in, minus $1,000 cash out = -$500) but wouldn’t show up on the income statement because its not a cost until company sells that product.
- When a customer pays on credit the income statement has revenue but there’s no cash being added to the bank account. Similarly, any cash down payment will be reflected in the cash account and the balance of the customer’s purchase will appear in accounts receivable on the balance sheet. Meanwhile, the entire sale is recognized as revenue on the income statement, reflecting the legal obligation by the customer to pay for the purchase they made on credit. Therefore, in this scenario, the business could show a hefty profit, but there’s been no cash exchanged between the two parties.
- When business makes a payment in advance, more cash was paid out than product consumed during the period. Examples of typical prepaid items are taxes, insurance and rent. With accrual accounting, only the portion of the prepaid expense incurred during the reporting period will be deducted from revenues. Therefore, cash flow may suffer from the prepayment, but the expenses won’t take the same brunt. That scenario enables business to filter more income to the bottom line for positive profits.

3. Why effective maintenance of working capital is necessary in a business? List and explain major sources of inward cash flow in a business.
Working capital is the cash required to run the daily, weekly and monthly operations of a business. The type of business is a huge factor in determining fund and working capital requirements. A company providing agency services, for example, will not need a large working capital. However, a retailer will have different working capital needs than a service provider, as it would require more funds for inventory ad credit. Similarly, a manufacturing company’s working capital needs will exceed those of the retailer because it would need to carry inventory of raw materials, work-in-progress and finished goods. Major sources of inward cash flow in a business are:
Operating Activities are those which result in cash inflows, such as, sales, interest received, and dividends received, etc. and cash outflows such as payments to suppliers, payment of wages, interest and taxes and other operating expenses. Changes (increase or decrease) in current assets such as, receivables and inventory, etc. and in current liabilities such as accounts payable, wages, and taxes payable etc. also fall under the category of operating activities.
Investing Activities are those which result in the business acquiring long-term assets such as land, buildings, plants, and machinery, etc. Buying these assets signifies a cash outflow, whereas selling them off, is a cash inflow.
Financing Activities involve increase or decrease in equity, preference capital, long-term loans, debentures, etc. Issuing equity, preference shares, and debentures, and raising long-term loans imply cash inflow. Dividend payments, retiring capital, redemption of debentures, and amortisation of long-term loans, etc., which implies cash outflows.
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