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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)

There can be 2 ways to prepare the cash flow statement. The Cash basis, and the profit bases. 
Profit Basis: 

We need two Balance Sheets from successive accounting periods and two Profit and Loss Accounts from the corresponding periods. 

· It starts with the operating cash balance. The closing Cash balance from both Balance Sheets are written as opening cash balance.  

· We need to take the Profit and Loss Statement, and calculate the Net profit. We can get this by taking all profit related items together with NON- cash expenses and  income, and adding/subtracting them from the Proft and Loss Account balance. (=profit from operation)  

· Then we should put down the value of cash from operations through analizing changes in current assets and liablites. (Dividents shall be add back to the current years profits to find out cash from operating activities)
· The value of cash from operations should be added to the opening cash balance, and we should record the cash movements relating sources like current assets, fixed assets, and current liabilites, long term liabilites. 

-      The cash balance calculated after performing step four should be the same at the closing cash balance in the second balance sheet.
We should use 3 main business activity categories in our Cash Flow Statement.
· Cash flow from operating activities

· Cash flow from investing activities
· Cash flow from financing activities

When we got the opening cash balance and we have the net profit too, we need to add every decrease in current assets and every increase in current liabilites. 

On the other hand we should deduct every increase in current assets and every decrease in current liabilites. 

The cash flow from investing activities part: We have to add every sales of plants and machinery, investments, and deduct the amount of purchases of this items.  (because the sales inflicts cash inflow, the purchase causes cash outflow)

Cash flow from financing activities: we should add the total amount of issued share capital, because it inflicts money inflow and deduct e.g. the amount of divident paid, because the activity inflicts money outflow. 

When preparing the cash flow statement, it is important to count with expenses such as tax liabilites, dividends, and other types of debts too. 

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)

Even if a firm with very high net profit can still be in cash flow problems. 

- Different companies have different working capital and cash flow requirements, smaller firms and retailers need to keep a certain amount of cash in hand in order to manage the day to day business transactions. If they dont estimate the cash inflows and outflows and any unexpected, uncertain events, they can not manage day to day business processes. 
(e.g.: the business can not give change back to the customer, because the lack of planning „cash in hand” needs)
The more a business is growing, the more business requirements and cash flow calculation changes. 
- Size: It is necessary for bigger, or more extensive (multinational) companies to make credit sales to customers, this means, that the business ensure a time period for the client to pay, therefore it provides credit to the customer. For this time the business has to finance the cost of producing goods. (raw materials, packaging …) 
The firm needs to take to account how long takes is to deliver goods to the customer, how long takes it to collect the money and have merchandise and non-merchandise inverntory to complete any incoming orders. Even if the company has a high net profit, business operation can be hinderd because of wrong cash flow calculation. (E.g.: not enough inventory kept, or collection time periods are not calculated correctly, which can cause slower money inflow and hinders the production process)
Example: The business starts with inventory which worth 4 month sales. The sales per month is Ł20.000. The margin is 20%. 

We can calculate the inventory needed: 20,000 X 0,80 X 4 = Ł64,000

The business makes cash and credit sales, therefore the cash amount will be Ł 21,333 in the first month, then the second month credit sales installment will be Ł 21,333 and the third month Ł21,333.
The inventory cost is Ł16000/month, so the business needs to finance the cost of goods at least for 1 month, in order to ensure smooth business run. If the business can not estimate the inventory needed it can cause cash flow problems
· It can be a cash flow problem that miscalculating prepaid expenses. Prepaid expenses can be paying insurance, rent and other services which relating to business operation. Even with good profit the business can face with closing down, because of not counting with insurance costs increasing or paying the rent on time. 

· The suppliers can dictate thrugh their conditions of credit sales, which was given to the firm. If the supplier gives more time to pay the liability, the firm has an advantege, and it is easier to calculate cash flow needs within the company.

· The lenght of operation cycle can be different in each companies. Short business cycle requires less working capital. The fund need can be miscalculated if the firm doesnt count with the different needs within the operation period. 

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)
1. A business has long term and short term assets, as well as long and short term liabilities too.
There are bills, liabilities towards creditors, dividends, which cannot be paid by net profit. The company needs cash to pay its debts and liabilities. Current creditors are financing additional funds which are connected to current assets, therefore working capital needed for all different purposes too. If the volume of sales increases, it is necessary to increase the inventory too in order to ensure smooth business operation and the working capital need will be increasing too.

Fix assets are required to ensure that the business has all the important buildings, lands, machinery and equipment, but the need for investing into fixed assets cannot be overestimated. 
Every change in current assets and liabilities can have a positive or negative effect on the performance of the business, hence the increasing number of current assets and decrease of current liabilities will effect an increase in working capital. Decrease of current assets and increase of current liabilities can cause a decrease in working capital.  (Working capital = Current Assets – Current liabilities)
We need to analyze all the inflows and outflows within the company in order to determine the sources of funds, and the application of funds. We should know that where should we invest and move money and why, therefore it is important to determine working capital needs and maintain an appropriate cash and fund flow. 
2. One of the main major source of cash inflow is derived from the main business operation called operating income, however the non-operating income can be another source too.  (activities which are accompanying the main business operations and they have a positive effect, they create money) 

Another form of inward cash flow can be that the firm disposes fixed (non-current) assets in order to increase the value if of working capital. (Selling unused land, machinery, building…) 
The firm should analyze all of the existing working capital, and use the surplus where it is needed to be moved. We can use external sources too to generate cash inflow, e.g.: increasing long term borrowing as long term bank loans. The firm has more option to generate money inflow, like contributing to existing capital and raising additional capital. 
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