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STATEMENT OF CASH FLOW

A Teaching Note

The Statement of Cash Flow (SCF) contains a summary of the transactions entered into by a company over a period of time that involve the cash account.  The SCF provides information about a company’s ability to generate cash and the effectiveness of its cash management by explaining the change in the cash balance over a period of time.

The Statement of Cash Flow (SCF) is a derivative financial statement.  This statement is derived from an income statement and (at least) the two balance sheets surrounding the period covered by the income statement.

Since cash is the “life blood” of the firm, the SCF is an important diagnostic tool for the financial manager.  Importantly, this statement provides important insights into which financial ratios need to be calculated to assess the strengths and weaknesses of the firm

The SCF is a relatively new addition to the set of financial accounting statements required under generally accepted accounting principles.  The statement was established as a standard of financial reporting in 1987 and modified the statement of changes in financial position (the sources and uses of funds statement) which had been required since 1971.

Cash in the context of the SCF is defined as coin, currency, and available funds on deposit at the bank.  In addition, negotiable instruments like money orders, certified checks, cashiers’ checks, personal checks, commercial paper and other debt investments with maturities of less than three months are also considered as cash.  These accounts are aggregated and appear as “cash” on the firm’s balance sheet.

The SCF is designed to highlight the cash flows associated with three critical aspects of a company’s economic activities:

· Operations,

· Investments, and

· Financing.

Questions like the following can be answered by referring to the SCF:

· Why is the company’s cash balance increasing?  Or why is it decreasing?

· What portion of the company’s cash was generated through operations, the sale of investments, or the issuance of debt and/or equity securities?

· What portions of the company’s cash payments go toward supporting operations, capital investments, repayment of debt, purchasing treasury stock, and dividends?

The economic consequences associated with the SCF results primarily from investors, creditors, and other interested parties using it to assess the investment potential and creditworthiness of a company and the equity and debt securities they issue.  A recent Forbes magazine article suggests that many analysts feel cash flow information is a (the) critical parameter in firm evaluation and even more important than net income.  Forbes also noted that financial advisers are basing their analysis increasingly on cash flow.  An investor who ignores cash flow in analyzing stocks is being deprived of one of the most valuable tools in an arsenal of information.  If investors had relied more heavily on cash flow numbers, famous bankruptcies such as W.T. Grant, Penn Central, Sambo’s Restaurants, AM Internationals, and Wicks might have been foreseen much earlier than they were.

The basic structure of the SCF is as follows:

· Cash provided (used) by operating activities.

· Cash provided (used) by investing activities.

· Cash provided (used) by financing activities.

· Increase (decrease) in cash.

· Cash—beginning of the period.

· Cash—end of period.

In the philosophy that “a picture is worth a thousand words,” let’s go through the exercise of constructing a SCF.

EXAMPLE:  STATEMENT OF CASH FLOW FOR THE ABC CORP.

THE ABC CORPORATION

BALANCE SHEETS



Begin Year
End Year


Assets
January 1
December 31
Cash
$     800
$  1,100

Accounts Receivable
1,200
1,000

Inventories
2,000
1,800

Fixed Assets
4,000
3,600


Less:  Depreciation
(2,700)
(2,500)


TOTAL ASSETS
$  5,300
$  5,000


Liabilities and Net Worth
Accounts Payable
$  1,100
$     900

Accrued Taxes
400
300

Bank Loan
500
300

Long-term Debt (i.e., Bonds)
1,200
1,000

Common Stock at Par (20 shares)
100
150

Capital Surplus
100
150

Retained Earnings
1,900
2,200

TOTAL LIABILITIES


    AND NET WORTH
$  5,300
$  5,000

EXAMPLE:  STATEMENT OF CASH FLOW

THE ABC CORPORATION

INCOME STATEMENT

Sales
$  5,000

Expenses including Depreciation and Interest
(3,000)
Operating Profit before Taxes
2,000

Other Income
    500
Earnings before Taxes
2,500

Tax Liability
(1,000)
Net Income after Taxes
1,500

Dividends ($60/share)
(1,200)
Retentions
$     300

Notes:

(1)
Other income arose from the sale of a capital asset originally valued at $800, which had been depreciated to the extent of $400.  A tax liability of $100 arose from this transaction.

(2)
Depreciation expense for the year was $200.

(3)
Ten shares of $5 par value common stock were issued during the year.

(4)
Dividends were paid prior to the issue of new stock.

STATEMENT OF CASH FLOW

THE ABC CORPORATION

Operating Activities:

Net Earnings from Operations (or Operating Income)
1100


Depreciation
200


Deferred Taxes (or Tax Accruals)
(100)


Changes in Working Capital Accounts


Accounts Receivable
200



Inventory
200



Accounts Payable
(200)



Accrued Expenses
---




______


Total Cash from Operations
1400

Investing Activities:

Acquisition of Fixed Assets
(400)


Sale of Fixed Assets, Net of Tax
800



______


Total Cash from Investing Activities
400

Financing Activities:

Retirement of Long-term Debt
(200)


Retirement of Bank Loan                                                         (200)


Issuance of Long-term Debt
---


Issuance of Short-term Notes (including bank loans)                 ---


Dividends
(1200)


Repurchase of Stock
---


Issuance of Stock
100


Total Cash Flow from Financing Activities
(1500)

Change in Cash
300

NOTES:
Before Tax Earnings from Operations
2000


Tax on Operating Earnings
 (900)
After Tax Earnings from Operations
1100

Fixed Assets


Beginning Gross Fixed Asset
4000


Less:  Write-off of BV of Old Fixed Asset
 (800)
Gross Fixed Assets without Expenditures
3200


Ending Gross Fixed Asset
3600
Expenditure
400

Depreciation


Beginning Depreciation
(2700)


Write-off of Asset’s Depreciation
  400
Gross Depreciation w/o Asset’s Depreciation
(2300)


End Depreciation
(2500)
Depreciation Expense
200

Sale of Fixed Asset


Cash from Sale
900


Less:  Taxes Paid on Sale
(100)

Net from Fixed Asset Sale
800

� An important source of material for this teaching note is Intermediate Accounting, Revised Edition, Chapter 23, by Dyckman, Dukes and Davis.





