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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'? (10)

Ans: The Profit--both the Gross and Net--shows the Difference between the Cost of Sales and Sales Achieved in Monetary Terms during a particular period.  As such, it shows the Additional Cash raised by the Organization, over and above the total costs incurred.  However, in the Cost of Goods Sold, certain items of Notional Expenses (non-cash expenses)--Depreciation-- etc. are also included, in order to have a near actual expenses incurred.  Thus, the Profit would be showing a lesser figure than the actual. 

The Cash-flow, as the name itself suggests, shows the Total Cash generated by the business during a particular period.  As such, the Profit, which is the prime source of cash generated, is re-adjusted for the notional expenses included therein.  Hence the non-cash items are added back to the Profit, which calculating cash-flow from operating activities.

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)

Ans: Profit and cash-flow are related financial measurements in accounting but they are not directly linked. Profit is a measure of a company's ongoing sustainability while cash-flow is a measure of the company's ability to pay its bills as they become due.

The cash-flow for a particular period is the closing cash balance arrived at after deducting the cash-out (paid) from the cash-in (received). Profit on the other hand, is the amount that remains after deducting from the revenue earned, the expenses incurred in earning that revenue.

Now in accounting, something is only expensed when the economic value is completely used up. But in any given period, an enterprise may have spent far more in cash than was actually expensed by the accounting system. i.e. the company buys 100 x $10 reams of paper to take advantage of a supplier's discount but only uses 50 reams during the financial reporting period.  So while the company outlays $1,000 in cash, it only expenses (uses up) $500 in the financial reporting period.

Similarly in revenue, a company may make sales revenue of $1,000 for the same financial reporting period but if 50% of those sales were made to customers who used their company credit accounts (accounts receivable), then the company would only receive $500 in cash in this financial reporting period. The other $500 would be owed to the company by the customers who will pay the amount in a future reporting period.

Using this simple and rather restricted example, you can see how a company can make profit but still be cash-flow negative:

    Profit for the period = Revenue ($1,000 total sales) less expenses ($500 used reams) = positive $500 profit
    Cash-flow for the period = Cash in ($500 cash sales) less cash out ($1,000 cash paid for reams) = negative $500 cash-flow

This discrepancy in the measures between profit and cash-flow is caused primarily by timing differences.

To get an accurate picture of a company's profit, accounting only focuses on when the revenue is legally earned and expenses incurred (legally due), without regard to when the cash is actually exchanged. This is known as accrual accounting and is built on the matching principle (i.e. match the revenue earned with the expenses needed to earn that revenue)
To get an accurate picture of a company's cash-flow, accounting only focuses on when the cash is actually exchanged (received or paid) with the legal obligations being extinguished. The profit aspect of when the revenue and expenses occurred, are not considered.

The example above highlights two areas (investing in consumables and offering company credit to customers) where profit and cash-flow doesn't directly align, but there are others. For example:

A pre-payment of an expense like insurance would involve more cash-out than what was expensed. Investment in things like new equipment which would involve substantial cash-out but the equipment can only be expensed in accounting using depreciation (i.e. written off as an expense proportionally over its years of useful life)
A loan repayment will impact significantly on your cash-out but only the interest component of the repayment will be deducted as an expense from the revenue to determine profits. (The principal component of the loan repayment reduces the company's liability but does not affect the profit)

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)

Ans: Proper management of working capital is essential to a company’s fundamental financial health and operational success as a business. A hallmark of good business management is the ability to utilize working capital management to maintain a solid balance between growth, profitability and liquidity.

A business uses working capital in its daily operations; working capital is the difference between a business' current assets and current liabilities or debts. Working capital serves as a metric for how efficiently a company is operating and how financially stable it is in the short-term. The working capital ratio, which divides current assets by current liabilities, indicates whether a company has adequate cash flow to cover short-term debts and expenses.
The Importance of Working Capital

Working capital is a daily necessity for businesses, as they require a regular amount of cash to make routine payments, cover unexpected costs and purchase basic materials used in production of goods. Working capital is an easily understandable concept, as it is linked to an individual’s cost of living and, thus, can be understood in a more personal way. Individuals need to collect money they are owed and maintain a certain amount on a daily basis to cover day-to-day expenses, bills and other regular expenditures.

Working capital is a prevalent metric for the efficiency, liquidity and overall health of a company. It is a reflection of the results of various company activities, including revenue collection, debt management, inventory management and payments to suppliers. This is because it includes inventory, accounts payable and receivable, cash, portions of debt due within the period of a year and other short-term accounts.

The needs for working capital vary from industry to industry, and they can even vary among similar companies. This is due to several factors, including differences in collection and payment policies, the timing of asset purchases, the likelihood of a company writing off some of its past-due accounts receivable, and in some instances, capital-raising efforts a company is undertaking.
The Importance of Working Capital Management

When a company does not have enough working capital to cover its obligations, financial insolvency can result and lead to legal troubles, liquidation of assets and potential bankruptcy. Thus, it is vital to all businesses to have adequate management of working capital.

Working capital management is essentially an accounting strategy with a focus on the maintenance of a sufficient balance between a company’s current assets and liabilities. An effective working capital management system allows businesses to not only cover their financial obligations, but it is also a way to help companies boost their earnings. Managing working capital means managing inventories, cash, accounts payable and accounts receivable. An efficient working capital management system often uses key performance ratios, such as the working capital ratio, the inventory turnover ratio and the collection ratio, to help identify areas that require focus in order to maintain liquidity and profitability.
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