CASH FLOW STATEMENT ANALYSIS

THe IMPORTANCE oF CASH FLOW STATEMENT ANALYSIS

CASH FLOW STATEMENT ANALYSIS IS A CRITICAL FINANCIAL PROCESS THAT UNVEILS A COMPANY’'S ABILITY TO GENERATE AND
MANAGE CASH OVER A SPECIFIC PERIOD. UNLIKE INCOME STATEMENTS OR BALANCE SHEETS, WHICH CAN BE INFLUENCED BY
ACCRUAL ACCOUNTING PRINCIPLES, THE CASH FLOW STATEMENT OFFERS A DIRECT LOOK AT ACTUAL CASH INFLOWS AND
OUTFLOWS, PROVIDING A CLEARER PICTURE OF FINANCIAL HEALTH AND OPERATIONAL EFFICIENCY. UNDERSTANDING THIS
STATEMENT IS PARAMOUNT FOR INVESTORS, CREDITORS, AND MANAGEMENT ALIKE, AS IT ILLUMINATES LIQUIDITY, SOLVENCY,
AND THE UNDERLYING DRIVERS OF PROFITABILITY. THIS COMPREHENSIVE ARTICLE WILL DELVE INTO THE INTRICACIES OF CASH
FLOW STATEMENT ANALYSIS, EXPLORING ITS COMPONENTS, KEY METRICS, INTERPRETATION TECHNIQUES, AND ITS INDISPENSABLE
ROLE IN STRATEGIC DECISION-MAKING FOR BUSINESSES OF ALL SIZES.
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UNDERSTANDING THE PURPOSE OF CASH FLOW STATEMENT ANALYSIS

THE PRIMARY PURPOSE OF CASH FLOW STATEMENT ANALYSIS IS TO ASSESS A COMPANY'S FINANCIAL LIQUIDITY AND ITS
ABILITY TO MEET ITS SHORT-TERM AND LONG-TERM OBLIGATIONS. |T MOVES BEYOND REPORTED PROFITS TO REVEAL THE
ACTUAL CASH GENERATED AND USED, WHICH IS ESSENTIAL FOR UNDERSTANDING A COMPANY'S TRUE FINANCIAL RESILIENCE. A
BUSINESS CAN REPORT SIGNIFICANT PROFITS ON ITS INCOME STATEMENT BUT STILL FACE INSOLVENCY IF IT CANNOT CONVERT
THOSE PROFITS INTO READILY AVAILABLE CASH. THEREFORE, ANALYZING CASH FLOWS PROVIDES A MORE GROUNDED
PERSPECTIVE ON FINANCIAL PERFORMANCE AND SUSTAINABILITY.

THIS TYPE OF ANALYSIS IS FUNDAMENTAL FOR MAKING INFORMED INVESTMENT DECISIONS. INVESTORS LOOK TO CASH FLOW
STATEMENTS TO DETERMINE IF A COMPANY GENERATES ENOUGH CASH TO REINVEST IN ITS OPERATIONS, PAY DIVIDENDS, OR
SERVICE ITS DEBT. SIMILARLY/ CREDITORS RELY ON THIS ANALYSIS TO GAUGE A COMPANY'S CAPACITY TO REPAY LOANS. FOR
INTERNAL MANAGEMENT, CASH FLOW STATEMENT ANALYSIS IS A VITAL TOOL FOR BUDGETING, FORECASTING, AND MANAGING
W ORKING CAPITAL EFFECTIVELY, ENSURING THAT THE COMPANY HAS SUFFICIENT CASH ON HAND TO OPERATE SMOOTHLY AND
PURSUE GROWTH OPPORTUNITIES.

CoMPONENTS OF THE CASH FLOW STATEMENT

THE CASH FLOW STATEMENT IS METICULOUSLY STRUCTURED INTO THREE DISTINCT SECTIONS, EACH REPRESENTING A DIFFERENT
CATEGORY OF CASH-GENERATING OR CASH-CONSUMING ACTIVITIES. THESE SECTIONS PROVIDE A CLEAR, ORGANIZED VIEW OF
HOW CASH MOVES WITHIN AN ORGANIZATION AND ARE ESSENTIAL FOR A THOROUGH ANALYSIS. UNDERSTANDING EACH
COMPONENT IS THE FIRST STEP IN DECIPHERING THE OVERALL FINANCIAL NARRATIVE PRESENTED BY THE STATEMENT.



OPERATING ACTIVITIES: THE LIFEBLOOD OF THE BUSINESS

THIS SECTION DETAILS THE CASH GENERATED OR CONSUMED BY A COMPANY'S CORE BUSINESS OPERATIONS. |T INCLUDES CASH
RECEIVED FROM CUSTOMERS FOR GOODS AND SERVICES SOLD AND CASH PAID TO SUPPLIERS, EMPLOYEES, AND FOR OPERATING
EXPENSES. FOR MOST HEALTHY COMPANIES, OPERATING ACTIVITIES ARE THE PRIMARY SOURCE OF CASH, INDICATING THE
EFFICIENCY AND PROFITABILITY OF THEIR DAY-TO-DAY BUSINESS. ANALYZING TRENDS IN OPERATING CASH FLOW CAN REVEAL
IMPROVEMENTS OR DETERIORATIONS IN SALES PERFORMANCE, COST MANAGEMENT, AND INVENTORY TURNOVER.

THERE ARE TWO METHODS TO PRESENT CASH FLOW FROM OPERATING ACTIVITIES: THE DIRECT METHOD AND THE INDIRECT
METHOD. THE DIRECT METHOD SHOWS MAJOR CLASSES OF GROSS CASH RECEIPTS AND GROSS CASH PAYMENTS, SUCH AS CASH
RECEIVED FROM CUSTOMERS, INTEREST RECEIVED, AND CASH PAID TO SUPPLIERS AND EMPLOYEES. THE INDIRECT METHOD, MORE
COMMONLY USED, STARTS WITH NET INCOME AND ADJUSTS IT FOR NON-CASH ITEMS LIKE DEPRECIATION, AMORTIZATION, AND
CHANGES IN WORKING CAPITAL ACCOUNTS (ACCOUNTS RECEIVABLE, INVENTORY, ACCOUNTS PAYABLE). THE INDIRECT METHOD
IS OFTEN FAVORED FOR ITS EASE OF PREPARATION WHEN USING ACCRUAL-BASED ACCOUNTING RECORDS.

INVESTING ACTIVITIES: FUTURE GROWTH AND ASSET MANAGEMENT

CASH FLOWS FROM INVESTING ACTIVITIES RELATE TO THE PURCHASE AND SALE OF LONG-TERM ASSETS, SUCH AS PROPERTY,
PLANT, AND EQUIPMENT (PP&E), AS WELL AS INVESTMENTS IN OTHER COMPANIES. A COMPANY THAT IS EXPANDING ITS
OPERATIONS OR INVESTING IN NEW TECHNOLOGIES WILL TYPICALLY SHOW SIGNIFICANT CASH OUTFLOWS IN THIS SECTION AS IT
ACQUIRES ASSETS. CONVERSELY, SELLING OFF UNDERUTILIZED ASSETS OR DIVESTING FROM CERTAIN INVESTMENTS WILL RESULT
IN CASH INFLOWS.

A CONSISTENT PATTERN OF SUBSTANTIAL INVESTMENT IN PPSE CAN SIGNAL A COMPANY'S COMMITMENT TO FUTURE GROWTH
AND ITS BELIEF IN ITS LONG-TERM PROSPECTS. HO\X/EVER, AN EXCESSIVE OUTFLOW WITHOUT CORRESPONDING REVENUE GROWTH
COULD INDICATE INEFFICIENT CAPITAL ALLOCATION. ANALYZING THESE ACTIVITIES HELPS TO UNDERSTAND A COMPANY'S
CAPITAL EXPENDITURE STRATEGY AND ITS APPROACH TO MANAGING ITS ASSET BASE.

FINANCING ACTIVITIES: FUNDING AND DEBT OBLIGATIONS

THIS SECTION REPORTS ON CASH FLOWS RELATED TO DEBT, EQUITY, AND DIVIDENDS. IT INCLUDES CASH RAISED FROM ISSUING
DEBT OR EQUITY, AS WELL AS CASH USED TO REPAY DEBT, REPURCHASE STOCK, OR PAY DIVIDENDS TO SHAREHOLDERS.
POSITIVE CASH FLOW FROM FINANCING ACTIVITIES TYPICALLY MEANS THE COMPANY IS BORROWING MONEY OR ISSUING STOCK,
WHILE NEGATIVE CASH FLOW SUGGESTS IT IS REPAYING DEBT, BUYING BACK SHARES, OR DISTRIBUTING PROFITS.

EXAMINING FINANCING ACTIVITIES PROVIDES INSIGHT INTO HOW A COMPANY IS FUNDING ITS OPERATIONS AND INVESTMENTS. A
COMPANY THAT RELIES HEAVILY ON DEBT FINANCING MAY FACE HIGHER INTEREST EXPENSES AND GREATER FINANCIAL RISK.
CONVERSELY, A COMPANY THAT CONSISTENTLY REPAYS DEBT OR BUYS BACK ITS OWN STOCK MIGHT BE INDICATING FINANCIAL
STRENGTH AND A COMMITMENT TO RETURNING VALUE TO SHAREHOLDERS, PROVIDED IT HAS SUFFICIENT OPERATING CASH FLOW
TO SUPPORT THESE ACTIONS.

Key MeTrICS IN CASH FLOW STATEMENT ANALYSIS

SEVERAL KEY METRICS DERIVED FROM THE CASH FLOW STATEMENT ARE CRUCIAL FOR A COMPREHENSIVE FINANCIAL ASSESSMENT.
THESE METRICS OFFER QUANTIFIABLE INSIGHTS INTO A COMPANY'S LIQUIDITY, SOLVENCY, AND OPERATIONAL EFFICIENCY,
PROVIDING A STANDARDIZED WAY TO EVALUATE FINANCIAL PERFORMANCE ACROSS DIFFERENT PERIODS AND COMPANIES.

ONE OF THE MOST FUNDAMENTAL METRICS IS FREe CasH FLow (FCF). FCF REPRESENTS THE CASH A COMPANY GENERATES
AFTER ACCOUNTING FOR CAPITAL EXPENDITURES NECESSARY TO MAINTAIN OR EXPAND ITS ASSET BASE. |T IS OFTEN



CALCULATED AS CASH FLow FrROM OPERATIONS MINUS CAPITAL EXPENDITURES. FREE CASH FLOW IS A VITAL INDICATOR OF A
COMPANY'S FINANCIAL FLEXIBILITY, AS IT REPRESENTS THE CASH AV AILABLE FOR DEBT REPAYMENT, DIVIDENDS, SHARE
REPURCHASES, OR ACQUISITIONS.

ANOTHER IMPORTANT METRIC IS THE CASH FLOW MARGIN/ WHICH IS CALCULATED BY DIVIDING CASH FLOW FROM OPERATIONS
BY REVENUE. THIS RATIO INDICATES HOW MUCH CASH IS GENERATED FROM EACH DOLLAR OF SALES, OFFERING INSIGHT INTO
OPERATIONAL EFFICIENCY AND PRICING POWER. A HIGHER CASH FLOW MARGIN GENERALLY SUGGESTS BETTER OPERATIONAL
PERFORMANCE AND A STRONGER ABILITY TO TRANSLATE SALES INTO CASH.

CasH FLow ADEQUACY ASSESSES WHETHER A COMPANY'S OPERATING CASH FLOW IS SUFFICIENT TO COVER ITS CAPITAL
EXPENDITURES AND DEBT OBLIGATIONS. THIS CAN BE EVALUATED BY COMPARING CASH FLOW FROM OPERATIONS TO THE SUM
ofF CAPITAL EXPENDITURES AND NET DEBT REPAYMENTS. A STRONG POSITIVE RESULT HERE INDICATES THAT THE COMPANY IS
GENERATING ENOUGH CASH TO SUSTAIN ITS OPERATIONS, INVEST FOR THE FUTURE, AND MANAGE ITS FINANCIAL OBLIGATIONS
WITHOUT EXTERNAL FINANCING.

Free CasH FLow (FCF)

CAsH FLow MARGIN

CASH FLow ADEQUACY

o OPERATING CAsH FLow RaTIo (CasH FLow FrRoM OPERATIONS / CURRENT LIABILITIES)

DeaT Service CoveraGe RaTIO (CasH FLow FrRoM OPERATIONS /| ToTAL DEBT SERVICE)

INTERPRETING THE CASH FLOW STATEMENT FOR FINANCIAL HEALTH

INTERPRETING THE CASH FLOW STATEMENT INVOLVES LOOKING BEYOND THE ABSOLUTE NUMBERS TO UNDERSTAND THE TRENDS
AND RELATIONSHIPS BETWEEN THE DIFFERENT COMPONENTS. A HEALTHY COMPANY TYPICALLY DEMONSTRATES CONSISTENT
POSITIVE CASH FLOW FROM OPERATIONS, INDICATING ITS CORE BUSINESS IS GENERATING SUFFICIENT CASH TO SUSTAIN ITSELF.
W/HILE INVESTING ACTIVITIES MAY SHOW OUTFLOWS AS THE COMPANY GROWS, THESE SHOULD IDEALLY BE FUNDED BY
OPERATING CASH FLOW OR PRUDENT FINANCING, RATHER THAN DEPLETING CASH RESERVES.

SIGNIFICANT NEGATIVE CASH FLOW FROM OPERATIONS, ESPECIALLY OVER EXTENDED PERIODS, IS A MAJOR RED FLAG. IT
SUGGESTS THAT THE COMPANY'S CORE BUSINESS IS STRUGGLING TO GENERATE CASH, POTENTIALLY LEADING TO LIQUIDITY
PROBLEMS. SIMILARLY, IF INVESTING ACTIVITIES CONSISTENTLY SHOW LARGE INFLOWS FROM ASSET SALES WITHOUT
CORRESPONDING REINVESTMENT, IT MIGHT INDICATE THAT THE COMPANY IS SELLING OFF ITS PRODUCTIVE ASSETS TO STAY
AFLOAT, WHICH IS UNSUSTAINABLE IN THE LONG RUN. ANALYZING THE INTERPLAY BETWEEN THESE SECTIONS PROVIDES A
DYNAMIC VIEW OF FINANCIAL WELL-BEING.

For EXAMPLE, A COMPANY MIGHT SHOW INCREASING NET INCOME BUT DECREASING CASH FLOW FROM OPERATIONS. THis
DIVERGENCE COULD BE DUE TO AGGRESSIVE REVENUE RECOGNITION POLICIES, A BUILD-UP OF ACCOUNTS RECEIVABLE THAT ARE
UNLIKELY TO BE COLLECTED, OR AN INCREASE IN INVENTORY THAT IS NOT SELLING. A DETAILED ANALYSIS OF THE ADJUSTMENTS
MADE IN THE OPERATING SECTION (UNDER THE INDIRECT METHOD) CAN PINPOINT THE EXACT CAUSES OF SUCH DISCREPANCIES AND
HIGHLIGHT POTENTIAL ACCOUNTING MANIPULATIONS OR OPERATIONAL INEFFICIENCIES.

CoMMON PITFALLS IN CASH FLow STATEMENT ANALYSIS

DESPITE ITS CRITICAL IMPORTANCE, CASH FLOW STATEMENT ANALYSIS IS NOT WITHOUT ITS CHALLENGES AND POTENTIAL



PITFALLS. ONE COMMON MISTAKE IS FOCUSING SOLELY ON NET INCOME REPORTED ON THE INCOME STATEMENT AND NEGLECTING
THE CRUCIAL INFORMATION PRESENTED IN THE CASH FLOW STATEMENT. NET INCOME CAN BE MISLEADING DUE TO ACCRUAL
ACCOUNTING PRINCIPLES, WHICH RECOGNIZE REVENUE AND EXPENSES WHEN EARNED OR INCURRED, REGARDLESS OF WHEN CASH IS
EXCHANGED.

ANOTHER PITFALL IS MISINTERPRETING THE NATURE OF CASH FLOWS. FOR INSTANCE, NEGATIVE CASH FLOW FROM INVESTING
ACTIVITIES IS NOT INHERENTLY BAD, IT CAN INDICATE THAT A COMPANY IS INVESTING IN GROWTH THROUGH CAPITAL
EXPENDITURES. HO\)VEVER, IT BECOMES CONCERNING IF THESE INVESTMENTS ARE NOT GENERATING FUTURE CASH FLOWS OR IF
THEY ARE FINANCED BY UNSUSTAINABLE MEANS. SIMILARLY, POSITIVE CASH FLOW FROM FINANCING ACTIVITIES CAN BE A SIGN OF
DISTRESS IF IT MEANS THE COMPANY IS CONSTANTLY BORROWING TO COVER ITS OPERATING SHORTFALLS.

FURTHERMORE, ANALYSTS MIGHT OVERLOOK THE IMPORTANCE OF ANALYZING THE STATEMENT OVER MULTIPLE PERIODS. A
SINGLE PERIOD’S CASH FLOW CAN BE AN ANOMALY, IT IS THE TREND OVER TIME THAT REVEALS THE TRUE FINANCIAL TRAJECTORY
OF A COMPANY. COMPARING CASH FLOW FROM OPERATIONS, INVESTING, AND FINANCING OVER SEVERAL YEARS ALLOWS FOR A
MORE ROBUST UNDERSTANDING OF FINANCIAL STABILITY AND STRATEGIC DIRECTION. |T IS ALSO VITAL TO UNDERSTAND THE
INDUSTRY CONTEXT, AS TYPICAL CASH FLOW PATTERNS CAN VARY SIGNIFICANTLY ACROSS DIFFERENT SECTORS.

® |GNORING TRENDS AND FOCUSING ONLY ON A SINGLE PERIOD.

® MISINTERPRETING THE SIGNIFICANCE OF POSITIVE OR NEGATIVE CASH FLOWS IN INVESTING AND FINANCING SECTIONS.
e OVER-RELIANCE ON NET INCOME WITHOUT RECONCILING IT TO CASH FLOW.

e FAILING TO CONSIDER THE IMPACT OF NON-CASH EXPENSES AND REVENUES.

e NOT UNDERSTANDING INDUSTRY-SPECIFIC CASH FLOW DYNAMICS.

THe RoLe oF CASH FLow STATEMENT ANALYSIS IN STRATEGIC PLANNING

STRATEGIC PLANNING WITHIN ANY ORGANIZATION HINGES ON A REALISTIC UNDERSTANDING OF ITS FINANCIAL CAPABILITIES, AND
THE CASH FLOW STATEMENT IS AN INDISPENSABLE TOOL FOR ACHIEVING THIS CLARITY. BY ANALYZING PAST AND PRESENT CASH
FLOW PATTERNS, MANAGEMENT CAN MAKE MORE INFORMED DECISIONS ABOUT FUTURE GROWTH INITIATIVES, RESOURCE
ALLOCATION, AND RISK MANAGEMENT. THIS ANALYTICAL PROCESS HELPS BRIDGE THE GAP BETWEEN AMBITIOUS STRATEGIC
GOALS AND THE FINANCIAL REALITIES OF ACHIEVING THEM.

For INSTANCE, IF A COMPANY IS CONSIDERING A SIGNIFICANT EXPANSION THAT REQUIRES SUBSTANTIAL CAPITAL INVESTMENT,
CASH FLOW STATEMENT ANALYSIS WILL REVEAL WHETHER THE COMPANY CAN REALISTICALLY FUND THIS EXPANSION
INTERNALLY THROUGH ITS OPERATING CASH FLOW, OR IF IT WILL NEED TO RESORT TO DEBT OR EQUITY FINANCING.
UNDERSTANDING THE POTENTIAL IMPACT ON FUTURE CASH FLOWS, INCLUDING INCREASED DEBT SERVICING COSTS OR DILUTION
OF OWNERSHIP, IS CRUCIAL FOR ASSESSING THE VIABILITY AND SUSTAINABILITY OF SUCH A STRATEGIC MOVE.

MOREOVER, CASH FLOW STATEMENT ANALYSIS HELPS IN SETTING REALISTIC PERFORMANCE BENCHMARKS AND OPERATIONAL
TARGETS. BY IDENTIFYING AREAS WHERE CASH GENERATION CAN BE IMPROVED OR WHERE CASH IS BEING USED INEFFICIENTLY,
MANAGEMENT CAN IMPLEMENT TARGETED STRATEGIES TO OPTIMIZE WORKING CAPITAL, STREAMLINE OPERATIONS, AND ENHANCE
PROFITABILITY. THIS PROACTIVE APPROACH ENSURES THAT THE COMPANY REMAINS FINANCIALLY AGILE AND CAPABLE OF
ADAPTING TO CHANGING MARKET CONDITIONS, ULTIMATELY CONTRIBUTING TO LONG-TERM SUCCESS AND SHAREHOLDER VALUE.

CAsH FLow STATEMENT ANALYSIS FOR DIFFERENT STAKEHOLDERS



THE INSIGHTS DERIVED FROM CASH FLOW STATEMENT ANALYSIS ARE INVALUABLE TO A WIDE ARRAY OF STAKEHOLDERS, EACH
WITH THEIR UNIQUE PERSPECTIVES AND DECISION-MAKING NEEDS. THE STATEMENT SERVES AS A UNIVERSAL LANGUAGE OF
FINANCIAL HEALTH, ALBEIT INTERPRETED THROUGH DIFFERENT LENSES.

For INVESTORS, CASH FLOW STATEMENT ANALYSIS IS PARAMOUNT FOR ASSESSING A COMPANY'S ABILITY TO GENERATE
RETURNS. POSITIVE AND GROWING OPERATING CASH FLOW INDICATES A SUSTAINABLE BUSINESS MODEL AND THE POTENTIAL FOR
DIVIDEND PAYMENTS OR REINVESTMENT FOR FUTURE GROW TH. INVESTORS USE METRICS LIKE FREE CASH FLOW TO GAUGE THE
TRUE PROFITABILITY AND FINANCIAL FLEXIBILITY OF A COMPANY, HELPING THEM DECIDE WHETHER TO BUY, HOLD, OR SELL ITS
STOCK.

CREDITORS AND LENDERS RELY HEAVILY ON CASH FLOW ANALYSIS TO DETERMINE A COMPANY'S CREDITWORTHINESS AND ITS
CAPACITY TO REPAY BORROWED FUNDS. THEY EXAMINE OPERATING CASH FLOW TO ENSURE THE COMPANY CAN GENERATE
ENOUGH CASH TO COVER INTEREST PAYMENTS AND PRINCIPAL REPAYMENTS. RATIOS LIKE THE DEBT SERVICE COVERAGE RATIO
ARE CRITICAL IN THIS REGARD, PROVIDING A QUANTITATIVE MEASURE OF A COMPANY’S ABILITY TO SERVICE ITS DEBT
OBLIGATIONS FROM ITS OPERATIONAL EARNINGS.

MANAGEMENT, PERHAPS MORE THAN ANY OTHER GROUP, USES CASH FLOW STATEMENT ANALYSIS FOR INTERNAL DECISION-
MAKING AND OPERATIONAL MANAGEMENT. |T HELPS IN BUDGETING, FORECASTING, AND MANAGING WORKING CAPITAL.
(UNDERSTANDING CASH INFLOWS AND OUTFLOWS ALLOWS MANAGEMENT TO IDENTIFY POTENTIAL CASH SHORTAGES IN ADVANCE,
OPTIMIZE INVENTORY LEVELS, MANAGE ACCOUNTS RECEIVABLE AND PAYABLE EFFECTIVELY, AND MAKE STRATEGIC DECISIONS
ABOUT CAPITAL EXPENDITURES AND FINANCING.

SUPPLIERS MIGHT ALSO LOOK AT CASH FLOW STATEMENTS, PARTICULARLY OPERATING CASH FLOW, TO ASSESS A COMPANY'S
ABILITY TO PAY FOR GOODS AND SERVICES RENDERED. A COMPANY WITH STRONG AND CONSISTENT OPERATING CASH FLOW IS A
MORE RELIABLE CUSTOMER, REDUCING THE RISK FOR ITS SUPPLIERS. SIMILARLY, EMPLOYEES MIGHT INDIRECTLY BENEFIT FROM
STRONG CASH FLOW THROUGH JOB SECURITY AND POTENTIAL BONUSES OR SALARY INCREASES, REFLECTING THE COMPANY'S
OVERALL FINANCIAL STABILITY AND SUCCESS.

THE DETAILED EXAMINATION OF CASH FLOW COMPONENTS——OPERATIONS, INVESTING, AND FINANCING—PROVIDES A
COMPREHENSIVE PICTURE THAT GOES BEYOND SIMPLE PROFIT FIGURES. |T OFFERS A DYNAMIC VIEW OF FINANCIAL LIQUIDITY,
OPERATIONAL EFFICIENCY, AND LONG~TERM SUSTAINABILITY, MAKING IT AN INDISPENSABLE TOOL FOR INFORMED DECISION-MAKING
ACROSS THE ENTIRE ECONOMIC ECOSYSTEM.

FAQ

QZ \WHAT IS THE MAIN DIFFERENCE BETWEEN PROFIT AND CASH FLOW?

A: PROFIT, AS REPORTED ON THE INCOME STATEMENT, IS DETERMINED USING ACCRUAL ACCOUNTING, MEANING REVENUES AND
EXPENSES ARE RECOGNIZED WHEN EARNED OR INCURRED, REGARDLESS OF WHEN CASH IS EXCHANGED. CAsH FLOW, ON THE OTHER
HAND, TRACKS THE ACTUAL MOVEMENT OF MONEY INTO AND OUT OF THE BUSINESS, REFLECTING WHEN CASH IS RECEIVED OR
PAID. A COMPANY CAN BE PROFITABLE ON PAPER BUT HAVE NEGATIVE CASH FLOW IF IT HAS MANY UNPAID INVOICES OR A LARGE
INVENTORY OF UNSOLD GOODS.

Q: WHY IS CASH FLOW FROM OPERATIONS THE MOST IMPORTANT SECTION OF THE
CASH FLOW STATEMENT?

A: CASH FLOW FROM OPERATIONS REPRESENTS THE CASH GENERATED OR CONSUMED BY A COMPANY'S CORE DAY-TO-DAY
BUSINESS ACTIVITIES. FOR A SUSTAINABLE BUSINESS, THIS SECTION SHOULD CONSISTENTLY SHOW POSITIVE INFLOWS,
INDICATING THAT THE PRIMARY BUSINESS MODEL IS GENERATING ENOUGH CASH TO SUPPORT ITSELF AND POTENTIALLY FUND
OTHER ACTIVITIES. |T IS THE LIFEBLOOD OF THE COMPANY.



QI How DOES DEPRECIATION AFFECT THE CASH FLOW STATEMENT?

A: DEPRECIATION IS A NON-CASH EXPENSE THAT REDUCES A COMPANY’S NET INCOME ON THE INCOME STATEMENT BUT DOES NOT
INVOLVE AN OUTFLOW OF CASH. IN THE CASH FLOW STATEMENT, WHEN USING THE INDIRECT METHOD, DEPRECIATION IS ADDED
BACK TO NET INCOME IN THE OPERATING ACTIVITIES SECTION TO ADJUST FOR THIS NON-CASH CHARGE AND REFLECT THE TRUE
CASH GENERATED BY OPERATIONS.

Q: WHAT DOES A NEGATIVE CASH FLOW FROM INVESTING ACTIVITIES USUALLY
INDICATE?

A: A NEGATIVE CASH FLOW FROM INVESTING ACTIVITIES TYPICALLY MEANS THE COMPANY IS PURCHASING LONG-TERM ASSETS,
SUCH AS PROPERTY, PLANT, AND EQUIPMENT, OR MAKING INVESTMENTS IN OTHER BUSINESSES. THIS IS OFTEN A SIGN OF GROW TH
AND EXPANSION, AS THE COMPANY IS INVESTING IN ITS FUTURE CAPACITY AND POTENTIAL.

QZ \WHAT ARE THE IMPLICATIONS OF CONSISTENT NEGATIVE CASH FLOW FROM
FINANCING ACTIVITIES?

A: CONSISTENT NEGATIVE CASH FLOW FROM FINANCING ACTIVITIES GENERALLY MEANS A COMPANY IS REPAYING DEBT,
REPURCHASING ITS OWN STOCK, OR PAYING DIVIDENDS. IF A COMPANY HAS STRONG OPERATING CASH FLOW, THIS CAN BE A SIGN
OF FINANCIAL STRENGTH AND A COMMITMENT TO RETURNING VALUE TO SHAREHOLDERS. I‘IO\X/EVER, IF OPERATING CASH FLOW IS
WEAK, IT MIGHT INDICATE THE COMPANY IS FORCED TO USE ITS LIMITED CASH TO SERVICE DEBT.

Q: How 1s Free CasH FLow (FCF) cALCULATED?

A: Free CAsH FLow (FCF) IS TYPICALLY CALCULATED BY TAKING THE CASH FLOW FROM OPERATIONS AND SUBTRACTING
CAPITAL EXPENDITURES (PURCHASES OF PROPERTY, PLANT, AND EQUIPMENT). THE FORMULA IS: FCF = CAsH FLOW FROM
OPERATIONS - CAPITAL EXPENDITURES. |T REPRESENTS THE CASH AVAILABLE TO THE COMPANY AFTER ACCOUNTING FOR
INVESTMENTS NEEDED TO MAINTAIN OR EXPAND ITS ASSET BASE.

Q: CAN A COMPANY BE SOLVENT BUT NOT LIQUID , AND HOW DOES CASH FLOW
ANALYSIS REVEAL THIS?

A: YESI A COMPANY CAN BE SOLVENT (ITS ASSETS EXCEED ITS LIABILITIES) BUT NOT LIQUID (UNABLE TO MEET ITS SHORT-
TERM OBLIGATIONS DUE TO A LACK OF READILY AVAILABLE CASH). CASH FLOW STATEMENT ANALYSIS HIGHLIGHTS THIS BY
SHOWING WHETHER A COMPANY IS GENERATING SUFFICIENT CASH FROM OPERATIONS TO COVER ITS IMMEDIATE EXPENSES AND
DEBT PAYMENTS, EVEN IF ITS BALANCE SHEET SHOWS SIGNIFICANT LONG-TERM ASSETS.

QI \WHAT ARE THE KEY ADJUSTMENTS MADE WHEN USING THE INDIRECT METHOD FOR
CASH FLOW FROM OPERATIONS?

A: THE INDIRECT METHOD STARTS WITH NET INCOME AND ADJUSTS FOR: I) NON-CASH EXPENSES AND REVENUES (LIKE
DEPRECIATION, AMORTIZATION, GAINS/LOSSES ON SALE OF ASSETS). 2) CHANGES IN WORKING CAPITAL ACCOUNTS (INCREASES
IN ASSETS LIKE ACCOUNTS RECEIVABLE AND INVENTORY ARE CASH OUTFLOWS, DECREASES ARE INFLOWS; INCREASES IN
LIABILITIES LIKE ACCOUNTS PAYABLE ARE CASH INFLOWS, DECREASES ARE OUTFLO\X/S).
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