November 2009

Cash Flow Statement – short introduction to preparation

The cash flow statement (CFS) provides information about the cash inflow and outflow during a period. It is a flow statement similar to the income statement. However,  CFS is prepared based on “cash accounting” whereas the income statement is prepared based on the “accrual concept”.  
The term “cash” in a cash flow statement includes cash and cash equivalents.  Cash equivalents are short-term, temporary investments that can be readily converted into cash within 90 days for example:security investments, short-term certificates of deposit, treasury bills, and commercial paper.  
The cash flow statement shows the opening balance in “cash and cash equivalents for the reporting period”, the net cash provided by or used in each one of the categories (operating, investing, and financing activities), the net increase or decrease in cash and cash equivalents for the period, and the ending balance of cash.
[image: image1.png]Name of the Company
Cash Flow Statement
For the period ...

Cash from operating activities A

Cash from investing activities B

Cash from financing activities (o]

Net Change in Cash D = (A+B+C) increase or (decrease)

+ Beginning Cash balance CB, from the beginning balance sheet
Ending Cash balance =CB + D should equal to ending cash

balance in the ending balance sheet
Non-cash Investing and Financing Activities





 The format for the cash flow statement is broken down into three sections:  cash flows from operating activities, cash flows from investing activities, and cash flows from financing activities. These sections parallel the main activities of any business: financing, investing and operating. 

Although most of the items that are found in a CFS can be found in balance sheet and/or income statement, the amount of cash paid or received for a specific item is not readily available from the information provided in either of the statements. Thus, CFS fulfills this gap. 

To prepare a CFS we need  the balance sheets at the beginning and end of a period; and the income statement that covers the period. For example, in order to prepare a CFS for a company for 2009, we need the 31 December 2008 and 31 December 2009  balance sheets; and the income statement for 2009.  Therefore, when we are given these statements, first we need to calculate the difference in the balance sheet items; and note them in a separate column. 

Operating Activities
The amount of cash received and paid for operating activities are covered in this section of the CFS. This section is similar to income statement except that it focuses on actual cash paid or received for income statement items. Recall that “net income” figure in an income statement reflects the end result of revenues and expenses which become realized when they occur regardless of the cash payment or receipt. However, in this section of the cash flow statement, only the cash portion is important. Thus, net cash flow from operating activities in a way reflects the “cash income” of a period.  This section does not include cash received from other sources such investments, or banks; nor does it include the payments for purchases of fixed assets or principal payments of loans.
In this section the cash inflows and outflows caused by main business operations is measured that is we determine how much cash is generated from a company's products or services in a given period. Remember, income statement measures the amount of profit generated from a company’s products and services in a given period. The difference between these statements are generally reflected in current assets and current liabilities. For example, when a company makes a sale on credit the related “sales revenue” is reflected in the income statement; and in “accounts receivable” but not in “cash”. Similarly, when a purchase is made on credit, the related cost is reflected in inventory account; but not in cash. That cost is reflected in accounts payable. Recall that when inventories are sold, they become cost of goods sold. Therefore,  Generally, changes made in cash, accounts receivable, depreciation, inventory and accounts payable are reflected in cash from operations. 

In practice,  this section of the cash flow statement reconciles the “net income” (from the income statement) to the actual cash the company received from or used in its operating activities. To achieve this purpose, net income  for a period is adjusted for any non-cash items (such as depreciation expenses); and for any cash that was used or provided by current  assets and liabilities as reflected in the change in balance of these accounts from the beginning of the period to the end. 

There are two methods for preparing the cash flow statement – the direct method and the indirect method.  Both methods yield the same result, but different procedures are used to arrive at the cash flows. 

In this short introduction, we will show the indirect method because it is the more prevalent one in practice although the accounting standards recommend the other. 

Indirect Method – cash flow from operations
In preparing the cash flows from operating activities section under the indirect method, we start with net income per the income statement, reverse out charges to income and expense accounts that do not involve a cash movement. Then, we adjust for decreases and increases in current assets and current liabilities.  Entries that affect net income but do not represent cash flows could include income you have earned but not yet received, amortization of prepaid expenses, accrued expenses, and depreciation or amortization.  Under this method you are basically analyzing your income and expense accounts, and working capital.  The following is an example of how the indirect method would be presented on the cash flow statement:

· Cash Flow from operating activities:

	Net income per the income statement 
	· TL 

	Minus non-cash revenues 
	· 

	Plus non-cash expenses (for ex. Depreciation expense) 
	· 

	Minus – gain on sale of assets – gain is a calculated amount; the difference between bookvalue of an asset and its sale price when sale price is greater than the bookvalue
	· 

	Plus – loss on sale of asset – loss is a calculated amount – bookvalue is greater than the sale price
	· 

	=  cash flows before considering changes in current assets and liabilities 
	· 

	Changes in current assets and current liabilities: 
	· 

	Minus - increase in current assets (excluding cash and cash equivalents)- cash was spent  to pay for the asset (e.g. payment for prepaid expenses)or converted into other current assets (e.g. credit sales increase Accounts Receivable, ie. in a way prevents cash increase during the period sale is made). 
	· 

	Plus-decrease in current assets - other current assets were converted into cash e.g. collection of accounts receivable; or selling merchandise from stock available at the beginning of the period instead of buying new merchandise
	· 

	Plus - increase in current liabilities (except bank loans or other short term borrowing which would be reported in the financing activities section)- more liabilities mean that less cash was spent e.g. purchase of merchandise on credit increases inventories and also accounts payable but does not affect cash. 
	· 

	Minus -decrease in current- cash was spent in order to reduce liabilities.
	· 

	= Cash flow from operating activities (or cash flow from operations)
	· 


Cash flow from operating activities could be negative; signifying a net cash outflow from operating activities; or positive signifying a net cash inflow from operating activities.

Adjustments for non-cash revenues and expenses are made because non-cash items are calculated into net income- e.g. depreciation expense is deducted from revenues -  (although it is shown in income statement and affect total assets). That is why it is added back to net income for calculating cash flow from operations. 
Gains or losses on sale of assets are determined as the difference between the bookvalue (cost minus accumulated depreciation) of an asset and the sale price. Since depreciation expense and therefore accumulated depreciation is an estimated amount, bookvalue is also an estimate. The real amount is the sale price. However, due to accounting rules, ‘gain on sale’ increases income but the amount of cash received from this exchange is different. For example, let’s assume an four year old machine is sold for 10.000 TL. The machine was originally purchased for 25.000 TL with an ESTIMATED life of 5 years and ESTIMATED salvage value of zero. Annual depreciation expense is estimated to be 5.000 TL using straight line depreciation. At the end of the fourth year accumulated depreciation is 20.000 TL book value is 5.000 TL. Therefore, there is a gain of 5.000 TL.

Let’s assume the same machine had an estimated life of 10 years with no salvage. Then, annual depreciation expense becomes 2.500 TL and accumulated depreciation at the end of the fourth year becomes 10.000TL. Then, the bookvalue is 15.000 TL. Now, there is a loss on sale of 5.000 TL. But the amount of cash exchange is 10.000 TL (the sale price) in both cases. Therefore, neither gain on sale nor loss on sale is real although they affect the income of the period. They are end results of original estimates regarding an asset. Hence, we need to adjust the net income when we want to determine the cash flow from operations. 

Changes in accounts receivable on the balance sheet from one accounting period to the next must also be reflected in cash flow. If accounts receivable decreases, this implies that company collected more cash from customers paying off their credit accounts, than the net sales revenue of the period.  If accounts receivable increase from one accounting period to the next, the amount of the increase reflects the amount net sales revenue that was not collected from the customers during the period. 

An increase in inventory, on the other hand, signals that a company has spent more money to purchase more merchandise or other types of inventory. An increase in the balance of inventory account would indicate a cash outflow that might have been paid in the same period or in the following periods. 

A decrease in inventory signals that a company used up its beginning inventory. For a merchandising company this would mean that the company sold merchandise from the inventory available at the beginning of the period that were purchased in earlier period(s).

If inventory was purchased on credit, an increase in accounts payable would occur on the balance sheet, and the amount of the increase from one year to the other would show that the company did not pay for some of what it purchased during the period , but postponed it to the next period.  

If accounts payable decrease, on the other hand, it implies that the company paid for all purchases of the current period plus some of its accounts payable outstanding at the beginning of the period. 

The same logic holds true for other current liabilities such as taxes payable, salaries payable; and other current assets such as  prepaid expenses. If, for example salaries payable increases from beginning to the end, then the company did not pay the “salary expense” shown in the income statement totally. If, on the hand, salaries payable decreases from the beginning to the end, then the company paid all “salary expenses” plus some of the ‘salaries payable’ outstanding at the beginning of the period. 

The cash flows from investing activities and financing activities would be presented the same way as under the direct method. 
Cash flow from Investing Activities
The second part of a cash flow statement shows the cash flow from all investing activities, which generally include purchases or sales of long-term assets, such as property, plant and equipment, as well as investment securities. If a company buys a piece of machinery, the cash flow statement would reflect this activity as a cash outflow from investing activities because it used cash. If the company decided to sell off some investments from an investment portfolio, the proceeds from the sales would show up as a cash inflow from investing activities because it provided cash. Examples: 

· Purchases of property, plant and equipment – cash outflow
· Proceeds from the sale of property, plant and equipment –cash inflow
· Purchases of stock or other investment securities (other than cash equivalents) –cash outflow
· Proceeds from the sale or redemption of investments- cash inflow

Let’s remember the earlier example; old machine with a bookvalue of 5000 TL was sold for 10.000 TL.  The amount that will appear in this section is the cash received (proceeds) of the sale, i.e. TL 10.000.  If we know the beginning, ending balance of property and plant equipment, and the cost of the machine sold, then we can estimate the amount of purchases of property, plant and equipment. 

Inspection of the ledger account of “equipment account” reflects the following:

	Equipment Account

	Beg.balance                                  100.000
	Cost of equipment sold                      15.000

	Purchases of new equipment  ?
	

	Ending balance                              90.000
	


What is the amount of equipment purchases during the period?

100.000 + ? = 90.000 +15.000  therefore ?= 5.000 TL so purchases during the period was 5.000.

Cash flow Financing Activities
Financing activities include cash flows relating to the business’s debt or equity financing:

· Proceeds from short or long term loans, notes, and other debt instruments – cash inflow (balance sheet)
· Installment payments on loans or other repayment of debts – cash outflow

· Payment of interest on loans (income statement)

· Cash received from the issuance of stock or equity in the business  or investments by the owner(s) – cash inflow

· Dividend payments or withdrawals – cash outflow- if not given calculated from 

· Ret.earnings beg +net income – dividends = retained earnings end (here we assume that all dividends were paid in the period they were declared)
Analyzing an Example of a CFS 
Let's take a look at this CFS sample: 


	ABC Company, Cash flow statement, for the year 2009


	Cash flow from operations
	
	In 000

	Net Income
	TL 1.000
	From income statement

	Plus: depreciation
	10
	From income statement

	Plus; decrease in accts receivable
	15
	Change in the balance beginning to end from balance sheet

	Plus: increase in accts payable
	15
	Change in the balance beginning to end from balance sheet

	Plus: increase in taxes payable
	2
	Change in the balance beginning to end from balance sheet

	Minus: increase in inventory
	(20)
	Change in the balance beginning to end from balance sheet

	Minus: increase in prepaid rent
	(10)
	Change in the balance beginning to end from balance sheet

	Net cash from operations
	1012
	

	Cash flow from investing
	
	

	Purchase of machinery
	(750)
	Additional information or account analysis

	Sale of machine
	50
	Additional information or account analysis

	Purchase of land
	(100)
	Additional information or account analysis

	Net cash from investing
	(800)
	

	Cash flow from financing
	
	

	Bank loan
	100
	Additional information and balance sheet analysis

	Payment of bank loan
	(70)
	Additional information or account analysis

	Common Stock
	90
	Additional information or account analysis

	Dividends paid
	(120)
	Additional information or account analysis

	Net cash from financing
	0
	1012-800+0

	Net change in cash
	212
	

	Beginning balance of cash
	10
	As reflected in the beginning balance sheet

	Ending balance of cash
	12
	As reflected in the ending balance sheet



From this CFS, we can see that the cash flow for fiscal year  2009 was TL212.000. The bulk of the positive cash flow stems from cash earned from operations. The purchasing of new machinery shows that the company  used its cash to invest in  machinery for growth. The difference between net income and cash flow from operations is very close which a good sign of profitability ( from income statement) and liquidity proximity. 
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