FINANCIAL ANALYSIS
LESSON 11: CASH FLOW ANALYSIS IN FINANCIAL PLANNING
COURSE INSTRUCTOR: DR CHARITY NJOKA (PHD)

By the end of the lesson, you should be able to 
1. Explain importance of cash flow statement for investors and other stockholders
2. Differentiate between operating, investing and financing activities
3. Explain the uses of cash flow statement
4. Prepare cash-flow statement both by direct and indirect method

1.0 Introduction 

Information about cashflow of an enterprise is useful in providing users of financial statements with a basis to assess the ability of the enterprise to utilize to generate cash and cash equivalents and the needs of the enterprise to utilize those cashflows. The economic decisions that are taken by users require an evaluation of the ability of an enterprise to generate cash and cash equivalents and the timing and certainty of their generation. Therefore, understanding past and current cash  flows may help the analyst in forecasting future cash flows and, hence, determine the value of the company. Moreover, understanding cash flow allows an analyst to assess the ability of a firm to maintain current dividends and its current capital expenditure policy without relying on external financing.

2.0 Purpose of Cashflows

Cash flow statement is only one of several financial statements that can be used to measure the financial strength of a business. The basic purpose of statement cash flows is to provide information about the sources and application of cash and cash equivalents of an entity. 
Cash comprises of cash on hand, and demand deposits (including those in foreign currencies) net of bank overdrafts. Cash equivalents are short-term, liquid investments that are readily convertible to known amounts of cash and which are not subject to any significant risk of changes in value. They include short-term securities; investments that have a short maturity of three months or less from the specified redemption date. Cash flows are inflows and outflows of cash and cash equivalents. Cash flow statement is a systematic analysis of changes in cash and cash equivalents over the given financial period. 

The basic purpose of statement cash flows is to provide information about the sources and application of cash and cash equivalents of an entity. Information about cash receipts and cash payments of an entity during an accounting period would help creditors and others in assessing: 
i) The entity’s ability to generate positive cash flows in future periods and
ii) The entity’s ability to meet its obligations and to pay dividends.
iii) The reasons for the difference between the accounting net income and the related net cash flows from operations of an entity for an accounting period. 
iv) Both the cash and non-cash aspects of an entity’s investment and financing transactions for the period. 
3.0 Benefits of Cash flows 
a) Cash flow statements provides information about the changes in cash and cash equivalents of an enterprise
b) Identifies cash generated from trading operations 
c) Helps to identify operating cash surplus which can be applied for investments in fixed assets 
d) Shows the portion of cash from operations  used to pay dividend and tax and the other portion  that is ploughed back
e) Very useful tool for planning

4.0 Reasons for Differing Bank Balances and Net Profit of a Firm
The two key financial objectives of every entity are to operate profitably and stay liquid and solvent. The income statement is designed to measure the results of operations of an entity in meeting its profit objective for a given period. The statement of income is based on accrual accounting. Therefore, the revenues, expenses, gains, and losses reported in the statement of income do not necessarily represent cash inflows and outflows. 
In general, five distinct classes of items cause differences between income flows and cash flows: 
1) Items that appear on the statement of income that do not represent cash inflows and outflow, such as depreciation, amortization expense and depletion. Such items are referred to as non-cash items. 
2) Operating cash flows that do not appear on the statement of income but appear instead on the statement of financial position as prepayments, deferrals, unearned revenue, or reductions of accruals. 
3) Credit items that have been included in the calculation of operating profit but do not affect the cash inflows and outflows in the same period. Examples include credit sales, credit purchases and accrued expenses. 
4) Activities that result in changes in size and composition of equity capital and borrowings of the enterprise. Such activities referred to as financing activities, usually affect cash but  may not be reflected fully in the statement of income. Examples include the issuing of shares, redemption of shares, borrowings and repayment of the principal amount borrowed. 

5) Activities that result in the acquisition and disposal of long term assets and other investments not included in cash equivalents. Such activities, referred to as investing activities, usually affect cash flows but may not be fully reflected on the statement of income. Examples include the purchase or sale of equity and or debt instruments of other enterprises and the purchase or sale of items of property, plant and equipment. 

5.0 Sources and Application of Cash
Cash flow statements are prepared to explain the cash movement between two points in time, say the beginning and the end of a  month , a year etc. A cash flow shows the sources and application of cash in an enterprise
Sources of Cash
1. Issue of shares, bonds, and raising of long-term loan
2. Sale of investments and other fixed assets
3. Cash from operations (Net operating profit)
Application of cash
1. Redemption of preference shares and bonds and repayment of long-term loan
2. Purchase of investments and other fixed assets (non-current assets)
3. Payment of tax
4. Payment of dividend
5. Loss  from  operations ( net operating Loss)

NB. Cash includes Bank a/c also. Increase in in cash is put in the applications and the sources respectively just to balance the cash flow statement 

Elements of Cash
Cash includes 
a) Cash in hand
b) Demand deposits in banks

Cash equivalent include:
Components
i) Short-term highly liquid investments that are readily convertible into known amounts of cash and which are subject to an insignificant risk of changes in value
ii) Securities with short  maturity period of, say three months or less from the date of acquisition

6.0 Presentation and Classification of Cashflows Activities 

The statement of cash flows should classify cash flows during the period between: 
a) Operating activities, 
b) Investing activities, and 
c) Financing activities. 

 
1. Operating Activities
These are principal revenue activities of the enterprise, the amount of cash flows from operating activities is a key indicator of the extent to which operations of the enterprises have generated sufficient cashflows to maintain the operating capability of the enterprise, pay dividends, repay loans and make new investments without recourse to external sources of financing. It provides information through working capital.
2. Investment Activities 
These are the acquisition and disposal of long-term assets and other investments not included in cash equivalents. Separate disclosure of cash flows arising from investing activities is important because the cash flows represent the extent to which the expenditures have been made for resources intended to generate future incomes and cash flows.
3. Financing Activities
 These activities result in charges in the size and composition of the owner’s capital (including preference share capital) and borrowings of the enterprise.

7.0 Calculation of Cash Flows from Operating Activities

There are two methods of determination of cash flows from operating activities 
1. Direct method- this is whereby major classes of gross cash receipts and gross cash receipts and gross cash  payments are considered or
2. Indirect method- this is whereby net profit or loss is adjusted for the effects of transaction of non-cash nature, deferrals or accruals of past or future operating cash receipts or payments and items of income or expense associated with investment or financing activities.
Direct Method

This method requires the following information:
· Gross receipts and gross cash payments from accounting records to ascertain cash flows from operating activities , for example i) information about cash received form trade receivables, payment to trade payables, cash expenses etc. which may be an analysis of cash book.

· The relevant information is obtained by adjusting sales, cost of sales and other items in the profit and loss account( income statement)
Indirect Method

 Under this method, the net cash flow from operating activities is obtained / determined by adjusting net profit or loss instead of individual items appearing in the profit and loss account. Net profit is adjusted for the effect of 
1. Changes  during the period in inventories and operating receivables and payables
2. Non-cash items such as depreciation
3. All other items for which the cash effects are financing or investing activities

Calculating cash flow from operating activities – Indirect method
	
	$
	$

	Net profit for the year
	
	xx

	Add: Non Cash & Non- operating exp.
	xx
	

	           Depreciation
	xx
	

	          Loss on sale of assets
	xx
	

	          Provision for taxation etc.
	xx
	

	Less:  Non Cash & Non- operating income
	
	

	           Profit from sale of assets
	xx
	

	Net profit after adjustment  for non-cash items
	
	xx

	Adjustment for working capital:
	
	

	   Less increase in current assets
	xx
	

	   Less decrease in current liabilities
	xx
	

	  Add increase in current liabilities
	xx
	

	  Add decrease in current assets
	xx
	xx

	Cash flow from operating activities
	
	XX


 
8.0 Calculation of Cashflows from Investing Activities
 
· These activities are related to the acquisition and disposal of long term assets , non-operating current assets and investments which results in inflow of cash
· Disposal of the aforesaid assets results in inflow of cash
· Thus inflows and outflows related to acquisition and disposal of assets other than those related to operating activities are shown in this category

9.0 Calculation of Cash Flows from Financing Activities

 
· These activities are related to changes in capital and borrowing of the enterprise, which affect flow of cash. 
· Redemption of shares  and repayment of borrowings results in outflow of cash
· Thus, inflows and outflows to the amount of capital and borrowing of the enterprise are shown under this head. 

Illustration

From the information given below, prepare a neat and clean Cash Flow Statement for Elida Ltd for the period ending 31st December 2021. (Using indirect method). Show very clearly, the cash generated under each of the three activities, namely: operating, investing, and financing providing all the details.

Income Statement of Elida Ltd For the period ending 31st Dec 2021.

Sales Revenue………………………………............$ 600.000 
Less Cost of Goods Sold …………………. …………440.000 
Gross Margin (Profit)…………………………………160.000
Less operating expenses:
General and Administrative Expenses .. 45.000 
Selling Expenses ………………………20.000 
Depreciation …………………………..25.000 
Amortisation ………………………….15.000            105,000
Operating income…………………………………….. 55.000
Add:
Gain on sale of Long term assets ……………………..17.000 
Income before tax ……………………………………. 72.000 
Less Tax ……………………………………………….25.000
Income after tax ………………………………………..47.000

	Balance Sheet as on….. 
	1 st Jan  2021
	31st Dec. 2021

	ASSETS:
	
	

	Cash 
	$ 22.000 
	$ 12.000

	Account Receivables 
	40.000 
	 65.000

	Inventory 
	60.000 
	 100.000

	Prepaid Selling Expenses 
	5.000
	20.000

	Long term Investment 
	40.000 
	60.000

	Long term Assets 
	150.000 
	115.000

	Brand Names & Goodwill 
	43.000 
	50.000

	Total: => 
	360.000 
	422.000

	LIABILITIES & EQUITIES
	
	

	Account Payables 
	75.000 
	53.000

	Income Tax Payable 
	10.000 
	12.000

	General & Admin. Expenses Payable 
	10.000 
	20.000

	Bank Loan 
	50.000 
	90.000

	10% Bonds Payable 
	50.000 
	30.000

	Share Capital 
	100.000
	150.000

	Retained Earnings 
	35.000 
	20.000

	Net Income 
	30.000 
	47.000

	Total: => 
	380.000 
	 458.000

	
	
	



During the past year long-term assets with a net book value of € 10.000 were disposed off at a gain of $ 17.000.

Solution 

	CashFlow From Operating Activities
	
	
	

	Income after Tax 
	
	47000
	

	Adjust for  Non-cash items:
	
	
	

	Add Depreciation on Buildings 
	25000
	
	

	Add Amortisation on Brands 
	15000
	
	

	Less Gain on a sale of buildings 
	(17000)
	23000
	

	Adj for changes in working capital:
	
	
	

	Add Increase in General & Admin. payable 
	10000
	
	

	Add Income Tax Payable Increase 
	2000
	
	

	Less Increase in inventories 
	(40000)
	
	

	Less Decrease in account payable 
	(22000)
	
	

	Less Increase in account receivable -
	(25000)
	
	

	Less Prepaid Selling expense 
	(15000)
	(94000)
	

	Net cash flow from operating activities 
	
	
	(20000)

	CashFlow From investment Activities
	
	
	

	Add Inflow from a sale of a long term asset 
	27000
	
	

	Less Outflow from a long term investment 
	(20000)
	
	

	Less Outflow from an investment in Brand names & Godwill 
	(22000)
	
	

	Net Cash flow from investing activities 
	
	
	(15000)

	Cash flow from Financing activities
	
	
	

	Inflow arising from the increase of the bank loan 
	40000
	
	

	Inflow from increasing of share capital 
	50000
	
	

	Outflow coming from the decrease of bonds payable 
	(20000)
	
	

	Ouflow from closing of income and decreasing retained earnings
	(45000)
	
	

	Net Cash flow from Financing activities
	
	
	25000

	Total Net  cash  flow
	
	
	(10000)

	Cash  &cash equivalents at the beginning
	
	
	22,000

	Cash  & cash equivalents at the end
	
	
	12,000





10.0 Uses of Cash Flow Statement
Cash flow statement is very useful to the financial management. It is used as a tool for financial analysis for short term planning. The preparation of cash flow statement has several uses. The more important uses are as follows: 
1) Changes in cash balance between two points of time and the contributing factors for such change are clearly revealed.
 2) The cash flow statement explains the reasons for: 
i) The presence of very low cash balance inspite of huge operating profits: or
ii) The presence of a higher cash balance inspite of a very low level of profits
3) Projected cash flow statements help the management in short-term planning and several other ways like:
 i) Determination of additional cash requirements during a given period and making timely arrangements 
ii) Identification of the size of surplus and the time for which such surplus funds are likely to be available
iii) Judging the ability of the firm to repay/redeem debentures/preferences shares. 
iv) Examining the possibility of maintaining/increasing dividends 
v) Assessing the capability of finance, replacement of fixed assets 
vi) Assessing the capacity of the firm to finance expansion. 
vii) More efficient and effective management of cash flows.



11.0 Summary 
· Cash Flow Statement and cash flow analysis have assumed importance particularly when many companies have started adopting creative accounting and earnings management. Realizing the needs of new users as well as others, regulating agencies have made reporting of cash flow statements mandatory. 
· Cash flow statement is easy to understand and difficult to manipulate. It provides three important pieces of information on cash flow movements of the firm --- how much cash is generated through operation, financing and how much cash is spent for investment? It gives a clear and real picture about the internal activities of the firm. 
· There are two methods of preparation of cash flow statements, namely direct and indirect method. While direct method gives more details on cash flow from operating activities and reader-friendly, indirect method is more accounting oriented and fails to provide any additional information. Unfortunately, many companies use indirect method though the accounting standards allow both methods. 
· Cash flow analysis are typically done by comparing the changes in cash flow from operating activities from period to period with the changes in profit levels of the firm. Such comparison is useful to understand the quality of reported profit. In addition, the cash flow from operating activities are used to compare whether they are sufficient to meet the liabilities of lenders and contribute for further investments.
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