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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. 
	Question 1:
The Cash Flow Statement includes expenses from three types of business activities: Operating Activities, Investment Activities and Financial Activities. There are some expenses that are added back from the Profit and Loss Account, when preparing the Cash Flow Statement because they do not have an impact on the funds from the current period.
 
When preparing the Cash Flow Statement, the company’s aim is to find out how much cash was received, how much cash was spent, and the net change between the two from the operating, investing and financing activities during a particular period. When the company calculates the profit for a particular period, all revenues are matched with the expenses that were used to generate that revenue, regardless of whether those funds came from that particular period or not.

Therefore, a company cannot rely on profit to measure the actual amount of funds that are available within the business. All those expenses that did not use funds from the current period must be added back to the profit in order to calculate the actual amount of funds available. These expenses are known as non-cash expenses, and below are three examples of the most common types of non-cash expenses:

Depreciation
Depreciation reduces the profit on the Income Statement, as the two accounts involved are Depreciation Expense and Accumulated Depreciation. There are no cash accounts involved when capturing depreciation in double entry accounting, therefore, the amount must be added back to the Profit Account on the Cash Flow Statement in order to get a more accurate indication of the cash flow for the business.

The Cash Flow Statement begins with recording the profit figure from the Income Statement, so this needs to be adjusted by adding the depreciation expense back to the profit figure so that it is no longer reduced by this amount.

For example, if the business holds assets in office equipment and vehicles, and the depreciation expense for the year is R5 000.00, this amount would have to be added back into the profit amount brought from the Income Statement. There will be no other transaction related to depreciation expense that will be recorded on the Cash Flow Statement.

Writing off Bad Debts
When a company has a debtor who cannot afford to pay back its debt, the debt has to be written off as bad debt, and this is recorded as an expense on the Income Statement. But because there has been no physical cash that has flowed from the business to write off the debt, this amount is added back to the profit amount on the Cash Flow Statement.

For example, if the business had a client who bought R10 000 worth of goods on credit and the client can no longer meet the agreed repayment plan, whatever is remaining of that debtors account must be written off as bad debt on the Income Statement. When preparing the Cash Flow Statement, this amount is added back under Operating Activities.

Loss from the Disposal of Assets
When a company sells one of its assets for less than the carrying value (original cost price – accumulated depreciation), the loss is recorded in the Income Statement in an account called ‘Loss on Sale of Asset’. This amount reduces the profit of the company for the financial period, because the asset has been recorded at its carrying value.

When preparing the Cash Flow Statement, the entire amount of cash that was received from the sale of the asset, needs to be recorded. So to avoid double counting, the loss is added to the profit recorded in the operating activities section of the Cash Flow Statement.

For example, if a company decides to sell it’s delivery vehicle and the carrying value is R25 000, but the company is only able to get R20 000 for it, the R5 000 loss will be recorded in the Income Statement under ‘Loss on Sale of Asset’. But when preparing the Cash Flow Statement, the R5 000 will be added back to the profit amount. The full amount received from the sale of the asset, R25 000, will be recorded under Investing Activities on the Cash Flow Statement as ‘Proceeds from the Sale of an Asset’. 

Question 2:
Profit and cash flow are both very important accounting principles but they are not directly linked. Profit is the measure of a company’s ability to be a going concern, while cash flow is the company’s ability to pay its financial obligations as they become due.

Cash flow for a particular period is measured by deducting the cash paid from the cash received to get the closing cash balance. If the business has spent more money than it has received, it’ll have a negative cash flow, resulting in cash flow problems. While profit on the other hand is calculated by taking the revenue for a particular period, and then deducting from that the expenses that were incurred to make that revenue. So, when calculating profit, the expenses are only recognised when they are incurred.

As an example to the above, a company could find that there is a special on printer cartridges and buy 100 at a discounted price of R400. The full R40 000 would be recognised in the Cash Flow Statement as an expense, but if the company only used 20 during the financial period, only R8 000 would be recorded in the Income Statement as an expense.

Also, a company could make R100 000 in sales for a particular period, but if 50% of those sales were recorded in the debtors control account, then the company would only receive R50 000 in cash for that period. The remaining R50 000 in cash would only be received in a future period; however, the full R100 000 would be recorded in the Income Statement for that reporting period.

Therefore it is possible for a company to have high profits and still be in cash flow problems because there is a difference between the amount of liquid cash a company has in the bank and the profit that is reflected on the Income Statement. Below are a few other examples of how a company can have cash flow problems while having high profits:

Loan Repayments
Usually when a company gets into financial crisis, they will consider taking out loans to help settle the cash flow problem. While this can be a temporary solution and will make the closing balance of the Cash Flow Statement look very positive, it can have a disastrous effect on the cash flow once the repayments need to be made. 

On the Income Statement, only the interest expense of the loan is recorded and deducted from the revenue for that period. The loan repayment amount reduces the overall liability that the business has and not the profit for the period. However, the loan repayment that is made by the company, which will include the calculated installment(s) as well as the interest expense, will be recorded on the Cash Flow Statement under Operating Activities as an expense that will reduce the overall cash flow for that period.

Client Payment Periods
If a company offers services to its customers and allows them to pay their invoices in 30 days, this can affect the cash flow but the profit could still look good for a reporting period. Using the accrual system where income is recorded when it is recognised and not received, the company would include its income for the services on the Income Statement as profit for that period. However, if all the clients decide to only pay the invoice on the 30 days, the cash received will only be recorded in the following months’ Cash Flow Statement.

This can mean that the company has high profits but negative cash flows for the month that it provided services to its clients.

Investing in new Equipment
The initial cost of new equipment will have an impact on the businesses cash flow as they would need to use cash from either investments or liabilities to purchase new equipment. However, because the depreciation expense of the equipment is proportionally recorded over its useful life on the Income Statement, only the depreciation for that period will reduce the amount of profit for the period. So the company could record a big profit for that financial period, but because they made a big investment in new equipment, the Cash Flow Statement for that period could be negative.

Question 3:
Working capital is effectively the difference between a business’s current assets and its current liabilities, and it serves as a good measure to see how financially stable a company is in the short-term. The working capital ratio is calculated by dividing the company’s current assets by its current liabilities, and this will indicate whether or not the company has adequate cash flow to meet its short-term debts and expenses, and whether they could invest in more assets or not. 

A company’s working capital is the equivalent to what an individual’s cost of living would be. It is a daily necessity for the company to be able to meet its financial obligations, cover unexpected costs and make purchases to be able to generate income. 

The proper management of working capital is important for the financial health and effective operation of the business. A good management structure will have the ability to use its working capital to maintain a solid balance between growth, profitability and liquidity. 

If a company has poor management of its working capital, the company could fail to meet its financial obligations and this could result in legal disputes, asset liquidation and even bankruptcy. It is therefore essential for the survival of the business that its working capital is managed successfully. 

The effective management of working capital will not only help the business to meet its financial obligations, but it will also help the company to boost its earnings. Below are some examples of sources of working capital:

Funds from Business Operations
The most common form of working capital is the capital that is generated from a business’s operations on a daily basis. Funds generated through operations are all the income earned through the business activity, minus all the costs involved. The two main components of funds generated from operations are retained profit and depreciation. Retained profit is kept in the business and available internally for the business to use. Depreciation provision is the amount that assets are proportionally reduced by over their useful life, but there is no outflow of cash for depreciation, it only reduces profit for the period. Therefore, the business can use the depreciation provision as a temporary source of working capital. 

Sales of Non-Current Assets
A company could find itself in the fortunate position where they have equipment or other forms of assets that they no longer use or need. They will be able to sell these assets to increase their working capital. Even if the asset is sold at a value lower than the carrying value, the cash can still be used as working capital for management to decide where it can be better invested.

Existing Surplus of Working Capital
From the above examples, a company could have a working capital balance that is carried over for many financial periods. Besides the working capital accessed through external loans or other third party financing, the capital is generated through the business and the business could keep generating it in order to make a big investment in property or land, instead of having to get large amounts of financing through banks or other financial institutions.
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