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Q1: There are some expenses which 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.

Depreciation:
Even depreciation being charged as expense but we never made real payment to anybody for this expense. For instance, no cash outflow for this expense and it is an estimate loss of value in the assets, which is a presumed cost. So such cost and expense are not real and backed by cash flows which reversed in income statement to reach the correct amount of actual cash inflows and outflows. Depreciation expense reduced the company’s net income but did not involve cash. Which debit to depreciation expense account and credit to accumulated depreciation account. There is not cash used. Since the depreciation expense reduced net income but no cash involve, the amount of depreciation expense is added back to the net income amount.

Interest Income and Expense:
The purpose of income statement and P/L is not to summarize the cash flows but present the incomes and expenses for particular period. And income statements works out base on accrual basis. Which means incomes and expenses are recorded when they are earnt or incurred, such amounts are payable or receivable in the income statement. So not the full amount of income and expense consider as reflection of cash inflows and outflows. For instance, a business man sell one product at $100 but client only paid $50 and will pay the balance few weeks later. Even this business man earnt $100 but the cash inflow is only $50. In cash flow statement, we only record $50 which actually flowed into the business. Therefore we record the actual interest incomes to the profit and add back interest expense for the same reason.







Q2: Why a company with very high net profits still can be in cash flow problems? List and explain three main reasons with examples.

Profit and cash flow are not directly linked. Profit is a measure of a company’s continues stability and cash flow is a measure of company’s paying ability for amount due. Amount of cash flow for a specific period is the balance after deducting amount paid from amount received. Profit is the remaining amount deducting from the revenue earned and the expensed incurred for earning the revenue. A company may spend more cash than he actually expensed during a particular accounting period. 

For instance, a company buy 100 x $10 boxes of stationary but only used 50 boxed of stationary during specific period. So the company spent $1000 in cash but use up $500 only in the period. Another example, a company made revenue of $1000 for a particular period but only $500 received from client in cash. The balance amount will be only received in a future accounting period. 

From above examples, we can get below:
Profit for the period = Revenue ($1000) – Expenses ($500) = $500 (Positive)
Cash flow for the period = Cash in ($500) – Cash out ($1000) = -$500 (Negative)

In order to get accurate status of a company’s profit, account focus on when the revenue is earned and expense incurred not when the cash is actually exchanged. In order to get accurate status of a company’s cash flow, account focus on when the cash is actually received or paid, when the revenue and expenses incurred are not considered.

The main reasons for causing cash flow problems are below:
1) Low profits or losses
Low profit or even loss on the business normally cause company run out of cash. The earning cannot cover the expenses, company is short of running money.

2) Over investment in capacity
If company spends too much money on production capacity such as machine, materials, factory building etc., which does not generate revenues therefore waste a lot of cash.

3) Granting customers much credit
Offering credit to clients is a good way to get more business but slow paying or late payment cause cash flow problems. Company may short of cash. 



[bookmark: _GoBack]Q3: 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 = Current Assets – Current Liabilities, which shows a business ability of debts payable. Every business needs to keep sufficient money for daily cash flows such as employee wages, daily expenses etc. Sufficient working capital is important for short term and long term business growing.

In real business, company get inventories by using cash, the inventories are used to work for finish products or services, then sold to clients. Clients make payment in cash or on credit, these payments receivable are used to settle liabilities. This working capital cycle keeps repeating. The working capital cycle takes period of time. The longer length of the cycle means it takes longer to turn inventories and debtors into cash, or shorter period for credit settlement. Monitor working capital actually is monitor cash flows. Sufficient cash flow management is good way to avoid a business sinking into trouble, and the sufficient cash to make working capital work effectively.

Major sources of inward cash flow as follows:
1) Cash flow from selling off assets
If a company get cash from selling off assets, we need to find out whether the assets are no longer needed for business, or whether the company leasing the same assets on needed basis, or whether the company plans to replace the assets for updated assets. Getting cash through selling of assets maybe means the business in a very difficult situation. But the company also may sell out the old assets to get new assets for business growing.

2) Cash flow from borrowing money from someone else
Company may borrowing money from bank or others for business growing, it is positive as long as the company is able to pay those loans back. But if the company borrow long term to solve short term losses which is definitely negative.  

3) Cash flow from owner capital contributions
The owner may contribute cash for running of business or business expanding. 

4) Cash flow from running down cash balances
Company may work out a back-up plan for downturn as long as the company can well manage the cash in hand to avoid cash shortage.
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