Elements of the cash flow statement

The cash flow statement is an analysis of the sources and uses of cash by the company.

If

assets = liabilities + shareholders' equity, then

Cash + other assets = liabilities + shareholders' equity and

Cash = -other assets + liabilities + shareholders' equity and

(Cash = -(other assets + (liabilities + (shareholders' equity

where (Cash is the change in the cash account - the focus of the cash flow statement.

Cash flow statements have three parts - operating, investing and financing.  In addition, interest paid and taxes paid are required bits of supplemental information.  Then

(Cash = (Cash provided by operations

+ (Cash due to investing + (Cash due to financing

The change in cash due to operations focuses on income and eliminates and adjusts for non-cash elements of operations to arrive at cash provided by operations.

The change in cash due to investing focuses on the company's non-operating assets.  Examples include capital expenditures, investments, acquisitions and divestitures for cash.

The change in cash due to financing focuses on the company's non-operating liabilities and owners' equity.  Examples include changes in notes payable, bond issues and retirements and common stock issues and stock buybacks.  Also, dividend payments are included in the financing section of the cash flow statement

There are two types of cash flow statements - the direct cash flow statement and the indirect cash flow statement.

The direct cash flow statement is basically a cash T - account split into the three components.

The indirect cash flow statement also has three parts.  The investing and financing sections are identical in form and flows to what would be seen in the direct cash flow statement.  The only difference appears in the section reporting operating flows.

The reported net operating cash flow from operations is identical irrespective of  whether the direct or indirect method is used.  However, whereas the direct method shows actual flows, the indirect method calculates the flows based on the company's other accounts starting with income (in essence, the 'other' side of the accounting double entry system), adding back non cash outflows reported as expenses, subtracting non cash inflows reported as revenues and adjusting for changes in the company's operating assets and liabilities.  The formula for cash provided by operations is:

Net income

+ Non cash expenses (such as depreciation)

( Non-cash revenues (such as accrued interest income)

( Increases in operating assets (cash not yet received)

+ decreases in operating assets (additional cash received)

+ increases in operating liabilities (cash not yet paid)

( decreases in operating liabilities (additional cash paid)

Notes:

Operating assets and liabilities are primarily short-term assets and liabilities.  However, assets such as cash (the focus of the analysis), marketable securities and short-term debt (both considered investing or financial rather than operating) are excluded from the operating portion of the analysis.

Operating cash flows include interest payments and tax payments.  Operating income does not include interest expense or tax expense.

Operating cash flows include dividends received, interest received and interest paid.  However, dividends paid are reported in the financing section of the cash flow statement.

Operating cash flow can vary substantially in size and trend from income.

Cash flows are free of many accounting options that affect accounting income.

Since accounting choices are used to manage income, cash flows are not managed as much as income.  However, cash flows may be harder to interpret as the natural lumpiness of cash flows (as opposed to the smooth accrual of income) may be more difficult to predict.

