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In this particular module we will review with the statement of cash flows. We will review the purpose, correct formats, and the three types of activities reported on the statement. 
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The purpose of the Statement of Cash Flows is to provide financial statement users with changes in cash.  Cash flow is critical to a businesses going concern.  Many businesses have had great products or services and showed a promising future but was unable to make it into the future because they didn’t have enough cash for day to day business activities.
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The Statement of Cash Flows is prepared in two formats.

· Indirect

· Direct

The indirect format is the most common format used in preparing the Statement of Cash Flows.  Essentially net income is adjusted for changes in operating activities. While it is easy to prepare it isn’t as easy to read as the direct method.
The direct format is the easiest to understand although a bit harder to prepare.  It simply reports cash used or received from operations, financing and investing activities.
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Please pull up the statementcashflow.doc. Notice that like the Income Statement, Balance Sheet, and Statement of Retained Earnings the Statement of Cash Flow starts also with the name of the company, followed by the statement name and finally by the date. Notice the date is reported similarly to the Income Statement and the Statement of Retained Earnings. The Statement of Cash Flows represents changes in cash for the accounting period, thus the “For the year(s) ended” followed by the date. The Company’s Statement of Cash Flows is prepared in the Direct Method format. It is also a comparative statement as it reports more than one years worth of information.
Looking at the body of the statement you will notice that the statement was broken down into three categories

· Operating Activities

· Investing Activities

· Financing Activities
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Operating Activities have to do with the cash inflows and outflows having to do with the day to day business of the organization. Some examples are:

· Cash payments or outflows for products or inventory

· Cash receipts or inflows from sale of products or inventory

· Cash payments or outflows for employee wages or rent or insurance

· Cash payments or outflows for interest (usually think this goes into the financing section but it doesn’t)

Notice that the operating activities section is so large that it is broken further down into cash inflows and cash outflows.  This helps financial statement readers quickly understand cash changes in the operating activities section.  In the operating activities section you as an investor, creditor or other interested party want to see that there is a positive change in cash flow. Negative cash flow in this activity needs to be investigated as it suggests that the business isn’t able to cover its expense with the revenue it has generated over the period. There have been businesses that show good performance on the income statement but had poor cash flow.  Poor cash flow can get a company in trouble quickly even when they are making a profit.
Next we have investing activities which has to do with cash inflows and outflows due to investments.  When we talk about investments we mean investments into other companies stocks and bonds or investment into our own company in terms of purchases or sales of property or equipment used in the day to day business of the company. Examples of these investing activities are:
· Cash payments or outflows to purchase equipment used in the business

· Cash payments or outflows to purchase stock investments

· Cash receipts or inflows from the sale of an old delivery truck

· Cash receipts or inflows from the sale of bond investments.

Finally we have the financing activities which have to do with cash inflows and outflows related to the financing needs of the business.  We are talking about cash inflows from loans and mortgages taken out by The Company at the bank. Or it could be cash inflows from issuance of stocks or bonds.  It is here you will see the cash outflows for principle payments on loans and mortgages or the repurchase of shares from investors or payments to investors in the form of dividends.
Notice in the handout that each activity is totaled then added to beginning cash to get ending cash.  Take out the balancesheet.doc and compare 2000’s cash and cash equivalents total of $12,000 to the 2000’s ending cash on the Statement of Cash Flows. It to is $12,000.  This is how the Statement of Cash Flows links to the Balance Sheet.
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This problem has to do with classifying cash activities into the proper category of 

· Operating

· Investing

· Financing

Take a couple of minutes and determine which category each activity falls within for all eight activities.  As always I recommend that you do this on a separate piece of paper before checking your answers on slide 6.
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Here is the solution to the problem in slide 5.[image: image1.png]



