CASH FLOW STATEMENT

1. What do you mean by cash flow statement?

A cash flow statement is a statement which depicts the change in the cash position of a concern between two balance sheet dates.  It shows the various sources from which cash was received and the various purposes for which cash was utilized.

A transaction that causes net increase in cash position of the firm is known as inflow of cash.  A transaction reduces cash balance of the firm is known as outflow of cash.

2. What are the uses of cash flow statement?


Following are the important uses of cash flow statement.

(i) Useful for short-term financial planning.

(ii) Useful in preparing the cash budget.

(iii) Helps to study the trend of cash receipts and cash payments.

(iv) It reveals the causes of changes in cash position of a business concern between two balance sheet dates.

(v) It facilitates effective dividend policy decisions.

3. What are the limitations of cash flow statement?


Important limitations are:

(i) Cash flow statement does not present true picture of the liquidity of a firm because liquidity does not depend on cash alone.  Liquidity also depends on assets which can be converted into cash easily.

(ii) The possibility of window-dressing is higher in case of cash flow statement.

(iii) Cash flow statement ignores non-cash charges. Hence, a cash flow statement cannot judge the true position of an enterprise. 

4. Distinguish between funds flow statement and cash flow statement.

	Funds Flow Statement
	Cash Flow Statement

	a) It discloses the causes of changes in working capital

b) It shows sources and applications of funds

c) Increase in current assets or decrease in current liability leads to increase in funds and vice-versa.

d) It is prepared on accrual basis of accounting


	a) It discloses the causes of changes in cash position.

b) It shows sources and applications of cash

c) Increase in current assets or decrease in current liability results in decrease in cash and vice-versa.

d) It is prepared on cash basis of accounting.




5. Classification of cash flows:
a) Cash flow from operating activities:

Operating activities are the principal revenue producing activities of the enterprise and other activities that are not investing or financing activities. They generally result from the transactions and other events that enter into the determination of net profit or loss.

Examples: 

· Cash receipts from the sale of goods and rendering of services.

· Cash receipts from royalties, fees, commissions and other revenue.

· Cash payments to suppliers for goods and services.

· Cash payments to and on behalf of employees.

· Cash receipts and cash payments- insurance premium, claims, etc.

·  Cash payments or refunds of tax.

· Cash receipts, payments relating to future contracts, forward contracts, etc.

b) Cash flow from investing activities
Investing activities are the acquisition and disposal of long-term assets and other investments not included in cash equivalents.

Examples: 

· Cash payments to acquire fixed assets

· Cash receipts from sale of fixed assets.

· Cash payments to acquire shares or debt instruments of other enterprises

· Cash receipts from sale of shares  of other enterprises.

· Cash advances and loans made to third parties.

· Cash receipts from interest & dividend.

c) Cash flow from financing activities:

Financing activities are activities that result in changes in the size and composition of the owner’s capital.

Examples:

· Cash proceeds from issuing shares.

· Cash receipts from issuing debentures, loans and bonds
· Cash repayments of amount borrowed.

· Cash payments of interest and dividend.

6. What is meant by the term ‘cash equivalents’?
 Cash equivalents are 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. Cash equivalents are held for the purpose of meting short term cash commitments rather than for investment purpose.
Classification of business activities, showing inflow and outflow of cash.

	Operating Activities

	Cash inflow:

· Cash sales.
· Cash received from debtors.
· Cash received from commission   & fees.
· Royalty.
	Cash outflow:

· Cash purchases.
· Payment to creditors.
· Cash operating expenses.
· Payment of wages.
· Income tax.

	Investing Activities

	Cash inflow:

· Sale of fixed assets.
· Sale of investments.
· Interest received.
· Dividend received.
	Cash outflow:

· Purchase of fixed assets.
· Purchase of investments.

	Financing Activities

	Cash inflow:
· Issue of shares in cash.
· Issue of debentures in cash.
· Proceeds from long term borrowings.
	Cash outflow:

· Payment of loans.
· Redemption of preference shares.
· Buy-back of equity shares.
· Payment of dividend.
· Payment of interest.
· Repayment of finance.


Exercise:

Classify the following activities as Operating activities, investing activities, financing activities and cash or cash equivalents:
	1. Purchase of machinery

2. Proceeds from issue of equity shares

3. Cash sales

4. Proceeds from long term borrowings

5. Proceeds from sale of machinery

6. Cash from debtors

7. Purchase of investments

8. Redemption of preference shares

9. Cash purchase of goods.
10. Proceeds from sale of investments.

11. Purchase of goodwill.
12. Dividend  paid on equity shares .
13. Wages and salaries paid.
14. Proceeds from sale of patents

15. Interest paid on long term borrowings.

	16. Office and administration expenses

17. Dividend received on shares held as investments.

18. Rent received  on property as investment

19. Income tax paid

20. Dividend paid on equity shares

21. Underwriting commission paid

22. Rent paid.

23. Brokerage paid on issue of shares.

24.  Bank overdraft.
25.  Cash credit.
26. Short term deposits.

27. Marketable securities.

28. Refund of income tax

29. Discount allowed to customers.
30. Discount from suppliers.

	Operating activities:


	Investing activities:



	Financing activities:


	Cash equivalents:
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