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Session 2 Discussion: Cash Flow and Taxes
Question 1: Difference between Net Cash Flow and Net Income, and its Relevance to Financial Decision-Making
Net income refers to the profit generated by a company over a specific amount of time, while cash flow is the difference between the cash inflow and outflow within a company (Murphy, 2020). Consequently, the net income can be used as a starting point in the calculation of cash flow (Murphy, 2020). However, net income is calculated by subtracting the cost of sales, operational expenses, depreciation, interest, amortization, and taxes from total revenue, while cash flow is calculated by subtracting the cash inflow from the outflow in a certain period of time (Murphy, 2020).  Therefore, the cash flow statement is concerned with cash only, while the net income takes into account both cash and non-cash expenses. As such, some expenses considered in the net income calculation, such as depreciation or amortization expenses are not taken into account in calculating cash flow (Wall Street Mojo, 2021). Also, the profits or losses from sources such as the consolidated income statement do not affect the cash flow, while they are included in net income calculations (Wall Street Mojo, 2021).
Both the net income and cash flow have various implications on the financial decision-making of the investors and company owners. In deciding whether to invest in a company, an investor would focus more on the cash flow of an organization since it is a better indicator of a company’s performance. This is because a company can have a negative cash flow despite making a significant profit (net income), thus hindering its ability to pay its expenses, expand, and grow (Stobierski, 2020). Additionally, the cash flow from operations is harder to manipulate by company accountants compared to the net income (Wayman, 2019). It, therefore, means that a company with a negative cash flow is more likely to fail.
Question 2: Type of Depreciation Methods Preferred by Organizations Concerning Tax Purposes
In accounting terms, depreciation refers to the allocation of the cost of a tangible or physical asset over its useful life or life expectancy (Tuovila, 2020). As such, depreciation represents how much of an asset’s value has been used up (Tuovila, 2020). Depreciating assets helps companies earn revenue from an asset while expensing a portion of its cost each year the asset is in use; hence depreciation can affect profits if not taken into account (Tuovila, 2020). Methods of depreciation are employed in estimating an asset’s current value and spreading its cost over the useful lifespan of the asset (Najjar, 2021). Although many methods exist, some of the depreciation methods preferred by companies include straight-line depreciation, accelerated depression, and units of production depreciation (Najjar, 2021). While straight-line depreciation spreads the cost evenly over several years, accelerated depression writes off a greater portion of the cost in early years and a smaller portion in later years, and the units of production depression write off an asset as it is actually used (Najjar, 2021). The straight-line method is preferred since it is the simplest in its application in that it is calculated by taking an asset’s cost, subtracting the expected salvage value, then dividing it by the number of years it’s expected to last, and this amount is then deducted every year (Najjar, 2021). This makes the processes involved in tax purposes easier. On the other hand, accelerated depreciation operates similarly to straight-line depreciation, but instead of dividing evenly, the early years are weighted more than the latter ones and is preferred for tax purposes because it allows the firm to write off larger amounts of the cost of an asset over a shorter period (Najjar, 2021). Units-of-production depreciation is preferred in industrial applications such as die or mold that wears out as it’s used (Najjar, 2021).
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