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Unit – I        
Funds Flow Statement 

Learning Objectives: 

After reading this chapter, students should be able to: Meaning of funds flow statement, 
objectives of fund flow statement, significance and importance of fund flow statement,  
nature of fund flow statement, utility of fund flow statement, uses of fund flow 
statement, advantages of fund flow statement, disadvantages of fund flow  statement, 
difference between cash flow and fund flow statement procedure of preparing fund flow 
statement, depreciation a source of fund or not, schedule of changes in working capital, 
fund from operation, format of fund flow statement  

Structure:  

1.1Meaning of Funds Flow Statement,   

1.2 A. Differences Between Cash and Fund  

      B. Sources and Applications of Fund 

1.3 Objectives of Funds Flow Statement,  

1.4 Significance and Importance of Funds Flow Statement,   

1.5 Nature of Funds Flow Statement,  

1.6 Utility of Funds Flow Statement, 

1.7 Uses of Funds Flow Statement, 

1.8 Advantages of Funds Flow Statement,  

1.9 Disadvantages of Funds Flow Statement,  

1.10 Differences Between Cash Flow and Funds Flow Statement   

1.11Procedure of Preparing Funds Flow Statement,  

1.12 Depreciation a Source of Fund or Not, 

1.13 Schedules of Changes In Working Capital,   

1.14Funds from Operation,  

1.15 Format of Funds Flow Statement  

1.16 SumUp 

1.17 Keywords 

1.18 Self Assessment Questions  

1.19 Model Questions 

1.20 Further Readings 
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1.1 Meaning of Funds Flow Statement 

Funds flow statement comprises three words: fund, flow and statement. Fund means the 
financial resources used by a concern. In the sense of working capital, 'Fund' represents 
the net working capital. The excess current asset over the current liabilities is called Net 
Working Capital. Similarly, the term Flow means the movement of funds and includes 
both inflows (receipt) and outflows (payments) of fund. Funds from operation, issue of 
share and debentures, additional long term debt, non operating revenues etc. are 
considered as the major sources of fund. Increase in working capital, redemption of 
debenture, repayment of long term loan, payment for non operating expenses etc. are the 
amine areas of uses of fund. The term Statement represents the format or account under 
which the flows of fund i.e. cash inflows and outflows are recorded. 

Funds flows statement is known by various names such as statements of sources and 
uses of funds, summary of financial operations, which got and where goes statement, 
movement of working capital statement, funds received and disbursement statement etc. 
Funds flow statement is the statement of sources and uses of fund. Funds flow statement 
shows the source from which the funds are receive and the areas to which they obtained 
funds have been utilized. Funds flow statement indicates various mean by which funds 
were received during a particular period and the ways in which these funds were 
applied. 

Funds flow statement is a statement which discloses the analytical information about the 
different sources of a fund and the application of the same in an accounting cycle. It 
deals with the transactions which change either the amount of current assets and current 
liabilities (in the form of decrease or increase in working capital) or fixed assets, long-
term loans including ownership fund. It gives a clear picture about the movement of 
funds between the opening and closing dates of the Balance Sheet. It is also called the 
Statement of Sources and Applications of Funds, Movement of Funds Statement; Where 
Got—Where Gone Statement: Inflow and Outflow of Fund Statement, etc. No doubt, 
Funds Flow Statement is an important indicator of financial analysis and control. It is 
valuable and also helps to determine how the funds are financed. The financial analyst 
can evaluate the future flows of a firm on the basis of past data. 

1.2 Cash  vs Fund  

Cash can be defined as the money readily available with the enterprise, in the form of 
currency notes and coins. On the other hand, funds refer to each and every financial 
resource of a firm like cash, bank balance, accounts receivable and so on. It is 
something, which kept aside by the organization for a distinct objective. No matter what 
the size or nature of the organization is, money is the basic requirement of every 
enterprise, as it helps the business to survive and grow. The entrepreneur either brings 
that money by itself or borrows it from a bank or financial institution. In this context, 
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the terms like cash and fund are often discussed and are used as synonyms, but there is a 
fine line of difference between them.  

Cash: Money other than cheques or cash equivalents like marketable securities, 
commercial papers or government bonds, etc. The coins or bank notes, currency’s 
physical form authorized by the government to be used for the exchange of goods or 
services is known as Cash. In business, it is known as the most liquid current asset, 
since the cash can be used to make a prompt payment of any expenses. 

Fund: Money whether in the form of cash, credit or kind is preserved for a specific 
object is known as the Fund. It can be collected from public and is saved either in the 
form of reserves or invested in any other entity. In business, the liability of fund may be 
of various kinds – Shareholder’s Fund, Creditors Fund, Employees Provident Fund, 
Workmen Compensation Fund, etc. 

Comparison Chart of Cash and Fund 

Basis for 
Comparison 

Cash Fund 

Meaning Money i.e. bank notes and coins 
recognized by the government used 
in exchange of goods and services is 
known as Cash. 

Any sum of money in 
the form reserves which 
is saved for a certain 
purpose is known as 
Fund 

Type Asset. Liability 
Consist of Money Only Money, Credit and Kind 
Scope Narrow Wide 

 

Rule: The flow of funds occurs when a transaction changes on the one hand a non-
current account and on the other a current account and vice-verse  

Flow of Funds 

No: when both current or Non-current accounts are involved. 
Yes: When one current and other Non-Current accounts are involved 
   

1.2 B. Sources and Applications of Fund: 

The cross transactions presented in the funds flow statement are classified/grouped into 
two as,  

i. Sources/Inflows of funds  
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Transactions which bring about an increase in the available fund (working 
capital)  

ii. Applications/Outflows of funds  

Transactions which bring about a decrease in the available fund (working 
capital)  

Identifying Inflows/Outflows from changes in Non-Current Accounts  

A cross transaction which brings about a change through an inflow/outflow of fund 
involves a current account and a non-current account. Of all the transactions that take 
place in an organization during a period, the number of transactions involving non-
current accounts would be far lesser than the transactions involving current accounts. 
Therefore, in identifying cross transactions it would be easier to look out for 
transactions involving non-current accounts and then looking out for cross transactions 
within them rather than going through all the transactions.  

Inflow/Sources of Funds 

Where, on account of an accounting transaction, there is an increase in Fund (working 
capital) we say that there is an inflow/source of fund.  

There will be an inflow, when, on account of the transaction, there is  

 a decrease in the value of a non-current asset  
                       (Or)  

 an increase in the value of a non-current liabilities. 

1.3. Objective of Preparing a Fund Flow Statement 

The main purpose of preparing a Funds Flow Statement is that it reveals clearly the 
important items relating to sources and applications of funds of fixed assets, long-term 
loans including capital. It also informs how far the assets derived from normal activities 
of business are being utilized properly with adequate consideration. Secondly, it also 
reveals how much out of the total funds is being collected by disposing of fixed assets, 
how much from issuing shares or debentures, how much from long-term or short-term 
loans, and how much from normal operational activities of the business. Thirdly, it also 
provides the information about the specific utilization of such funds, i.e. how much has 
been applied for acquiring fixed assets, how much for repayment of long-term or short-
term loans as well as for payment of tax and dividend etc. Lastly, it helps the 
management to prepare budgets and formulate the policies that will be adopted. Other 
objectives are: 
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1. To Explain the Changes in Financial Position: 

The objective of funds flow statement is to disclose the cause of changes in the assets, 
liabilities and equity capital between two balance sheet dates. It highlights the changes 
in financial position of a concern and indicates the various means by which funds were 
obtained during a particular and the ways to where these funds were utilized. 

2. To Analyze the Operational Position: 

Another objective of funds flow statement is to analyze the operational position of a 
concern. Balance sheet gives a static view of the financial position and the profit and 
loss reported by income statement cannot tell about the actual liquidate position of a 
firm. Sometimes a firm with high profit may not be able to pay its immediate liabilities 
due to the shortage of cash. But the objective of funds flow statement is to explain both 
the causes of various in different assets, liabilities and capital accounts and their effect 
on the liquidity position of the concern. 

3. To Help in Proper Allocation of Resources: 

The objective of funds flow statement is to provide information regarding the allocation 
of limited resources with more efficiently and effectively. It provides the information 
about the internal and external sources of financing furthermore. It provides data 
regarding the unbalance fund. On the basis of such information a concern can allocate 
its funds in and long-term areas more properly. 

4. To Evaluate Financial Position: 

Internal and external users of financial statements require funds flow statement for the 
purpose of assessing the strengths and weakness of the concerned firm. Funds flows 
statement provides information regarding the net changes enable various groups of users 
to assets and evaluate the financial position of the firm. 

5.  To Act as Future Guide: 

Funds flow statement acts as a guide for future to management. Funds flow statement 
provides information about the historical changes in net assets and capital which enable 
the management to develop a projected funds flow statement. Such projected funds flow 
statement helps to product need for found and alternative sources of financing. 

1.4 Significance and Importance of Funds Flow Statement 

Since traditional reports (i.e. Income Statement/Profit and Loss Account, and Balance 
Sheet) are not very informative, a financial analyst has to depend on some other report 
like Funds Flow Statement. In other words, along with the traditional sources of 
information, some other sources of information are absolutely required in order to take 
the challenge offered by modern business. Funds Flow Statement, no doubt, caters to 
the needs of management. This is because a Funds Flow Statement not only presents the 
Balance Sheet values for consecutive two years, it also ascertains the changes of 
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working capital—which is a very important indicator. It not only reveals the source 
from which additional working capital has been financed but also, at the same time, the 
use of such funds. Moreover, from a projected funds flow statement the management 
can easily ascertain the adequacy or inadequacy of working capital, i.e., it helps in 
decision-making in a number of ways. 

The significance and importance of Funds Flow Statements may be summarized 
as:  

(a) Analysis of Financial Statement:  

The traditional financial statements, viz. Profit and Loss Account and Balance Sheet, 
exhibit the result of the operation and financial position of a firm. Balance Sheet 
presents a static view about the resources and how the said resources have been utilized 
at a particular date with recording the changes in financial activities. But Funds Flow 
Statement can do so, i.e., it explains the causes of changes so made and effect of such 
change in the firm accordingly. 

(b) Highlighting Answers to Various Perplexing Questions:  

Funds Flow Statement highlights answers of the following questions:  

(i) Causes of changes in Working Capital; 

(ii) Whether the firm sells any Non-Current Asset; if sold, how were the proceeds 
utilized? 

(iii) Why smaller amount of dividend is paid in spite of sufficient profit? 

(iv) Where did the net profit go? 

(v) Was it possible to pay more dividend than the present one? 

(vi) Did the firm pay-off its scheduled debts? If so, how, and from what sources? 

(vii) Sources of increased Working Capital, etc. 

(c) Realistic Dividend Policy:  

Sometimes it may so happen that a firm, instead of having sufficient profit, cannot pay 
dividend due to lack of liquid sources, viz. cash. In such a circumstance, Funds Flow 
Statement helps the firm to take decision about a sound dividend policy which is very 
helpful to the management. 

(d) Proper Allocation of Resources:  

Resources are always limited. So, it is the duty of the management to make its proper 
use. A projected Funds Flow Statement helps the management to take proper decision 
about the proper allocation of business resources in a best possible manner since it 
highlights the future. 

(e) As a Future Guide:  

A projected Funds Flow Statement acts as a business guide. It helps the management to 
make provision for the future for the necessary funds to be required on the basis of the 
problem faced. In other words, the future needs of the fund for various purposes can be 
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known well in advance which is a very helpful guide to the management. In short, a 
firm may arrange funds on the basis of this statement in order to avoid the financial 
problem that may arise in future. 

(f) Appraising of the Working Capital:  

A projected Funds Flow Statement, no doubt, helps the management to know about how 
the working capital has been efficiently used and, at the same time, also suggests how to 
improve the working capital position for the future on the basis of the present problem 
faced by it, if any. 

1.5 Nature of Funds Flow Statement 

Another significant technique of financial analysis is funds flow analysis designed to 
highlight changes in the financial condition of a business concern between two points of 
time which generally conform to the beginning and ending financial statement dates for 
whatever period of examination is relevant. Although financial statements supply useful 
information to management in as much as the balance sheet portrays the financial 
position of the enterprise and the income statement describes the nature of changes in 
ownership as a result of period’s productive and commercial activities, these statements 
fail to mirror the funds changes which have taken place over a given time span. They do 
not spell out the movement of funds. It is more important to describe the source from 
which additional funds were derived and the uses to which these funds were put because 
the ultimate success of a business enterprise depends on where got where gone 
situations. 

The funds flow statement is, therefore, prepared to uncover the information which the 
financial statements fail to describe clearly. Thus, funds flow statement is a report 
which summarizes the events taking place between two accounting periods; it spells out 
the sources from which funds were derived and the uses to which these funds were put. 
This statement is essentially derived from an analysis of changes that have occurred in 
assets and liabilities items between two balance sheet dates. It is never prepared directly 
from the accounts, as is the balance sheet itself. In this statement only the net changes 
are shown so that the outcome of a transaction or of a series of transactions upon the 
financial condition of a business-enterprise is reflected more sharply. 

1.6 Utility of Funds Flow Statement 

The utility of the funds flow statement stems from the fact that it enables shareholders, 
creditors and others interested in the enterprise to evaluate the use of funds by the 
enterprise and to determine how these uses are financed. Thus, the outside parties can 
have clear knowledge about the financial policies that the company has pursued. In the 
light of the information so supplied by the statement, the outsiders can decide whether 
or not to invest in the enterprise and on what terms if funds have to be invested. The 
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funds flow statement provides an insight into the financial operations of a business 
enterprise, an insight immensely valuable to a finance manager in analyzing the past, 
the future expansion plans of the enterprise and the impact of these plans on liquidity. 

He can detect imbalances in the use of funds and undertake remedial actions. For 
example, an analysis of funds flow position for the past several years might disclose that 
inventories have expanded at sharper rate than the growth of other assets and sales. 
Upon detailed analysis a finance manager might find that the inefficient inventory 
management of the enterprise was the root cause of the malady. Thus, the funds 
statement draws the attention of the finance manager to problems which call for detailed 
analysis and immediate action. With the help of the funds statement finance manager 
can evaluate the financing pattern of the enterprise. An analysis of the major sources of 
funds in the past reveals what portion of the growth was financed internally and what 
portion externally. 

The statement is also meaningful in judging whether the company has grown at too fast 
a rate and whether financing is strained. For example, we can determine if trade credit 
has increased out of proportion of expansion in current assets and sales. If trade credit 
has increased at relatively higher rate, one would wish to evaluate the consequences of 
slowness in trade payments or the credit standing of the company and its ability to 
finance in future. The funds flow statement serves as handmaid to a finance manager in 
deciding make-up of capitalization. Estimated use of funds for new fixed assets, for 
working capital, for dividends and for the repayment of debt are made for each of 
several future years. Estimates are made of the funds to be provided by operations, and 
the balance must be obtained by borrowing or the issuance of new securities. 

If the indicated amount of new funds required is greater than the finance manager 
thinks, it is feasible to rise. Then the plans for new fixed asset acquisition and the 
dividend policies are re-examined so that the use of funds can be brought into balance 
with anticipated sources of financing them. In particular, funds flow statements are very 
useful in planning intermediate and long-term financing. Such statement also serves as 
control device in that the statement compared with the budgeted figures will show to 
what extent the funds were put to use according to plan. This enables the finance 
manager to find out deviation from the planned course of action and to take remedial 
steps to correct the deviations. In view of these, funds flow statement is becoming 
popular with the management. Even some bank managers request borrowers to furnish a 
funds flow statement along-with their annual balance sheet and some Indian companies 
publish this statement in their annual report although they are not obliged to do so under 
the Companies Act. 
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1.7 Uses of Funds Flow Statement 

1. The financial resources of the company are analyzed in detail and disclose the 
changes made between the two balance sheet dates. 

2. It gives an answer to the question of there is an inadequate liquid cash position in 
spite of business making more and more profits. 

3. It shows the extent funds were received the ways of usage for a specific period. 

4. It shows the possibility of paying more dividend than current earnings or paying 
normal dividend in the presence of net loss for the period. 

5. The cost of capital of the business can be computed on the basis of the sources of 
funds flow statement. 

6. It shows the usage of earned profits of the current year. 

7. The sources of previous year funds flow statement may act as a guide for getting 
funds for future requirements. 

8. Sometimes, the company has high liquid cash position even though; there is a net loss 
for the specific period. The reason for such position is find out through funds flow 
statement. 

9. The application of funds can provide a basis for selection of investment proposals or 
future capital expenditure decisions. 

10. The overall credit worthiness of the company can find out on seeing the funds flow 
statement. 

11. The strength and weakness of financial position of the company are identified on 
seeing the funds flow statement. 

12. It helps the management to allot the inadequate resources to meet the requirements 
of business at productive level. 

13. It highlights the financial consequences of business operation. 

14. It tests the effective use of working capital by the management during a particular 
period. 

15. It helps the management to frame or change the financial policy of the company. 

16. It suggests ways to improve working capital position of the company. 

1.8 Advantages of Fund Flow Statements 

A Funds flow statement is prepared to show changes in the assets, liabilities and equity 
between two balance sheet dates, it is also called statement of sources and uses of funds. 
The advantages of such a financial statement are many fold. 

Some of these are: 

1.   Funds flow statement reveals the net result of Business operations done by the 
company during the year. 
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2.   In addition to the balance sheet, it serves as an additional reference for many 
interested parties like analysts, creditors, suppliers, government to look into 
financial position of the company. 

3.   The Fund Flow Statement shows how the funds were raised from various sources 
and also how those funds were deployed by a company, therefore it is a great tool 
for management when it wants to know about where and from what sources funds 
were raised and also how those funds got utilized into the business. 

4.   It reveals the causes for the changes in liabilities and assets between the two balance 
sheet dates therefore providing a detailed analysis of the balance sheet of the 
company. 

5.   Funds flow statement helps the management in deciding its future course of plans 
and also it acts as a control tool for the management. 

6.   Funds flow statement should not be looked alone rather it should be used along with 
balance sheet in order judge the financial position of the company in a better way. 

1.9 Disadvantages of Fund Flow Statements 

      Funds flow statement has many advantages; however it has some disadvantages or 
limitations also.  

Let’s look at some of the limitations of funds flow statement. 

1. Funds Flow statement has to be used along with balance sheet and profit and loss 
account for inference of financial strengths and weakness of a company it cannot be 
used alone. 

2. Fund Flow Statement does not reveal the cash position of the company, and that is 
why company has to prepare cash flow statement in addition to funds flow statement. 

3.  Funds flow statement only re-arranges the data which is there in the books of account 
and therefore it lacks originality. In simple words it presents the data in the financial 
statements in systematic way and therefore many companies tend to avoid preparing 
funds flow statements. 

4. Funds flow statement is basically historic in nature, that is it indicates what happened 
in the past and it does not communicate anything about the future, only estimates can 
be made based on the past data and therefore it cannot be used the management for 
taking decision related to future 

5. Fund flow statement ignores the non-fund transactions i.e. it does not take into 
consideration   those transactions which do not affect the working capital. For 
example, funds flow statement does not record the purchase of fixed assets by the 
issue of share or debentures. 

6. Funds flow statement is based on secondary data. In other words, funds flow 
statement is based on income statement and balance sheet. 

7. Funds flow statement is historical in nature because it is prepared on the basis of 
historical financial statement i.e. balance sheet and income statement. 
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1.10 Difference Between Cash Flow and Fund Flow Statements 

Table of Difference between Funds Flow Statement and Cash Flow Statement 

 
Basis of 
Difference 

Funds Flow Statement Cash Flow Statement 

1. Basis of 
Analysis 

Funds flow statement is based 
on broader concept i.e. working 
capital. 

Cash flow statement is based on 
narrow concept i.e. cash, which is 
only one of the elements of working 
capital. 

2. Source Funds flow statement tells 
about the various sources from 
where the funds generated with 
various uses to which they are 
put. 

Cash flow statement starts with the 
opening balance of cash and reaches 
to the closing balance of cash by 
proceeding through sources and 
uses. 

3. Usage Funds flow statement is more 
useful in assessing the long-
range financial strategy. 

Cash flow statement is useful in 
understanding the short-term 
phenomena affecting the liquidity of 
the business. 

4. Schedule 
of Changes 
in 
Working 
Capital 

In funds flow statement 
changes in current assets and 
current liabilities are shown 
through the schedule of 
changes in working capital. 

In cash flow statement changes in 
current assets and current liabilities 
are shown in the cash flow 
statement itself. 

5. End Result Funds flow statement shows the 
causes of changes in net 
working capital. 

Cash flow statement shows the 
causes the changes in cash. 

6. Principal 
of 
Accounting 

Funds flow statement is in 
alignment with the accrual 
basis of accounting. 

In cash flow statement data obtained 
on accrual basis are converted into 
cash basis. 

  

1.11 Procedures of Preparing Funds Flow Statement 

Funds flow statement is prepared on the basis of balance sheet of two subsequent dates 
and other information such as net profit or loss reported by income statement, operation 
and non operating expenses, losses and gains etc. the procedures  of preparing funds 
flow statement consists of the following three steps: 

The steps involved in preparing the statement are as follows:  
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1. Determine the change (increase or decrease) in working capital. 

2. Determine the adjustments account to be made to net income. 

3. For each non-current account on the balance sheet, establish the increase or decrease 
in that account. Analyze the change to decide whether it is a source (increase) or use 
(decrease) of working capital. 

4. Be sure the total of all sources including those from operations minus the total of all 
uses equals the change found in working capital in Step 1. 

General Rules for Preparing Funds Flow Statement:  

The following general rules should be observed while preparing funds flow 
statement:  

1. Increase in a current asset means increase (plus) in working capital. 

2. Decrease in a current asset means decrease (minus) in working capital. 

3. Increase in a current liability means decrease (minus) in working capital. 

4. Decrease in a current liability means increase (plus) in working capital. 

5. Increase in current asset and increase in current liability does not affect working 
capital. 

6. Decrease in current asset and decrease in current liability does not affect working 
capital. 

7. Changes in fixed (non-current) assets and fixed (non-current) liabilities affects 
working capital. 

1.12 Depreciation – a Source of Fund or Not 

Arguments For:  

(a) Depreciation is an expense as expired cost which is recovered in cash as the same is 
included with the cost of production. For this, it is quite logical that if sale of fixed asset 
is treated as a source of fund, why not depreciation. 

(b) When we ascertain ‘Trading Profit (Adjusted)’ or Funds from operation, the amount 
of depreciation is added back to net profit. The amount of depreciation should not be 
added to ‘funds from operation’ if the same is not considered as source. 

(c) Funds normally mean (net) Working Capital. As such, amount received by way of 
profit and depreciation increase the amount of Working Capital although the respective 
figure cannot be ascertained. Thus, amount earned from net profit may be treated as a 
source so also the amount of depreciation. 

(d) There is no doubt about it that depreciation constitutes a major source of fund or 
inflow of fund for which depreciation pays a very significant role for financing the 
funds of a firm. 

(e) For ascertaining net profit, the amount of depreciation is deducted and consequently 
the resultant amount reduces. Now if that amount of net profit is distributed among the 
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shareholders by way of dividend, the real figure of dividend is reduced by the amount of 
depreciation which remains in the firm and represents as a source of fund. 

(f) Depreciation is charged against revenue the object of which is to create a fund. It is 
not like other expenses (say Salary, Wages etc.) which are paid in cash i.e. for the 
amount of depreciation capital fund is not reduced. So, it (depreciation) can be treated 
as a source. 

Arguments Against:  

(a) Practically, sale of fixed assets cannot be treated as a source of fund. On the contrary 
it is recovery of fund. Because selling price of a fixed assets include profit/loss and 
recovery of invested fund. Only profit on sale of fixed assets may be treated as a source 
and the rest is treated as a recovery of capital. Thus, depreciation cannot be treated as a 
source of fund. 

 (b) Depreciation is an expired cost like other direct or indirect expenses. Thus, if 
depreciation is considered as a source of fund, then all other direct/indirect expenses 
should also be treated as sources of fund—which is not possible. 

(c) While calculating funds from operation, depreciation is added back to profit as non-
cash expense for which there is no outflow of funds like other expenses. Sources of fund 
are deflated by non-cash items as they are deducted from sales revenue. 

When an asset is acquired there is outflow of funds, but, in the subsequent years, when 
the asset is allocated over its useful life, no inflow or outflow of fund occurs, i.e. no 
cash transaction happened. Thus, depreciation should not be treated as a source. 

(d) If depreciation is considered as a source of fund, in case of need of funds, funds may 
be provided by charging depreciation at a higher rate so that the management can avoid 
the trouble of issuing shares, debentures etc. for procuring funds—which is practically 
impossible. 

 (e) Even if there is no sale or no profit, the amount of depreciation must be provided for 
in the books of accounts. Then, how can depreciation be treated as a source? 

(f) Sources of funds arise from outside or external sources of the business. Since 
depreciation is an internal amount, the same cannot be treated as a source which comes 
from outside or external sources of the business. So, depreciation can never be treated as 
a source of fund 

1.13 Schedule of Changes in Working Capital 

Many business enterprises prefer to prepare another statement, known as schedule of 
changes in working capital, while preparing a funds flow statement, on a working 
capital basis. This schedule of changes in working capital provides information 
concerning the changes in each individual current assets and current liabilities 
accounts.This schedule is a part of the funds flow statement and increase (decrease) in 
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working capital indicated by the schedule of changes in working capital will be equal to 
the amount of changes in working capital as found by funds flow statement. The 
schedule of changes in working capital can be prepared by comparing the current assets 
and current liabilities at two periods.  \ 

 The format of schedule of changes in working capital is as follows: 

   

Particulars/Account Balance as on 31st March 
a) CURRENT ASSETS Year 1 Year 2 

1) Cash Balance  
2) Bills Receivable  
3) Sundry Debtors  
4) Stocks/Inventories  
5) Prepaid Expenses  

  

TOTAL   

b) CURRENT LIABILITIES   

1) Sundry Creditors  
2) Bills Payable  
3) Bank Overdraft  
4) Outstanding Expenses  
5) Provision for Taxation  
6) Provision for Dividends  
7) Reserve for Bad Debts  

  

TOTAL   

Working Capital [(a) - (b)]   

TOTAL   

Net Change in Working Capital   

1.14 Funds From Operations (FFO) 

The first method is widely used method by all in determining the volume of Fund from 
Operations (FFO) 

Under the Net Profit Method, Fund flow from operations can be computed 

Net Profit Method: 

Under this method, Fund from operations can be determined in two different ways .The 
first method is through the statement format 
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The second method of determining the fund from operations under the first 
classification is the Accounting Statement Format. 

Sales Method : 

Under this method, the following is the statement format is used to arrive fund flow 
from operations: 

1.15 Format of Funds Flow Statement 

A funds flow statement can be prepared in statement form or ‘T’ form. 

 

Illustration: 
Balance Sheet of M/s ___  

Liabilities  
As on 31st December 

Assets  
As on 31st December 

2004  2005  2004  2005  

Share Capital  
Profit and Loss  
Appropriation account 
Long Term Loan  
Sundry Creditors  
Bills Payable  

10,000  
 
5,000  
4,000  
8,000  
5,000  
   

15,000  
 
8,000  
6,000  
12,000  
3,000  
   

Cash  
Debtors  
Stock  
Machinery 
Land  

5,000  
10,000  
10,000  
3,000  
4,000  
   

8,000  
15,000  
12,000  
5,000  
4,000  
   

 
32,000  44,000  

 
32,000  44,000  

From the information relating to the non-current area from the balance sheet figures on 
31st Dec 2004 and 31st Dec 2005, we would be able to prepare a funds flow statement 
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for the period between 31st December 2004 and 31st December 2005 i.e. for the year 
2005.  

Schedule/Statement of Changes in Working Capital for the period from __ to __  

Particulars/Account 
Balance as on 31st December 

Working Capital 
Change  

2004 2005 Increase Decrease 

a) CURRENT ASSETS  
1) Cash  
2) Sundry Debtors  
3) Stock  

 
 5,000  
10,000  
10,000   

 
8,000  
15,000  
12,000   

 
 
 
   

 
3,000  
5,000  
2,000   

TOTAL  25,000   35,000      10,000   

b) CURRENT LIABILITIES  
1) Sundry Creditors  
2) Bills Payable  

 
8,000  
5,000   

 
12,000  
3,000   

 
4,000  
   

 
 
2,000   

TOTAL  13,000   15,000   4,000   2,000   

Working Capital [(a) - (b)]  12,000  20,000  
  

TOTAL  4,000  12,000  

Net Change in Working Capital  
 

8,000  

Statement of changes in Non-Current Accounts  

Account  

Balance as on 
31st Dec  

Change  

Type  Result  

2004  2005  Amount  Direction  

Share Capital  
P/L Appropriation 
account  
Long Term Loans  
Machinery  
Land  

10,000  
5,000  
6,000  
3,000  
4,000   

15,000  
8,000  
4,000  
5,000  
4,000   

5,000  
3,000  
2,000  
2,000  
-    

Increase  
Increase  
Decrease  
Increase  
No 
Change  

Liability  
Liability  
Liability  
Assets  
Assets  

Inflow  
Inflow  
outflow  
outflow  
No Flow  
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Ledgers Show 
Based on rational assumptions and the additional information provided, we need to fill 
up the ledger accounts with postings so as to make it complete.  
Dr     Machinery a/c     Cr 

Date Particulars J/F Amount Date Particulars J/F Amo
unt 

01/01/04 To Balance 
b/d 

 3,000 
31/12/05  By Balance c/d  

 
—  

 
5,000  

 To Bank a/c  2,000      
   5,000    5,000 

01/01/05  
To Balance 
b/d  

—  5,000  
    

Assumption : Increase in the value of machinery is on account of purchase of new 
machinery.  

Dr     Share Capital a/c    Cr 

Date Particulars J/F Amount Date Particulars J/F Amo
unt 

 
31/12/04  

 
To Balance 
c/d  

 
—  

 
15,000  

01/01/04 By Balance b/d  
 
—  

 
10,00
0  

     By Bank a/c (?)  5,000 

   15,000 
   15,00

0 

    01/01/05  By Balance b/d  —  
15,00
0  

Assumption : Additional Capital has been raised and received through cheque.  

Dr     Long Term Loan a/c    Cr 

Date Particulars J/F Amount Date Particulars J/F Amo
unt 

 
31/12/04  

 
To Bank a/c  

 
 

 
2,000  

01/01/04 By Balance b/d  
 
—  

 
6,000  

31/12/04 To Balance 
c/d 

 4,000     

   6,000    6,000 
    01/01/05  By Balance b/d  —  4,000  

Assumption : Loan repaid by cheque.  

Dr     Land  a/c    Cr 

Date Particulars J/F Amount Date Particulars J/F Am
ount 
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Assumption : No transactions affecting the account.  

We may skip preparing a non-current ledger account, if we are sure that there are no 
cross transactions in relation to an account generally indicated by no change in its 
balance.  

 
 
 
 

Dr          Profit and Loss Appropriation a/c              Cr 

Date Particulars J/F Amount Date Particulars J/F Amount 

    01/01/04 
By 
Balance 
b/d 

 5,000 

    31/12/04 By Funds 
From  
    
Operations 
(?) 

 3,000 

    01/01/05 
By 
Balance 
b/d  

—  8,000  

31/12/04 

 
To 
Balance 
c/d  

 
—  

 
8,000  

    

Assumption : Funds from operations (capital accumulated through profits).  

Funds Flow Statement for the period from __ to __ 

 

Particulars  Amount  Amount  

a) Sources (Inflow) of Funds   

1) Share Capital  
2) Funds from Operations  
     [P/L appropriation account] 

5,000  
3,000  

8,000 

b) Applications (Outflow) of Funds   

1) General Reserve  
2) Machinery 

2,000  
2,000  

4,000 

Change in Working Capital [a - b]   + 4,000 
 

 
 
 

Since the Net change is positive, there is an increase in Fund (Working Capital)  
This statement is also sometimes called Statement of Sources and Applications 
of Funds  
Statement of Sources and Applications of Funds for the period from __ to 
__ 
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Sources/Inflows of 
Funds  

Amount  
Applications/Outflows of 
Funds  

Amount  

Share Capital  
Funds from Operations  
    [P/L Appropriation 
account 

5,000  
 
3,000   

General Reserve  
Machinery  

Change in Fund (Working 

2,000  
2,000 

 4,000  

 8,000    8,000  
 

1.16 Sum Up 

 Funds flow statement is a statement which discloses the analytical information about 
the different sources of a fund and the application of the same in an accounting cycle. It 
deals with the transactions which change either the amount of current assets and current 
liabilities (in the form of decrease or increase in working capital) or fixed assets, long-
term loans including ownership fund. It gives a clear picture about the movement of 
funds between the opening and closing dates of the Balance Sheet. It is also called the 
Statement of Sources and Applications of Funds, Movement of Funds Statement; Where 
Got—Where Gone Statement: Inflow and Outflow of Fund Statement, etc. No doubt, 
Funds Flow Statement is an important indicator of financial analysis and control. It is 
valuable and also helps to determine how the funds are financed. The financial analyst 
can evaluate the future flows of a firm on the basis of past data 

1.17 Keywords 

Fund:  Fund means the financial resources used by a concern. In the sense of working 
capital, 'Fund' represents the net working capital. The excess current asset over the 
current liabilities is called net working capital.  

Flow:  Flow means the movement of funds and includes both inflows (receipt) and 
outflows (payments) of funds.  

Inflow of funds: Funds from operation, issue of share and debentures, additional long 
term debt, non operating revenues etc. are considered as the major sources of inflow of 
funds.  

Outflow of funds: Increase in working capital, redemption of debenture, repayment of 
long term loan, payment for non operating expenses etc. are the amine areas of outflow 
of fund.  

Statement: It represents the format or account under which the flows of fund i.e. cash 
inflows and outflows are recorded. 
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Funds flows statement: Funds flow statement is the statement of sources and uses of 
fund. Funds flow statement shows the source from which the funds are received and the 
areas to which they obtained funds have been utilized.  
Cash: Cash can be defined as the money readily available with the enterprise, in the 
form of currency notes and coins.   

Funds:  funds refer to each and every financial resource of a firm like cash, bank 
balance, and accounts receivable and so on. It is something, which kept aside by the 
organization for a distinct objective 

1.18 Self Assessment Questions 

1. What do you mean by fund flow statement? What are the objectives of it? 
Ans : 
 

  

 

 

2. Discuss the different between cash flow and fund flow statement. 
Ans :  
 

  

 

 

 

3. State the importance of fund flow statement. 
Ans : 
 

  

 

 

 

4. Write the difference between cash and fund. 

Ans : 
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 1.19 Model Questions 

1. Describe the procedure of preparing fund flow statement. 
2. What are the uses of fund flow statement 
3. Elucidate the nature of fund flow statement. 
4. Write short note on “depreciation is a source of fund or not “. 

1.20  Further Readings 

1. Financial Accounting, Ashis Bhattacharya, Prentice hall of India Pvt. Ltd, New Delhi. 
2. Financial Accounting, S. N. Maheshwari, Vikash Publishing House Pvt. Ltd., New 
Delhi. 
3. Theory and Practice of Financial Accounting, B. B Dam and H C Gautam, Capital 
Publishing Company, Guwahati  
4.Advance Accountancy, R. L. Gupta and M. Radhaswamy, Sultan Chand & Sons, New 
Delhi. 
5.Jain & Narang, Accounting Theory and Management Accounting, Kalayani 
Publishers 
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Unit –II 
Cash Flow Statement 
 

Learning Objectives: 

After reading this chapter, students should be able to: Meaning of cash flow statement, 
objectives of cash flow statement, importance of cash flow statement,  features of cash 
flow statement, utilities of cash flow statement, uses of cash flow statement, advantages 
of cash flow statement, disadvantages of cash flow  statement, procedure of preparing 
cash flow statement, purpose of preparing cash flow statement, relation of cash flow 
statement with the income statement and balance sheet and ete. 

Structure:  

2.1 Introduction to Cash Flow Statement  

2.2 Meaning of Cash Flow Statement,  

2.3 Features of Cash Flow Statement,   

2.4 Objectives of Cash Flow Statement,  

2.5 Importance of Cash Flow Statement,   

2.6 Utilities of Cash Flow Statement 

2.7 Advantages of Cash Flow Statement,  

2.8 Disadvantages of Cash Flow Statement  

2.9 Purpose of Preparing Cash Flow Statement,  

2.10 Classifications of Activities  

2.11 Methods of Preparing Cash Flow Statement  

2.12 Uses of Cash Flow Statement  

2.13 Scope of Cash Flow Statement  

2.14 Discloser Required for Cash Flow Statement   

2.15 Relation to Cash Flow Statement with the Income Statement and Balance Sheet. 

2.16 Sum Up 

2.17 Keywords 

2.18 Self Assessment Questions  

2.19 Model Questions 

2.20 Further Readings 
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2.1 Introduction Cash Flow Statement 

A cash flow statement provides information about the changes in cash and cash 
equivalents of a business by classifying cash flows into operating, investing and 
financing activities. It is a key report to be prepared for each accounting period for 
which financial statements are presented by an enterprise. Monitoring the cash situation 
of any business is the key. The income statement would reflect the profits but does not 
give any indication of the cash components.  The important information of what the 
business has been doing with the cash is provided by the cash flow statement. Like the 
other financial statements, the cash flow statement is also usually drawn up annually, 
but can be drawn up more often. It is noteworthy that cash flow statement covers the 
flows of cash over a period of time (unlike the balance sheet that provides a snapshot of 
the business at a particular date). Also, the cash flow statement can be drawn up in a 
budget form and later compared to actual figures. 

2.2 Meaning of Cash Flow Statement 

 A cash flow statement is a statement of changes in the financial position of a firm on 
cash basis. It reveals the net effects of all business transactions of a firm during a period 
on cash and explains the reasons of changes in cash position between two balance sheet 
dates. It shows the various sources (i.e., inflows) and applications (i.e., outflows) of 
cash during a particular period and their net impact on the cash balance.  

According to Khan and Jain, “Cash Flow statements are statements of changes in 
financial position prepared on the basis of funds defined as cash or cash 
equivalents.”The Institute of Cost and Works Accountants of India defines Cash Flow 
statement as “a statement setting out the flow of cash under distinct heads of 
sources of funds and their utilization to determine the requirements of cash during 
the given period and to prepare for its adequate provision.”Thus, a cash flow 
statement is a statement which provides a detailed explanation for the changes in a 
firm’s cash balance during a particular period by indicating the firm’s sources and uses 
of cash and, ultimately, net impact on cash balance during that period. 

a. Cash comprises cash on hand and demand deposits with bank. 

b. Cash equivalent are short term, highly liquid investments that are readily 
convertible into known amount of cash and which are subject to an insignificant 
risk of changes in value.  

2.3 Features of Cash Flow Statement 

 
The significant features are: 
1. Cash Flow Statement is very dynamic in character since it records the investment of 
cash from the beginning of the period to the end of the period. 
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2. It is a periodical statement as it covers a particular period. 

3. This statement does not recognize matching principles. 

4.This statement helps to calculate Cash from Operations/Cash Flows from Operating 
Activities. 

5.It exhibits the changes of financial positions relating to operational activities, 
investing activities and financial activities, respectively, by which an analyst can draw 
his conclusion. 

6. It is a periodical statement as it covers a particular period of time, say, month or year. 

7. It shows movement of cash in between two balance sheet dates. 

8. It establishes the relationship between net profit and changes in cash position of the 
firm. 

9. It does not involve matching of cost against revenue. 

10. It shows the sources and application of funds during a particular period of time. 

11. It records the changes in fixed assets as well as current assets. 

12. A projected cash flow statement is referred to as cash budget. 

13. It is an indicator of cash earning capacity of the firm. 

14. It reflects clearly how financial position of a firm changes over a period of time due 
to its operating activities, investing activities and financing activities. 

2.4 Objectives of Cash Flow Statement 

Cash Flow Statement is prepared to fulfill some objectives. Some of the main objectives 
of Cash Flow Statement are: 

1. It shows the cash earning capacity of the firm. 

2. It indicates different sources from which cash been collected and various purposes for 
which cash has been utilized during the year. 

3. It classifies cash flows during the period from operating, investing and financing 
activities. 

4. It gives answers to various perplexing questions often encountered by management, 
such as why the firm is unable to pay dividend instead of making enough profit? Why 
there is huge idle cash balance in spite of loss suffered? Where have the proceeds of sale 
of fixed assets gone? etc. 

5. It helps the management in cash planning and control so that there are no shortage or 
surplus of cash at any point of time. 
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6. It evaluates the ability of the firm to meet obligations such as loan repayment, 
dividends, taxes etc. 

7. A prospective investor consults the cash flow statement to ensure that his investment 
gets regular returns in future. 

8. It discloses the reasons for differences among net income, cash receipts and cash 
payments. 

9. It helps the management in taking capital budgeting decisions more scientifically. 10. 
It ensures optimum use of funds for the maximum benefit of the enterprise. 

2.5 The Importance of Cash Flow Statement 

(a) Helps to make Cash Forecast: 
Cash Flow Statement, no doubt, helps the management to make a cash forecast for the 
near future. A projected Cash Flow Statement helps the management about the cash 
position which is the basis for all operations and, thus, the management sees light 
relating to cash position, viz. how much cash is needed for a specific purpose, sources 
of internal and external issues, etc. 

(b) Helps the Internal Management: 
It helps the internal management to determine the financial policy to be adopted in 
future since it supplies information relating to funds, e.g. taking decision about the 
replacement of fixed assets or repayment of long-term liabilities, etc. 

(c) Reveals the Cash Position: 
It is a significant pointer about the movement of cash, i.e. whether there is any increase 
in cash or decrease in cash and the reasons thereof which helps the management. 
Moreover, it explains the reasons for small cash balance even though there is sufficient 
profit, or vice versa. Besides, the management can compare the original forecast with 
the actual one in order to understand the trend of movement of cash and the variation 
therefore. 

 (d) Reveals the result of Cash Planning: 
How far and to what extent the cash planning becomes successful is revealed by the 
analysis of Cash Flow Statement. The same is possible by making a comparison 
between the projected Cash Flow Statement/Cash Budget and the actual one—and the 
measures to be taken accordingly 

2.6 Utilities of Cash Flow Statement 

Cash Flow Statement is useful for short-term planning and control of cash. A business 
entity needs sufficient amount of cash to meet its various obligations in the near future 
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such as payment for purchase of fixed assets, payment of debts, operating expenses of 
the business etc.It helps the financial manager to make a cash flow projection for the 
immediate future taking the data relating to cash inflows and cash outflows from past 
records. As such, it becomes easy for him to know the cash position which may either 
result in a surplus or a deficit one. Thus, cash flow statement is another important tool 
of financial analysis for the management. 

Cash Flow Statement is particularly useful in short-term planning. In order to meet the 
various obligations, a firm needs sufficient amount of cash (e.g. payment for expenses, 
purchase of fixed assets, payments for dividend and taxes, etc.).It helps the financial 
manager to make a cash flow projection for immediate future taking the data relating to 
cash from the past records. As such, it becomes easy for him to know the cash position 
which may either result in a surplus or a deficit one. However, Cash Flow Statement is 
an important financial tool for the management to make an estimate relating to cash for 
the near future. 

Its main utilities are: 

1. Evaluation of Cash Position: 
It is very helpful in understanding the cash position of a firm. Since cash is the basis for 
carrying on business operations smoothly, the cash flow statement is very useful in 
evaluating the current cash position of the business. 

2. Planning and Control: 
A projected cash flow statement enables the management to plan and coordinate the 
financial operations properly. The financial manager can know how much cash is 
needed, from where it will be derived, how much can be generated internally, and how 
much could be obtained from outside. 

3. Performance Evaluation: 
A comparison of actual cash flow statement with the projected cash flow statement will 
disclose the failure or success of the management in managing cash resources. 
Deviations will indicate the need for corrective actions. 

4. Framing Long-term Planning: 
The projected cash flow statement helps financial manager in exploring the possibility 
of repayment of long-term debts which depends upon the availability of cash. 

5. Capital Budgeting Decision: 
A projected cash flow statement also helps the management in taking capital budgeting 
decisions. 
  
6. Liquidity Position: 
Liquidity position of a firm refers to its ability to meet short-term obligations such as 
payment of wages and other operating expenses etc. From cash flow statement the 
financial manager is able to understand how well the firm is meeting these obligations. 
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At the same time the ability of the firm in cash earning can be known from cash flow 
statement. As a matter of fact, a firm’s profitability is ultimately dependent upon its 
cash earning capacity. 

7. Answers to Different Questions: 
Cash flow statement is able to explain some questions often encountered by the 
financial manager such as, why is the firm not able to pay dividend in spite of making 
huge profit? Why there is huge cash balance in spite of loss etc 

2.7 Advantages of Cash Flow Statement 

The advantages of Cash Flow Statement are: 

(a) Ascertaining Liquidity and Profitability Positions: 
Cash Flow Statement helps the management to ascertain the liquidity and profitability 
position of a firm. Liquidity means one’s ability to pay the obligation as soon as it 
becomes due. Since Cash Flow Statement presents the cash position of a firm at the time 
of making payment it directly helps to ascertain the liquidity position, the same is also 
applicable in case of profitability. 

One can understand from Cash Flow Statement how efficiently the firm is paying its 
obligation in various forms of expense and liability. At the same time, as the cash 
earning capacity of a firm can be ascertained from this statement, profitability position 
depends also on cash earning capacity. 

(b) Ascertaining Optimum Cash Balance: 
Cash Flow Statement also helps to ascertain the optimum cash balance of a firm. If 
optimum cash balance can be determined, it is possible for a firm to ascertain the idle 
and/or excess and/or shortage of cash position. After ascertaining the cash position, the 
management can invest the surplus cash, if any, or borrow funds from outside sources 
accordingly to meet the cash deficit. 

(c) Cash Management: 
Proper management of cash is possible if Cash Flow Statement is properly prepared. 
The management can prepare an estimate about the various inflows of cash and 
outflows of cash so that it becomes very helpful for them to make plans for the future. 

(d) Capital Budgeting Decisions: 
Since capital budgeting relates to the decision of capital expenditure in various forms on 
a long-term basis, cash flow timing is very important for this purpose. 

(e) Superiority over Accrual Basis of Accounting: 
No doubt Cash Flow Statement or cash basis of accounting is more reliable or 
dependable than accrual basis of accounting—as a number of technical adjustments are 
made in the latter case. Cash flow accounting is free from such snags. 
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(f) Planning and Coordination: 
Cash Flow Statement is prepared on an estimated basis meant for the successive/next 
year which helps the management to know how much funds are required for what 
purposes, how much cash is generated from internal sources, how much cash can be 
procured from outside the business. It also helps to prepare cash budgets. Thus, the 
management can prepare plans, coordinate various activities with the help of this 
statement. 

(g) Movement of Cash: 
A Cash Flow Statement presents the management the flows in and flows out of cash for 
various purposes on the basis of which future estimates can be prepared. 

(h) Performance Appraisal: 
By comparing the actual Cash Flow Statement with the projected Cash Flow 
Statements, the management can evaluate or appraise the performances regarding cash. 
If any unfavourable variance is found, the reason for such variation is located and 
rectified accordingly. 

2.8 Disadvantages of Cash Flow Statement 

Cash Flow Statement is, no doubt, an important tool of financial analysis which 
discloses the complete story of cash management. The increase in—or decrease of—
cash and reasons thereof, can be known, However, it has its own limitation. 

These limitations are: 
1. Since cash flow statement does not consider non-cash items, it cannot reveal the 
actual net income of the business. 

2. Cash flow statement cannot replace fund flow statement or income statement. Each of 
them has a separate function to perform which cannot be done by the cash flow 
statement. 

3. The cash balance as disclosed by the projected cash flow statement may not represent 
the real liquid position of the business since it can be easily influenced by the 
managerial decisions, by making certain payments in advance or by post pending 
payments. 

4. It cannot be used for the purpose of comparison over a period of time. A company is 
not better off in the current year than the previous year because its cash flow has 
increased. 

5. It is not helpful in measuring the economic efficiency in certain cases e.g., public 
utility service where generally heavy capital expenditure is involved. 

6. Cash flow statement shows only cash inflow and cash outflow. But, the cash balance 
disclosed by the statement cannot reveal the true liquid position of the business. 
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7. Net Cash Flow disclosed by Cash Flow Statement does not necessarily mean net 
income of the business because net income is determined by taking into account both 
cash and non-cash items. 

8. It does not give complete picture of the financial position of the business concern. 

9. The preparation of cash flow statement is only postmortem analysis. There is no 
projection of cash in future in this method. 

10. It is not a substitute of Income Statement. 

11. The accuracy of cash flow statement is based on the balance sheet. If balance sheet 
is wrong, the cash flow statement is also wrong. 

12. It is not prepared on the basic accounting concept of accrual basis. Hence, the 
accuracy of cash flow statement is questionable.. 

2.9 Purpose of Cash Flow Statements 

 The purpose of the cash flow statement or statement of cash flows is to provide 
information about a company's gross receipts and gross payments for a specified 
period of time. 

 The gross receipts and gross payments will be reported in the cash flow statement 
according to one of the following classifications: operating activities, investing 
activities, and financing activities. The net change from these three classifications 
should equal the change in a company's cash and cash equivalents during the 
reporting period. 

 In addition to the cash amounts being reported as operating, investing, and financing 
activities, the cash flow statement must disclose other information, including the 
amount of interest paid, the amount of income taxes paid, and any significant 
investing and financing activities which did not required the use of cash. Main 
purposes are: 

 Statement of cash flows provides important insights about the liquidity and solvency    
of a company which are vital for survival and growth of any organization. 

 It enables analysts to use the information about historic cash flows for projections of  
future cash flows of an entity on which to base their economic decisions. 

   By summarizing key changes in financial position during a period, cash flow 
statement serves to highlight priorities of management. 

 Comparison of cash flows of different entities helps reveal the relative quality of 
their earnings since cash flow information is more objective as opposed to the 
financial performance reflected in income statement. 
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2.10  Classification of Activities 

According to Ind As-7 (Existing As-3) the cash flow activities are to be classified 
into three categories :This is done to show separately the cash flows generated / used by 
these activities, thereby helping to assess the impact of these activities on the financial 
position and cash and cash equivalents of an enterprise. 

 Cash flows from Operating Activities 

 Cash flows from Investing Activities 

 Cash flows from Financing Activities 

Cash flows from Operating Activities: 
Operating activities are the activities that comprise of the primary / main activities of an 
enterprise during an accounting period. For example, for a garment manufacturing 
company, operating activities include procurement of raw material, sale of garments, 
incurrence of manufacturing expenses, etc. These are the principal revenue generating 
activities of the enterprise. 

Profit before tax as presented in the income statement could be used as a starting point 
to calculate the cash flows from operating activities. 

Cash Inflows from operating activities: 

 Cash receipts from sale of goods and rendering services. 

 Cash receipts from fees, royalties, commissions and other revenues. 

Cash Outflows from operating activities: 

 Cash payments to suppliers for goods and services. 

 Cash payments of income taxes unless they can be specifically identified with   
financing and investing activities. 

 Cash payment to and on behalf of employees. 

Following adjustments are required to be made to the profit before tax to arrive at the 
cash flow from operations: 

Elimination of non cash expenses (e.g. depreciation, amortization, impairment losses, 
bad debts written off, etc) 

 Removal of expenses to be classified elsewhere in the cash flow statement (e.g.   
interest expense should be classified under financing activities) 

 Removal of income to be presented elsewhere in the cash flow statement (e.g. 
dividend income and interest income should be classified under investing activities 
unless in case of for example an investment bank) 

 Elimination of non cash income (e.g. gain on revaluation of investments) 
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The amount of cash from operations indicates the internal solvency level of the 
company. It is a key indicator of the extent to which the operations of the enterprise 
have generated sufficient cash flows to maintain its operating potential. 

Cash from Investing Activities: 
Cash flow from investing activities includes the movement in cash flows owing to the 
purchase and sale of assets. It relates to purchase and sale of long-term assets or fixed 
assets such as machinery, furniture, land and building, etc. 

Cash Outflows from investing activities 

 Cash payments to acquire fixed assets including intangibles and capitalized R&D. 

 Cash advances and loans made to third party (other than advances and loans made 
by a financial enterprise wherein it is operating activities). 

 Cash payments to acquire shares, warrants or debt instruments of other enterprises 
other than the instruments those held for trading purposes. 

Cash Inflows from investing activities 

 Cash receipt from disposal of fixed assets including intangibles. 

 Cash receipt from the repayment of advances or loans made to third parties (except 
in case of financial enterprise). 

 Dividend received from investments in other enterprises. 

 Cash receipt from disposal of shares, warrants or debt instruments of other 
enterprises except those held for trading purposes. 

Cash from Financing Activities: 
It includes financing activities related to long-term funds or capital of an enterprise. 
Financing activities are activities that result in changes in the size and composition of 
the owners’ capital and borrowings of the enterprise. 

e.g., cash proceeds from issue of equity shares, debentures, raising long-term loans, 
repayment of bank loans, etc. 

Cash Inflows from financing activities 

 Cash proceeds from issuing shares (equity / preference). 

 Cash proceeds from issuing debentures, loans, bonds and other short/ long-term 
borrowings. 

Cash Outflows from financing activities: 

 Cash repayments of amounts borrowed. 

 Interest paid on debentures and long-term loans and advances. 

 Dividends paid on equity and preference capital. 
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2.11 Methods of Preparing Cash Flow Statement 

 
Operating activities are the main source of revenues and expenditures, thereby cash 
flow from the same needs to be ascertained. The cash flow can be reported through two 
ways: 

1. Direct Method: Direct method that discloses the major classes of gross cash 
receipts and cash payments 

2. Indirect Method : Indirect method that has the net profit or loss adjusted for 
effects of (1) transactions of a non-cash nature, (2) any deferrals or accruals of 
past/future operating cash receipts and (3) items of income or expenses 
associated with investing or financing cash flows. 

Direct Method: 

In the direct method, the major heads of cash inflows and outflows (such as cash 
received from trade receivables, employee benefits, expenses paid, etc.) are to be 
considered. 

As the different line items are recorded on accrual basis in statement of profit and loss, 
certain adjustments are to be made to convert them into cash basis such as the 
following:  
1. Cash receipts from customers = Revenue from operations + Trade receivables in the 
beginning – Trade receivables in the end.  

2. Cash payments to suppliers = Purchases + Trade Payables in the beginning – Trade 
Payables in the end.  

3. Purchases = Cost of Revenue from Operations – Opening Inventory + Closing 
Inventory.  

4. Cash expenses = Expenses on accrual basis + Prepaid expenses in the beginning and 
Outstanding expenses in the end – Prepaid expenses in the end and Outstanding 
expenses in the beginning. 

Indirect Method: 
Indirect method of ascertaining cash flow from operating activities begins with the 
amount of net profit/loss. This is so because statement of profit and loss incorporates the 
effects of all operating activities of an enterprise. However, Statement of Profit and 
Loss is prepared on accrual basis (and not on cash basis). Moreover, it also includes 
certain non-operating items such as interest paid, profit/loss on sale of fixed assets, etc.) 
and non-cash items (such as depreciation, goodwill to be written-off, etc. Therefore, it 
becomes necessary to adjust the amount of net profit/loss as shown by Statement of 
Profit and Loss for arriving at cash flows from operating activities. 

Example: Following is a cash flow statement prepared using indirect method: 
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Cash Flows from Operating Activities 

Cash received from customers 
Cash received as interest income   

Cash received as dividend income   

Cash paid for cost of goods sold  

Cash paid for selling expenses 

Cash paid for general & administrative expenses 

Cash paid for interest (including interest on capital leases) 

Cash paid for income taxes 

Cash Flows from Investing Activities 

Cash received from sale of property, plant, & equipment 

Cash received from sale of investments 

Cash received from repayment of note receivables 

Cash paid to acquire property, plant, and equipment 

Cash paid to acquire investments 

Cash paid out as a loan 

Cash Flows from Financing Activities 

Cash received as proceeds from issuance of debt 

Cash received as proceeds from issuance of stock 

Cash received as proceeds from reissuance of treasury stock 

Cash paid to repay debt (principal payment) 

Cash paid on principal related to capital leases 

Cash paid to reacquire stock (purchase treasury stock) 

Cash paid as dividends 

Net increase (decrease) in cash 

2.12 Uses of Cash Flow Statement 

A Cash Flow Statement is of primary importance to the financial management. 

It is an essential tool of short-term financial analysis. Its main uses are as follows: 
1. Cash Flow Statement facilitates to prepare sound financial policies. It also helps to 
evaluate the current cash position. 
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2. A projected Cash Flow Statement can be prepared in order to know the future cash 
position of a concern so as to enable a firm to plan and coordinate its financial 
operations properly. 

3. It helps in taking loan from Banks and other financial institutions. The repayment 
capacity of the firm can be understood by going through the Cash Flow Statement. 

4. It helps the management in taking short-term financial decisions. 

5. Cash is the soul and heart of the business. Cash is pivot of all business activities. 
Everyone is cash minded. The aim of business is to gather cash. Business is a source 
while cash is the end. Therefore, it is very useful. 

6. The statement explains the causes for poor cash position in spite of substantial profits 
in a firm by throwing light on various applications of cash made by the firm. 

2.13 Scope of Cash Flows Statement 

1. Consolidated cash flow is a financial statement that presents information about the 
company's cash receipts and disbursements during the accounting period. 

2. The purpose of cash flow statement is to provide information on sources and uses of 
cash and cash equivalents during the period of accounting and cash reconciliation at the 
beginning of the period with cash at the end of the period plus the cash equivalent 
balances. 

3. The general form of the cash flow statement shows cash receipts and disbursements 
are divided into three categories, namely: cash flow from operating activities, cash 
flows from investing activities and cash flows arising from financing activities. 

4. Operating activities are the principal revenue-producing activities of the company 
(principal revenue producing activities) and other activities that are not investing 
activities and financing activities. Cash flows from operating activities can be reported 
with the use of two methods, either directly or indirectly. 

5. Investment activity is the acquisition and disposal of long-term assets and other 
investments that do not include cash equivalents 

2.14 Disclosures Required According to Format of Cash Flow 
Statement 

GAAP requires that along with the direct presentation format of cash flow statement the 
adjustments made to reconcile net income and net operating cash flow is also disclosed. 
This reconciliation is nothing but the indirect format of cash flow statement. Therefore 
under GAAP firms presenting the cash flow statement direct method also need to 
present it under the indirect method. There is no such requirement under IFRS. Under 
IFRS, interest and taxes paid need to be disclosed separately in the format of cash flow 
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statement for both the methods. Under GAAP, they can be reported in the cash flow 
statement or disclosed in the footnotes. 

2.15 Linkages of the Cash Flow Statement to The Income Statement 
and Balance Sheet 

The cash flow statement ties up the opening cash balance on the balance sheet with the 
ending cash balance. The changes in the cash balance during the accounting period are 
reflected on the cash flow statement and are a result of operating; investing and 
financing activities. All transactions undertaken by a firm finally culminate in an 
increase or decrease in a balance sheet item.). Operating activities typically result in 
increase or decrease of current assets and liabilities. Investing activities typically result 
in increase or decrease of noncurrent assets while financing activities result in increase 
or decrease of noncurrent liabilities. 

The difference in the timing between actual receipt and payment of cash and the 
recognition of revenue and expense on the income statement, results in changes in the 
balance sheet items. For example when revenues exceed cash collections, it means that 
sales on credit have increased which lead to an increase in accounts receivable on the 
balance sheet. When cash collections increase revenues, accounts receivable decrease. 

Understanding these linkages between the income statement, balance sheet and cash 
flow statement, help analysts in analyzing the financial statements better which lead to 
better forecasts. With this we come to an end of the post on cash flow statement format 
in which we learnt about the cash flow statement direct method and cash flow statement 
indirect method. Hope you liked the post and won’t forget to share it 

Illustration : 

The company started on 1st January 2015, When it issued 60,000 shares of Rs1 par 
value common stock for Rs60,000 cash. The company rented its office space and 
furniture and equipment, and it performed tax consulting services throughout the first 
year. The comparative balance sheets at the beginning and end of the year 2015 appear 
as follows: 

Tax Consultants Inc. 
Comparative Balance Sheets 

Assets Dec. 31, 2015 Jan. 1, 2015 
Change 

(Increase/Decrease) 
Cash 49,000 -0- 49,000 Increase 
Accounts receivable 36,000 -0- 36,000 Increase 
    
Total 85,000 -0-   
    

Liabilities and       
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Stockholders' Equity 
Accounts payable 5,000 -0- 5,000 Increase 
Common stock (rs1 par) 60,000 -0- 60,000 Increase 
Retained earnings 20,000 -0- 20,000 Increase 
    
Total 85,000 -0-   

The income statement and additional information for tax consultants Inc. are as follows: 

Tax Consultants Inc. 
Income Statement 

For the year ended Dec. 31, 2015 

Revenues 125000 
Operating expenses 85000 
  
Income before income taxes 40,000 
Income tax expenses 6,000 
  
Net income 34,000 
  

Additional Information: 
Examination of selected data indicates that a dividend of 14,000 was paid during the 
year. 

Cash collected from revenues 89,000 

Cash payment for expenses 80,000 

  

Income before income taxes 9,000 

Cash payments for income taxes 6,000 

  

Net cash provided by operating activities 3,000 

Cash Flow Statement of Tax Consultants INC. 
 for the year ended December 31, 2015 

Cash Flows from Operating Activities     

Cash collected from revenues   89,000 

Cash payment for expenses   80,000 

     

Income before income taxes   9,000 

Income tax expenses   6,000 
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Net cash provided by operating activities   3,000 

Cash Flows from Investing Activities: 
Cash Flows from Financing Activities 

  Nil 

Issuance of common stock 60,000 
 

Payment of cash dividends (14,000)   

     

Net cash provided by financing activities   46,000 

     

Net increase in cash and Cash Equivalent:   49,000 

Cash & Cash Equivalent on January 1 2015   -0- 

     

Cash & Cash Equivalent on Cash, December 31, 
2015 

  49,000 

 

2.16 Sum Up 

Like the other financial statements, the cash flow statement is also usually drawn up 
annually, but can be drawn up more often. It is noteworthy that cash flow statement 
covers the flows of cash over a period of time (unlike the balance sheet that provides a 
snapshot of the business at a particular date). Also, the cash flow statement can be 
drawn up in a budget form and later compared to actual figures. A cash flow statement 
is a statement of changes in the financial position of a firm on cash basis. It reveals the 
net effects of all business transactions of a firm during a period on cash and explains the 
reasons of changes in cash position between two balance sheet dates. It shows the 
various sources (i.e., inflows) and applications (i.e., outflows) of cash and cash 
equivalent during a particular period and their net impact on the cash balance. 

2.17 Keywords 

Flow:  Flow means the movement of Cash & Cash Equivalent and includes both 
inflows (receipt) and outflows (payments) of Cash & Cash Equivalent.  

Inflow of cash & Cash Equivalent: cash from operation, issue of share and 
debentures, additional long term debt, non operating revenues etc. are considered as the 
major sources of inflow of cash.  

Outflow of cash & Cash Equivalent: redemption of debenture, repayment of long term 
loan, payment for non operating expenses etc. are the amine areas of outflow of fund.  
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Statement: It represents the format or account under which the flows of cash i.e. cash 
inflows and outflows are recorded. 

Cash flows statement: cash flow statement is the statement of sources and uses of cash 
& Cash Equivalent. Cash flow statement shows the source from which cash are received 
and the areas to which they obtained cash have been utilized.  
Cash: It comprises cash on hand and demand deposits with bank. 
Cash equivalent are short term, highly liquid investments that are readily convertible 
into known amount of cash and which are subject to an insignificant risk of changes in 
value.   
 

2.18 Self Assessment Questions 

1. What do you mean by cash flow statement? What are the objectives of it? 
Ans : 
 

  

 

 

 

2. Discuss the different features of cash flow statement. 
Ans : 
 

  

 

 

 

3. State the importance of cash flow statement. 
Ans : 
 
  

 

 

 

4. Write the different advantages and disadvantages of cash flow statement. 
Ans : 
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2.19 Model Questions 

1. Describe the procedure of preparing cash flow statement. 
2. What are the uses of cash flow statement 
3. Elucidate the purpose of cash flow statement. 
4. Write short note on “ discloser required for cash flow statement“. 

 2.20 Further Readings 

1. Financial Accounting, Ashis Bhattacharya, Prentice hall of India Pvt. Ltd, New Delhi. 

2. Financial Accounting, S. N. Maheshwari, Vikash Publishing House Pvt. Ltd., New 
Delhi. 

3. Theory and Practice of Financial Accounting, B. B Dam and H C Gautam, Capital 
Publishing Company, Guwahati  

4. Advance Accountancy, R. L. Gupta and M. Radhaswamy, Sultan Chand & Sons, 
New Delhi. 

5. Jain & Narang, Accounting Theory and Management Accounting, Kalayani 
Publishers 














