Week 2: Tutorial 2- Cash flows 

Chapter 16

Review Question 3
Distinguish between cash flows from operating activities, investing activities and financing activities. Explain the importance of cash flows from operating activities.
Cash flows from operating activities are cash inflows and outflows that arise from the day to day activities of the business. 
Cash flows from investing activities are cash inflows and outflows that arise from the purchase or sale of non-current assets 
Cash flows from financing activities are cash inflows or outflows that relate to the financial structure of the business. 
Although all of the activities of the business are important, the cash that is raised from the operating activities is significant because it is vital for the business to generate enough cash due to its operations to have sufficient cash for meeting its other activities and day to day expenses. 

Review Question 5
Are the following items cash flows pursuant to AASB 107? If so, indicate which classification from operating, investing or financing activities is appropriate.
1. increase in bank overdraft- not appropriate, if it a decision and no actual drawing of overdraft has happened then it doesn’t get recorded 
2. cash loans made to employees- financing activities
3. proceeds from sale of investments- investing activities 
4. depreciation of plant- is not a cash item, hence not recorded 
5. income tax paid- financing activities 
6. sale of motor vehicle for cash- investing activities
7. issue of ordinary shares in exchange for convertible notes
8. bad debts written off- not an outflow of cash, hence not recorded 
9. bad debts recovered- operating activities 
10. revaluation increases for land- is not a cash item, hence not recorded 
11. transfer from general reserve to retained earnings
12. dividends declared and paid- financing activities 
13. share buyback- financing activities 
14. acquisition of a motor vehicle by way of a finance lease- investing activities 

Review Question 8
What are the limitations of a statement of cash flows? Give examples of transactions that may have significant consequences on the future cash position of a company which are not reported in the statement.
Cash and profit are two separate items. Since we are based in the accrual accounting which matches the revenues earned against the expenses incurred, cash position indicated in the cash flow statement is not indicative of the wealth of the business. Net cash from operating activities is a weaker measure of financial performance than earning because it only includes those transactions or events that affect cash and cash equivalents. This report examines past data and relying on this information can be quite misleading and not useful for decision making. As it only includes cash items, it excludes the fact of a business having non-cash transactions and events, such as; debt-equity swaps, acquisition of long-term assets using non-cash consideration. Considering only the cash aspect might overestimate the businesses position; depreciation of assets is not presented in the cash flow statement is classified as an expense. There are instances when it can underestimate the businesses position; the business might have a high number of sales on credit and hence high number of debtors, who are not shown in the cash flow statement. 

Review Question 10 
A fellow student explained: ‘The easiest way for managers to manage earnings or manipulate profits is to manipulate the accrual accounting adjustments.’ Do you agree? Provide examples of management decisions that may increase profit but have no impact on cash flows from operating activities.
Management is likely to alter its cash flows to make its business look better than what it is truly represents. Some of the ways cash flows may be manipulated include prepayment, delaying payments, postponing capital expenditure, deferring debenture issues. Most often managers tend to make the profit look good and at the same time not affect cash flow; such as discount revenues will increase the profits of the business but since it is a non-cash inflow it does not get reported as part of the cash flow statement.  


Question 16.2 The reconstruction of accounts (formulae) approach
LO 6, 8 ■□□
	BRILLEAUX LTD
Statement of Financial Position
as at 30 June 2017

	 
	2017
	2016

	Assets
	 
	 

	Cash at bank
	$23 000
	$6 500

	Accounts receivable
	33 500
	37 500

	Inventory
	82 000
	66 000

	Prepaid insurance
	2 500
	3 500

	Land
	40 000
	44 800

	Machinery
	360 000
	300 000

	Accumulated depreciation: machinery
	(81 000)
	(67 000)

	  Total assets
	$460 000
	$391 300

	Liabilities

	Accounts payable
	$25 000
	$22 000

	Interest payable
	3 000
	3 400

	Other accrued expenses
	7 000
	4 500

	Long-term borrowings
	145 000
	120 000

	Equity

	Share capital
	170 000
	100 000

	Retained earnings
	110 000
	141 400

	  Total liabilities and equity
	$460 000
	$391 300



	BRILLEAUX LTD
Statement of Profit or Loss
for the year ended 30 June 2017

	Income

	 Sales
	$420 000
	 

	 Lease income received
	7 500
	 

	 Gain on the sale of machinery
	9 000
	$436 500

	Less: Expenses

	 Cost of sales
	$281 000
	 

	 Interest expense
	11 500
	 

	 Loss on the sale of land
	10 000
	 

	 Depreciation expense
	22 000
	 

	 Insurance expense
	3 500
	 

	 Other operating expenses
	81 500
	409 500

	Profit for the year
	 
	$ 27 000



	BRILLEAUX LTD
Statement of Changes in Equity
for the year ended 30 June 2017

	 
	Share capital
	Other reserves
	Retained earnings
	Total

	Balance at 1/7/16
	$100 000
	 
	$141 400
	$241 400

	Profit for the period
	 
	 
	27 000
	27 000

	Dividends paid
	 
	 
	(58 400)
	(58 400)

	Issue of share capital
	 70 000
	 
	             
	 70 000

	Balance at 30/6/17
	$170 000
	 
	$110 000
	$280 000


842Additional information
1. Land with an original cost of $44 800 was sold for cash of $34 800 during the year.
2. Machinery with a carrying amount of $25 000 (cost $33 000 and accumulated depreciation $8000) was sold for cash of $34 000.
3. Lease income is earned from leasing part of the land holdings that are in excess to operating needs.
Required
Prepare the statement of cash flows of Brilleaux Ltd for the year ended 30 June 2017 based on the direct method of presentation. Include a note disclosure to reconcile the net cash flows from operating activities with the profit for the year.
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Workings 
1. Accounts receivable 
2. Inventory- purchases 
Accounts payable 
3. Interest paid 
Need to calculate the cash generated from operations first and then deduct the interest paid
4. Make sure you check for doubtful debts, if any doubtful debts need to ensure that another account is opened to calculate the allowance for doubtful debts first
5. Which method to choose for the machinery, either net or cost depends upon the information given 

Reconciliation note 
Profit 
+non- cash expenses 
(-) Gain on sales of asset
+ losses 
(-)Current asset increase 
+Current asset decrease
+Current liability increase
(-)Current liability decrease 
Question 16.3 The reconstruction of accounts (formulae) approach
LO 6, 8 ■□□
Selected financial statements of Sparko Ltd are shown below.
	SPARKO LTD
Statement of Financial Position
as at 30 June 2017

	 
	2017
	2016

	Assets
	 
	 

	Cash at bank
	$ 18 000
	$ —

	Accounts receivable
	34 000
	28 000

	Inventory
	112 000
	96 000

	Equipment
	72 000
	60 000

	Accumulated depreciation – equipment
	(30 000)
	(18 000)

	Land
	40 000
	80 000

	Buildings
	120 000
	120 000

	Accumulated depreciation – buildings
	(10 000)
	(6 000)

	  Total assets
	$356 000
	$360 000

	Liabilities

	Accounts payable
	$ 52 000
	$ 48 000

	Bank overdraft
	—
	20 000

	Equity

	Share capital
	214 000
	200 000

	Retained earnings
	90 000
	92 000

	  Total liabilities and equity
	$356 000
	$360 000



	SPARKO LTD
Statement of Profit or Loss
for the year ended 30 June 2017

	Income

	Sales revenue
	 
	 
	$ 180 000

	Less: Expenses

	Cost of sales:
	 
	 
	 

	 Beginning inventory
	$ 96 000
	 
	 

	 Add: Purchases
	112 000
	 
	 

	 Less: Ending inventory
	(112 000)
	$ 96 000
	 

	Depreciation – equipment
	 
	14 000
	 

	Depreciation – buildings
	 
	4 000
	 

	Interest expense
	 
	2 000
	 

	Other expenses
	 
	38 000
	 

	Loss on sale of land
	 
	8 000
	 

	Loss on sale of equipment
	 
	6 000
	168 000

	Profit for the year
	 
	 
	$ 12 000


843Additional information
1. On 1 July 2016, the shareholders injected a capital contribution of $14 000 cash into the business.
2. During the year, equipment costing $12 000 and written down to a carrying amount of $10 000 was sold for $4000 cash.
3. Half of the land on hand at the beginning of the year was sold for $32 000 cash.
4. During the year, dividends to shareholders were declared and paid.
5. The bank overdraft is considered to be an integral part of the company’s cash management arrangements.
6. Ignore income tax.
Required
Prepare the statement of cash flows of Sparko Ltd for the year ended 30 June 2017 based on the direct method of presentation. Include a note disclosure to reconcile the profit for the year with net cash flows from operating activities.

Question 16.7 The reconstruction of accounts (formulae) approach
LO 6, 8, 9, 10 ■■□
The trial balances of Cheque Book Ltd for 30 June 2016 and 30 June 2017 are shown below.
	CHEQUE BOOK LTD
Trial Balances
as at 30 June

	 
	2016
	2017

	 
	Debit
	Credit
	Debit
	Credit

	Accounts payable
	 
	$ 6 253
	 
	$ 5 916

	Bank overdraft
	 
	1 390
	 
	8 432

	Current tax liability
	 
	3 000
	 
	4 000

	Share capital
	 
	30 000
	 
	45 000

	General reserve
	 
	5 000
	 
	7 500

	Retained earnings (opening)
	 
	3 573
	 
	4 382

	Petty cash
	$ 25
	 
	$ 25
	 

	Accounts receivable
	6 537
	 
	10 975
	 

	Allowance for doubtful debts
	 
	500
	 
	1 000

	Inventory
	18 258
	 
	30 289
	 

	Machinery
	24 900
	 
	39 200
	 

	Accumulated depn – machinery
	 
	2 745
	 
	5 570

	Office furniture
	5 000
	 
	3 900
	 

	Accumulated depn – furniture
	1 450
	 
	1 500
	 

	Sales revenue
	 
	85 000
	 
	100 000

	Gain on sale of machinery
	 
	—
	 
	50

	Cost of sales
	30 000
	 
	35 000
	 

	Employee expenses
	47 321
	 
	49 943
	 

	Doubtful debts expense
	1 500
	 
	1 700
	 

	Depreciation expense
	2 550
	 
	3 075
	 

	Income tax expense
	2 820
	 
	2 743
	 

	Dividend declared and paid
	—
	 
	4 000
	 

	Transfer to general reserve
	       —
	          
	 2 500
	          

	 
	$138 911
	$138 911
	$183 350
	$183 350


847Additional information
1. Office furniture that had originally cost $1100 and had accumulated depreciation of $200 was sold during the year for cash.
2. A machine costing $5000 was acquired in exchange for the issue of 5000 shares at a price of $1 each.
3. The bank overdraft facility is considered part of the day-to-day cash management of the company.
Required

A. Prepare the statement of cash flows of Cheque Book Ltd for 30 June 2017 based on the direct method of presentation.


Question 16.9 The reconstruction of accounts (formulae) approach
LO 6, 8, 9, 10 ■■□
The draft statements of financial position of The city Ltd as at 30 June 2017 and 30 June 2016 are presented below.
	THECITY LTD
Statement of Financial Position
as at 30 June 2017

	 
	2017
	2016

	Assets
	 
	 

	Cash at bank
	$ 54  800
	$ 42  000

	Bank bills
	10  000
	8  600

	Deposits at call
	6  400
	5  000

	Accounts receivable
	49  300
	37  800

	Allowance for doubtful debts
	(2  500)
	(1  900)

	Inventory
	94  200
	96  600

	Prepaid expenses
	10  800
	4  200

	Interest receivable
	1  600
	1  800

	Share investments
	35  600
	67  800

	Land
	70  000
	70  000

	Buildings
	360  000
	240  000

	Accumulated depreciation – buildings
	(104  400)
	(94  500)

	Equipment
	180  000
	154  800

	Accumulated depreciation – equipment
	(57  900)
	(69  600)

	Deferred tax asset
	 14  400
	 12  200

	  Total assets
	$722  300
	$574  800

	849Liabilities

	Accounts payable
	$ 120  520
	$ 93  960

	Accrued expenses
	9  780
	8  340

	Interest payable
	4  000
	3  000

	Current tax liability
	13  600
	15  000

	Bank overdraft
	34  800
	32  000

	Finance lease
	50  000
	—

	Debentures (10%)
	180  000
	150  000

	Deferred tax liability
	23  000
	20  000

	Equity

	Share capital (ordinary shares, issued at $1)
	206  240
	184  900

	Retained earnings
	 80  360
	 67  600

	  Total liabilities and equity
	$722  300
	$574  800



	THECITY LTD
Statement of Profit or Loss
for the year ended 30 June 2017

	Income

	 Sales
	 
	$ 1  386  000

	 Interest income
	 
	4  360

	 Dividend income
	 
	7  200

	 Discount received
	 
	2  100

	 Gain on sale of share investments
	 
	 22  600

	 
	 
	1  422  260

	Less: Expenses

	 Cost of sales
	$ 932  000
	 

	 Bad debts expense
	2  800
	 

	 Loss on sale of equipment
	1  600
	 

	 Depreciation – equipment
	10  500
	 

	 Depreciation – buildings
	9  900
	 

	 Discount allowed
	950
	 

	 Interest expense
	18  400
	 

	 Employee and other expenses
	 418  950
	 1  395  100

	Profit before tax
	 
	27  160

	Less: Income tax expense
	 
	 14  400

	Profit after tax
	 
	$  12  760


Additional information in relation to the year ended 30 June 2017
1. New equipment was purchased at a cost of $67  400 of which $17  400 was paid in cash. The balance was covered by taking out a finance lease.
2. Equipment, which cost $42  200 and had a carrying amount of $20  000 was sold for cash.
3. Debentures were issued at nominal value ($100 each) for cash.
4. Share investments with an original cost of $32  200 were sold for cash.
5. Bank bills held and bank overdraft form part of cash and cash equivalents.
Required
Prepare the statement of cash flows of The city Ltd for the year ended 30 June 2017 in accordance with AASB 107 using either the direct method or indirect method of presentation.
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