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I.  INTRODUCTION  
 
Cash flow statement indicates how cash position of a company changed over a particular period 
of time and is a very important statement complementing balance sheet and income statement. 
Cash flow statement is a very useful financial statement to be used in the analysis of the activities 
of a company as it indicates sources and uses of cash and also it indicates whether the company 
was able to generate enough cash from its main activities, whether the investments were 
sufficient and whether there was no excessive borrowing. 
 
This book provides a detail description of cash flow statement preparation process applying 
indirect method. After studying this book you will be able to prepare cash flow statement based 
on the balance sheet and income statement and test your knowledge passing through the tests of 
knowledge and solving practical exercises. 

II.  WHY CASH FLOW STATEMENT IS NECESSARY ? 
 
Usually two main financial statements: balance sheet and income statement are being used in 
order to analyze the activities of a selected company. 
 
Balance sheet reflects structure of the company’s assets and financing sources used to finance 
these assets as of particular date (i.e. as of year end). Income statement reflects results of 
company’s operations (profit or loss) for a particular period of time (i.e. for the year).  
 
It is important to understand that accounting data presented in these financial statements is based 
on the generally accepted accounting principles. In case we look into the income statement, net 
profit indicated in it does not mean that the same amount of cash was received by the company 
during a given period. Difference between net profit in income statement and cash actually 
received is related to the application of generally accepted accounting principles while preparing 
income statement.  
 
For example, ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 
 

ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 
 
These examples demonstrate that profit or loss reflected in the income statement usually differs 
from the actual cash received by the company during a particular period of time. 
 

ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 

III.  PREPARE CASH FLOW STATEMENT – WHAT IS REQUIRED ? 
 
In order to prepare cash flow statement by applying indirect method, which is presented in this 
book, information required is indicated in the figure 1. 
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Figure 1. Information required for cash flow statement preparation 
 
Income statement indicates profit or loss earned for the year, which must be adjusted from 
accrual and matching principles to cash principle, also income statement provides information on 
the preferred stock dividends declared. Balance sheets to be used for estimating an impact of 
changes in assets, liabilities and equity on the cash flow for the year. Current year statement of 
changes in equity provides information on the common stock dividends declared. Information on 
the payment of dividends to be derived from the balance sheet.  

IV.  STRUCTURE OF CASH FLOW STATEMENT  
 
As it is indicated in the figure 2, cash flow statement consists of the three main parts:  
 

 
 
 

Figure 2. Cash flow statement structure 
 

ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 

V. CASH FLOW STATEMENT PREPARATION PROCESS  
 
Cash flow statement preparation process is provided in the figure 3 below. 
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Figure 3. Cash flow statement preparation process 
 

ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 

V.I.  PREPARING 1ST PART – CASH FLOW FROM (TO) OPERATING ACTIVITIES  

As it was already mentioned the 1st part of cash flow statement includes cash used in operating 
activities or cash received from operating activities. This part includes: 
 
1. Net profit (loss) increased by depreciation and amortization, which do not represent 
spending of cash. Impact of these items on cash flow is depicted below: 
 

 
 

ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 
 
2. Change in working capital and its impact on cash flows: 

 
• Change in accounts receivable 

 
In case there is an increase in accounts receivable this means the customers acquired goods or 
services and revenue was included into the income statement, however cash was not yet received. 
Therefore increase in accounts receivable results decrease in cash meaning that customer will pay 
later than the revenue was recognized. Decrease of accounts receivable results increase in cash as 
the customers who earlier acquired goods or services from the company paid their debt in the 
current period.  
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• Change in inventory 
 

ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 
 

• Change in prepaid expenses (i.e. insurance paid in advance, subscription paid in advance) 
 

ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 
 

• Change in accounts payable 
 

ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 
 
• Change in accrued expenses (i.e. salaries and wages payable, taxes payable) 

 
ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 

V.II.  PREPARING 1ST
 PART – CASH FLOW FROM (TO) OPERATING ACTIVITIES - EXAMPLE  

The following example demonstrates preparation of the 1st part of cash flow statement. Extract 
from the balance sheets of ABC company for the years 2006 and 2005 is provided. The extract 
covers balance sheet and income statement captions related to operating activities, i.e. net income 
and depreciation expenses for 2006, accounts receivable, inventory, accounts payable and 
accrued expenses. 
 

 
 
Step 1. Net income for 2006 amounts to 5500, which results increase in cash by 5500. 
 

 
 

Step 2. ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 
 

Step 3. ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 
 

Step 4. ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 
 

Step 5. ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 
 



 7 

Step 6. ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 
 
Finalization. As the impact of changes in all balance sheet and income statement captions related 
to operating activities of ABC company for the year 2006 were estimated, 1st part of cash flow 
statement can be finalized. 
 

 
 

ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 

V.III.  PREPARING 2ND
 PART – CASH FLOW FROM (TO) INVESTING ACTIVITIES  

ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 
 
• change in investments 

 
ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 

 
• change in fixed assets (property, plant & equipment - PPE) 

 
ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 

V.IV.  PREPARING 2ND
 PART – CASH FLOW FROM (TO) INVESTING ACTIVITIES - EXAMPLE  

The following example demonstrates preparation of the 2nd part of cash flow statement. Extract 
from the balance sheets of ABC company for the years 2006 and 2005 is provided. The extract 
covers balance sheet captions related to investing activities, i.e. value of investments (shares of 
company XYZ), cost value, accumulated deprecation and net book value of PPE.  
 

 
 

Step 1. ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 
 

Step 2. ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 
 
V.V. Preparing 3rd part – cash flow from (to) financing activities 
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ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 

 
• Change in notes payable (either short-term, either long-term); Change in bonds payable 

(either short-term, either long-term); Change in other long-term debt; 
 

ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 
 

• Change in preferred stock; Change in common stock; Declaration and payment of preferred 
stock dividends; Declaration and payment of common stock dividends. 

 
ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 

V.VI.  PREPARING 3RD
 PART – CASH FLOW FROM (TO) FINANCING ACTIVITIES - EXAMPLE  

The following example demonstrates preparation of the 3rd part of cash flow statement. Extract 
from the balance sheets of ABC company for the years 2006 and 2005 is provided. The extract 
covers balance sheet captions related to financing activities, i.e. balances of notes payable, long-
term bonds payable, other long-term debt, preferred and common stock. Additional information 
provides that during the year 2006 common stock dividends amounting to 5500 were declared 
and paid. 
 

 
 

Step 1. ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 
 

Step 2. ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 
 

Step 3. ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 
 

Step 4. ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 
 

Step 5. ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 
 

Step 6. ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 
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V.VII.  FINALIZING CASH FLOW STATEMENT  

As it was already mentioned when three parts of the cash flow statement are prepared, they are 
added together and the result is net increase (decrease) in cash and cash equivalents.  

 
ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 

 

 

VI.  CASH FLOW STATEMENT – COMPREHENSIVE EXAMPLES  
 
This part includes two comprehensive examples of cash flow statement preparation.  
 
1st example. Prepare cash flow statement for XYZ company 
 
The following financial statements are available for company XYZ: 
 
1. Income statement for the year 2006 

 
Company XYZ, Income statement 2006 
Sales 243,750 
Cost of goods sold (109,497) 
Gross profit 134,253 
Depreciation expenses (4,378) 
Operating expenses (2,640) 
Earnings before tax 127,235 
Taxes (38,171) 
Net income 89,064 
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2. Balance sheets for the years 2005 and 2006. 
 

Company XYZ, Balance sheet As of 31 Dec 2005 As of 31 Dec 2006 
Assets   
Cash 16,550 18,900 
Accounts receivable 9,600 11,800 
Inventory 6,500 7,800 
Total current assets 32,650 38,500 
Property, plant & equipment (cost) 187,389 292,025 
Accumulated depreciation (34,000) (38,378) 
Property, plant & equipment , net book value 153,389 253,647 
Total assets 186,039 292,147 
   
Liabilities and equity   
Accounts payable 4,800 6,244 
Notes payable 600 1,200 
Total current liabilities 5,400 7,444 
Long-term debt 55,000 60,000 
   
Common stock 45,000 55,000 
Last year retained earnings 8,705 80,639 
Current year retained earnings 71,934 89,064 
Total equity 125,639 224,703 
Total liabilities and equity 186,039 292,147 

 
It is required to prepare cash flow statement for company XYZ for the year 2006. 
 
1st part – cash flow from (to) operating activities 
 
Preparing of this part starts from net income obtained from the income statement, which is equal 
to 89,064 for the year 2006.  
 
It can be seen from the income statement that net income for the year 2006 was decreased by 
depreciation expenses amounting to 4,378. As depreciation expenses do not represent spending of 
cash they must be added back to the net income, i.e. net income has to be increased by 4,378. 
Further items of the 1st part of cash flow statement represent changes in balance sheet captions 
related to operating activities: 
 

ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 
 
2nd part – cash flow from (to) investing activities 
 
2nd part of cash flow statement includes cash flow from (to) investing activities, i.e. acquisition or 
sale of property, plant equipment or investments. The following balance sheet captions of XYZ 
are related to investing activities: 
 

ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 
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3rd part – cash flow from (to) financing activities 
 
3rd part of cash flow statement includes cash inflow or outflow in financing activities. The 
following balance sheet captions are related to financing activities of XYZ: 

 
ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 

 
Finalized 3rd part of cash flow statement is provided below. The result is 15,600 cash from 
financing activities. 
 

ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 
 
 
The final cash flow statement including all three parts is presented below: 
 

ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 
 
Cash flow statement indicates that the company was able to general enough cash from its main, 
i.e. operating activities (91,386) and all this cash was used in investing activities. Also part of 
investing activities was financed by cash received from financing activities, i.e. 15,600, including 
cash obtained from creditors (increase in notes payable and long-term debt) and from 
shareholders (increase in common stock). 
 
2nd example. Prepare cash flow statement for ABC company 

 
ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 

 
1. Income statement for the year 2006 
 

ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 
 

2. Balance sheets for the years 2005 and 2006. 
 

ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 
 
3. Statement of changes in equity for the year 2006. 

 
ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 

 
1st part – cash flow from (to) operating activities 

 
ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 

 
2nd part – cash flow from (to) investing activities 
 

ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 
 
3rd part – cash flow from (to) financing activities 
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ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 

 
The final cash flow statement including all three parts is presented below: 
 

ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 

VII.  TEST YOUR KNOWLEDGE  
 
This part includes test of the knowledge gained in this book and two practical exercises on the 
preparation of cash flow statement. Answers to the tests and solutions to the exercises with 
explanations are provided in the IXth part of this book. 
 
1. An increase in accounts receivable represents a reduction in cash flows from operations.  
A) True 
B) False 
 

ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 
 
6. Which of the following is an outflow of cash?  
A) profitable operations 
B) the sale of equipment 
C) the sale of the company’s common stock 
D) the payment of cash dividends 
 

ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 
 
11. An increase in investments in long-term securities will:  
A) increase cash flow from investing activities 
B) decrease cash flow from investing activities 
C) increase cash flow from financing activities 
D) decrease cash flow from financing activities 
 
Practical exercise I 
 
Based on the given financial statements for the years 2005 and 2006 prepare cash flow statement for the 
year 2006. 
 

Balance sheet 2005 2006 
Assets   

Cash 16,550 19,900 

Accounts receivable 9,600 4,500 

Inventory 6,500 3,200 

Total current assets 32,650 27,600 

Building and equipment, cost 122,000 220,000 

Accumulated depreciation (34,000) (35,000) 

Net book value buildings and equipment 88,000 185,000 

Total assets 120,650 212,600 
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Liabilities and equity   

Accounts payable 4,800 9,800 
Notes payable 600 600 

Interest payable 900 0 

Total current liabilities 6,300 10,400 

Long-term debt 55,000 65,000 

Total liabilities 61,300 75,400 
Common stock 45,000 90,000 
Last year retained earnings 11,440 14,350 

Current year retained earnings 2,910 32,850 

Total equity 59,350 137,200 

Total liabilities and equity 120,650 212,600 
 
 

Income statement 2005 2006 
Net sales 12,800 45,000 

Cost of goods sold (5,750) (6,600) 

Gross profit 7,050 38,400 
Operating expenses (1,350) (2,000) 

General and administrative expenses (850) (900) 

Depreciation expenses (500) (1,000) 

Earnings before tax 4,350 34,500 
Taxes (1,440) (1,650) 

Earnings after tax 2,910 32,850 
 

Practical exercise II 
 

ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 
 

VIII.  FURTHER READING  
 
More detailed reading can be found on the site www.bookkeping-financial-accounting-
resources.com/accounting-books.html 

IX.  TEST YOUR KNOWLEDGE – ANSWERS 
 
Correct answers to the test questions are marked in bold. 
 
1. An increase in accounts receivable represents a reduction in cash flows from operations.  
A) True. When the company sells goods, income is reflected in the income statement, however if the 
goods are sold on credit, i.e. the customer will pay for the goods later after the sale, accounts 
receivable increase causing reduction in cash flows from operations. 
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B) False 
 

ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 
 
11. An increase in investments in long-term securities will:  
A) increase cash flow from investing activities 
B) decrease cash flow from investing activities – acquisition of long-term securities represents 
decrease in cash from investing activities 
C) increase cash flow from financing activities 
D) decrease cash flow from financing activities 
 

ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 
 
Practical exercise I 
 

ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 
 
Practical exercise II 
 

ZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZZ 
 


